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Chairman Nelson, Ranking Member Collins, and members of the Committee, thank you

for inviting the Federal Deposit Insurance Corporation to participate in today's hearing. I am

pleased to have the opportunity to share our recently proposed guidance on deposit advance

products, as well as to discuss some of the FDIC's research and experiences related to small

dollar credit needs and older Americans.

This is a timely topic. Recent FDIC survey results showed that in the previous 12

months, almost 6 percent of households obtained credit from an alternative financial services

provider, such as a payday lender or a pawn shop. l For households headed by someone 65 or

older, the proportion was nearly 2 percent, and for households headed by a person between 55

and 64, the proportion was nearly 4 percent. When narrowing the data to households that are

unbanked, the numbers rose to close to 17 percent for all households, 6 percent for households

headed by someone 65 or older, and nearly 10 percent for households headed by someone

between 55 and 64. These figures would appear to indicate that consumers have small dollar

1 See 2011 FDIC National Survey of Unbanked and Underbanked Households (available at
http://~vww.economicinclusion. a, ov)



credit needs, and that these needs become more pressing for those who do not have a bank

account.

As you know, the FDIC is the primary federal regulator of state-chartered banks that are

not members of the Federal Reserve System, which means the banks we supervise are generally

the smaller community banks. The FDIC examines these banks for operational safety and

soundness, and for compliance with consumer protection laws. Larger banks and bank holding

companies are generally supervised for safety and soundness by the Office of the Comptroller of

the Currency and the Federal Reserve, and for consumer protection compliance by the Consumer

Financial Protection Bureau (CFPB).

The FDIC has recognized the need for responsible small-dollar loan products for a

number of years and issued guidance in 2007 to encourage insured institutions to offer such

products to consumers to meet this need.2 The guidance specifies that these products should be

affordable, have reasonable interest rates with no or low fees, and be structured with payments

that reduce the principal balance. That same year, we initiated a pilot program which

demonstrated that affordable small dollar loans can be done safely and are feasible for banks.

At the same time, in its role as supervisor, the FDIC has provided guidance to delineate

risks and troublesome practices that maybe associated with other kinds of small dollar credit

Z See Affordable Small-Dollar Loan Guidelines (June 19, 2007), available at
http://www.fdic. gov/news/news/fmanciaU2007/fi107050a.html.



offerings, such as payday loans. In 2003 and 2005, the FDIC provided guidance to banks that

offered or were considering offering payday loans (either directly or through partnerships with

third parties), stating our supervisory expectations that institutions should monitor customers'

use of payday loans, prevent customers from relying excessively on the product, and take other

steps to appropriately manage risks.3

While the FDIC continues to encourage banks to respond to the small dollar credit needs

of its customers, we have observed that some of the products and practices that were beginning

to appear in some segments of the industry closely resembled ones that had previously caused

concern. Although the products and practices appeared to be concentrated in a limited number of

institutions, we felt it was important to provide guidance to ensure that FDIC-supervised banks

considering offering these products are aware of the potential of harm to consumers, as well as

the potential for safety and soundness concerns.

As a result, earlier this year, the FDIC proposed guidance on deposit advance products, a

credit instrument that can be quite similar to payday loans as evidenced by high fees, very short

lump-sum repayment terms, and inadequate attention to a consumer's ability to repay the loan.

A copy of the proposed guidance is attached to my testimony.4 The OCC issued nearly identical

guidance at the same time. The proposed guidance outlines supervisory expectations, including

3 See Press Release, FDIC Issues Examination Guidance for Payday Lending (July 2, 2003), available at
http://www.fdic.~ov/news/news/dress/2003/pr70Q31itm1; Guidelines for Payday Lending (March 1, 2005),
available at http://vwvw.fdic.~ov/news/news/financial/2005/fi11405a.html.
4 See Press Release, FDIC Issues Proposed Guidance on Deposit Advance Products (Apri125, 2013), available at
http://www.fdic. eov/news/news/press/2013/pr 13031.1rtm1.



detailed underwriting expectations, to make banks aware of what examiners would assess in

conducting a review. Before issuing the guidance in final form, we wanted to solicit public

comments, and we received over 100, including from members of this Committee. We currently

are carefully reviewing the comments as we work to finalize the guidance.

As I mentioned earlier, it is possible for banks to make affordable small dollar loans that

do not include the features that pose unnecessary risks for banks and their customers. From 2007

to 2009, the FDIC conducted a pilot project with 28 financial institutions with assets ranging

from $28 million to nearly $10 billion to demonstrate the feasibility of small dollar lending for

banks. The loans made as part of this pilot program were for $2,500 or less and met certain core

standards. For example, the loan terms had to be 90-days or longer, and prudent, streamlined

underwriting was required to establish that consumers could reasonably be expected make their

loan payments and have sufficient funds remaining to meet basic living expenses and other

obligations. Annual percentage rates on these loans were 36 percent or less, with, low or no fees,

and a loan decision was typically provided within 24 hours.

Ultimately, as a result of the pilot, these banks made 34,400 small dollar loans for a total

of approximately $40 million. The performance of the loans was shown to be in line with the

performance of other unsecured consumer credit products and the pilot concluded that it was
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feasible for banks to offer such loans in a safe and sound manner. I have included a copy of a

report on the pilot with my testimony.5

Lastly, I thought this Committee would be particularly interested to learn about an effort

the FDIC is undertaking with the CFPB to provide older adults with resources to help them make

better financial decisions. Our two agencies recently released a new financial resource tool

targeted to older adults.6 This financial literacy tool --"Money Smart for Older Adults" -- aims

to help older individuals and their caregivers prevent elder financial exploitation through

increased awareness and understanding of possible pitfalls and of prudent money practices. The

module is part of a larger FDIC Money Smart program that serves as a comprehensive financial

education resource designed to help low- and moderate-income consumers enhance their

financial skills and create positive banking relationships.

Again, thank you for the opportunity to testify today. I would be happy to address any

questions you might have.

5 See "A Template For Success: The FDIC's Small-Dollar Loan Pilot Program" (FDIC Quarterly, 2010, Volume 4,
No. 2), available at
http://www.fdic.~ov/bank/analvtical/quarterly/2010 vol4 2/FDIC Quarterly Vo14No2 SmallDollar.pdf.
6 See Money Smart for Older Adults Training Module, available at
http://www.fdic.g ov/consumers/consumer/monevsmart/olderadult.html.
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FEDERAL DEPOSIT INSURANCE CORPORATION

Proposed Guidance on Deposit Advance Products

AGENCIES: The Federal Deposit Insurance Corporation (FDIC).

ACTION: Proposed guidance with request for comment.

SUMMARY: The FDIC is proposing guidance on safe and sound banking practices and

consumer protection in connection with deposit advance credit products.

DATES: Comments must be submitted on or before [INSERT DATE 30 DAYS AFTER

PUBLICATION 1N THE FEDERAL REGISTER].

ADDRESSES:

• Mail: Written comments should be addressed to Robert E. Feldman, Executive

Secretary, Attention: Comments, Federal Deposit Insurance Corporation, 550 17th

Street, NW., Washington, DC 20429.

• Delivery: Comments may be hand delivered to the guard station at the rear of the 550

17th Street Building (located on F Street) on business days between 7 a.m. and 5 p.m.

• Agency Web site: http://www.fdic.goy/regulations/laws/federal/propose.html.

