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Executive Summary

Nearly a decade ago, the national bank regulator, the Office of the Comptroller of the
Currency (OCC), cracked down on partnerships between payday lenders and banks. The
OCC cited concerns that payday lending “can pose a variety of safety and soundness,
compliance, consumer protection, and other risks to banks.”1 Since then, national banks
have not partnered with payday lenders. But some have simply begun making payday
loans directly—and the OCC has condoned the practice.
At least two nationally chartered banks are offering their own version of payday loans,
with high fees and short-term balloon payments similar to those that cause the typical
payday borrower to become trapped in long-term debt.
These bank payday loans are offered in amounts of up to $500 and repaid automatically
upon the accountholder’s next direct deposit. The fee for these loans is advertised at 120
percent annual percentage rate (APR), and the actual rate can be much higher depending
on how quickly the loan is repaid. Because the entire loan must be repaid in short order,
borrowers are likely to have difficulty both retiring the loan and meeting their other
obligations. As a result, these borrowers—like the typical customer of payday loan
stores—will likely take out a series of back-to-back loans, staying indebted for a
significant portion of the year.
Strikingly, the banks market these loans as a way for accountholders to bring their
accounts back into good standing after overdraft fees are assessed—essentially
encouraging the repayment of one high-cost debt with another.
Fifteen states plus the District of Columbia cap annual interest at levels that preclude
triple-digit rate payday loans by non-bank lenders.2 But these states have little control
over what national banks do within the states’ borders—a situation made worse by the
OCC’s expansive interpretation of national bank preemption in recent years. Based on
this preemption, national banks evade these states’ laws, making millions of borrowers
vulnerable to the payday lending debt trap who would otherwise be protected from such
high-cost loans.
In 2006, Congress passed legislation prohibiting high-cost payday loans to active-duty
military servicemembers and their families, but the national banks evade this law as well
by structuring their product so that it is excluded from the scope of the legislation. As a
result, the banks can make these high-cost loans to military personnel without restriction.
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Payday lending has a disparate impact on communities of color, and banks who engage in
this practice are at high risk of violating the Equal Credit Opportunity Act and other fair
lending laws.
Payday lending by national banks is a growing practice, likely to grow further without
appropriate regulator action. The OCC appropriately took action in 2000 to ensure
national banks do not partner with payday lenders; the agency must now stop the banks
from directly issuing these loans themselves.
The OCC Has Long Acknowledged That Payday Lending is Harmful

Payday loans—small loans of $500 or less with annual percentage rates (APRs) starting
at nearly 400 percent for the typical two-week loan—carry short-term due dates that
frequently trap borrowers in debt. Research has shown that payday lending can lead to
negative financial outcomes for borrowers, including difficulty paying other bills,
increased risk of credit card default, loss of checking accounts, and bankruptcy.3
Prior to 2000, some national banks partnered with payday lenders so that lenders could
evade state interest rate caps on small loans, which, due largely to policies promoting
expansive national preemption, do not apply to national banks. But in 2000, the OCC
issued payday lending guidance that put an end to these partnerships, noting that payday
lending “carries significant credit, transaction, reputation, and compliance and legal risks
that raise supervisory concerns.”4
The OCC further noted that its guidance more generally addressing abusive lending
practices should also be applied in the context of payday lending. That guidance
identifies the following indicators of abusive lending, which are characteristic of payday
loans: pricing and terms that far exceed the cost of making the loan; loan terms designed
to make it difficult for borrowers to reduce indebtedness; and frequent and multiple
refinancings.5
The OCC stated it would “closely review the activities of national banks engaged in . . .
payday lending, through direct examination of the bank . . . .”6
From Partnering with Payday Lenders to Making Payday Loans Directly

Following issuance of the OCC’s guidance, national banks did stop partnering with
payday lenders. But today, at least two national banks are offering payday loans directly
to their customers—loans that carry all the characteristics the OCC identified as abusive
in 2000.
A growing trend

