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CLAIRE C. McCASKILL

Missouri State Auditor

Honorable Bob Holden, Governor
and
Members of the General Assembly
and
Department of Economic Development
Division of Finance
D. Eric McClure, Acting Commissioner
Jefferson City, MO 65102

We conducted an audit of state agencies’ practices and procedures and of state legal provisions
relating to the instant loan industry. This audit was initiated because of concerns over the
exorbitant interest rates charged and the rapid growth of the industry over the last several years.
This audit focused on instant loan organizations (title loan, payday loan, and traditional small
loan lenders) operating within the state of Missouri. The objectives of this audit were to:

o Review certain laws related to the instant loan industry and determine if changes are
needed to improve or clarify existing state laws.

0 Determine whether consumer complaints related to the instant loan industry are being
properly addressed.

o Review applicable state agencies’ management controls and practices to determine the
propriety and effectiveness of those controls and practices as they relate to the instant
loan industry.

We reviewed applicable state statutes, code of state regulations, complaint files, examination
reports, and personnel procedures. We interviewed applicable employees and solicited
information from other states regarding their regulation of these businesses.
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We concluded that current statutes allow the instant loan industry to charge consumers exorbitant
fees. State laws governing the instant loan industry are inconsistent and consumers may not
receive adequate protection rights. Processing of consumer complaints related to the instant loan
industry need improvement and consumer awareness of the complaint process is lacking.
Examination procedures and the related laws are not adequate to properly monitor and regulate

the instant loan indust( y.
k

Claire McCaskill
State Auditor

December 27, 2000 (fieldwork completion date)
The following auditors participated in the preparation of this report:

Director of Audits:  William D. Miller, CIA

Audit Manager: David Holtmann, CPA
In-Charge Auditor:  April McHaffie, CPA
Audit Staff: Jody Vernon, CPA



RESULTSAND RECOMMENDATIONS

1. I nstant L oans Are Costly to Consumers

Instant loan consumers are faced with exorbitant fees for short-term loans, and the problem
becomes more compounded if the loan is renewed. Current statutes alow the instant loan
industry to charge consumers fees that according to audit surveys were in excess of 300 percent
annually. The common fees charged on a $500 loan by a title lender were 300 percent annually
and the fees on a $300 payday loan were 391 percent. Although the instant loan industry is
providing a service to those in instant need of ready cash, better controls over industry practices
are needed to protect consumers. Regarding car title loans, the consumer should be given due
process before repossessions are made.

Profile of consumer s and loans

Title and payday consumers are generally lower income individuals. Title and payday lenders
estimated 70 percent of their consumers earned less than $25,000 annually.
According to the US Census Bureau, the median household income (1997 |Consumersare
estimate) for Missourians was $34,502. Also, the Community Financial |9eneralyin
Services Association of America, which is a nationa trade group for the |thelower
payday loan industry, reports that the average payday loan consumer has an |/NcOMerange
average annual household income of $33,187. In our review of 17 payday
consumer files at two licensed payday locations, 10 (or 59 percent) of those consumers had
annual incomes less than $15,000 reported in their financial information questionnaire.

The typical title loan amount is $350 and the typical payday loan amount is $180. Instant loan
operators provide consumers with a method of borrowing to satisfy immediate financial needs
without asking a lot of questions about their income, assets, or credit histories. Many title and
payday lenders advertise “15-Minute Loans’ and argue these short term loans are needed to pay
for unexpected expenses or household emergencies and to avoid the possibility of bouncing a
check or incurring late payment penalties.

How instant loans wor k

Car title loans offer consumers a means to get cash with their title being used |car titles and
as collateral. These loans are typically made for 30 days and the consumer’s | personal

title is held until the loan is paid. After 30 days, the loan is paid, renewed for |checks serve
another 30-day cycle, or defaulted and the vehicle is repossessed. as collateral

Payday loans allow consumers to obtain cash for a short time until his or her
next payday. Consumers issue personal checks to the payday lender, which are held for a period
of 14 days. At that time, either the check is deposited, the consumer returns with cash to reclaim
the check, or the loan is renewed for another 2 weeks and additional fees are charged.



Consumers can go deeper in debt with instant loans, particularly if the loans are renewed

Complaints from consumers usually concern rates and other aspects of the loan or loan process
as shown in the table below.

COMPLAINT CARTITLELOAN | PAYDAY LOAN
Fees and interest rates too high X X
Repossessions without notice X

Have to use one loan to payoff another X

The Attorney General’s Office received a complaint from a consumer who claimed she was
being charged 900 percent annual percentage rate on her title loan. In another complaint, a
consumer claimed she was forced to take out five additional payday loans to cover her payday
loans currently due.

It is not uncommon for title and payday loans to be renewed severa times, |Multipleloans
Audit results showed that, on average, title and payday lenders make 3.5 times |@nd renewals
more renewa loans than new loans each month. In our observation of |Causetrouble
different loans, we noted the following examples that illustrate the effect of |for consumers
the renewal process.

» A consumer obtained a title loan for $300 on December 4, 1999, renewed the loan 9
times over the next severa months, and still owed $33 on October 22, 2000. The
consumer paid $485 in interest and fees, plus $267 on the principa of the loan for atotal
of $752 in repayments on the $300 loan. She obtained the loan against her 1990 Chevy
Beretta valued by the company at $1,025.

» A consumer obtained a title loan for $900 on July 7, 2000, renewed the loan 3 times
paying $902 in interest and fees, but made no reductions in the
principa amount. The consumer obtained this loan against her 1993
Buick Century. She was 67 years old, living on afixed income, and as
of October 2000 her loan was still open. She has aready paid the
equivalent of the loan value in fees, and still owes the $900. This
practice will continue until the consumer starts paying on the principal.
In this example, the consumer is “hanging on” by paying fees but still has not been able
to satisfy the loan.