Follow instructions for submitting comment on the agency Web site.

• E-mail: You may also electronically mail comments to comments@fdic.gov.

• Public Inspection: Comments may be inspected and photocopied in the FDIC Public

Information Center, 3501 North Fairfax Drive, Room E-1005, Arlington, Virginia

22226, between 9:00 a.m. and 4:00 p.m. (EST), Monday to Friday.
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FOR FURTHER INFORMATION CONTACT:

Luke H. Brown, Associate Director, Supervisory Policy, (202) 898-3842; Rae-Ann

Miller, Associate Director, Risk Management Policy, (202) 898-3898; Surya Sen, Section

Chief, Supervisory Policy, (202) 898-6699; Ardie Hollifield, Senior Policy Analyst,

Supervisory Policy, (202) 898-6638; or Louis Bervid, Senior Examination Specialist,

Risk Management Policy, (202) 898-6896

SUPPLEMENTARY INFORMATION:

I. Introduction

The Federal Deposit Insurance Corporation (FDIC) is proposing supervisory

guidance to clarify the FDIC's application of principles of safe and sound banking

practices and consumer protection in connection with deposit advance products. This

proposed guidance details the principles that the FDIC expects FDIC-supervised financial

institutions to follow in connection with any deposit advance product to address potential

reputational, compliance, legal and credit risks. The FDIC expects institutions to apply

the principles set forth in this guidance to any deposit advance product they offer.

II. Description of Guidance

A deposit advance product is asmall-dollar, short-term loan that a depository

institution (bank) makes available to a customer whose deposit account reflects recurring

direct deposits. The customer is allowed to take out a loan, which is to be repaid from the

proceeds of the next direct deposit. These loans typically have high fees, are repaid in a

lump sum in advance of the customer's other bills, and often do not utilize fundamental



and prudent banking practices to determine the customer's ability to repay the loan and

meet other necessary financial obligations.

The FDIC continues to encourage banks to respond to customers' small-dollar

credit needs; however, banks should be aware that deposit advance products can pose a

variety of safety and soundness, compliance, consumer protection, and other risks. The

FDIC is proposing guidance to ensure that any bank offering these products does so in a

safe and sound manner and does not engage in practices that would increase credit,

compliance, legal, and reputation risks to the institution.

III. Guidance

The text of the proposed Supervisory guidance on deposit advance products

follows:

FDIC PROPOSED GUIDANCE ON DEPOSIT ADVANCE PRODUCTS

The Federal Deposit Insurance Corporation (FDIC) is proposing supervisory

guidance to depository institutions (banks) that offer deposit advance products. This

guidance is intended to ensure that banks are aware of the significant risks associated

with deposit advance products. The guidance also supplements the FDIC's existing

guidance on payday loans and subprime lending.l Although the FDIC encourages banks

to respond to customers' small-dollar credit needs in a responsible manner and with

1 FDIC Financial Institutions Letter FIL-14-2005, "Guidelines for Payday Lending," (Guidelines for Payday Lending)
(February 25, 2005); FDIC Financial Institutions Letter FIL-50-2007, "Affordable Small-Dollar Loan Guidelines,"
(June 19, 2007); FDIC Financial Institutions Letter FIL-9-2001, "Expanded Guidance for Subprime Lending
Programs" (Subprime Lending Guidance), jointly signed by the Office of the Comptroller of the Currency (OCC), the
Board of Governors of the Federal Reserve System (Board), the FDIC, and the Office of Thrift Supervision (OTS)
(January 31, 2001).



reasonable terms and conditions, deposit advance products pose a variety of safety and

soundness, compliance, and consumer protection risks to banks.2

Background: A deposit advance product is a type of small-dollar, short-term

credit product offered to customers maintaining a deposit account, reloadable prepaid

card, or similar deposit-related vehicle at a bank. The bank provides a credit feature that

allows the customer to take out a loan in advance of the customer's next direct deposit.

The advance is based on the customer's history of recurring deposits. Typically, the

advance is offered as an open-end line of credit. While the specific details of deposit

advance products vary from bank to bank, and also may vary over time, those currently

offered incorporate some or all of the characteristics described below.

Cost. The cost of the deposit advance is typically based on a fee structure, rather

than an interest rate. Generally advances are made in fixed dollar increments and a flat

fee is assessed for each advance. For example, a customer may obtain advances in

increments of $20 with a fee of $10 per every $100 advanced. The cost of the deposit

advance can be more expensive than other forms of credit, such as a credit card, or a

traditional line of credit.

Eligibility, Loan Limits and Ability to Repay. Typically, a customer is eligible for

a deposit advance if the deposit account has been open for a certain period of time and

the customer receives recurring deposits. Banks typically require a minimum sum to be

directly deposited each month for a certain period of time in order for the borrower to be

eligible for a deposit advance loan. Currently, some banks permit a recurring deposit as

low as $100.

2 This guidance on Deposit Advance Products does not apply to banks' overdraft lines of credit. Overdraft lines of
credit typically do not have repayment characteristics similar to deposit advance products.
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The maximum dollar amount of the advance is typically limited to a percent or

amount of the recurring monthly deposit. For example, some banks permit the deposit

advance to be the lesser of $500 or 50 percent of the scheduled direct deposits from the

preceding statement cycle, rounded up to the nearest $10. The advance limit does not

include the fee associated with the advance. In addition, some banks will allow the

advance even if the customer's account is currently overdrawn. Some banks also permit

a customer to exceed the advance limit, at the bank's discretion.

Typically, the bank does not analyze the customer's ability to repay the loan

based on recurring debits or other indications of a need for residual income to pay other

bills. The decision to advance credit to borrowers, based solely on the amount and

frequency of their deposits, stands in contrast to banks' traditional underwriting standards

for other products, which typically include an assessment of the ability to repay the loan

based on an analysis of the borrower's finances.

Repayment. Repayment is generally required through an electronic payment of

the fee and the advance with the next direct deposit. Typically, the bank is paid first

before any other transactions are paid. In some cases, a bank will apply a time limit on

how soon it will take the fee and the advance from the direct deposit, but the time limit is

minimal, usually one or two days. If the first deposit is insufficient to repay the fee and

the advance, the repayment will be obtained from subsequent deposits. If the deposits are

insufficient to repay the fee and the advance within a certain time period, typically 35

days, then the bank executes a forced repayment by sweeping the underlying deposit

account for the remaining balance. Unlike a payday lender, the bank has automatic

access to the underlying deposit account. In some cases, borrowers may be able to access
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program features that allow for a longer repayment period than 35 days; however, this is

not usually allowed.

If the deposit account funds are insufficient to repay the fee and the advance, then

the account goes into overdraft status. Some banks will charge an overdraft fee based on

the deposit advance overdrawing the account. Other banks will only charge overdraft

fees based on any subsequent transactions that overdraw the account.

Although the deposit advance limit is based on an amount or percentage of the

monthly deposit, the repayment can be based on a shorter time period. For example, if a

customer receives direct deposits of $500 every other Friday from her employer, her

monthly direct deposit would be $1000. Under the typical bank's advance limit, she

could receive an advance of $500 with a fee of $50. If she obtains the deposit advance on

the Thursday before her payday, then the bank will obtain repayment on Friday. The

bank will take the entire $500 paycheck. In addition, the customer will still owe $50 in

principal because the deposit was only sufficient to pay the $50 fee and $450 in principal.

