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OVERVIEW

o Facing an August 15" deadline, banks and credit unions are scrambling to pressure
consumers to opt-in to expensive debit card overdraft coverage.

° Many opt-in campaigns inappropriately target those accountholders who frequently
overdraw their accounts and are among the most financially vulnerable.

° Many consumers have received inadequate and potentially deceptive information from
which to make their decision about whether to opt-in, as institutions fail to fully disclose
that lower-cost options exist—including having debit card transactions simply declined for
no fee.

I. Background

In recent years, many financial institutions have offered an increasingly abusive form of
overdraft “protection” as an automatic feature of their bank accounts.' For a flat fee averaging
about $34 per incident, the bank routinely covers any transaction that overdraws the customer’s
account. The leading trigger of these fees is small debit card overdrafts, which average about
$17—meaning the fee charged exceeds the amount of credit actually extended on a nearly 2-to-1
basis.”> Consumers can quickly become hundreds of dollars overdrawn, being charged multiple
overdraft fees per day and additional fees if accounts are not brought back to a positive balance
quickly. Meanwhile, because this debt is automatically repaid within a short amount of time by
the consumer’s next incoming deposit, the risk to the bank is relatively low. These fees are often
compounded by the common policy among banks of re-ordering transactions from largest to
smallest, which usually generates more overdraft incidents than would otherwise occur.’

By 2008, banks and credit unions were collecting nearly $24 billion in overdraft fees annually,
with over 40 percent of that attributed to debit card transactions.* In surveys conducted for CRL
in 2008 and 2009, consumers overwhelmingly reported that they would rather their debit card
transactions be declined for no fee;5 however, few financial institutions offered a way for
accountholders to decline this automatic overdraft coverage.

Regulation E: Customer choice on debit card overdraft coverage

The Federal Reserve ruled in November 2009 that overdraft fees cannot be charged on most
debit card transactions—including those at an ATM—unless the consumer consents to having
this feature on the account by “opting in” to overdraft coverage of debit cards.® The change to
Regulation E is effective on July 1, 2010, for new customers opening accounts, and effective
August 15, 2010, for existing accountholders.’
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While the Federal Reserve’s rule finally provides consumers with an option for avoiding
expensive overdraft charges on debit card transactions, it fails to address the substantive
problems with today’s overdraft programs. Overdraft fees bear no relationship to the low cost
institutions incur, or to the very low risk institutions accept, when they cover an overdraft
transaction. Further, financial institutions can assess multiple overdraft fees each day and
additional “sustained” overdraft fees if an account remains negative for several days. They then
automatically repay themselves the entire loan and the fees from the customer’s next deposit.
And they continue to reorder transactions from largest to smallest to generate more overdraft
incidents—and more fees.®

Moreover, institutions still are not required to obtain consumer consent about whether they want
overdraft coverage for checks or electronic automated clearinghouse (ACH) payments—and
institutions continue to routinely pay these overdrafts in exchange for a high fee.”

These abuses are compounded by the fact that regulators have allowed overdraft fees to be
treated differently than other extensions of credit. As a result, these fees are not subject to
traditional cost of credit disclosures or substantive protections afforded consumers for other
forms of credit under the Truth in Lending Act.'”

Bank reaction to Regulation E

Reactions of financial institutions to the new overdraft rule have been widely divergent. Some
banks have ended overdraft coverage on debit cards entirely, which we strongly commend.
Others have lowered the amount of their overdraft fees on small transactions, while the
remainder have kept their policies largely the same.

One survey found that 14 percent of the 2,000 responding banks and credit unions had decided to
no longer allow consumers to overdraw their account using a debit card."" Bank of America—
the nation’s largest debit card issuer—is among those who have chosen to simply decline debit
card transactions.'? A representative from Bank of America noted that customers demanded this
change, asking the bank to serve as a partner in helping them manage their finances by not
allowing them to overdraw through a debit card."® With this policy change, Bank of America
joins Citibank, USAA, and ING Direct, among others, who have never allowed overdraft fees to
be assessed on debit card transactions.

The same survey found that 18 percent of the financial institutions reported lowering their
overdraft fees to make these programs more attractive to customers.'* A survey of community
banks found that nearly a quarter planned to reduce their overdraft fees on debit card and ATM
transactions by ten percent or more, in an effort to make their debit card overdraft coverage more
palatable.'® U.S. Bank is one example of an institution that has reduced the amount of its
overdraft fees on small purchases.'®
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I1. Marketing Campaigns Promoting “Opting-in” to Expensive Debit Card Overdrafts

With more than $10 billion in fee income at stake,'’ those financial institutions continuing to
cover debit card overdrafts for a fee are now actively marketing this coverage to their customers
through mail, email, websites, ATM screens, and telephone calls.