Consumer
hangsonin
never-ending
cycle

> A consumer owed $2,564 in principa, interest, repossession charges, and auction fees
after he had stopped paying on his title loan balance of $442 for approximately 1 year.
His vehicle was found and repossessed by the lender and then sold at auction for $3,000.
The lender was operating under Missouri Revised Statutes 2000, (RSMo) Section
367.100, which requires refunds to the consumer for any excess amount received in asale
after the lender is made whole. Therefore, the consumer received a refund of $436
($3,000-2,564).

» A consumer obtained a $100 payday |oan on August 26, 2000, renewed the loan 4 times,
paid the lender $98 in interest through October 21, 2000, and still owed $93 on the loan
in December 2000.
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» A consumer obtained a $200 payday loan on August 22, 2000, and renewed the loan 7
times paying $240 in fees, and till owed $230 on the loan.

» A consumer obtained a $200 payday loan on June 23, 2000, and renewed the loan 11
times paying $278 in fees, and still owed $92 on the loan in December 2000.

Missouri Statutes allow lendersto extend loans and charge fees

Missouri statutes allow the renewal process for title loans to extend title loans for more than 1
year. Section 367.512 (4), RSMo states: “The title lender shall renew the title loan agreement for
additional thirty-day periods upon the consumer’s request and the payment by the consumer of
any interest and fees due at the time of such renewal, however upon the third renewal of the title
loan agreement, and each subsequent renewal thereafter, the consumer shall reduce the principal
amount of the loan by ten percent of the origina amount of the loan until such loan is paid in
full.” The principa reduction requirement provides a maximum of 13 months to pay off atitle
loan.

State Regulation (4 CSR 140-11.010 (5)) limits the term of a payday loan to 10 months;
however, asillustrated in the examples above, significant fees are accrued on these types of loans
when the loans are extended for several months.

The State of Kentucky has a statute that limits title loan renewals to no more |Kentucky has
than three times in succession. Kentucky also passed legidlation in 1998 |«trict laws for
capping title loan interest rates at 36 percent per year. Kentucky Division of |tjtle and

Finance and Banking officials stated the cap on interest rates caused the title |payday loans
loan industry to leave the state.

The State of Kentucky also has a statute that prohibits payday lenders from making loans to a
consumer that already has $500 in outstanding payday loans from any lender across the state.
This would prohibit consumers from obtaining additional loans in order to pay off existing
payday loans from different lenders.

Reducing the number of renewals could help some consumers avoid the cycle of debt that results
from continualy renewing these types of loans while allowing the industry to maintain its
presence in Missouri. In addition, the statutes should provide more stringent guidelines to limit
the total payday |oan balance that consumers can obtain from al lenders.

Cost of an instant loan

Audit results showed that the common fees charged on a $500 loan by a title lender were 25
percent per month or 300 percent annually. The title lender fees ranged from 183 percent to 377
percent annually. The fees on a $300 payday |oan ranged from 217 percent to 391 percent with
the most common fees being 391 percent.

The Community Financial Services Association of America argues that expressing the terms of

an instant loan in the form of an annual percentage rate is not a fair comparison because it is a
calculation made over a 12-month period and instant loans are generally made for a 30-day or
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14-day period. However, as previoudly illustrated above, many instant loans are renewed several
times often spanning several months.

Title lenders are not required to itemize their fees to illustrate that these charges are strictly to
cover the ordinary cost of operations. According to Section 367.515, RSMo:
“The maximum rate of interest that atitle lender shall contract for and receive Statgtes are
for making and carrying any title loan authorized by Sections 367.500, RSMo ambi guous

to 367.530, RSMo shall not exceed one and one-half percent per month on the regaraing
amount for such loans. Title lenders may charge, contract for, and receive a |alowablefees
fee, which shall not be deemed interest, to defray the ordinary cost of
operations.” In addition to the ambiguous fees allowed by statute, the Division of Finance does
not have appropriate guidance to ensure this provision is enforced and that lenders are only
charging fees to defray ordinary operating costs.

Section 408.500, RSMo governs the rates for payday loans and provides: “....Lenders shal file a
rate schedule with the director, who upon review, shall approve the rates comparable with those
lawfully charged in the marketplace for similar loans. In determining marketplace interest rates,
the director shall consider the appropriateness of the rate requests made by lenders and rates
allowed on similar loans in the state contiguous to Missouri...” The director from the Division
of Finance has approved three different rate schedules. Those rates are the Missouri rate,
Tennessee rate, and Oklahoma rate as noted below:

» Missouri rate: $10 loan fee plus 5 percent interest per month
(or 14-day cycle of loan).

» Tennesseerate: 15 percent fee with a maximum fee of $45.

» Oklahoma rate: Rate variesIII and is established annually by the State of
Oklahoma

Payday lenders can be approved for more than one of the above rate schedules. For example,
lenders can charge the Missouri or the Tennessee rate depending on which rate is most beneficial
(generating the greatest profit) to their particular business.

Title and payday lenders operating under Section 367.100, RSMo can charge any rate that is
agreed upon by both the consumer and the lender. Payday lenders can operate under Chapters
408 or 367, RSMo.

Conclusion

The instant loan industry views itself as providing a service to those in need and that high fees
are a necessary part of the business in order for them to cover losses and stay in business.
However, the state has arole to play in protecting the consumer, and measures can and should be
taken to ensure the instant loan industry conforms to basic rules of fairness to the consumer.
Although the statutes limit the fees that title loan companies may charge to defray the cost of

! Rate varies by loan and loan amount. Thereisno one single rate for the industry. Based on our limited review,
there were not many loansin Missouri that used this rate.
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operations, ordinary operating costs are not defined. Consumers need protection with due
process rights before loan companies can repossess vehicles.

