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Executive Summary

Banks once drained $500 million from customers annually by trapping them in harmful payday loans. In 2013,
six banks were making triple-digit interest payday loans, structured just like loans made by storefront payday
lenders. The bank repaid itself the loan in full directly from the borrower’s next incoming direct deposit, typically
wages or Social Security, along with annual interest averaging 225% to 300%. Like other payday loans, these
loans were debt traps, marketed as a quick fix to a financial shortfall. In total, at their peak, these loans—even
with only six banks making them—drained roughly half a billion dollars from bank customers annually.! These
loans caused broad concern, as the payday loan debt trap has been shown to cause severe harm to consumers,
including delinquency and default, overdraft and non-sufficient funds fees, increased difficulty paying
mortgages, rent, and other bills, loss of checking accounts, and bankruptcy.

Recognizing the harm to consumers, regulators took action protecting bank customers. In 2013, the Office of
the Comptroller of the Currency (OCC), the prudential regulator for several of the banks making payday loans,
and the Federal Deposit Insurance Corporation (FDIC) took action. Citing concerns about repeat loans and the
cumulative cost to consumers, and the safety and soundness risks the product poses to banks, the agencies
issued guidance advising that, before making one of these loans, banks determine a customer’s ability to repay it
based on the customer’s income and expenses over a six-month period. The Federal Reserve Board, the
prudential regulator for two of the banks making payday loans, issued a supervisory statement emphasizing the
“significant consumer risks” bank payday lending poses. These regulatory actions essentially stopped banks from
engaging in payday lending.

Industry trade group now pushing for removal of protections. Today, in the current environment of federal
deregulation, banks are trying to get back into the same balloon-payment payday loans, despite the extensive
documentation of its harms to customers and reputational risks to banks. The American Bankers Association
(ABA) submitted a white paper to the U.S. Treasury Department in April of this year calling for repeal of both the
OCC/FDIC guidance and the Consumer Financial Protection Bureau (CFPB)’s proposed rule on short- and long-
term payday loans, car title loans, and high-cost installment loans.?

Allowing high-cost bank installment payday loans would also open the door to predatory products. At the
same time, a proposal has emerged calling for federal banking regulators to establish special rules for banks and
credit unions that would endorse unaffordable installment payments on payday loans. Some of the largest
individual banks supporting this proposal are among the handful of banks that were making payday loans in
2013.2 The proposal would permit high-cost loans, without any underwriting for affordability, for loans with
payments taking up to 5% of the consumer’s total (pretax) income (i.e., a payment-to-income (PTI) limit of 5%).*
With payday installment loans, the loan is repaid over multiple installments instead of in one lump sum, but the
lender is still first in line for repayment and thus lacks incentive to ensure the loans are affordable. Unaffordable
installment loans, given their longer terms and, often, larger principal amounts, can be as harmful, or more so,
than balloon payment payday loans.’ Critically, and contrary to how it has been promoted, this proposal would
not require that the installments be affordable.
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Recommendations: Been There, Done That — Keep Banks Out of Payday Lending Business

e The OCC/FDIC guidance, which is saving bank customers billions of dollars and protecting them from a
debt trap, should remain in effect, and the Federal Reserve should issue the same guidance;

e Federal banking regulators should reject a call to permit installment loans without a meaningful ability-
to-repay analysis, and thus should reject a 5% payment-to-income standard;

e The Consumer Financial Protection Bureau (CFPB) should finalize a rule requiring a residual income-
based ability-to-repay requirement for both short and longer-term payday and car title loans,
incorporating the additional necessary consumer protections we and other groups called for in our

comment letter;®

e States without interest rate limits of 36% or less, applicable to both short- and longer-term loans, should

establish them; and

e Congress should pass a federal interest rate limit of 36% APR or less, applicable to all Americans, as it did

for military servicemembers in 2006.

