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EXECUTIVE SUMMARY

To download the full report, go to www.marylandconsumers.org.

TheMaryland Consumer Rights CoalitiodMCRC) is a nonprofit organization founded in 2000 tkatks to

advance and protect the interests of Maryland consumers through education and adandaggrks to ensure

fairness and safety in the marketplace. MCRC educates individuals, organizations and public officials about
consumer issues and consumer rights; advocates for consumer interests before the Maryland legislature and state
agencies; studis issues of concern to consumers and serves as a resource to the community on those issues; and
coordinates our efforts with national consumer organizations on issues of concern to Maryland consumers.

TheAnnie E. Casey Foundation fundethis research. W thank them for their support but acknowledge that the
findings and conclusions presented in this report are those of the author alone, and do not necessarily reflect the
opinions of the Foundation.

Overview

As households struggle financially in todaf@gile economy, debt settlement companies are
proliferating. Debt settlement companies claim they can relieve a householdOs financial distress
by negotiating with creditor® reduce @onsumerOs debt. More than 2,000 debt settlement
companies exist in ehUnited States tod&ltriple the number that existed a few years'ago
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Debt settlement companies have emerged as declining incomes and rising living costs have led
consumers to see their debts increase. This includes the millions of American homeowners wh
borrowed against their homeOs equity to cover costs, and families who used credit cards to meet
basic expenses, pay for necessary home repairs, unforeseen medical expenses, or to cover
monthly expenses when a family member wasobwtork.

In Maryland,the cost of living has been increasing, while foreclosures and job losses mount.
MarylandOs unemployment rate doubled within 18 miirfifesn 3.6 percent in December 2007,
to 7.3 percent iDctober 2008 By the end of September 2009, at least 150,000 Madyla
homeowners were at least one month behind in their payments, accortivegBaltimore Suh

In the hopes of reducing expenses and obtaining some financial relief, many consumers in
Maryland and elsewhere are turning to debt settlement servicessdddamnent services
promise to halve a consumerOs debt by negotiatingdumpsettlements for consumers.

However, unlike debt management plans, wiaiehusuallyprovided by nonprofit credit

counseling agencies and negotiate better terms for conswng treditors monthly, debt
settlement agencies employ a different taatid a different fee structurd oo often, these

tactics result only in substantial fees for the debt settlement company but leave the consumer far
worse off than he or she was bwef contracting with the company.

Debt settlement agencies tell consumers to quit paying their creditors altogether. Instead,
consumers pay a monthly amount into a separate bank account that is often set up by the debt
settlement firm, or to which the cmact gives the debt settlement firm accd@s$e firm promises

that cice a consumer has accrued enough money to negotiate asDu@settlement, the debt
settlement firmwill negotiate on the consumerOs behalf a settlementdaer amount than
origindly owed.

Debt settlement firms charge advance teegll before any or all of the debt is settled. These

fees are often between-28 percent of the full amount of the debt and must be paid in full even

if the consumer drops out of the program ordbmpany is unsuccessful in negotiating the
promised debt reductioinder two of the common fee models, consumers pay in full well

before the debt slement program is completedlll fees to the firm must be paid (often within

the first 46 months of thgrogram) before any negotiations begin on the consumerOs behalf. Not
surprisingly, becausgebt settlement firms collect fees before performing any woely often

do not contactreditors or perfornanyotherservice for the consunmer
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In anotherwidespead fee structurd4-20 percent ofhe total debt is due in a agb fee of about

4 percent of the debt, with the rest of the fee spread over up to the first half of the contract. While
the debt settlememnndustry calls this a prorated fee, it too resul the full fee being paid well

before the consumer gets the result he or she has sought, which is the settlement of all debts.

Debt settlement, in short, is more often than not a vehicle for predatory companies to make
money at the expense of consarms who have turned to them for help in putting their finances

in order. Instead of getting the services the promised services, consumers typically end up with
less money, more debt, a worse credit score, and dwindling options.

Problems with Debt Settlement Companies

Complaints about debt settlement companies have been increasomallyin the past three

years. This is certainly true in Maryland, where complaints about debt settlement firms increased
by 144 percent in the past three years, accotditige Maryland Attorney GeneralOs office. The
industry as a whole has generated complaints, primarily dealing with the following issues.

Payment Before Services and Results

Debt settlement firms often require individuals to pay fees ranging fre?2® pdrcent of their

total debt regardless of whether any or all of the debt has yet been settled. For example, a
consumer with $25,000 in debt would pay a fee ranging from $&5@DO0. This is particularly
egregious because as previously noted, often nassrare provided after this fee is paid. In

some cases, services are offered but yield no reduction in debt for the consumer, yet the fee is
still collected. Creditors are not contacted, debt increases due to late fees and penalties, and
collection activiies continue. Even if creditors are contacted, the size of the debts can continue
to grow due to interest or penalties charged by the creditor, collection activities continue, and the
consumer even can be sumdthe debtwhile waiting for the settlemefirm to act

Deceptive Practices

Many debt settlement compani@ssrepresent their success rdkes amount by which dy can

reduce a consumerOs daht the amount of time it will take to complete the program.
Consumers are misled about the probhbdf settlement and the amount they may save. For
example, thétate of New York sued two debt settlement firms for deceptive practices and false



*advertising. One firm, Credit Solutions of America (CSA), promised a 60 percent reduction in
consumersO demit on average, only 1 percent of CSA clients realized any savings

Maryland, the Frederick Law Firm claimed it could reduce consufgebOby 70 percent but
could not substantiate those claims.