Recommendations

We recommend the General Assembly:

11

1.2

13

14

Consider reducing the number of renewals allowed by statute.

Readdress the statutes to limit the total payday loan balance that consumers can obtain
from al lenders.

Consider requiring due process for consumers before vehicles are repossessed and sold.

Consider defining the operating costs charged by title lenders.



2. Statutes Governing the Instant Loan Industry Are Not Consistent Between L oan
Programs

Consumers cannot rely on consistent protection from the state among the various instant [oan
programs because the laws establishing the programs did not consider the impact on the
consumer when the programs were approved. Instant loan companies can operate under three
different sections of the Missouri Revised Statutes (RSMo) and pick and choose which statute
serves them best without concern for consumer interests. Some title and payday lenders operate
under Section 367.100, RSMo (traditional lending) while others operate under the specific
sections for title or payday lenders, Sections 367.500, RSMo (title loans) and 408.500, RSMo
(payday loans), respectively. These laws vary in loan terms including alowable fees, length of
term, maximum and minimum amounts, due process, and annual reporting requirements. As a
result, consumers are not provided adequate protection related to the title and payday industry.

Lenders participatein all three statutory programs

Of the approximately 558 traditional lenders currently operating under Section 367.100, RSMo
across the state, 109 of these companies were in the business of making title loans, 95 were in the
business of making payday loans, and 50 of these companies made both title and payday loans.
There are currently 113 title and 655 payday lenders operating under the specific statutes set
forth for those types of lenders.

The chart below summarizes some of the primary differences in instant loan programs based on
their controlling statute:

Traditional
Lending ’ Title Loans Payday L oans
Description (Section 367.100) (Section 367.500) (Section 408.500)
Maximum loan amount No limit $5,000 $499.99
Maximum term No limit 30 days 10 Mos
Refund for early payoff Yes No No
Consumer protection Yes No No
Annual reporting
requirement Yes No No
Annual audit
requirement Yes No No
Number of licensees 558 113 655
1.5% per month +
Chargefor loan No limit fees *

*Rates for payday loans are approved by the Division of Finance. The most common rates are the Missouri rate which is $10 plus 5 percent per
month and the Tennessee rate, which is 15 percent per month with a maximum of $45. Controlling statutes for each type of lender are at
Appendix 11, page 23.

-8



Specific inconsistencies that affect consumers include:

» Title and payday lenders are not subject to the same annual reporting and audit
requirements as with traditional lenders.

» Title loans are not subject to any of the consumer protection provisions found in
traditional loans. This means vehicle repossessions can occur without any notice, and
the lender does not have to give the consumer an opportunity to cure the default.

» Title loans also are not subject to the Uniform Commercial Code in regard to
refunding. This means that if a sale of repossessed property occurs and there is a
surplus over what the consumer owes, the lender may keep the surplus. If thereis a
deficiency, then the lender must absorb the loss.

The Division of Finance has worked with the legislature by proposing changes to statutes to
address some of these inconsistencies.

Conclusion

Although title loans, payday loans, and traditional loans serve the purpose of providing cash to
people in need, the statutes within which each loan program was established are not consistent.
The lack of due process in the title loan program and the differences in allowable fee charges in
al loan programs cause considerable problems for the consumer—problems that should be
avoided.

Recommendation
We recommend the General Assembly:
2.1  Consider reexamining the provisions of all instant loan programs and determine if thereis

aneed to make them more consistent and less likely to cause additional hardships for
consumers.



3. Consumer Complaint System Needs | mpr ovement

Consumer complaint procedures could be improved by establishing specific standards for
handling complaints, centralizing the complaint function, and heightening consumer awareness.
State laws regulating the instant loan industry do not specify how consumer complaints are to be
recorded and processed. Furthermore, state law does not designate the Division of Finance as
the agency responsible for handling consumer complaints. Some complaints are made directly
to the Division of Finance while others are made to the Attorney General’s Office. Established
guidelines or statutes for handling complaints would ensure that complaints are being processed
by an agency with the authority and influence to resolve complaints. Centralizing complaints
would ensure that al complaints are being considered and processed appropriately.

Processing of consumer complaints
After interviewing applicable employees, and benchmarking with other states, we determined
improved procedures and more detailed statutes governing these lenders could address consumer

complaints more efficiently.

Division of Finance procedures

The Division of Finance could improve their procedures for handling complaints. The
division has not established specific standards for handling complaints and, cannot assure
that all complaints are properly investigated and resolved. Also, procedures for handling
complaints are not explicit in the Missouri Statutes or in the Code of State Regulations.

Some complaints are handled over the telephone by the senior counsel, while others are
forwarded to examiners for investigation. After examiners investigate consumer
complaints, some examiners document their findings in a memo that is logged on the
division’'s database while others have no documentation of the follow-up. The division’s
database, therefore, only tracks complaints in which written correspondence has been
generated and excludes those complaints that were handled by telephone. Established
procedures for handling complaints would ensure that all consumer concerns are being
processed appropriately. Division personnel stated that they did not have the resources to
document the high volume of telephone complaints and that they were confident that the
complaints were handled properly. The audit concern is that even field examiners are not
documenting all telephone complaints. Complaints that are not documented cannot be
used to track industry activity.

The division’'s senior counsel and examiners are responsible for receiving and resolving
complaints. These functions include taking consumer complaint telephone calls or
written complaints from consumers, investigating the circumstances of the complaint, and
resolving the complaint to the satisfaction of both the consumer and the lender.

The regulatory authority for the Division of Finance can be found in Sections 367.160,
367.503, and 408.500, RSMo, and 4 CSR 140-11.020 of the Code of State Regulations,
however, these regulations do not describe specific procedures for handling complaints.
The Consumer Credit Division within the Division of Finance is responsible for
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regulating instant loan businesses. The Consumer Credit Division is staffed with one
senior counsel, nine examiners, and two support staff.