Flashback to 2013

Six Banks Made Abusive Payday Loans Until 2013

Six banks were draining roughly half a billion dollars from bank customers annually before they were stopped in
2013.” These loans were designed in such a way that they kept customers in long-term debt, just as storefront

payday loans do.

Payday loans are marketed as once-in-a-blue-moon emergency loans to help families short on cash make it to
the next payday. The loan is typically a few hundred dollars, for a fee of $15-520 per $100 borrowed. To obtain
the loan, the consumer must provide the lender access to the consumer’s bank account, so the lender can
withdraw the loan repayment from the account on payday, before the consumer pays for any other expenses.

The problem is that there is no assessment of the family’s ability to afford to repay the loan. The typical

borrower will be unable to meet his or her most basic
obligations and repay the payday loan debt in a two-week
period. Within one pay period, families may have enough
money to either repay their payday loan or meet basic
expenses, but not both. So the lender flips the loan over
until the next payday, which costs the borrower another
high fee, and families get caught in strings of high-cost,
unaffordable loans. For a $350 loan, for example, at a cost
of $15 per $100 borrowed—a 391% annual interest rate
for a two-week loan—a borrower pays about $52 in fees
each time the loan is flipped. A borrower trapped in this
cycle for ten pay periods has paid over $520 in fees for a
$350 loan.

This cycle, of course, makes the family much worse off
than when they took the first loan, and leads to financial—
and emotional—devastation. Families often go without
necessities, and may lose their bank accounts and/or file

Bank Payday Lenders in 2013

Regardless of the bank’s headquarters, these
banks generally made payday loans available to
customers located in several states—flouting the
law in states whose laws clearly prohibit such
loans if made by a non-bank.

Wells Fargo Headquarters: San Francisco, CA
Prudential regulator: OCC

US Bank Headquarters: Minneapolis, MN
Prudential regulator: OCC

Regions Bank Headquarters: Birmingham, AL
Prudential regulator: Federal Reserve

Fifth Third Bank Headquarters: Cincinnati, OH
Prudential regulator: Federal Reserve

Bank of Oklahoma and affiliates Headquarters:
Tulsa, OK; Prudential regulator: OCC

GuarantyBank Headquarters: Milwaukee, WI
Prudential regulator: OCC
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bankruptcy. Since the lender has control of the bank account, it gets paid even though the loan is unaffordable
for the consumer, and the lender makes most of its revenue from these trapped families.

Bank payday loans worked the same way as loans from payday lenders. And since the bank had full access to the
customer’s account, it could take payment from the customer’s next direct deposit, which routinely left the
customer short on cash and then with another triple-digit loan.

In 2011, the Center for Responsible Lending (CRL) published the first data validating that bank payday loans
were a debt trap. The median bank payday borrower had 13.5 loans in a year and was in bank payday loan debt
at least part of six months annually. The CFPB published its own consistent findings in 2013, showing that
borrowers spent an average of 114 days during the year in this triple-digit interest debt. As the following chart
based on CRL’s data illustrates, over half of borrowers had more than ten loans annually; over 36% had more
than 20 loans annually; and over 12% had more than 30 loans annually.

Figure 1: Bank Payday Loans in One Year (2011)

16
= 14
S
o 12
8 10
L
o 8
3
° 6 -
3
— 4 -
o
# 2 | I

0 -

- 6-10 11-15 1620 2125 2630 3135 6+
Bank Payday Loans Taken in One Year

Banks Did Not Determine the Borrower’s Ability-to-repay the Loan

The root of the problem with banks’ payday loans, as with other payday loans, is that they were made based on
the lender’s ability to collect, rather than the borrower’s ability to repay the loan while continuing to meet
ongoing expenses. And in fact, lenders make more money when the borrower cannot afford repayment, while
meeting other financial obligations, because the lender makes another triple-digit loan to the borrower to pay
those expenses and keeps the borrower stuck in debt.® Moreover, a bank has an exceptionally strong ability to
collect its own payday loan because the bank has total control over all the funds that flow into the checking
account and can repay itself immediately.
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The Devastating “Debt Trap”
“Debt trap” has become a common way to describe payday loans, and appropriately

so. Yet the label’s prevalence shouldn’t desensitize us to the profound pain—financial,
psychological, emotional—that a debt trap inflicts on one stuck in its grip. This harm
can pervade every aspect of a person’s finances, every facet of a person’s life. Often,
the person’s family members experience the harm, too. The debt trap, in the words of
those who have been there, is a “living hell.”