Assuming the customer has no other source of income, the customer will need to rely on

savings to pay bi11s until the next paycheck. At the next paycheck, the bank will take the

remaining $50 in principal and the customer will have $450 to pay all outstanding bills.

Some banks have implemented alternative repayment methods that provide more

flexibility to the customer. For example, some banks will permit repayment to extend

through to the second direct deposit if the first direct deposit falls below a specific dollar

threshold. In addition, some banks allow payment by mail rather than electronic transfer,

but may charge a fee for this option. Finally, some banks offer an installment loan



option, but may also charge an additional fee or may only offer this option if the

customer cannot repay the advance and fee from the monthly deposits.

Repeat Usage Controls. Banks often have repeat usage limits that trigger a

"cooling off' period during which the customer cannot take out a deposit advance, or the

credit limit is reduced. For example, some banks may prevent an advance for 35 days if

the borrower has used the service at least once each month in the previous six-month

period. However, the customer can resume use of the product after the 35-dayperiod is

completed. Other banks may prevent an advance for one full billing cycle if the customer

borrows the entire amount of the advance each month in the previous six months.

However, the customer can avoid this limit by taking out something less than the

maximum advance.

Marketing and Access. Banks market deposit advance products as intended to

assist customers through a financial emergency or to meet short term needs. These

advances, however, are typically not included with the bank's list of available credit

products, but are instead listed as a deposit account "feature." Customers are alerted to

the availability of the products by a reference on their account statement or a "button" or

hot link on their personal account webpage, but it is not clear that the customer is made

equally aware of less expensive alternatives.

SUPERVISORY CONCERNS OF DEPOSIT ADVANCE LOANS

Although the FDIC encourages banks to respond to customers' small-dollar credit

needs, deposit advance products pose supervisory risks. These products share a number

of characteristics seen in traditional payday loans, including: high fees; very short, lump-



sum repayment terms; and inadequate attention to the consumer's ability to repay. As

such, banks need to be aware of these products' potential to harm consumers, as well as

elevated safety and soundness, compliance, and consumer protection risks.

The combined impact of an expensive credit product coupled with short

repayment periods increases the risk that borrowers could be caught in a cycle of high-

cost borrowing over an extended period of time. Specifically, deposit advance customers

may repeatedly take out loans because they are unable to fully repay the balance in one

pay period while also meeting typical recurring and other necessary expenses (e.g.,

housing, food, and transportation). Customers may feel compelled to take out another

loan very soon thereafter to make up for the shortfall. This cycle is referred to as the

"churning" of loans and is similar to the practice of "loan flipping" that the OCC, the

FDIC and the Board, have previously noted to be an element of predatory lending.3

Though deposit advance products are often marketed as intended for emergency financial

assistance, and as unsuitable for meeting a borrower's recurring or long term obligations,

the FDIC believes the product's design results in consumer behavior that is frequently

inconsistent with this marketing and is detrimental to the customer.

To address concerns that certain borrowers become dependent on deposit advance

products to meet their daily expenses (as evidenced by their repeated borrowings), certain

lenders now require borrowers who have taken out a specified number of deposit advance

loans within a certain time frame to wait for a specified period before they are eligible to

take out a new loan. However, the FDIC is concerned these "cooling-off' periods can be

easily avoided and are ineffective in preventing repeated usage of these high-cost, short-

term loans.

3 Subprime Lending Guidance jointly signed by the OCC, the Board, the FDIC and the OTS (January 31, 2001).



Weak underwriting increases the risk that the borrower's account may become

overdrawn and result in multiple overdraft fees when subsequent transactions are

presented for payment. Some banks assess overdraft fees when the automatic repayment

of the deposit advance loan causes the associated account to reflect a negative balance.

Safety and Soundness Risk

Credit Risk: Borrowers who obtain deposit advance loans may have cash flow

difficulties or blemished or insufficient credit histories that limit other borrowing options.

The high aggregate cost of numerous and repeated extensions of credit that maybe a

consequence of this product further increase credit risk. Lenders that offer deposit

advance loans typically focus on the amount of the borrower's monthly deposit for

underwriting purposes. Failure to consider whether the income sources are adequate to

repay the debt while covering typical living expenses, other debt payments, and the

borrower's credit history presents safety and soundness risks.

Numerous and repeated extensions of credit to the same individual maybe

substantially similar to continuous advances and subject the bank to increased credit

risk. While re-aging, extensions, deferrals, renewals, and rewrites of lending products

can be used to help borrowers overcome temporary financial difficulties, repeated re-

aging credit practices can cloud the true performance and delinquency status of the

portfolio.4

Relying on the amount of the customer's incoming deposits without consideration

of expected outflows does not allow for a proper assessment of the customer's ability to

4 See the Federal Financial Institutions Examination Council Uniform Retail Credit Classification and Account
Management Policy, Federal Register Vol. 65, No. 113, June 12, 2000. This policy is addressed more fully in the
"Credit Quality" section.



repay the loan and other necessary expenses. This failure to properly assess the

borrower's financial capacity, a basic underwriting principle, increases default risk.

Reputation Risk: Reputation risk is the risk arising from negative public opinion.

Deposit advance products are receiving significant levels of negative news coverage and

public scrutiny. This increased scrutiny includes reports of high fees and borrowers

taking out multiple advances to cover prior advances and everyday expenses. Engaging

in practices that are perceived to be unfair or detrimental to the customer can cause a

bank to lose community support and business.

Legal Risk: The significant risks associated with deposit advance lending

products may subject institutions to the risk oflitigation —both from private lawsuits

and regulatory enforcement actions.

Third-Party Risk: Banks remain responsible and liable for compliance with all

applicable laws and regulations, even for the activities of a third party.s The FDIC is

aware of banks working with third parties to develop, design and service the deposit

advance product. The existence of third-party arrangements may, when not properly

managed, significantly increase institutions' legal, operational and reputation risks. Some

of the risks are associated with the underlying activity itself, similar to the risks faced by

a bank directly conducting the activity. Other potential risks arise from or are heightened

by the involvement of a third party, particularly if the third party will receive a portion of

the fees. Consequently, third-party arrangements may expose the bank to regulatory

action and affect the institution's ability to establish new or service existing customer

relationships.

Compliance and Consumer Protection Related Concerns

5 See FDIC FIL 44-2008, "Guidance for Managing Third-Party Risk" (June 6, 2008).
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Deposit advance products must comply with all applicable federal laws and

regulations, some of which are outlined below. State laws also maybe applicable,

including usury laws and laws on unfair or deceptive acts or practices. It is important

that banks have their deposit advance products reviewed by counsel for compliance with

all applicable laws prior to implementation. Furthermore, although the guidance below

outlines federal laws and regulations as of the date this guidance is published, applicable

laws and regulations are subject to amendment. In addition, statutes and regulations will

have different applications depending on how a deposit advance product is structured.

Banks offering deposit advances should carefully consider whether and how these laws

and rules will apply to the particular version of a deposit advance product they are

providing. Accordingly, banks should monitor applicable laws and regulations for

revisions and to ensure that their deposit advance product is fully compliant. Federal

laws and regulations applicable to deposit advance products include, but are not limited

to, the following:

The Federal Trade Commission Act (FTC Act): Section 5 of the FTC Act

prohibits unfair or deceptive acts or practices (UDAP).6 The FDIC enforces this section

pursuant to its authority in Section 8 of the Federal Deposit Insurance Act, 12 U.S.C.