Division of Finance helps consumer s r esolve complaints

Audit results showed the following examples where the division’s influence was used
successfully to help consumers settle disputes with lenders:

» A consumer claimed she had made several payments on her title loan but ill
owed the company money. The division found the consumer Division of
had borrowed $300 in March 1999, and after six renewals had | NaNce Comes
paid $362 in interest and $156 on the principal of theloanfor a |11 he aid of
total of $518. The consumer still owed $191 in interest and
principal on the balance of the loan. The division contacted the
lender who agreed to settle the account for $39. The consumer
in this case was very pleased with the outcome.

consumers

» A consumer claimed a payday lender presented her check to the bank for payment
despite making other arrangements for the payment. She also complained she had
only signed one loan contract promising to pay $345 despite the loan being
renewed six times. The division found the consumer had paid a total of $615 of
which $270 was for renewal fees. The consumer signed only one |oan agreement,
and therefore, was not responsible for the renewal fees. The division contacted
the lender who agreed to return the $270 in renewal fees to the consumer.

» A consumer claimed proper delinguent notices had not been sent and his vehicle
was wrongfully repossessed. The consumer owed $491 in principal and interest
after falling behind on his loan. The division handled negotiations between the
consumer and lender who agreed to settle for $350. This company was licensed
under Chapter 367, RSMo but was doing business as atitle lender, and therefore,
was required to send default notices before repossessing the consumer’s vehicle.
The division found that the notice of default and right to cure had been sent, but
was deficient because the amount due was inaccurate.

The State of Kentucky has specific statutes describing procedures for handling complaints
related to payday lenders. The statutes describe procedures for filing complaints, and describe
who is responsible for recelving and investigating complaints. Similar procedures could be
established for al businesses operating in the instant loan industry.

Consumer awar eness of the complaint process

_ . _ More can be
Consumers are not adequately informed of which state agency to contact with |qoneto

complaints or questions. Loan documents do not disclose the Division of |eqycate

Finance as the contact agency to handle complaints, nor is this information |onsumers
prominently posted in lenders offices. Neither the Division of Finance nor
state statutes require lenders to inform consumers of whom to contact with
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guestions or concerns. The Division of Finance maintains a consumer complaint form on their
web site; however, they do not distribute any other informational packets or brochures that
explain complaint procedures.

The Attorney General’s Office personnel maintain a consumer hotline, distribute informational
packets, and maintain a consumer complaint form on their web site.  There is a consumer
advocate that helps inform consumers of their rights. The Attorney General’s Office will also
refer consumers to the Division of Finance in cases where the division’s authority and expertise
will assist the consumer. Informing consumers of a contact for complaints or questions would
help ensure that public concerns are being adequately addressed.

The State of Arkansas requires payday lenders to print on the loan application the telephone
number and address of the state agency that handles consumer complaints and questions. The
State of Kentucky requires payday lenders to post the state’ s toll-free complaint number at lender
locations. Similar procedures could be established for all businesses operating in Missouri’s
instant loan industry.

Improving consumer awareness of the Division of Finance's influence would benefit consumers
that need a mediator to resolve conflicts with instant |oan businesses.

Conclusion

With a few changes in the law, the state could improve the consumer complaint process along

with improving consumer awareness related to the instant loan industry. Current weaknesses in

the law and in the practices of various state agencies have left the potential for consumer
concerns to remain unresolved.

Recommendations

We recommend the Division of Finance:

3.1  Develop specific guidelines for handling complaints related to the instant loan industry to
ensure consumer complaints are handled in a consistent manner. This would include
developing specific procedures for processing complaints.

3.2  Consider developing methods to improve consumer awareness of the complaint process.

We recommend the General Assembly:

3.3  Consider assigning the responsibility for consumer complaints to the Division of Finance.
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Division of Finance Comments
Full text comments are included in Appendix 111, page 26.

Recommendation, 3.1- The Auditor’s Report is not accurate in stating that “ the Division has not
established basic= standards for handling complaints.” The Division does have the very highest
standards for assisting consumers with complaints. These standards, which were explained in
detail to the Auditor’s Office personnel, have been followed routinely for more than at least
twenty years. It istrue that we had not committed our standards and procedures to writing. We
have now done so and the written procedures are attached. The written guidelines follow our
previously established procedures, which have been very effective and efficient in our effort to
assist consumers in the complaint process. We have also attached the results of a survey of
complainants conducted last year. The survey asked the complainants to rate satisfaction with
our performance. The overall grade was 4.19 on a scale of 1 to 5, with 5 being the best. The
survey was sent to all complainants filing a written complaint between January and July 2000.

The report discusses our record keeping of complaints. Telephone initiated complaints are
frequently resolved quickly and efficiently, often with all parties satisfied. It isour policy that all
complaints handled in the field be documented with a memo either via mail or e-mail (of course,
we cannot say that there is never a lapse). Whenever a complaint does begin with or result in a
written document, a file is created. We have established a good record keeping system for
written complaints. Complaints received and handled exclusively by phone are rarely
documented due to volume and limited resources. The recommended suggestion in the audit to
keep written records on every telephone complaint would result in more time spent on internal
paperwork and less time spent on solving consumers’ problems.