Wells Fargo, which recently acquired Wachovia, has offered its Direct Deposit Advance
product since 1994. At that time, it charged $5 per $100 advanced—already a relatively
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high annual percentage rate (60 percent) for a short-term loan—and loaned customers a
maximum of $200 at a time. Since then, its advance has become doubly expensive—at
$10 per $100—and its maximum loan size has more than doubled to $500.7
U.S. Bank began offering its deposit advance product more recently. (Fifth Third Bank
also offers a similar product. This bank held a national charter for some of its branches
and was therefore regulated by the OCC until the fourth quarter of 2009; today, it is
solely state-regulated.)
This growing trend may soon accelerate, for several reasons. First, with its acquisition of
Wachovia, Wells Fargo has significant potential to expand its Direct Deposit Advance
product into markets where it is not currently offered. Moreover, banks will likely
continue to look for new sources of fee income, and this product has the potential to
generate significant fees. Indeed, the writing is already on the wall: at least one financial
services technology company has started to market a software solution for financial
institutions that want to make bank payday loans.8
How bank payday loans work

Banks call this product a “direct deposit advance” or “checking account advance,” but it
closely mirrors the traditional payday loan product.9 Typically, the banks offer loans of
up to $500 at a fee of $10 per $100 borrowed. The bank uses funds from incoming direct
deposits to repay the loan, or—if those are not sufficient within 35 days—repays itself by
withdrawing the funds from the borrower’s bank account, even when no deposit has been
made. The bank can withdraw the funds even if the withdrawal overdraws the
customer’s account.10
The following table illustrates three potential repayment scenarios for a $500 loan. The
customer owes the bank $550, to be automatically withdrawn from the customer’s next
direct deposit(s). In Scenario 1, the bank repays itself with a portion of the next incoming
direct deposit. In Scenario 2, the entire direct deposit is taken for repayment along with a
portion of a later direct deposit. In Scenario 3, an entire direct deposit is taken again for
repayment, but because there is no other income that month, the bank also withdraws
funds from the borrower’s bank account directly, potentially resulting in the account
becoming overdrawn.
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Table 1. Possible repayment scenarios of a $500 bank payday loan

Scenario 1
Repayment through
one direct deposit

Scenario 2
Repayment through
multiple direct
deposits

$550

$550

$1,000

Initial $250, then
another $500 later in the
month
$250 from first, $300
from second direct
deposit
$200 from second direct
deposit

Loan amount, plus
fee owed
Incoming direct
deposit(s)
Bank repayment
through direct
deposit
Remainder of
direct deposit
credited to bank
account
Amount bank
withdraws from
account at day 35

$550

$450

N/A

N/A

Scenario 3
Repayment
through direct
deposit and
automatic
withdrawal by
bank at day 35
$550
$250

$250

$0

$300 (may cause
account to be
overdrawn)

What bank payday loans cost

While bank payday loans are advertised at an APR of 120 percent, this rate assumes the
loan is not paid back for one month. But repayment within a couple of weeks is far more
likely for those receiving paychecks twice a month.
Bank payday loans are far more expensive than alternative products, such as credit cards
or consumer finance loans, no matter what the scenario—but a shorter repayment period
results in an APR many times higher than alternative products:
Table 2. APR for bank payday loan with typical fee of $10 per $100 borrowed

Loan term
3 days
5 days
7 days
14 days
One month/statement cycle

APR
1,217%
730%
521%
261%
120%

This high cost is particularly unwarranted given the low risk posed to the bank. Because
the bank repays itself, the risk is low compared to other forms of credit. As one banking
analyst has noted: “They get to charge a 120 percent interest rate on what is essentially a
risk-free loan.”11
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The same debt trap as traditional payday loans

Banks offering these advances attempt to differentiate their products from those offered
by payday lenders, likely because bank regulators have looked unfavorably on the payday
lending industry. Wells Fargo has noted that their advances are different from payday
loans because the borrower cannot repeatedly renew the loan and because certain safety
valves, such as cooling-off periods and payment plans, are put in place to curtail longterm use.12
As described in more detail below, these distinctions are superficial at best—and fictions
at worst. For example, even the payday industry’s “Best Practices” call for limits on
rollovers and encourage lenders to offer the option of an extended payment plan.13
Traditional payday lenders easily evade these “protections,” and an analysis of the terms
of bank payday loans indicates these provisions are similarly ineffective.
In short, bank payday loans are made at a similarly high cost, with a similarly short
repayment term, and, like traditional payday loans, without a meaningful assessment of
the customer’s ability to repay. As a result, these products ensure that many borrowers
will end up trapped in cycles of debt —just as they are by traditional payday loans.
Short repayment term
Like traditional payday loans, bank payday loans are due, in full, within a short time
period—rather than allowing for more manageable installment payments over time. The
loan is repaid when the next cash infusions are made to the borrower’s bank account.
Thus, a significant portion—or all—of the borrower’s next paycheck may be used to
repay the loan, leaving the borrower inadequate funds to meet other obligations during
that pay period.
Research on traditional payday lending has shown that repaying this type of loan in one
pay period is likely to lead to yet another financial shortfall, requiring the borrower to
take out a new payday loan soon after retiring the previous one. In fact, nearly 90 percent
of all new loans are taken in the same pay period in which the previous loan was repaid.14
The table below illustrates this dynamic: A borrower repays a small loan in a balloon
payment, resulting in a new financial shortfall. This problem would likely not occur if
the borrower were instead allowed to repay the loan in smaller installments over a longer
period of time.
Table 3. Inability to repay bank payday loan and meet basic obligations