1818. An act or practice is unfair where it: (1) causes or is likely to cause substantial

injury to consumers; (2) cannot be reasonably avoided by consumers; and (3) is not

outweighed by countervailing benefits to consumers or to competition. Public policy

may also be considered. An act or practice is deceptive i£ (1) there is a representation,

omission, or practice that misleads or is likely to mislead a consumer; (2) the consumer's

6 15 U.S.C. §§ 45(a) and (n).
Joint Board and FDIC guidance on "Unfair or Deceptive Acts or Practices by State-Chartered Banks" (March 11,

2004).
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interpretation is reasonable under the circumstances; and (3) the misleading

representation, omission, or practice is material.

Deposit advance products may raise issues under the FTC Act depending upon

how the products are marketed and implemented. Any FTC -Act analysis will be

dependent on the facts and circumstances in a particular matter.

The prohibition on UDAP applies not only to the product, but to every stage and

activity, from product development to the creation and rollout of marketing campaigns,

and to servicing and collections. For example, marketing materials and disclosures

should be clear, conspicuous, accurate and timely; and should fairly and adequately

describe the terms, benefits, potential risks and material limitations of the product.

Truth in Lending Act (TILA): TILA and Regulation Z require creditors to

provide cost disclosures for extensions of consumer credit.$ Different rules apply to

Regulation Z disclosures depending on whether the loan is an open- or closed-end credit

product. Banks should ensure the product's disclosures comply with the applicable

requirements. TILA advertising rules for open-end credit require that, if an

advertisement states any periodic rate that may be applied, it must state the rate as an

Annual Percentage Rate, using that term.9 Similarly, TILA advertising rules for closed-

end credit require that, if an advertisement states a rate of finance charge, it must state the

rate as an Annual Percentage Rate, using that term.lo

Electronic Fund Transfer Act. (EFTA): A program that involves the use of

electronic fund transfers must meet the applicable disclosure and other requirements of

8 15 U.S.C. 1601 et seq. TILA is implemented by Regulation Z, 12 CFR 1026.
9 See 12 CFR § 1026.16(b)(1).
10 See 12 CFR § 1026.24(c).
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EFTA and Regulation E.11 EFTA requires disclosures,12 prohibits creditors from

mandating that loans be repaid by "preauthorized electronic fund transfers,"13 and allows

borrowers to withdraw authorization for "preauthorized fund transfers."14

Truth in Savings Act (TISA): A program that involves a consumer's deposit

account must meet the disclosure requirements of TISA and Regulation DD.15 Under

TISA, deposit account disclosures must include the amount of any fee that may be

imposed in connection with the account and the conditions under which the fee maybe

imposed.16 TISA also prohibits institutions from making any advertisement,

announcement, or solicitation relating to a deposit account that is inaccurate or

misleading or that misrepresents their deposit contracts.l~ TISA disclosures enable

consluners to make informed decisions about their deposit accounts at depository

institutions. A consumer is entitled to receive TISA disclosures at account opening,

when the terms of the consumer's account are changed, and when a periodic statement is

sent.

Equal Credit Opportunity Act (ECOA): Under ECOA and Regulation B,

creditors are prohibited from discriminating against an applicant on a prohibited basis in

any aspect of a credit transaction.lg This prohibition applies to deposit advance products.

The creditor's discretion, for example in the application of eligibility requirements, loss

I ~ 15 U.S.C. 1693 et seq. The EFTA is implemented by Regulation E, 12 CFR 1005.
'Z See, e.g., 12 CFR §§ 1005.7, 1005.8, and 1005.9.
13 See 12 CFR § 100510(e).
l4 See 12 CFR § 1005.10(c).
's 12 U.S.C. 4301 et seq. TISA is implemented by Regulation DD at 12 CFR § 1030 for banks and federal savings
associations.
16 See 12 CFR § 1030.4(b)(4).
"See 12 CFR § 1030.8.
'$ 15 U.S.C. 1691 et seg. ECOA is implemented by Regulation B, 12 CFR Part 1002. ECOA prohibits discrimination
on the basis of race, color, religion, national origin, sex, marital status, age (provided the applicant has the capacity to
contract), the fact that all or part of the applicant's income derives from a public assistance program, and the fact that
the applicant has in good faith exercised any right under the Consumer Credit Protection Act.
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mitigation options and fee waivers, may raise fair lending risk.19 Steering or targeting

certain customers on a prohibited basis toward deposit advance products while offering

other customers more favorable credit products may also raise fair lending risk.

Additionally, providing different product terms or conditions and different servicing or

loss mitigation options to similarly situated customers on a prohibited basis may also

violate ECOA.

In addition to the general prohibition against discrimination, ECOA and

Regulation B contain specific rules concerning procedures and notices for credit denials

and other adverse actions. Regulation B defines the term "adverse action," and generally

requires a creditor who takes an adverse action to send a notice to the consumer

providing, among other things, the reasons for the adverse action.20

SUPERVISORY EXPECTATIONS

Deposit advance lending presents significant consumer protection and safety and

soundness concerns, irrespective of whether the products are issued by a bank directly or

by third parties. The FDIC will take appropriate supervisory action to prevent harm to

consumers, to address any unsafe or unsound banking practices associated with these

products, and to ensure compliance with all applicable laws. Examinations will focus on

compliance with applicable consumer protection statutes and potential safety and

soundness issues.

Examiners will assess credit quality, including underwriting and credit

administration policies and practices. In addition, examiners will assess the adequacy of

~9 See Interagency Fair Lending Examination Procedures (August 2009) at 9-13.
20 See 12 CFR §§ 1002.2(c) and 1002.9.
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capital, reliance on fee income, and adequacy of the allowance for loan and lease losses.

Compliance with applicable federal consumer protection statutes, management's

oversight, and relationships with third-parties will also be assessed.

Credit Quality: The Uniform Retail Credit Classification and Account

Management Policy (Retail Classification Policy) establishes guidelines for classifying

consumer loans, such as deposit advance loans, based on delinquency, but also grants

examiners the discretion to classify individual retail loans that e~ibit signs of credit

weakness, regardless of delinquency status. An examiner also may classify consumer

portfolios, or segments thereof, where underwriting standards are weak and present

unreasonable credit risk.

Deposit advance loans often have weaknesses that may jeopardize the liquidation

of the debt. Borrowers often have limited repayment capacity. Banks should adequately

review repayment capacity to assess whether borrowers will be able to repay the loan

without needing to incur further deposit advance borrowing.

Deposit advance loans that have been accessed repeatedly or for extended periods

of time are evidence of "churning" and inadequate underwriting. Banks should monitor

for repeated or extended use, as will be discussed in greater detail in the discussion of

underwriting expectations below.

Underwriting and CreditAdministration Policies and Practices: As part of the

credit quality review, examiners will assess underwriting and administration policies and

practices for deposit advance loan products. Eligibility and underwriting criteria for

deposit advance loans, consistent with eligibility and underwriting criteria for other bank

loans, should be well documented in the bank's policy. The criteria should be designed
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to assure that the extension of credit can be repaid according to its terms while allowing

the borrower to continue to meet typical recurring and other necessary expenses such as

food, housing, transportation and healthcare, as well as other outstanding debt

obligations. Additionally, criteria should ensure that borrowers can meet these

requirements without needing to borrow repeatedly. Institutions should maintain

appropriate criteria to prevent churning and prolonged use of these products.