A key issue for financial institutions is not only what share of accountholders they can convince
to opt-in, but which accountholders. A small share of accountholders pay a large share of the
billions of dollars in overdraft fees assessed each year. A study of FDIC-regulated banks found
that about a quarter of all bank accounts become overdrawn in a year, but a smaller core group—
about 5% of all accountholders—are overdrawn 20 or more times per year, spending over $1,600
annually in fees.'® This finding is consistent with CRL research finding that 16 percent of
accountholders account for 74 percent of all overdrafts. 19

Therefore, to preserve the bulk of their fee income, financial institutions need only to ensure that
heavy overdraft users opt in.

Targeting the vulnerable with an inappropriate product

Given the concentration of overdraft revenue derived from those who overdraw frequently,
several industry consultants have urged banks to prioritize the marketing of debit card overdraft
coverage to these customers. One consultant even suggests offering a gift or cash offer to
customers with four or more overdrafts annually who opt in, noting that this and other strategies
will result in “[s]natching bank revenues from the jaws of Regulation E.”* The figure below
includes the statements of four consulting companies offering opt-in marketing strategies to
financial institutions:

SAMPLES OF OPT-IN MARKETING STRATEGIES TO FINANCIAL INSTITUTIONS

“...20 to 29% of your members give you 90% of your NSF income. Target those top 29% and get
them to optin...”

“If they are in the top 29% of abusers, call them.”
SOURCE: Rowland Consulting®'

“Target frequent fliers...focus attention on these customers first.”

(Frequent fliers identified by i7Strategies as customers who don’t pay attention to account balances,
live paycheck to paycheck, or intentionally overdraw their accounts.)

SOURCE: i7Strategies™

“Segment and prioritize based on customers overdraft usage history.”
SOURCE: Soundbite Communications®

“Regulation E offers aggressive bank marketers opportunities to maintain or even increase
revenues from their overdraft programs.”

“...the customer is offered an incentive that...best entices the customer to respond...a gift or cash
offer if they respond...[a]fter all, this is your most profitable fee group.”

SOURCE: ACTON Marketing Intelligence*
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Some financial institutions have adopted this targeted marketing approach. A credit union in
Iowa, for example, is offering incentive-based pay to employees who can identify accountholders
who have overdrawn their accounts when they walk into a branch and then convince them to opt
in to debit card overdraft coverage.25

This targeted marketing approach raises concerns on several fronts. First, those with frequently
overdrawn accounts are among the most financially vulnerable. A 2006 CRL survey found that
accountholders who experience repeated overdrafts are more likely to be lower-income, single,
non-white, and rent their homes.*® Charging large fees for typically small debit card transactions
erodes these consumers’ finances further. In a recent article, FDIC Chair Sheila Bair noted that
this form of overdraft coverage is ““...not appropriate for consumers who are having trouble
managing their finances.””’ This is particularly true since institutions offer dramatically lower-
cost overdraft programs or could simply decline the transaction for no fee. Ultimately, this
practice may drive vulnerable consumers from the banking system, leading to greater numbers of
unbanked households. **

Moreover, since research has repeatedly found that overdraft fees have a disparate impact on
lower-income consumers and non-white consumers,” targeting practices such as these raise fair
lending concerns under the Equal Credit Opportunity Act (ECOA). In addition, encouraging high
levels of unsustainable overdraft debt and an overreliance on unfairly high-cost fees from
vulnerable accountholders poses safety and soundness concerns for financial institutions.

Insufficient information

Since the most vulnerable customers are being targeted for debit card overdraft coverage, it is
critical that any information they receive is clear and easily understandable and, at the very least,
not deceptive.

The Federal Reserve created a model opt-in form to describe debit card overdraft coverage to
consumers in hopes that it would help accountholders make an informed decision (the model
form is attached as an appendix). Financial institutions are required to ensure that their
communications about debit card overdraft coverage largely mirror this form, which includes the
following information:

e adescription of the bank’s overdraft policies and the types of transactions that can trigger
overdraft fees;

¢ the maximum fee that can be incurred per overdraft incident, as well as additional fees if
the account remains overdrawn;

e whether the institution limits the number of fees that can be assessed per day; and

® any alternative overdraft programs offered.