Before tax income for two-week pay
period15
minus taxes*
After tax income
Payday loan balance and fee due

$25,000 Salary
$962

$35,000 Salary
$1,346

$66
$895
$550 ($500 loan plus

$105
$1,241
$550 ($500 loan plus
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Money left over
Basic expenses per two-week period
(housing, transportation, food,
healthcare)*
Deficit

$50 fee)
$345
$798

$50 fee)
$691
$895

$(453)

$(204)

*Derived from annual estimates from the 2007 Consumer Expenditure Survey, Bureau of Labor Statistics

Even if this borrower requested an advance of only $250 (half the amount for which
he/she qualifies at these income levels), the borrower would still face a deficit if earning
$25,000. If earning $35,000, the borrower would have only $71 remaining for other
expenditures like debt repayment, child care, or clothing.
Back-to-back transactions
Since borrowers typically lack the funds to repay their payday loan and meet other
expenses, in the vast majority of states that ban renewals or refinancing of existing loans,
the borrower simply repays one loan and then immediately takes out another. This is
often called a “back-to-back” transaction, and the effect it has on the borrower’s finances
is identical to a renewal.
Similarly, banks restrict customers from renewing their bank payday loans but allow
back-to-back transactions. In addition, because bank payday loans are structured as
open-end credit lines, a borrower who has not reached the $500 limit could take out an
additional loan while a previous loan is still outstanding. For example, someone who has
already borrowed $200 could borrow an additional $220 to repay the initial loan. In any
event, customers using bank payday loans can be indebted for much or all of the year
without a break from this high-cost debt:
Table 4. Time in debt before cooling-off period is triggered

Bank
Wells Fargo

U.S. Bank

Number of days indebted
365 days (The credit line is reduced by $100
after one year of indebtedness. The coolingoff period is not triggered for several months
following the completion of one year.)*
270 days**

Maximum share of
year indebted
100% of the year

74% of the year

*Wells Fargo customers can borrow for 12 straight months before credit limit is reduced by $100 for each subsequent
month of use. A 30-day cooling-off period only applies if the credit line is eventually reduced to zero.
**After borrowing for nine consecutive months, U.S. Bank customers incur a three-month cooling-off period.

Customers using Wells Fargo’s product may pay $1200 in fees by cycling through backto-back loans of $500 before finally having their credit line reduced by $100—and before
ever reaching a cooling-off period. U.S. Bank’s customers could pay $900 in fees before
reaching a 90-day cooling-off period.16
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Clearly, the banks’ claims that their products are distinguishable from traditional payday
loans are unconvincing.
Interaction With Another Expensive Bank Product—Overdraft Loans

Recently, there has been significant regulatory scrutiny of bank overdraft fee practices, as
abusive overdraft practices have become pervasive throughout the industry. Many large
national banks charge multiple overdraft fees per day, re-order transactions to generate
more overdrafts, and charge additional “sustained” overdraft fees if a customer’s account
remains negative for a few days. Bank payday loans allow banks to collect additional
fees from consumers already struggling with overdrawn accounts and increase the risk
that they will incur additional overdraft fees in the future.
Wells Fargo and U.S. Bank both advertise their bank payday loan product as a way for
accountholders to bring an overdrawn account back into good standing.17 In essence, this
allows a customer to take out another high-cost loan to repay both the credit extended by
the bank to cover the overdrafts and the associated overdraft fees.
Additionally, if funds are not directly deposited into a borrower’s account from which the
bank payday loan can be repaid within 35 days, the institution pays itself back
automatically by pulling funds from the borrower’s bank account. If this withdrawal
overdraws the customer’s account, all subsequent debits to that account may incur an
overdraft or NSF fee until the next deposit is made.
Undermining Small Loan Interest Rate Caps