Underwriting for deposit advance products should occur prior to opening such accounts

and should be monitored on an on-going basis. Repetitive deposit advance borrowings

indicate weak underwriting and will be criticized in the Report of Examination and then

taken into account in an institution's rating.

Bank policies regarding the underwriting of deposit advance loan products should

be written and approved by the bank's board of directors, and consistent with the bank's

general underwriting standards and risk appetite. Factors a bank should address in its

written underwriting policies for deposit advance products include, but are not

necessarily limited. to, the following:

• The Length of a Customer's Deposit Relationship With the Bank. Banks should

ensure that the customer relationship is of sufficient duration to provide the bank

with adequate information regarding the customer's recurring deposits and

expenses in order to prudently underwrite deposit advance loans. The FDIC will

consider sufficient duration to evaluate a customer's deposit advance eligibility to

be no less than six months.

• Classified Credits. Customers with any delinquent or adversely classified credits

should be ineligible.
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• Financial CapacitX. In addition to any eligibility requirements, the bank should

conduct an analysis of the customer's financial capacity including income levels.

Underwriting assessments should consider the customer's ability to repay a loan

without needing to borrow repeatedly from any source, including re-borrowing, to

meet necessary expenses. The financial capacity assessment should include:

o An analysis of the customer's account for recurring deposits (inflows) and

checks/credit/customer withdrawals (outflows) over at least six

consecutive months. Lines of credit of any sort, including overdrafts, and

drafts from savings should not be considered inflows. In reviewing

customers' transactions to determine deposit advance eligibility, the bank

should consider the customers' net surplus or deficit at the end of each of

the preceding six months, and not rely on a six-month transaction average.

o After conducting the above described analysis, determine whether an

installment repayment is more appropriate.

• Cooling Off Period. Each deposit advance loan should be repaid in full before the

extension of a subsequent deposit advance loan, and banks should not offer more

than one loan per monthly statement cyc1e.21 A cooling off period of at least one

monthly statement cycle after the repayment of a deposit advance loan should be

completed before another advance may be extended in order to avoid repeated use

of the short-term product.22

Z1 
The Interagency "Expanded Guidance for Subprime Lending Programs" (2001) states that loans to borrowers who

do not demonstrate the capacity to repay the loan, as structured, from sources other than the collateral pledged, in this
case the borrower's direct deposit, are generally considered unsafe and unsound. Such lending practices should be
criticized in the Report of Examination as imprudent.
Z2 The FDIC, in its 2005 Guidelines for Payday Lending, directs institutions to ensure that payday loans are not
provided to customers who had payday loans outstanding at any lender for a total of three months during the previous
12 months. FDIC-supervised institutions should apply this requirement to any deposit advance program using for
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• Increasing Deposit Advance Credit Limits. The amount of credit available to a

borrower should not be increased without a full underwriting reassessment in

compliance with the bank's underwriting policies and in accordance with the

factors discussed in this guidance. Additionally, any increase in the credit limit

should not be automatic and should be initiated by a request from the borrower.

• Ong Customer Eli i~bilitX. As part of their underwriting for this product,

banks should, no less than every six months, reevaluate the customer's eligibility

and capacity for this product. Additionally, banks should identify risks that could

negatively affect a customer's eligibility to receive additional deposit advances.

For example:

o Repeated overdrafts (establish/set a certain number during a specified

number of months).

o Evidence that the. borrower is overextended with respect to total credit

obligations.

Capital Adequacy: Higher capital requirements generally apply to loan

portfolios that exhibit higher risk characteristics and are subject to less stringent loan

underwriting requirements. Loans exhibiting subprime credit characteristics are higher

risk loans and may require higher levels of capital.

Over-Reliance on Fee Income: Fees associated with deposit advance products

should be based on safe and sound banking principles. Institutions should monitor for

any undue reliance on the fees generated by such products for their revenue and earnings.

example, state payday lending databases or incoming checks or Automated Clearing House transactions to known
payday lenders.
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Adequacy of the Allowance for Loan and Lease Losses (ALLL): Examiners

will assess whether the ALLL is adequate to absorb estimated credit losses within the

deposit advance loan portfolio. Examiners will also determine whether banks engaged in

deposit advance lending have methodologies and analyses in place that demonstrate and

document that the level of the ALLL is appropriate.

Consumer Compliance: Banks should implement effective compliance

management systems, processes and procedures to appropriately mitigate risks.

Examiners will review a bank's program with respect to deposit advance products for

compliance with applicable consumer protection statutes and regulations, including

TILA, EFTA, TISA, ECOA, and Section 5 of the FTC Act.

Management Oversight: Examiners will assess bank management's ability to

administer a deposit advance loan program and board oversight of the program.

Furthermore, examiners will determine whether bank management has established

controls and implemented a rigorous analytical process to identify, measure, monitor, and

manage the risks associated with deposit advance loans. The bank's compliance

management system should ensure continuing compliance with applicable federal and

state laws, rules and regulations, as well as internal policies and procedures.

Banks should maintain adequate oversight of deposit advance programs and

adequate quality control over those products and services to minimize exposure to

potential significant financial loss, reputation damage, and supervisory action.

Management should provide the appropriate oversight and allocate sufficient qualified

staff to monitor deposit advance programs. Results of oversight activities should be

reported periodically to the financial institution's board of directors or designated
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committee, including identified weaknesses, which should be documented and promptly

addressed.

Third-Party Relationships: Because third-party relationships are important in

assessing a bank's overall risk profile, the FDIC's primary supervisory concern in

reviewing a bank's relationships with third parties is whether the bank is assuming more

risk than it can identify, monitor, and manage. Management should allocate sufficient

qualified staff to monitor for significant third-party relationships, excessive usage by

borrowers, and excessive risk taking by the bank. Therefore, examiners will review the

risks associated with all material third-party relationships and activities together with

other bank risks. In certain high risk situations, examiners may conduct on-site third-

party reviews under specific authorities granted to the FDIC.

RESPONSIBLE PRODUCTS TO MEET SMALL-DOLLAR CREDIT NEEDS

The FDIC recognizes the need for responsible small-dollar credit products among

consumers. A number of banks are currently offering reasonably priced small-dollar

loans at reasonable terms to their customers. The FDIC's 2007 Affordable Small-Dollar

Loan Guidelines (Guidelines) encourage insured institutions to offer small-dollar loan

products that have affordable, reasonable interest rates with no or low fees and payments

that reduce the principal balance of the loan.23 The Guidelines indicate that if structured

properly, small-dollar loans can provide a safe and affordable means for borrowers to

transition away from reliance on high-cost debt products. The FDIC conducted a two-

year case study from 2007 to 2009 that demonstrated that safe and affordable small-dollar

23 See FDIC Financial Institutions Letter FIL-50-2007, "Affordable Small-Dollar Loan Guidelines," (June 19, 2007).
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lending is feasible for banks and resulted in a template of important elements for such

lending.24 The FDIC encourages banks to continue to offer these products, consistent

with safety and soundness and other supervisory considerations, and encourages other

banks to consider offering such products as well. Properly managed small-dollar loan

products offered with reasonable terms and at a reasonable cost do not pose the same

level of supervisory risk as deposit advance products.

Z4 FDIC, "FDIC Model Safe Accounts Pilot Final Report", (Apri12012).
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Dated at Washington, D.C., this 16~' day of April, 2013.
Federal Deposit Insurance Corporation.