Recommendation 3.2- The report calls for efforts in getting this Division’s name, address, and
telephone number (preferably toll-free) before the borrowing public. We agree that consumer
awareness of our complaint process should be improved. We will send a directive to all of our
consumer credit licensees, requesting that they conspicuously post in their lending offices the
Division's address and telephone number along with an explanation to consumers to call the
Division for consumer complaint assistance and resolution. We will also recommend that
legislation be adopted requiring this posting. (We do not believe, however, including the
address of the Division in all contracts is advisable as one such company already does this and
we frequently receive payments from borrowers who mistake our address for that of the lender.
Also, because the Attorney General already has a consumer toll-free hotline from which some
complaints are referred to us, we believe creating a second hotline for use by the Division is not
the most efficient way to address the issue).

State Auditor Comments

The response to recommendation 3.1 acknowledges the need for a formalized complaint and
resolution policy; however, the division does not plan to change the practice of not documenting
telephone complaints. The concern noted during our discussions with the field examiners
handling consumer complaints was that there were vast inconsistencies on how complaints were
handled and documented. Although the division’s survey noted high satisfaction for those filing

2 The wording was changed to “specific” rather than “basic” based on the Division's response.
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a written complaint, there is no assurance that this satisfaction rate is representative because
division personnel do not track telephone complaints and could not include them in the survey.
Division managers acknowledged that telephone complaints represent a high volume of
complaints. With proper forms and training on questions to ask, call takers can document as the
call isin process.

The division’s response implies that the audit report was advocating establishing another hotline.
We do not believe another hotline is needed nor did we suggest this. We are suggesting that the
Division of Finance's complaint number be posted in a prominent place for the borrowers to
observe.
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4. Better Procedures and Oversight Are Needed to Ensure I nstant L oan Companies
Arein Compliance with Applicable State Statutes

Examination procedures and related laws are not adequate to properly monitor and regulate the
instant loan industry. The Division of Finance does not have any written policies governing
when to examine lending locations. Some locations were examined annually when others were
not examined. Follow-up visits to locations were not consistent with established procedures.
Some of the locations receiving a satisfactory rating were re-examined while other locations
receiving a low satisfactory rating were not re-examined. As a result, consumers are not
adequately protected from the risk of unsatisfactory lenders operating in the state.

Division of Finance Procedur es

The Division of Finance is responsible for examining payday lenders, title loan companies, and
other small loan companies licensed under Chapter 367, RSMo.

The division’s examination process includes the rating of a lender on a scale of 1 to 5. The
rating is areflection of how the lender complies with state law. Guidelines were not specific on
how the ratings are assigned, and the ratings are primarily based on the judgment of the examiner
and his personal criteria and experience. The definitions that accompany each of the ratings are
asfollows:

Rating of 1—The company isin a strong compliance position.
Rating of 2—The company isin agenerally strong compliance position.
Rating of 3—The company isin aless than satisfactory compliance position.

Rating of 4—The company requires close supervisory attention and monitoring to
promptly correct the serious compliance problems discussed.

Rating of 5—The company isin need of the strongest supervisory attention and
monitoring.

Better targeting procedures are needed to ensure high risk lenders are selected for review

Instant loan companies are not being examined in a consistent manner. In 1999, the Division of
Finance examined some instant loan companies twice, while other companies were not examined
a al. The division examined 299 of the 629 payday loan companies (48%) and 28 of the 135
title loan companies (21%) in 1999. A review of the ratings given to payday and title lenders in
2000 and 1999 showed a significant percentage of the lenders received less than satisfactory
ratings (rating of “3” or higher) as shown below:

Per cent Receiving L ess Than Satisfactory Ratings

Y ear 2000 1999
Payday lenders 18 11
Titlelenders 24 78
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The chart shows that the Division of Finance may be targeting the wrong lenders in their
examination program. The title lender industry has the higher incidence of less than satisfactory
outcomes but receives the lower incidence of examinations (21%), while the payday lenders have
the lower incidence of low ratings and higher incidence of examinations (48%).

An analysis of the ratings given disclosed that the Division of Finance did not || enders

have a risk management plan to determine which lenders to examine. As a |should be
result, lenders in strong compliance were often re-examined while lenders |targeted based
found not to be in compliance were not re-examined. For example: on risk

» 45 payday lenders received a“1” rating in 1999 (the best possible) and
were re-examined and given a“1” rating in 2000.

> 19 of 34 payday lenders and 12 of 22 title lenders that received a less than satisfactory
rating (a rating of “3” or higher) in 1999 had not been re-examined as of November
2000.

» 3 payday lenders and 1 title lender received “5” ratings (the worst possible) in
September and December 1999, but were not re-examined within the 90-day
timeframe established by Division of Finance policy. One of these lenders had not
been re-examined as late as November 2000.

Division personnel explained that sometimes they do not review a “5-rated” firm because they
are part of a chain of lenders, and a subsequent examination at another chain location would
disclose resolution of a systemic problem that was noted at the “5-rated” firm.

I nconsistent authority

The statutes do not provide acceptable levels of regulatory and enforcement authority. Statutory
modifications related to the examination process are needed to ensure examinations are
conducted in atimely and consistent manner.

Regulatory Authority

The Division of Finance derives its regulatory authority from Sections 367.160, 367.503
and 408.500, RSMo, and 4 CSR 140-11.020, however, these sections do not provide
consistent, specific guidelines for examinations.

Section 367.160, RSMo, is very precise in granting the authority to perform an
examination of small loan companies and states:

“The director, his deputies and examiners shall have full power and authority at
any time and as often as reasonably necessary to investigate or examine the
supervised business, affairs and loans made in the supervised business of any
registered lender . . . for the purpose of ascertaining whether or not the lender, or
such person, firm, partnership or corporation is complying with the provisions of
sections 367.100 to 367.200 and the laws of Missouri relating to consumer credit
loans. .."
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This section also states that if it is necessary to examine a lender more than once in a
particular year the lender is responsible for paying for the actual travel expenses and a per
diem of $100 per examination official required for the examination. The division
indicated as many as 5 lenders were examined more than once in 2000; however, they
have not attempted to charge the lenders for the related expenses resulting from the
second examination.