See, e.g., Williams, Diane S. “Getting Out of the Debt: Part 2 of a series.” Public Employee Press, District Council 37.

(Quoting a payday loan borrower who asked not to be identified.)
http://www.dc37.net/news/pep/3 2012/420 payday loan.html. Additional examples on file with CRL. (This

Ineffective “Safeguards” Did Not Prevent a Cycle of Debt

Banks often pointed to what they called “safeguards” on their payday loans, which they claimed prevented
customers from becoming stuck in debt. But the data, as shown above, clearly bore out that these features did
not prevent a debt trap. Indeed, these “safeguards” —including installment plans and brief “cooling-off periods,”
when banks would not extend the customer another payday loan for a short period following repayment of one
or more loans—were the same “safeguards” that non-bank payday lenders have long touted but that have
proven ineffective in that context as well.’

Payday Loans by Banks Caused Substantial Harm To Vulnerable Customers

Bank payday loans were proven to operate the same as payday loans by storefronts, which evidence has long
demonstrated cause substantial harm to consumers. These harms include the direct financial cost of long-term,
high-cost indebtedness, as well as the psychological distress of being trapped in debt with a coercive repayment
device for a sustained period of time; the direct harms from delinquency and default, including overdraft and
non-sufficient funds fees; and sweeping collateral consequences, including increased difficulty paying
mortgages, rent, and utility bills,’° delinquency on child support payments,*! delinquency on credit card debt,?
delaying medical care,® loss of checking accounts,* and bankruptcy.®®

The nexus between bank payday loans and high-cost bank overdraft fees is particularly troubling. Overdraft fees
are triggered when a customer’s checking account lacks sufficient funds for a transaction but the bank pays the
transaction anyway, charging a fee averaging about $35 per overdraft. Often, the transactions are small debit
card transaction averaging only about $20; the financial institution could easily decline these transactions at no
cost to the customer rather than pay them and charge an overdraft penalty fee on each one. The bank repays
itself the amount of the overdrafts and the fees in a lump sum—which can easily be hundreds of dollars—from
the customer’s next incoming deposit, typically about three days later. These fees cost consumers billions of
dollars annually, with most disproportionately borne by account holders already struggling to keep their account
balances positive. They hit lower income customers hardest and often lead to bank account closure, driving
consumers out of the banking system altogether.®
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Payday lenders, including bank lenders, have promoted payday loans as an alternative to overdraft fees.'” But
rather than bank payday loans having served as a substitute for overdraft fees, data show that customers
tended to incur both high interest on bank payday loans and high-cost overdraft fees.®

The CFPB found that a quarter of the bank payday borrowers most heavily steeped in the cycle of debt incurred
an average of 18 or more overdraft or non-sufficient funds fees during the 12-month period.® Further, last year,
the CFPB published data on overdrafts after discontinuance of most bank payday loans, finding that following
discontinuation of the product, former bank payday borrowers, compared to non-bank payday borrowers, did
not incur an increase in overdraft or NSF fees or account closure.? These findings are consistent with what
consultants selling bank payday loan software long promised banks: that payday lending would result in little-to-
no “overdraft revenue cannibalization.”?! They also confirm other research finding that non-bank payday loans
often exacerbate overdraft fees, leading to checking account closure.??