There are two important components missing from the model form, and, therefore, from many
banks’ opt-in messages to consumers: (1) the fact that taking no action, that is, choosing not to
opt in, will result in debit card transactions being declined at no charge, from either the financial
institution or the merchant; and (2) a way for a consumer to readily compare the cost of all
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overdraft options before making a decision. Instead, the Federal Reserve’s opt-in form only
states the following related to declined debit card transactions and alternative forms of overdraft

coverage:

FROM FEDERAL RESERVE MODEL OPT-IN FORM

“If we do not authorize and pay an overdraft, your transaction will be declined.”

“We also offer overdraft protection plans, such as a link to a savings account, which may be less
expensive than our standard practices. To learn more, ask us about these plans.”

A simple way to address the information gap would be to incorporate a table into the opt-in
notice that displays the cost of each available overdraft option, as well as the option of having no
debit card overdraft coverage at all:

SAMPLE MODEL FORM COST COMPARISON TABLE

linked savings
account

Type of Overdraft Charges Total Cost per | Sample Effective Annual Percentage
Coverage for ATM Transaction Rate Cost

and Everyday Debit (assuming $100 overdraft for two
Card Transactions weeks)™

1. None $0 $0.00 N/A

2. Opt-in to fee-based | $34 per transaction $34.00 886%

overdraft coverage

3. Overdraft line of $5 transfer fee plus $5.69 148%

credit 18% interest

4. Transfer from $5 transfer fee plus $5.92 154%

credit card 24% interest

5. Transfer from $5 transfer fee $5.00 N/A

Disclosing that no fee will be assessed if a debit card transaction is declined is especially
important because it differs from what would happen if a check were rejected, or “bounced,” due
to lack of funds. In the case of a bounced check, both the bank and the merchant may charge a
non-sufficient funds, or returned item, fee; it is critical for consumers to know a declined debit

card purchase does not trigger any such fee.

Regulators should revise the model form to require meaningful comparative cost information. In
the meantime, financial institutions should take the initiative to provide this information to
customers through their current communications related to opting in to debit card overdraft

coverage.

Regulators should also actively supervise all overdraft marketing related to opting in, including
reviewing employees’ scripts and any employee or customer incentive policies tied to opting in,
to ensure that these efforts are not deceptive or inappropriately targeted to certain populations.
Such supervision is only as effective as the consequences attached to deceptive conduct.
Regulators should prohibit any financial institution that has employed deceptive opt-in tactics
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from charging debit card overdraft fees; any “opt-ins” that institution has obtained should be
deemed invalid.

The Office of the Comptroller of the Currency (OCC) recently issued guidance for its banks,
warning them not to make potentially misleading statements in efforts to induce customers to opt
in and to carefully consider the risks of targeting this information to customers who have
frequently overdrawn their accounts in the past.”’ While this is a welcome development, the
OCC and all regulators must attach real disincentives to employing deceptive opt-in tactics.

Projected opt-in rates
Prior to the Federal Reserve’s new rule addressing consent to debit card overdraft coverage,
surveys conducted for CRL and others consistently indicated that consumers would prefer their
bank decline their debit card purchase rather than cover it for a fee.”> Data from a variety of
surveys suggest that only a minority of consumers have decided to opt in thus far, with the
remainder either undecided or planning not to opt in:

OPT-IN SURVEY RESULTS

make a decision

Survey Nielson Harris Poll** ACTON Credit.com National
Responses Poll* (April 2010) Marketing Poll** Foundation for
(March 2010) Poll® (Apr 30-May 2, Credit
(Early Spring 2010) Counseling
2010) Poll”
(July 2010)
Opting In 26% will opt- | 29% likely to 57% do not plan 48% would opt-in | 26% will opt-in
in opt-in (14% to opt-in (higher
very or likelihood of opt-
extremely in among
likely) “overdraft users,”
63 % of whom
plan to opt-in)
Not Opting | 22% will not 51% unlikely 47% would not 74% will opt-out
In opt-in to opt-in (34% opt-in
not at all likely)
Undecided | 39% 20% need more
undecided information to

The 2010 Debit Issuer Survey found that banks expect a 30 percent opt-in rate on average,
although the expected opt-in rate varies dramatically by bank. Larger institutions are projecting
opt-in rates of 20-40 percent and smaller institutions are anticipating much higher rates.*®

With this diversity of survey findings, it is unclear what portion of accountholders will ultimately
choose to have their debit card overdrafts covered. It is apparent, however, for reasons noted
earlier, that overall opt-in rates will not matter to banks as much as the opt-in rates of those who
frequently overdraw their account. Ensuring these accountholders get a fair description of all
forms of overdraft—as well as information about not having any coverage for debit card
transactions—is critical.
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II1. Conclusion and Recommendations

Debit card overdraft coverage is a very expensive option for consumers, with fees nearly twice
the amount of credit actually extended. Consumers using their debit cards for several transactions
throughout the day can incur hundreds of dollars in overdraft fees over a short period of time.
Surveys conducted for CRL and others have consistently shown that the vast majority of
checking accountholders would rather these transactions simply be declined for no fee.