Section 367.503, RSMo, is less precise regarding examinations of title lenders and
provides: “The division of finance shall have responsibility to administer and regulate the
provisions of sections 367.500 to 367.530.”

Section 408.500, RSMo, is again less precise regarding examinations for payday lenders
and states:

“...The director may promulgate rules regarding the computation and payment of
interest, contract statements, payment receipts and advertising for loans made
under the provisions of this section... ” State Regulation (4 CSR 140-11.020)
provides that the books and records of these lenders shall be made available to the
examiners from the Division of Finance.

Using benchmark comparisons with other states, the audit determined | QOther states

that other states have very distinct guidelines for examinations. |have specific
Drafting similar guidelines would help examiners ensure that lenders |examination

are in compliance with the law. guidelines

» The State of Illinois requires al title and payday loan
companies to be examined annually. The examiner we contacted in the State
of Illinois indicated there are approximately 700 title and payday loan
companiesin lllinois, and the state employs 8 examiners.

» The State of lowa requires al payday loan companies to be examined
annually and costs incurred in an examination are to be paid by the lender.

The State of Kentucky requires payday lenders to be examined, and the statute further states the
lenders shall pay a fee sufficient to cover the cost of the examination based upon fair
compensation for time and actual expense as established by administrative regulations of the
department. The manager we contacted in the State of Kentucky indicated there are
approximately 390 payday loan companies licensed by the state and the state employs 3
examiners.

Enforcement Authority

Missouri statutes do not provide the Division of Finance with explicit |Division of
authority to suspend or revoke the license of atitle or payday lender |Finance needs
who is in non-compliance with the law. The division has worked with | enforcement
the legidlature in proposing changes to the current statutes governing authority
these types of lenders and has attempted to make this authority more
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specific in the statutes. The division also helped propose changes that would allow them
to issue a cease and desist order enforceable by a civil penalty of not more than $1,000
per day for each day the lender continues to be in non-compliance with the law.

The State of Kentucky has specific statutes allowing the Commissioner of the Division of
Finance to suspend or revoke a payday lender’s license for any type of fraud, dishonesty,
or misrepresentation.

The State of lowa also grants the Superintendent of Banking the authority, after notice
and hearing, to suspend or revoke any license issued to a lender. In addition to this
authority, the superintendent can issue a cease and desist order if they believe the lender
is engaged in behavior that violates lowa statutes or administrative rules. Further, if the
superintendent finds, after notice and hearing, a lender has violated statutes,
administrative rules, or an order of the superintendent, the superintendent may order the
person to pay an administrative fine of not more than $5,000 for each violation in
addition to the costs of investigation.

The Missouri legislature could improve the statutes by adding provisions similar to those
described above. Statutory guidance on examination procedures would help ensure examinations
are being conducted in atimely and consistent manner.

Charging a mandatory fee for examinations could help absorb the cost of any additional
examiners required to perform more timely examinations. Finaly, granting the Division of
Finance the authority to suspend or revoke a license for those companies that are not fully
complying with the law could encourage more lenders to comply with the laws.

Conclusion

The state could improve examinations practices and procedures for the instant loan industry.
Current weaknesses in the law and in the division’s practices have alowed some instant |oan
businesses to operate without an examination. Some lenders were not reexamined after being
found in violation. Thus, the consumers are not properly protected.

Recommendations

We recommend the Division of Finance;

4.1  Develop specific guidelines to ensure instant loan businesses are examined in a consistent
manner.

42 Develop a timetable for examinations to be performed and ensure subsequent
examinations of businesses that received less than satisfactory ratings are performed on a
timely basis.

We recommend the General Assembly:

4.3  Assist the Division of Finance in overseeing the instant lending industry by enacting laws
that will allow them to enforce the statutes.
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Division of Finance Comments
Full text comments are included in Appendix 11, page 26.

Recommendation 4.1-The Auditor’s report is not fully accurate when it states “there are no
specific guidelines on how the ratings are assigned.” In fact, as the report acknowledges, we do
have guidelines on how ratings are assigned. Further, as the report does not mention, these
general guidelines become more specific as they are applied in each examination to a number of
specific categories, such as credit insurance, various types of lending and management. Each
institution gets a rating in each applicable category and then gets an overall rating. We will
revise our general guidelines to word them as objectively as possible, keeping in mind that the
judgment of the examiner is a material part of reaching examination conclusions. The report
addresses section 367.515, which allows title loan companies to assess a fee to “ defray” costs.
The report questions the Division’s assessment of compliance with this section. We note that the
report on the last page states that the law provides “ no limits set on the fees’ for title loan
companies. One of the reasons we have recommended changing this statutory language is that it
can result in an absurdity, an inefficient company which could demonstrate higher costs to
defray would be able to legally charge a higher fee than an efficient operation, in no event would
this address the issue at hand. Pending legislation, if passed, will end confusion regarding the
ambiguous fee language in the current law. The cover letter that accompanies the Auditor’s
report states that “ Examination procedures and the related laws are not adequate to properly
monitor and regulate the instant loan industry.” The report does not appropriately support the
conclusion that the Division’s examination procedures are inadequate to properly monitor our
licensees. In fact, the report does not cite a single instance in which the laws were not properly
enforced against licensees. However, the Division agrees that the laws governing payday and
title loan companies are in need of revision. We are supporting HB 738 to accomplish this goal.
The report notes a lack of consistency in authority granted by the various statutes and notes that
the title loan law does not require certain basic consumer protections or compliance with the
UCC. We, too, have been concerned about the absence of and inconsistencies in consumer
protection, if passed; HB 738 should correct these problems.