Recognizing the harmful impact of payday lending on their residents, several states have
re-instituted interest rate caps in recent years, prohibiting payday lenders from offering
loans with triple-digit APRs. Other states never allowed these loans to be part of their
small loan marketplace. As a result, payday loans are not available in 15 states and the
District of Columbia, with Arizona to follow suit in July 2010.18
Despite these interest rate caps, banks can continue to charge triple-digit rates for their
payday loans because national banks are not subject to state small loan laws. Currently,
Wells Fargo and U.S. Bank offer bank payday loans in at least six of the 17 states with
interest rate caps on payday loans.19 If Wells Fargo extends its advance product to
current Wachovia locations, well over two-thirds (71 percent) of these states will have
bank payday products offered to their residents.20
In addition to preempting current state laws, these bank payday loans also threaten to
undermine efforts to reform the payday lending industry in other states. Policymakers
may be less inclined to strengthen small loan laws if they know that their efforts can be
thwarted by national banks who will continue to offer high-cost products to their
residents. Further, the mere fact that large, national banks are offering a product can
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bring a sense of legitimacy to charging triple-digit interest rates on loans that trap
borrowers in debt. Explaining the upside of the bank payday lending product for
traditional payday lenders, an industry spokesman said the following: “We think it
legitimizes the [payday lending] product and makes it more mainstream.”21
The OCC bears significant responsibility for national banks’ ability to operate outside the
limits of state laws addressing loan terms, including interest rates and fees. Through
regulations and a series of interpretive letters, the OCC has expanded the scope of federal
preemption, leaving little, if any, room for the states to have meaningful control over the
loans that national banks make to their own citizens.22 The OCC has full authority to
stop the national banks from issuing bank payday loans; its role in preventing states from
addressing this harmful product should only further compel it to address the issue
directly.
Undermining Federal Legislation Aimed at Protecting Military Servicemembers

In 2006, the federal government capped interest rates on payday loans at 36 percent APR
to active-duty members of the military and their families. Congress passed this
protection for servicemembers out of concern from the Department of Defense and base
commanders that troops were incurring high levels of payday loan debt, which was
threatening security clearances and—by extension—military readiness.23
But the national banks structure their loans in such a way that evades the protection of the
federal legislation.24 As a result, banks can make these loans to active-duty military and
their families without restriction. These bank payday loan products are therefore
perpetuating a problem for active-duty soldiers and their families that Congress sought to
address four years ago.
Disproportionate Impact on Communities of Color

Many studies have demonstrated that payday lending has a disproportionate impact on
communities of color. In California, payday lenders are 2.4 times more concentrated in
communities of color, even after controlling for income and a variety of other factors.25
State surveys have found that African Americans comprise a far larger percentage of the
payday borrower population than they do the population as a whole.26
Julian Bond, chairman of the NAACP, has stated: “Study after study has demonstrated
that payday lenders are concentrated in communities of color. A drive through minority
neighborhoods clearly indicates that people of color regardless of income are a target
market for legalized extortion. Payday lending is an economic drain that threatens the
livelihoods of hardworking families and strips wealth from entire communities.”27
The OCC’s guidance on payday lending cautions that the product “may foster abusive
pricing or discriminatory steering of borrowers to high cost payday loans” and therefore
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lead to violation of the Equal Credit Opportunity Act (ECOA).28 The guidance further
cautions that failure to comply with ECOA and other fair lending laws may lead to
“various administrative actions, including enforcement actions to address violations and
to ensure appropriate corrective action; lawsuits; and civil penalties.”
We are unaware of any investigative or corrective action the OCC has taken with respect
to the impact of bank payday loans on communities of color.
Recommendations

Unless the OCC and other bank regulators take action with regard to bank payday loans,
these products will likely proliferate throughout the banking industry as financial
institutions look for new sources of fee income. Specifically, the OCC should do the
following:
•

As noted earlier, the OCC said in 2000 it would “closely review the activities of
national banks engaged in . . . payday lending, through direct examination of the
bank . . . .”29 The OCC should apply this commitment to those banks directly
offering payday loans to their customers and bring an immediate stop to it.