Ultimately, payday loans harm vulnerable populations. CRL’s

research on bank payday loans in particular found that over “[T]he $550 that Wells Fargo took was half
one-quarter of bank payday borrowers were Social Security of my monthly income... Without it, |
recipients, making these customers over twice as likely to couldn’t pay my rent and other expenses... A
have had a bank payday loan as bank customers as a whole.?® few times | tried to not take out another
The CFPB also found that a significant share of payday advance, but to do that | had to let other

borrowers—nearly one in four—reported some form of public | bills go... | never made it two full months
assistance or other benefits or retirement funds as an income without having to borrow after paying the
source.* last advance.”

One such consumer, a 69-year-old woman who relied on Wells Fargo customer in 2013 testimony before

Social Security for her income, testified before Congress in Congress

2013 about her experience with a Wells Fargo payday loan.
She noted that “[t]he $550 that Wells Fargo took was half of my monthly income... Without it, | couldn’t pay my
rent and other expenses... A few times | tried to not take out another advance, but to do that | had to let other
bills go... | never made it two full months without having to borrow after paying the last advance.”?

Payday loans generally also cause particular harm to communities of color, leaving them even more
disproportionately underserved by the banking mainstream.?® Communities of color have historically been
disproportionately detached from the traditional banking system, a disparity that persists today. About 18
percent of African American and 16 percent of Latino households are unbanked, compared to 3 percent of white
households.?” And payday loans, with their high association with lost bank accounts,? drive families out of the
banking system and exacerbate this disparity.

Bank Payday Loans Were Met by Broad, Fierce Opposition

Payday lending by banks was met by fierce opposition from virtually every sphere—the military community,?°
community organizations,° civil rights leaders,3! faith leaders,*? socially responsible investors,3 state
legislators,** and members of Congress.®® Bank payday lending also motivated “move-your-money” campaigns.3®
It led groups managing programs aiming to bring people into the banking mainstream to establish policy that
excludes banks making high-cost payday loans from the program.?” And multiple lawsuits involving bank payday
loans were filed.3®
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States that prohibit or significantly restrict payday
lending also strongly opposed payday lending by
banks. But banks made payday loans not only in
states that permit payday lending but also, through
the doctrine of federal preemption and related law, in
many of the states that prohibit or meaningfully limit
the product from non-bank lenders. In North Carolina, equally dangerous products.”
a state that does not permit payday lending, public
outcry and state attorney general opposition led
Regions Bank to stop making its payday loans there

Rev. DeForest B. Soaries, jointly with nationally
prominent African American ministers, called
for “an end to usury, an end to 300% interest
rates, and an end to enslavement to both
payday lenders and the banks now offering

An Emancipation Proclamation from Payday Lending,
2013; see note 33 herein.

even before federal intervention.?®

Meaningful Reform in 2013 Effectively Ended Payday Lending By Banks, For the Time Being

Banks got out of the payday lending business in 2013, for the most part,*® following the OCC’s and FDIC’s
guidance and the Federal Reserve Board’s supervisory statement. The OCC/FDIC* guidance advised banks to
assess the ability of their customers to repay the loan based on income and expenses.*? The Federal Reserve’s
statement emphasized the consumer risk of bank payday lending, including the risk of unfair and deceptive
practices and highlighting the CFPB’s findings of sustained and harmful repeat usage.* In addition, in 2015, the
Department of Defense updated rules under the Military Lending Act that made bank payday loans exceeding
36% annual percentage rate illegal if made to active servicemembers or their dependents.**

In 2016, the CFPB proposed rules addressing short- and long-term payday loans, car title loans, and high-cost
installment loans (CFPB Proposed Rule), whether made by banks or non-banks, requiring—with certain
exceptions that CRL strongly opposes—Ilenders to determine the borrower’s ability to repay before making the
loan. Accompanying the proposal, the Bureau released the most extensive record to date on the harms of
payday lending.* This record included the finding that borrowers of bank payday loans, following the end of
bank payday lending, were no more likely than non-borrowers of bank payday loans to experience increased
incidences of overdrafts or non-sufficient funds, to use non-bank payday loans, or to experience long-term
increases in account charge-offs.* This research offers evidence that counters bank claims that bank payday
loans protect consumers from overdraft fees and other payday loans.