Recommendation 4.2- As explained to the Auditor's Office personnel, the Divison has had a
policy for frequency of examinations. We agree with the recommendation to commit these
examination frequency guidelines to writing. We also believe the policy can be improved upon.
Snce the audit, we have begun work on a more formal examination policy. We are now
generally requiring repeat 4 and 5 rated and even some problem 3 rated companies to come to
Jefferson City to discuss their problems and plans for improvements. We believe a large part of
the problems with apparent examination procedure inconsistencies stems from the very rapid
growth in the number of licensed consumer finance companies, which now total approximately
1,800, many of them very new. Many of the title loan companies were initially licensed in 1999
as the law only became effective in late 1998. It is common for initial examinations to have less
than satisfactory results, but we generally see significant improvement immediately thereafter.
Our field examiners often provide training to the new companies and work closely with them to
improve their compliance. We have increased our consumer credit field examiner staff by 50%
(from 6 to 9) in the past two years. We expect compliance to improve as the newer licensed
offices get past the initial review and gain experience.
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State Auditor Comments

The response to recommendation 4.1 does not address the issue of examining instant loan
businesses on a consistent basis, which is addressed by the division in their response to
recommendation 4.2: “We agree with the recommendation to commit these examination
frequency guidelines to writing. We also believe that the policy can be improved upon.” The
State Auditor realizes professional judgment by the examiners plays a material part in the rating
of each ingtitution.

The objection raised in the response regarding the rating system does not address the concern on
consistent examinations of the businesses. As noted in the report, examiners were re-examining
compliant lenders and not examining less than satisfactory lenders.

The response that the audit report did not appropriately support a conclusion that the division’s
examination procedures are inadequate to properly monitor licensees does not properly present
the audit position. As the audit noted, there was not any consistency in the selection process of
which lenders received examinations and re-examinations. The divison examined
approximately one-half of the payday loan companies and one-fifth of the title loan companies
during 1999. The current laws pertaining to the payday and title loan industry heavily favor the
industry, leaving the consumer a potential victim of endless debt. The auditors based their
conclusion on the low number of entities examined, as discussed above, and the inconsistent re-
examination process as discussed in the report. There was no need to find or cite specific
examples to support this conclusion. The main issue is the unknown—the 50 percent of payday
lenders and the 80 percent of title loan companies that were not examined.
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APPENDIX |

OBJECTIVE, SCOPE AND METHODOL OGY

Objective

The objectives for this audit were to (1) review certain laws related to the instant loan industry
and determine if changes are needed to improve or clarify existing state laws (2) determine
whether consumer complaints related to the instant loan industry are being properly addressed
and (3) review applicable state agencies management controls and practices to determine the
propriety and effectiveness of those controls and practices as they relate to the instant loan
industry.

Scope and M ethodology

We reviewed applicable state statutes, code of state regulations, complaint files, examination
reports, and personnel procedures. We interviewed applicable employees and solicited
information from other states regarding their regulation of these businesses.

We mailed questionnaires to 213 car title lenders, payday lenders, and traditional small loan
lenders. The gquestionnaire asked these entities to:

o Provide demographic information for their typical consumer. This included age and
income.

o ldentify their default rate.
o Report the amount of atypical loan and fees on certain loan amounts.

o Report the average number of new loans made in 1 month (2 weeks for payday |enders)
and the corresponding number of renewal loans made for that same time period.

The questionnaire was sent to the following types of lenders:

Typeof Lender  Number

Title 113
Payday 50

Small Loan 50

We performed analytical procedures to gain assurance that the financial data and the responses to
the other survey questions were reasonable. We made additional inquiries to many lenders and
sought additional clarification to the survey responses as deemed appropriate.  We did not visit
the entities or review documentation to support the financial information provided.

We also reviewed the requirements of Sections 367.100 to 367.215, 367.500 to 367.533, and
408.500, RSMo 2000.
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APPENDIX |
The audit was made in accordance with applicable generally accepted government auditing

standards and included such tests of the procedures and records as were deemed appropriate
under the circumstances.
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APPENDIX |1

BACKGROUND

Traditional Consumer Lenders

Consumer credit lending has traditionally been confined to Sections 367.100-367.215, RSMo
and the supporting Sections 408.100-408.210, RSMo. The original laws, enacted in 1951, have
been modified from time to time, to increase the return to lenders, and in 1979 Sections 408.551-
408.562, RSMo established consumer protection provisions. In 1998, the interest rate was
deregulated eliminating the statutory limit on interest rates.

Sections 367.100-367.215, RSMo in summary include the following provisions:

a

Requires lenders to be registered with the director of the Division of Finance and pay an
annual registration fee of $300.

Gives the director the option of requiring lenders to obtain a $1,000 bond.

Requires lenders to file an annual report containing specific information with the
director.

Grants the director, or his examiners, the authority to conduct examinations and
investigate complaints.

Gives the director the authority to suspend or revoke a lender’s certificate of registration
after a hearing where an order of show cause has been entered showing grounds for the
suspension or revocation.

Creates a penalty for violation of the act.

Requires lenders to obtain and file with the director an annual audit by a certified public
accountant.

Sections 408.100-408.210, RSMo in summary include the following provisions:

[ S Iy Ay R N

Requires the interest rate to be agreed upon by parties of the contract.

Describes acceptable methods of interest computation.

Establishes requirements for the contents of aloan contract.

Requires paid notes to be returned to the consumer.

Requires the release of security.

Prohibits false advertising.

Gives the director the power and duty to verify the accuracy of interest calculations and
refunds.

Sections 408.551-408.562, RSMo establish the following consumer protection provisions:

Q

Requires the lender to give a defaulting consumer a written notice of default and an
opportunity to cure the default before acceleration of the unpaid balance or repossession
of the security interest may occur.