Robert E. Feldman,
Executive Secretary
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Introduction
The Federal Deposit Insurance Corporation's (FDIC)
two-year Small-Dollar Loan Pilot Program concluded in
the fourth quarter of 2009. The pilot was a case study
designed to illustrate how banks can profitably offer
affordable small-dollar loans as an alternative to high-
cost credit products such as payday loans and fee-based
overdraft programs.' This article summarizes the results
of the pilot, outlines the lessons learned and the poten-
tial strategies for expanding the supply of affordable
small-dollar loans, and highlights pilot bank successes
through case studies.

Since the pilot began, participating banks made more
than 34,400 small-dollar loans with a principal balance
of $40.2 million. Overall, small-dollar loan default rates
were in line with default rates for similar types of unse-
cured loans. A key lesson learned was that most pilot
bankers use small-dollar loan products as a cornerstone
for building or retaining long-term banking relation-
ships. In addition, long-term support from a bank's
board and senior management was cited as the most
important element for programmatic success. Almost all
of the pilot bankers indicated that small-dollar lending
is a useful business strategy and that they will continue
their small-dollar loan programs beyond the pilot.

A Safe, Affordable, and Feasible Template for
Small-Dollar Loans
The pilot resulted in a template of essential product
design and delivery elements for safe, affordable, and
feasible small-dollar loans that can be replicated by
other banks (see Figure 1). While each component of
the template is important, participating bankers
reported that a longer loan term is key to program
success because it provides more time for consumers to
recover from a financial emergency than the single pay

' See previous articles on the Small-Dollar Loan Pilot Program,
"An Introduction to the FDIC's Small-Dollar Loan Pilot Program,"
FDIC Quarterly 2, no. 3 (2008), http://www.fdic.gov/banWanalytical/
quarterly/2008_volt_3/2008_Quarterly_Vo12No3.html; and "The FDIC's
Small-Dollar Loan Pilot Program: A Case Study after One Year,"
FDIC Quarterly 3, no. 2 (2009), http://www.ftlic.gov/banWanalytical/
quarterly/2009_vol3_2/smalldollar.html.
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Fees Low or none; origination and other
upfront fees plus interesf charged
equate to APR of 36 percent or less

Underwriting Streamlined with praof of identity,
address, and Eneome, and a credit
report to determine (oan amount and
repayment ability; loan decision wifhin
24 hours

Optional Features Mandatory savings antl financial
education

Source: FDIC.

cycle for payday loans, or the immediate repayment
often required for fee-based overdrafts.

FDIC Chairman Sheila C. Bair has expressed a desire to
determine how safe and affordable small-dollar lending
can be expanded and become more of a staple product
for all banks.z Pilot banks have demonstrated that the
Safe, Affordable, and Feasible Small-Dollar Loan
Template is relatively simple to implement and requires
no particular technology or other major infrastructure
investment. Moreover, adoption of the template could
help banks better adhere to existing regulatory guidance
regarding offering alternatives to fee-based overdraft
protection programs 3 Specifically, this guidance
suggests that banks should "monitor excessive consumer
usage (of overdrafts), which may indicate a need for

2 See opening comments from FDIC Chairman Sheila C. Bair at the
December 2, 2009, FDIC Advisory Committee on Economic Inclusion
Meeting, at http://www.votlium.corn/MediapodLibrary/intlex.asp?
i b ra ry= p n 10 04 72 _f d i c_atl v i s o ryc o m m i tt e e& S e s s i o n A rg s= 0A 1
U0100000100000101.
3 "Overdraft Protection Programs, Joint Agency Guidance," Financial
Institution Letter, February 18, 2005, http://www.fdic.gov/news/news/
financial/2005/fi11105.htm I.
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Small-Dollar Loan Pilot Program

Table 1

J~ 6 L~~; .d~ a rotas p ;~s ~ ~a~ ,~a ~a o~~_. es
Amar ~ Nati ial dank Amarillo, T7C 2,792,382 16
Armed Forces Sank Fart Leavenworth, KS X62,852 52
dank a~ Commerce Stilwel6, OK 93,672 3
~ank~ive Fall River, (~R 708,545 13
BankPlus Belzoni, [NS 2,144,9 7 61
~BVA ~ancamer lJSA~ diamond Bar, CA 139,327 25
Benton State dank Benton, VVI 45,780 3
Citizens Trust dank Atlanta, GA 387,130 ~ 1
Citizens Unaon Bank Shelbyville, KY 715,927 1~
Gomrnunify dank of Marshai6 Marshall, f~0 98,478 6
Community dank -Wheaton/Glen Ellyn Glen Ellyn, IL 340,628 4
The First Natianal Bank of Fairfax Fairfax, MN 27,539 1
Kentucky dank Paris, KY 676,239 15
Lake Foresf Bank ~ Trust fake Forest, IL 1,816,422 ~
Liberty dank and Trust Company New Orleans, LA G23,624 24
Liberty National Bank Paris, TX 245,262 3
~Nitchell Bank Milwaukee, WI 73,623 5
Nations! dank of Kansas City Overland Park, KS 708,191 6
Oklahoma State dank Guthrie, OK 43,228 4
PinnacEe Bank Lincoln, NE 2,538,702 57
Red River dank Alexandria, L~ 795, 89 16
S4ate dank of Alcester Aleester, SD 94,263 ~
State dank of Countr~sitle Cauntryside, !L 913,111 6
The Heritage dank Hinesviile, GA 982,012 32
The Savings dank 1~takefield, MA 4~7,d~1 9
Washington Savings dank Lowell, MA 164,724 3
1lVebster Five Cents Savings dank Vdebsfer, ESA 559,762 &
V1lilmington Trust 1~ilmington, DE 9,609,666 44
Source: PUIC,

Note: Data as of fourth quarter ?609.

'86VA Bancomer USA merged into Compass Ban!< (Blrrningham, AL) in SepCember 2609. Dafa shown are the latest available for BBVA, as of Jmie 30, 2p09

alternative credit arrangements or other services, and
inform consumers of these available options" that could
include small-dollar credit products.

Background
The Small-Dollar Loan Pilot Program pilot began with
31 banks, and several banks entered and exited as the
pilot progressed. The pilot concluded with 28 partici-
pating banks ranging in size from $28 million to nearly
$10 billion (see Table 1). The banks have more than
450 offices across 27 states. Before being accepted into
the pilot program, banks had to submit an application,
describe their programs, and meet certain supervisory
criteria.4 About one-third of the banks in the pilot had
existing small-dollar loan programs at the time of their
applications, while the rest instituted new programs in
conjunction with the pilot. The FDIC anticipated that

" "An Introduction to the FDIC's Small-Dollar Loan Pilot Program"
described pilot program application parameters. See footnote 1.

most programs would be consistent with the Affordable
Small-Dollar Loan Guidelines (SDL Guidelines), but it
offered banks some flexibility to encourage innovation 5

The pilot was a case study and does not represent a
statistical sample of the banking universe. Pilot bankers
provided some basic information about their programs
each quarter.6 Some data, such as number and volume
of loans originated, were relatively straightforward to
obtain and aggregate. To obtain more subjective or

5 FDIC, "Affordable Small-Dollar Loan Guidelines," news release, June
19, 2007, http://www.ftlic.gov/news/news/press/2007/pr07052a.html.
The primary product features described in the guidelines included loan
amounts up to $1,000, payment periods beyond a single paycheck
cycle, annual percentage rates below 36 percent, low or no origination
fees, streamlined underwriting, prompt loan application processing,
an automatic savings component, and access to financial education.
6 The information collection request complied with the Paperwork
Reduction Act; it did not include account-level information, in accor-
tlance with the Right to Financial Privacy Act. See the Federal Register
citation at http://www.fdic.gov/regulations/laws/federal/2007/07notice
June7.html for a description of the information collection process.
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otherwise difficult-to-quantify information, the FDIC
held periodic one-on-one discussions and group confer-
ence calls with bank management.

