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Deferred Deposit Loans, Chap. 533D ,
Debt Collection - Threats of Criminal Prosecution

‘Dear'

You have asked four questions about the relationship of criminal bad check laws to the deferred
deposit lending business, commonly called "payday loans," or "check loans.”

With your inquiry, you forwarded two collection letters used by payday lenders in conjunction with
NSF checks which invoke the specter of criminal prosecution as a consequence of non-payment of
a check loan. (Copies are appended as Attachment A, with the identity of the lenders redacted.)

SUMMARY

- The questions arise as an outgrowth of a three year old statute which legalized the business of taking
"cold" checks for deferred deposit in exchange for a fee, as a means of making small loans.

As will be discussed in detail below, these transactions are short-term; small-sum loans which are
the subject of a special usury statute allowing extremely high interest rates. Because the check itself
serves a dual function in these "check loans” or "payday loans” -- both as a substitute for the
promissory nate/credit contract/security agreement -- and, simultaneously, as amethod of repaying
the debt at a later time, any default on these loans will necessarily involve a bounced check.! It is

! Precisely because of potential complications as are presented by your questions, at least one state, when debating
whether to legalize payday lending as an exception to its Industrial Loan Act, considered prohibiting the use of checks
as "collateral” for these loans. Georgia failed to legalize payday lending as a business distinet from smali Joan lending,
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this peculiarity of the "delayed deposit" lending business which demands spemal caution to assure
that default on a small loan not be criminalized. ‘

1. Does the borrower's "bad check” in a payday loan represent a crime?

While the Office of the ICCC Admmlstrator is not vested with statutory anthority to interpret Towa
“Code § 714.1(6), the code provision making false drawing and uttering of a check (now referred to
as “theft by check™) a crime, it is necessary to examine how that provision would likely be applied
to default on a payday loan to determine whether a payday lender's threats invoking the specter of
criminal process violates the Iowa Debt Collection Practices Act, lowa Code § 537.7103.

Given the way the payday loan, or "check loan" business operates, defaults on such loans will
automatically involve a "bad check." Payday lenders have elected to go into the business of taking
checks for which it is generally assumed that there are presently insufficient funds,” and they signify
their understanding and willingness to accept such checks by charging a prepaid finance charge’ to
do so. We believe that, under the lowa Supreme Court interpretation of Iowa's bad check and false
pretenses laws, the courts would consider this to be a civil, contractual matter. The Court has
indicated that prosecutors should not be cast in the role of collectors, and civil litigants should not
be encouraged to use the criminal system to obtain restitution for breach of contract. Defaulted
check loans are quintessentially the type of transaction to which this analysis would seem to apply
in all but the most extraordinary circumstances, and perhaps to entirely all defaulied check loans.
(See Section II1.)

so the proposed prohibition on the use of checks became moot.

? As is discussed below, the effective interest rates for check loans are very high. Those famitiar with the business,
including the lenders, assume that, were there sufficient funds upon which to draw when the checks are writien, the
borrowers would do so, rather than paying triple-digit interest rates.

* A prepaid finance charge as used here means a finance charge that is considered earned at consummation, as
distinguished from interest charged in reference to the time for which a loan is outstanding. Cf. Reg. Z, § 226.2(a)(23)
(any finance charge paid separately in cash or by check before or at consunumation of a transaction, or wifhheld from
the proceeds of the credit at any time.) (emphasis added). As is discussed in Section I, below, the fee in a payday loan
is withheld from the loan proceeds. See generally National Consumer Law Center Truth in Lendmg §3.8(3dEd. 1993
& Supp.)
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2. Can payday lenders seek criminal action against a borrower whose check bounces?

* First, only county attorneys have the authority to file indictable criminal charges for theft by check.?
Even if default on a payday loan were to fall within the scope of the criminal code in any
circumnstance, at most a payday lender could ask a county attorney to evaluate the facts under the
standards described below in Section I to determine whether there are sufficient grounds to warrant
invoking public resources to pursue a default on a payday loan.

Second, it would appear that the legislature intended that the $15 NSF penalty authorized in Chapter
533D be the exclusive penalty available for a defaulted payday loan. In that case, referral or threats
of referral to public prosecutors for criminal prosecution would be prohibited, in all but the most
extraordinary circumstances, if not entirely. (See SectionIV.) -

3. Does the criminal action represent a "legal action” that would require a notice of right to cure
as required by the ICCC prior to the licensee taking such action?

As discussed above, the criminal system should be involved in a defaulted payday loan in only the
most extraordinary circumstances, if ever, However, if a payday lender seeks to involve the criminal
system, a notice of right to cure under the ICCC is required prior to its making such a referral. (See
Section V.) ‘

4. Even if the answers to the above questions are yes, would the practice of threatening criminal
prosecution [or implying a threat of criminal prosecution] violate lowa Code § 537.7103 if the
licensee never does seek to press criminal charges? '

In light of the answers to the earlier questions, we believe that threatening to invoke the criminal
justice system to collect on payday loans is a violation of the Debt Collection Practices Act in any
event, :

However, any threat to invoke criminal sanctions to collect a debt is inherently coercive, and hence
must be used with extreme caution to avoid abuse. Even if the courts were to determine that in
some, extraordinary circumstances, prosecution in the context of a check loan default may be
warranted, it would be impermissible under the Debt Collection Practices Act to threaten criminal

# Checks under $100 m'ay be charged as simple misdemeanoss, which may not be reviewed by the county
attomey, as the “defendant™ (debtors) may simply plead guilty at appearance. County attorneys are urged to discuss
this potential problem with their Jaw enforcement officers. :
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