Places limits on the taking of collateral on loansif the amount financed is less than $500.
Requires strict compliance with the surplus/deficiency requirements of the uniform
commercia code when disposing of collateral.
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APPENDIX |1

o Requires strict compliance with al laws under pain of punitive damages and attorney
fees.

o Establishes provisions for refunding procedures in the event of pre-payments.

o Requires posting of interest rates.

These lenders are also subject to 4 CSR 140-5.010 and 4 CSR 140-5.020 of the Code of State
Regulations. These provisions establish a framework for the audit report required under Chapter
367, minimum record keeping requirements to facilitate examinations by the division, and
limitations upon the sale of insurance by small loan companies in connection with their lending
activities.

Payday L enders

Payday loan statutes were developed in 1991. Section 408.500 of the RSMo, and 4 CSR 140-
11.010 and 4 CSR 140-11.020 of the Code of State Regulations prescribes additional provisions
for payday lenders. A typica payday loan is a 14-day, unsecured loan for less than $500.
Payday lenders must be registered with the director of the Division of Finance and pay an annual
registration fee of $300. Lenders are required to file a rate schedule with the director who, upon
review, shall approve the rates comparable with those lawfully charged in the marketplace for
similar loans. The statute also alows payday lenders to charge rates “allowed on similar loansin
the states contiguous to Missouri.” The Division of Finance has approved three different rate
schedules: Missouri Rate Schedule, Tennessee Rate Schedule, and Oklahoma Rate Schedule.

The structure of theratesis as follows:

0 Missouri rate: $10 loan fee plus 5 percent interest per month (or 14-day cycle)
with a minimum term of 14 days and a maximum term of 10 months. This rate
schedule prohibits interest from being discounted or deducted from the loan
proceeds or compounded, and permits the finance charge to be computed as an
add-on rate.

o Tennesseerate: 15 percent fee with a maximum fee of $45. Loans may have any
term, but loans with aterm less than 14 days may not be renewed. Loans may not
earn post-maturity interest.

o Oklahomarate: Rate varies and is established annually by the State of Oklahoma.
Loans must have a minimum term of 30 days. Loans may not earn post-maturity
interest, however, monthly payment loans may be eligible for late charges.

State Regulation (4 CSR 140-11.010) establishes guidelines concerning obtaining licenses,
which locations will require a license, and other general provisions. State Regulation (4 CSR
140-11.020) establishes minimum record keeping requirements to facilitate examination and
regulation processes.
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APPENDIX I1
TitleLenders

The title loan statutes were promulgated in 1998 in Sections 367.500-367.533. A title loan is
generaly a 30-day loan for an amount less than $5,000. All interest and fees are earned at the
time the loan is made, and therefore, there is no refunding if the loan is paid before the maturity
date. Loans made pursuant to this section are secured by a titled personal property, primarily
automobiletitles, and they are dramatically different from traditional auto loans.

One of the first differences is that a lender may only look to the collateral to satisfy the
consumer’s debt. Second, there is a unique rate structure consisting of an interest rate and a fee
that is permitted to offset the cost of doing business. The fee is ambiguous as there are no
guidelines given on this fee other than it being to defray costs. Finally, consumer protection laws
concerning repossessions and the disposition of collateral do not apply to these loans.
Therefore, repossession can take place without any notice or opportunity to cure the default. A
repossession changes the ownership of the vehicle from the consumer to the lender and ends the
transaction. There is no compliance with the uniform commercia code so if there is a surplus,
the lender may keep it; whileif there is adeficiency, the lender must absorb it.

The statutes governing these types of loans include the following provisions:

o Grantsthe Division of Finance authority to regulate lending on titled property.

o Requires lenders to be registered with the director of the Division of Finance and pay an
annual registration fee of $1,000.

o Establishes qualifications for license applicants and requires lenders to maintain a
minimum of $75,000 in capital.

o Establishes |oan requirements and content requirements of the loan agreement.

o Establishes the amount charged for a title loan to be 1.5 percent interest plus a fee to
defray the ordinary costs of operations (no limits set on the fees).

o Establishes record keeping requirements and certain initiations for title lenders.

o Requires lenders to maintain premises liability insurance of no less than $1 million per
occurrence for the benefit of consumers and employees who work or visit the lending
office.

-25-



	Report No. 2001-36
	DIVISION OF FINANCE AND REGULATION OF INSTANT LOAN INDUSTRY
	RESULTS AND RECOMMENDATIONS	3
	
	
	
	Cost of an instant loan	5




	APPENDIXES
	
	
	
	
	
	Profile of consumers and loans




	How instant loans work
	
	
	
	COMPLAINT






	X
	
	
	
	
	
	Missouri Statutes allow lenders to extend loans and charge fees
	Cost of an instant loan




	Conclusion


	Recommendations
	Processing of consumer complaints
	Division of Finance procedures
	
	
	
	
	
	Division of Finance helps consumers resolve complaints






	Consumer awareness of the complaint process

	Conclusion
	Recommendations
	
	State Auditor Comments
	Division of Finance Procedures
	Better targeting procedures are needed to ensure high risk lenders are selected for review
	
	
	
	
	
	Percent Receiving Less Than Satisfactory Ratings



	The chart shows that the Division of Finance may be targeting the wrong lenders in their examination program.  The title lender industry has the higher incidence of less than satisfactory outcomes but receives the lower incidence of examinations (21%), w



	Inconsistent authority
	Regulatory Authority


	Conclusion
	Recommendations
	
	
	
	
	
	State Auditor Comments





	OBJECTIVE, SCOPE AND METHODOLOGY
	Objective
	Scope and Methodology
	Type of Lender
	Number


	BACKGROUND
	Traditional Consumer Lenders
	Payday Lenders
	Title Lenders


	ol1.pdf
	Honorable Bob Holden, Governor