The pilot tracked two types of loans: small-dollar loans
(SDLs) of $1,000 or less and nearly small-dollar loans
(NSDLs) between $1,000 and $2,500. Data collection
was initially concentrated in the SDL category, in
accordance with the SDL Guidelines. Data collection
was expanded for the NSDL category after the first year
of the pilot, when some bankers relayed to the FDIC the
importance of these loans to their business plans. In
particular, they indicated that some of their customers
needed and could qualify for larger loans and that these
loans cost the same to originate and service as SDLs, but
resulted in higher revenues. Some bankers conducted
only SDL or NSDL programs, and some conducted both
types. In this article, the terms "small-dollar lending"
and "small-dollar loans" refer to banks' overall programs,
regardless of which category of loan they originated.

Pilot Results
During the two-year pilot, participating banks made
more than 18,100 SDLs with a principal balance of
$12.4 million and almost 16,300 NSDLs with a princi-
pal balance of nearly $27.8 million (see Table 2). As
of the end of the pilot in fourth quarter 2009, 7,307
SDLs totaling $3.3 million and ?,224 NSDLs totaling
$9.2 million were outstanding. Quarterly origination
volumes were affected by seasoning of newer programs,
periodic changes some banks made to their programs,
banks exiting and entering the pilot, seasonality of
demand, and local economic conditions.

Loan Volume

Table 3 shows loan volume data for fourth quarter 2009
by originator size. Because several banks with long-
standing programs had disproportionately large origina-
tion volumes, results for banks originating 50 or more
loans per quarter were isolated from the rest of the group
to prevent skewing the loan volume. Interestingly,
several banks with new programs produced enough
volume to move into the large originator category.

Smaller originators made, on average, 10 SDLs in
fourth quarter 2009, compared with 9 SDLs in the third
quarter, 13 SDLs in the second quarter, and 15 SDLs in
the first quarter. Smaller originators made, on average,
11 NSDLs in fourth quarter 2009, versus 18, 13, and 13
loans in the third, second, and first quarters of 2009,
respectively.

FDIC QUARTERLY 3O
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Loan Characteristics

While the application process did not preclude open-
ended credit, all banks in the pilot offered only closed-
end installment loans. Basic loan characteristics, such as
interest rates, fees, and repayment terms, did not vary
between large and smaller originators. Therefore, there is
no distinction made for origination volume in the fourth-
quarter loan characteristics data shown in Table 4.

Loan terms remained fairly consistent from quarter to
quarter. For example, the average loan amount for SDLs
was approximately $700, and the average term was 10 to
12 months. The average loan amount for NSDLs was
approximately $1,700, and the average term was 14 to
16 months. Average interest rates for both types of loans
ranged between 13 and 16 percent, and the most
common interest rate charged was 18 percent. About
half of the banks charged an origination fee (the average
fee was $31 for SDLs and $46 for NSDLs), and when
this fee was added to the interest rate, all banks were
within the targeted 36 percent annual percentage rate.

Loan Performance

The delinquency ratio for SDLs climbed to 11 percent
in fourth quarter 2009 from a relatively stable rate of
about 9 percent for much of 2009? The fourth quarter
increase in SDL delinquencies is attributed largely to
adverse economic conditions in bank communities. The
delinquency ratio for NSDLs has also been high, though
somewhat volatile, again due to adverse local economic
conditions. As of fourth quarter 2009, the NSDL delin-
quency ratio was 9.4 percent compared with 10.9
percent in the third quarter, 6.4 percent in the second
quarter, and 6.6 percent in first quarter 2009. Delin-

Delinquency refers to loans 30 days or more past due.
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Table 3
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Loa~rs up to $1,000 (DL~~
A(l hanks

# of Notes 22 3,010 1 ~ ~ 1 1675
Nofe Volume 22 $2,168,295 $98,559 $500 $1,14Q,66Q

Flanks Origrn~trng Fewer Than 6Q loans
# afi Notes 15 146 1(~ 1 2~
Note Volur~e 15 ~99,88~ ~6,6~9 X500 X15,800

Banks Originating fore Than 5d Laans
# of Notes 7 2,864 409 51 1,675
Note Valume 7 ~2 063 415 $337 437 X38,700 $1,'140 660

Loam ~~er $x,000 (S Ls~
,41( Banks

# of Notes 12 2,3Q1 192 1 1,151
Note ~/olume 12 $3,972,694 $331,058 X1,200 X1,942,837

hanks Orrginatrng Fever Than 50 Loans
# of Hates 7 78 11 1 38
Note Volume 7 $135,064 $19,295 X1,200 $64,86

hanks Originating tl~are Than 50 Laans
# of Notes 5 2,223 445 109 1,151

Source: FDIC.

Table 4

ire. of
~ar~Ks epart~nq Average ~~irnur~ ax~~ru

Lows up to $1,000

Loan amount 22 $724 $445 $1,QQ0
Term (months) 22 12 2 24

Interest rate 22 13.49°1a 4.00°im 31.90°l0
Nnn-zero fees 9 X31 $8 X70

Lows over $1,000

loan amount 12 $1,727 $1,200 $2,074
Term (months} 12 15 1Q 24

Interest rate 12 13.99°!a 4.00°/a 33.53°!0
Non-zera fees 6 X46 $15 ~7U

Source: FDIC

quency ratios for both SDLs and NSDLs are much
higher than for general unsecured "loans to individu-
als." According to the FDIC Call Report, delinquency
ratios for those loans were 2.5 percent in fourth quarter
2009, 2.6 percent in the third quarter, 2.4 percent in
the second quarter, and 2.5 percent in the first quarter.

However, charge-off ratios for SDLs and NSDLs,
although climbing, are in line with the industry aver-

age. For SDLs, the final, cumulative charge-off ratio was
6.2 percent as of fourth quarter 2009 versus 5.7 percent
in the third quarter, 5.2 percent in the second quarter,
and 4.3 percent in the first quarter.$ These compare
with ratios of 5.4 percent, 5.4 percent, 5.3 percent,
and 4.9 percent for unsecured "loans to individuals,"

e Cumulative charge-off ratios for SDLs are calculated from the begin-
ning of the pilot period.
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according to fourth, third, second, and first quarter
2009 Call Reports, respectively.

The cumulative charge-off rate for NSDLs, at 8.8
percent, is higher than for SDLs and general unsecured
loans to individuals.9 However, the charge-off rate for
these larger loans compares favorably with other types
of unsecured credit. For example, the charge-off rate for
"credit cards" on bank balance sheets was 9.1 percent as
of the fourth quarter 2009 Call Report, and defaults on
managed credit cards exceeded 10 percent throughout
2009.10 Performance statistics of loans originated during
the pilot show that while small-dollar loan borrowers
are more likely to have trouble paying loans on time,
they have a default risk similar to those in the general
population.