2017: Banks Push to Make Debt Trap Loans Again

Now, banks and others have renewed efforts to permit unaffordable payday loans by banks. Taking advantage
of a trend toward deregulation—and efforts to erode consumer protections—at the federal level, banks are
seeking access to their customers’ funds through these debt trap loans again. The ABA’s white paper to
Treasury, calling for repeal of the bank payday guidance and the CFPB Proposed Rule, resurrects long-debunked
industry claims touting the “reasonable limits” and “efficient” underwriting of payday loans from banks. And it
asserts that, with the end of bank payday lending, “[c]Jonsumers lost another convenient, fair, and valued source

of small dollar credit within the regulated banking industry.”*’

Meanwhile, a separate proposal threatens to open the door for high-cost payday installment loans.
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A PTl limit of 5% is not an affordability, or an ability-to-repay,
requirement. It excludes the consideration of expenses altogether. Payday
installment loans are repaid over multiple installments instead of in one terms and, often, larger
lump sum, but the lender is still first in line for repayment and thus lacks principal amounts, can be
incentive to ensure the loans are affordable. These loans, often made by the | 35 harmful, or more so,
same lenders that make lump sum payment payday loans and still carrying than balloon payment
triple-digit interest rates, can be as harmful, or even more harmful, than the payday loans.

balloon payday loans.*®

Unaffordable installment
loans, given their longer

Yet a proposal is calling for federal banking regulators to establish special rules for banks and credit unions that
would endorse unaffordable payday installment loans.*® The proposal would permit high-cost loans, without any
underwriting for affordability, for loans with payments taking up to 5% of the consumer’s total (pretax) income
(i.e., a payment-to-income (PTI) limit of 5%).%° This proposal has been endorsed by the Pew Charitable Trusts
and by some banks, including three of the six that made payday loans.

For individuals with relatively low incomes—which is typically the case for payday loan borrowers®'—an
assumption that debt is affordable based merely on the ratio of that debt to the borrower’s income is not a safe
assumption.>? Consider a family of four at the federal poverty level of $24,300 annually, $2,025 monthly. A 5%
PTI standard would assume that the borrower has an extra $101 each month, or $1,215 annually, that he or she
can spare toward service of payday loan debt. Even under the best circumstances, this often will not be the
reality. And the PTI standard ignores altogether exacerbating factors like the family’s existing debt load or
challenges meeting regular expenses.

Existing loan performance data also call deeply into question the suitability of a 5% PTI standard. CFPB’s
research found extraordinarily high default levels on online installment loans even at PTl ratios of 5% or less. For
one lender in the Bureau’s data whose loans included both storefront and online loans, 28 to 30% of loans with
PTI of 5% of less defaulted, excluding loans with first-payment defaults.>® For all loans for which the origination
channel was unknown—about half the dataset, or 1.25 of 2.5 million loans—the Bureau found default rates of
38 to 40% at PTl of 5% or less, including first-payment defaults.>*

CRL’s analysis of checking account data shows that smaller payday loan payments were no less likely to incur
overdraft or NSF fees than larger payments. CRL analyzed online payday loan payments from a database of
consumer checking account activity for its 2015 paper, Payday Mayday.>® The payday loan payment sizes in this
panel were typically much smaller than a typical payday balloon payment, with about 42% of all the payments
less than $100. Yet the analysis found that payments even at these smaller dollar amounts were often
associated with significant borrower distress, as evidenced by NSF/overdraft activity occurring in the two weeks
following a payment. (Fifty percent of such overdrafts occurred the same day as the payday payment, and the
average number of days between the payment and the NSF or overdraft was 2.7.) Many of the payday
payments that were associated closely in time with an overdraft were for small amounts: Half were $100 or less
and over a third were $50 or less.
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Figure 2: Distribution of the Payday Payment Amounts Followed Closely by an Overdraft