The Federal Reserve has required that banks obtain consent to overdraft coverage of debit card
transactions, but it has not addressed the cost or frequency of these fees or other abusive
overdraft practices, such as reordering transactions to maximize fees. As a result, institutions
have great incentive to employ deceptive tactics to pressure consumers to opt-in.

The following are our recommendations for consumers, financial institutions, and policymakers:

Consumers:
® To protect your account from costly overdraft fees, do not consent or “opt-in” to
overdraft coverage on your debit card. Consider lower-cost alternatives to costly
overdraft fees, such as a line of credit or linking an account with back-up funds.

e (Consider signing up for programs your bank offers to help you monitor your account
balance, such as low balance alerts through emails or text messages.

Financial Institutions:
¢ Follow the lead of Citibank, Bank of America, and others, by simply declining debit
card transactions that would otherwise result in an overdraft fee.

¢ Only cover debit card overdrafts with fair overdraft options, such as an overdraft line
of credit and transfers from savings or other accounts.

e (learly disclose comparative cost information for overdraft options, including that
declined debit card transactions result in no fees.

Policymakers and Regulators:
® Address continuing abusive overdraft practices, including the high-cost and frequency
of these fees, the automatic repayment of the overdraft loan upon the customer’s next
deposit, the re-ordering of transactions to generate more fees, and the lack of
consumer consent about whether checks and electronic ACH payments are covered in
exchange for a high fee.

e Actively supervise opt-in efforts. Prohibit financial institutions that have engaged in
deceptive opt-in campaigns from charging debit card overdraft fees; any “opt-ins”
obtained by banks employing deceptive tactics should be deemed invalid.

e Require an easy-to-read disclosure of the comparative costs of opting in to fee-based
overdraft coverage, other overdraft alternatives, and declining to opt-in.
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APPENDIX: Model Opt-In Form

What You Need to Know about Overdrafts and Overdraft Fees

An overdraft occurs when you do not have enough money in your account to cover a transaction, but we pay it
anyway. We can cover your overdrafts in two different ways:

1. We have standard overdraft practices that come with your account.

2. We also offer overdraft protection plans, such as a link to a savings account, which may be less
expensive than our standard overdraft practices. To learn more, ask us about these plans.

This notice explains our standard overdraft practices.

» What are the standard overdraft practices that come with my account?

We do authorize and pay overdrafts for the following types of transactions:

¢ Checks and other transactions made using your checking account number
e Automatic bill payments

\We do not authorize and pay overdrafts for the following types of transactions unless you ask us to (see
below):

ATM transactions
« Everyday debit card transactions

\We pay overdrafts at our discretion, which means we do not guarantee that we will always authorize and
pay any type of transaction.

If we do not authorize and pay an overdraft, your transaction will be declined.

» What fees will | be charged if [Institution Name] pays my overdraft?
Under our standard overdraft practices:
« We will charge you a fee of up to $30 each time we pay an overdraft.

e Also, if your account is overdrawn for 5 or more consecutive business days, we will charge an
additional $5 per day.

e There is no limit on the total fees we can charge you for overdrawing your account.

» What if | want [Institution Name] to authorize and pay overdrafts on my ATM and everyday
debit card transactions?

If you also want us to authorize and pay overdrafts on ATM and everyday debit card transactions, call
[telephone number], visit [Web site], or complete the form below and [present it at a branch][mail it to:

____| do not want [Institution Name] to authorize and pay overdrafts on my ATM and everyday debit card
transactions.

___l'want [Institution Name] to autherize and pay overdrafts on my ATM and everyday debit card
transactions.

Printed Name:
Date:

[Account Number]: ]
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About the Center for Responsible Lending

The Center for Responsible Lending (CRL) is a national nonprofit, nonpartisan research
and policy organization dedicated to protecting home ownership and family wealth by
working to eliminate abusive financial practices. CRL is affiliated with Self-Help, one of
the nation’s largest community development financial institutions.

For additional information, please visit our website at www.responsiblelending.org.
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