Debt settlement advertising anthrketing makes tharocess seem relatively rigiee. The firms

rarely if ever communicate effectively to consumers that debt settlement may not stop collection
activities, may damage a consumerOs credit score and credit rating, and that any income saved
may be taxable. Furermore, claims of success or track record, such as a claim to sé@e 40

cents on the dollar, are not adjusted to account for the fees that will reduce those savings. A
claim that others savexD cents on the dollas deceptivef the consumer is likelyo achieve

that result only on some, but not all, of the debts.

There is a significant drop out rate among consumers contracting with debt settlement
companies. Many consumers pay debt settlement firms a substantial advance fee yet are unable
to save eaughto negotiate a settlement and drop out of the program. One reason for the high
drop-out rate is the eligibility qualifications debt settlement firms often use. Often an individual
must owe at least $10,000 to several creditors to be eligible foseltletment.

Individuals generally seeltebt settlement services only when financial setbacks or life
circumstances makes it increasingly difficult to pay monthly bills. In other words, debt

settlement is often a last resort for bovmoderateancome cosumers. Due to their financial
circumstances, these consumers are often the least likely to be able to save enough money to pay
a debt settlement firmOs advance fees and then accrue enpaghngsettiementshat are

reachedvith creditors. Yet, mostabt settlement firms do not consider whether a consumer will

be likely to make the required monthly payments when they contract with consumers. The
suitability of debt settlement programs for individual consumers is not a consideration of most
debt settlerant firms.
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Financial Hardship/Difficulties Cancelling Contract

Thus, onsumers who enter these programs are often those who are least likely to benefit from
this type of service since theyre already facing financial distre3hey are unlikely to bable to
save as much as the program requires in order to settle theiradebtheydrop out of these
programs beforachievingany settlement. Yet, by the time they leave the program, many have
had their credit scores damaged, faced increased collectiorty, and lost time and money
dealng with the debt settlement compa®mcea substantial grtion of the fees paid is the
nonrefundable set up fee aedrlyhigh monthly fees, the consumer will have paid substantial
sumsbmoney that could have beased to pay down deldBand have little or nothing to show

for months of savings after fees are deducted.

Federal and State Laws on Debt Settlement

To date there are no federal laws that specifically regulate the debt settlement ifidhastry.
Federal Tade Commissiohas proposed an amendmentt$ol elemarketing Sales Rulehich

if adoptedwould explicitly address some of the problems with debt settlement indastsy
made by phonddowever, no part of the rule would apply if there was a-ftadace sales
preentation, which is an important marketing taéticdebtsettlement firms. Moreover, thale
doesprovidethe right to cancel a contract or ban misrepresentations of successful &iatds.
have adopted a range of approaches to addresebt settlement industry. Several states have
banned debt settlement firms from operating within their state. Other states have set limits on the
amount and percentage of fees mfean collect, and they requicertain disclosures aridrbid
certain pactices.

Maryland Law and Debt Settlement

Maryland does not regulate debt settlement companies. In the absence of regulation, Maryland
consumers have been and continue to be led down the proverbial primrose path, a path scattered
with misleading promiseby debt settlement companies, frimaded fees and poor results. At

the end of the process, Marylanders often are far worse off than if they had never entered into a
contract with debt settlement companies. WWbgyland has several laws that can ppled to

attempt to provide restitution to consumers who have been taken advantage of by debt settlement
firm firms, they fail to help consumers avoid deceptive and expensive debt settlement programs
in the first instance. This mess can and should begelabiinrough appropriate legislation that

sets reasonable standards and enables consumers to understand, realistically, whether debt
settlement is right for them



Policy Recommendation
Maryland should pass legislation to specifically regulate thesgttdément industry. Legislation
should:

* employa broad definition of debt settlement services and products;

* set reasonable fees of no more than 15 percent of the total savings achieved in completed
paid settlements, with the savings measured by thadlite between the amount of the
original debt and the amount of a binding settlement of the debt;

* require payment only after results (settlements) are achieved,;

* mandatalisclosure®f the material facts and negatisensequences of debt settlement;
and,

* ban claims of savings as inherently misleading because individual results vary so widely,
historical results may not apply neanydebts at a minimum, require that claims of
savings be based on savings net of fees paid

To download the full report, go to www.marylandconsumers.org and click “resources.”