# of Payments in This Range

Percent of Payments in This Range

$25 or less 29 4.5%
$25.01-50.00 194 29.9%
$50.01-75.00 46 7.1%
$75.01-100.00 59 9.1%
$100.01-150.00 119 18.3%
$150.01-250.00 36 5.5%
$250.01 or more 166 25.6%
Grand Total 649 100.00%

A PTI limit of 5% for banks with no interest rate limit risks increasing non-bank predatory lending. Even
assuming that loans to payday borrowers with 5% PTls were affordable—again, not a reasonable assumption—

there is little indication that banks will actually make these
loans. And even if they do make these loans, there is little
evidence that more affordable bank-issued products will
reduce unaffordable products. To the contrary, they may well
bourgeon them.

First, banks have had the option for decades to make more
affordable installment loans, but instead they chose high-cost
payday loans and high-cost overdraft fees. And indeed, so
long as banks can continue to generate $17 billion annually in
overdraft and nonsufficient fund fees, much of which is from
the same financially vulnerable customers who might take
payday installment loans, it is unlikely banks will markedly
increase reasonably priced small dollar lending to those

“l never considered going to one of
those payday loan stores because |
knew they had a reputation for
charging really high interest rates... |
thought that since banks were
required to follow certain laws, they
couldn’t do what those payday loans
people were doing.”

Wells Fargo customer in 2013 testimony
before Congress

customers. (A CFPB rulemaking is needed to address overdraft abuses.)®

Second, while the ABA endorsed a payment-to-income standard, it has expressed substantial doubt that 5% is
high enough to induce banks to make the loans.>” Individual banks that have expressed interest in a 5% PTI
standard, as well as other bank trade associations endorsing it, have also hedged, stating that “experience may

suggest that a different percentage is appropriate over time.

758

Further, evidence suggests that competition does not drive out predatory practices. Responsible mortgage
loans, which were long being made, did not drive out the predatory subprime loans that lead to the foreclosure
crisis. Reasonably priced credit cards did not keep out the abusive subprime fee harvester cards that proliferated

prior to 2008 regulatory and Congressional interventions.
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And critically, bank loans under a PTI program would not likely have an interest rate limit. Thus, by sanctioning
5% PTI, non-cost restricted loans, regulators would not only permit high-cost unaffordable lending by banks, but
they risk bolstering predatory lending by non-banks. Over half of states have interest rate limits on longer-term
loans, but the sanctioning of a 5% PTI limit would give non-bank lenders a purported rationale to weaken or
remove extremely effective interest-rate limits in favor of a weak PTI standard, weakening consumer protections
throughout the country.

For the above reasons, a coalition of over 500 civil rights, consumer, labor, faith, veterans, seniors, and
community organizations from all 50 states, strongly supported that the CFPB’s proposed ability-to-repay
requirements for payday loans did not include an exception based on a 5% PTI standard.>®

Recommendations: Been There, Done That — Keep Banks Out of Payday Lending Business.
To protect consumers from abusive bank payday lending, CRL recommends the following:

e The OCC/FDIC guidance, which is saving bank customers billions of dollars and protecting them from a
debt trap, should remain in effect, and the Federal Reserve should issue the same guidance;

e Federal banking regulators should reject a call to permit installment loans without a meaningful ability-
to-repay analysis, and thus should reject a 5% payment-to-income standard;

e CFPB should finalize a rule requiring a residual income-based ability-to-repay requirement for both
short- and longer-term payday and car title loans, incorporating the additional necessary consumer
protections we and other groups called for in our comment letter;

e States without interest rate limits of 36% or less applicable to both short- and longer-term loans should
establish them; and

e Congress should pass a federal interest rate limit of 36% APR or less applicable to all Americans, as it did
for military service members in 2006.
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