•

The OCC should also assess how these, and any loans offered by its banks, align
with the affordable small-dollar loan guidelines set by the FDIC. These
guidelines recommend that banks offer small loans at rates at or below 36 percent
APR with regularly-amortizing installment payments.30 The OCC should require
that small loans offered at national banks fulfill these requirements to ensure
borrowers are only offered loans that they are able to repay without being trapped
in debt long-term.

•

It is critical that the OCC investigate the impact of bank payday loans on
borrowers of color and take appropriate enforcement action where it finds
violation of fair lending laws.

•

At the very least, the OCC should start by promptly gathering information from
the banks offering bank payday loans in order to understand the profile of
customers using these products and how they are being used. A non-exhaustive
list of the questions the OCC should ask is as follows:
□ What is the average loan term for customers using this product?
□ How many advances does a customer take, on average, in a 12-month period?
□ For those customers who take multiple advances over a 12-month period, how
long are the breaks between each advance? Are they spaced sporadically
throughout the year, or do customers tend to take an advance each pay period?
□ What share of customers using advances do so to bring their overdrawn
account back above zero?
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□ What share of customers have insufficient direct deposit income to repay their
advance, resulting in the bank repaying itself in the absence of a subsequent
deposit? Of these customers, for what share does this automatic repayment
result in their account becoming overdrawn?
□ What are the demographic characteristics of the customers taking out these
loans?
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APPENDIX: Payday Loan Products Offered by National Banks

Regulator
Program Name

Eligibility
How accessed

Wells Fargo

U.S. Bank

OCC
Direct Deposit Advance

OCC
Checking Account Advance

An electronic deposit of $100 or
more at least every 35 days
Phone, website (access by ATM
being discontinued)

An electronic deposit of $100
or more at least every 35 days;
account opened for 6 months

Fee/APR

$500 or 50% of monthly direct
deposit income, whichever is less
(rounded up to nearest $100)
$2 per $20, 120% APR assuming
one month term

Phone, website, branch, ATM
$500 or 50% of monthly direct
deposit income, whichever is
less (rounded up to nearest
$20)
$2 per $20, 120% APR
assuming one month term

Repayment

Automatically repaid from
electronic deposits of $100 or
more; after 35 days, automatic
repayment of any outstanding
balance from checking account
balance, even if account becomes
overdrawn. Soon, a “payment by
mail” option will be offered for an
additional fee.

Automatically repaid from
direct deposits of $100 or
more; after 35 days, automatic
repayment of any outstanding
balance from checking
account, even if account
becomes overdrawn. Manual
payments maybe be made at
branch, over phone, or on
web.

Policies to curb
long-term use

After used for 12 consecutive
months, credit limit reduced by
$100 each subsequent month of
use and may be reduced to zero
for one month. Payment plan
available for those using advance
of $300 or more for five
consecutive months, whereby
$100 is taken out of each qualified
deposit rather than the entire
deposit being applied toward
repayment, potentially allowing
repayment to exceed normal 35
day maximum. Cannot take
another advance while in payment
plan.

After used for 9 consecutive
months, may limit access for
up to 90 days. Payment plan
available, but will not be
eligible for other advances
while in payment plan or for
one month following.

Max. credit line
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Policies for
overdrawn
customers

Can use to bring overdrawn
account back into good standing.
If automatic repayment triggers an
overdraft, no overdraft fee
charged on that repayment (but
subsequent debits will trigger
overdraft or NSF fees).
Not eligible for an advance if
overdrawn for seven consecutive
business days.

Other

Right to cancel advance on same
day, negative information
reported to credit bureaus.
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If automatic repayment
triggers an overdraft, no
overdraft fee charged on that
repayment (but subsequent
debits will trigger overdraft or
NSF fees); cannot access
another advance for 30 days.
Not eligible for an advance if
overdrawn for five
consecutive business days; if
overdrawn for more than 13
consecutive days, will close
access to advance entirely.
Also ineligible if more than 20
overdraft incidents in past two
months.
30-day money back guarantee
on first advance, if default can
speed up repayments by
pulling funds from other
accounts
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