Lessons Learned
Best practices and elements of success emerged from the
pilot and underpin the Safe, Affordable, and Feasible
Small-Dollar Loan Template. In particular, a dominant
business model emerged: most pilot bankers indicated
that small dollar loans were a useful business strategy for
developing or retaining long-term relationships with
consumers. In terms of overall programmatic success,
bankers reported that long-term support from a bank's
board and senior management was most important.
The most prominent product elements bankers linked
to the success of their program were longer loan terms,
followed by streamlined but solid underwriting.

Long-Term, Profitable Relationship Building
Was Predominant Program Goal

About three-quarters of pilot bankers indicated that
they primarily used small-dollar loans to build or retain
profitable, long-term relationships with consumers and
also create goodwill in the community. A few banks
focused exclusively on building goodwill and generating
an opportunity for favorable Community Reinvestment
Act (CRA) considerations, while a few others indicated
that short-term profitability was the primary goal for
their small-dollar loan programs.l'

9 The cumulative charge-off ratio for NSDLs was calculated only for
fourth quarter 2009 because data regarding NSDL charge-offs were
not collected until 2009. The cumulative ratio for NSDLs is calculated
from the beginning of 2009.
10 "Credit Card Charge-Off Rate on the Rise Again," Washington Post,
December 30, 2009. This article reports the results of Moody's Inves-
tor Service's Credit Card Index.
'~ The extent to which a bank's small-dollar loan program may be
subject to positive CRA consideration is described in the "Affordable
Loan Guidelines." See footnote 3.

FDIC QUARTERLY 3Z

Program and product profitability calculations are not
standardized and are not tracked through regulatory
reporting. Profitability assessments can be highly subjec-
tive, depending on a bank's location, business model,
product mix, cost and revenue allocation philosophies,
and many other factors. Moreover, many of the banks
in the pilot are community banks that indicated they
either cannot or choose not to expend the resources to
track profitability at the product and program level.

Nevertheless, as a general guideline, pilot bankers indi-
cated that costs related to launching and marketing
small-dollar loan programs and originating and servic-
ing small-dollar loans are similar to other loans.
However, given the small size of SDLs and to a lesser
extent NSDLs, the interest and fees generated are not
always sufficient to achieve robust short-term profit-
ability. Rather, most pilot bankers sought to generate
long-term profitability through volume and by using
small-dollar loans to cross-sell additional products.

Board and Senior Management Support Was Most
Important Element Related to Program Feasibility

According to interviews with pilot bankers, several
overarching elements directly affect the feasibility of
small-dollar loan programs. Banks indicated that strong
senior management and board of director support over
the long term is the primary factor in ensuring the
success of small-dollar loan programs. They also cited
the importance of an engaged "champion" in charge
of the program, preferably with lending authority,
significant influence over bank policy decisions, or
both. One of the champion's key challenges was to
convince branch staff, local loan officers, or similar
personnel to promote the small-dollar loan product
among the bank's many products and services.

Location was also linked to program feasibility. Banks
with offices in communities with large populations of
low- and moderate-income, military, or immigrant
households tended to benefit from greater demand for
small-dollar loan products. Banks in rural markets with
few nonbank alternative financial services providers
also benefitted from limited competition for SDL and
NSDL products.

Banks, particularly those in suburban locations with less
demand at the branch level, cited the importance of
strong partnerships with nonprofit community groups to
refer, and sometimes qualify, potential borrowers. These
partnerships were especially useful for fostering word-of-
mouth advertising for their small-dollar loan products.
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While some banks used mass media, Web page links,
and targeted promotional efforts, word of mouth
emerged as the dominant form of advertising for small
dollar loans, particularly for established programs.

Longer Loan Term and Streamlined but Solid
Underwriting May Have Been Key Performance
Determinants

Pilot bankers indicated that a longer loan term was criti-
cal to loan performance because it gave consumers more
time to recover from a financial emergency than a single
pay cycle for payday loans, or the immediate repayment
often required for fee-based overdrafts. Several banks
experimented with relatively short loan terms, largely in
an attempt to mimic the customer's experience with
payday lenders. For example, as described in the text
box on page 39, Liberty Bank in New Orleans, Louisi-
ana, initially required that loan terms coincide with
three paycheck cycles, but found that borrowers often
could not repay the loans on time and returned to the
bank for multiple renewals.'Z To avoid the cycle of
continuously renewed "treadmill" loans, Liberty Bank
extended loan terms to a minimum of six months. For
the pilot overall, a 90-day loan term emerged as the
minimum time needed to repay asmall-dollar loan.

Underwriting processes varied somewhat among pilot
banks and were streamlined compared with other loans,
but bankers reported that some basic elements were
important in minimizing defaults. Notably, most pilot
banks required a credit report to help determine loan
amounts and repayment ability and to check for fraud
or recent bankruptcy. Few banks used credit scoring in
the underwriting process, but those that did had low
minimum thresholds, such as a Fair Isaac Corporation
(FICO) score in the low to mid-500s. In addition to the
credit report, all pilot banks required proof of identity,
address, and income.

Virtually all of the pilot banks could process loans
within 24 hours, and many processed loans within an
hour if borrowers had the proper documentation. Banks
tended to have strong opinions about the merits of
centralized versus decentralized loan approval processes,
based on the bank's size and business model, but no
clear link to performance under either method emerged.
About three-fourths of banks offered borrowers the
option of automatically debiting payments, and some
provided interest rate discounts to encourage borrowers

1z Financial institutions, companies, community groups, and other
organizations mentioned in this article are for illustration only. The
FDIC does not endorse any individual organization or specific products.
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to choose this payment method. It is difficult to draw
empirical conclusions about the effect of automatic
payments on performance because not all borrowers
chose this option. Nevertheless, pilot bankers in general
believed that automatic repayments can improve perfor-
mance for all credit products, not just small-dollar loans.

Pilot Bankers Had Mixed Views on Optional Linked
Savings and Financial Education

As part of the pilot application process, the FDIC
specifically sought to test whether savings linked to
small-dollar credit and access to financial education
would improve loan performance, and ultimately, build
a savings cushion to reduce future reliance on high-cost
emergency credit. Cumulatively, pilot banks reported
opening more than 4,000 savings accounts linked to
SDLs with a balance of $1.4 million. These numbers are
likely understated because of the limited ability of some
banks to track this information.

On the surface, it appears that default rates for loans
made under programs featuring savings and financial
education are lower than for programs without those
features. To illustrate, about one-half of pilot banks
required or strongly encouraged SDL customers to open
savings accounts linked to SDLs.13 About 80 percent of
the SDL funds originated during the pilot were made by
banks that offered and encouraged, but did not require,
a linked savings account. The cumulative charge-off
rate on SDLs was 6.4 percent at banks with optional
linked savings versus 11.4 percent at banks that did not
feature linked savings as part of their programs. Slightly
more than 10 percent of SDL funds were originated by
banks that required linked savings accounts; these
banks had the lowest cumulative charge-off rate during
the pilot period, at just 1.6 percent.

Almost one-half of pilot banks strongly encouraged or
required formal financial education. Because many of
the largest SDL programs had educational components,
more than 90 percent of SDLs were made by banks that
featured education as part of their lending programs.
The cumulative SDL charge-off rate was 5.7 percent
where financial education was featured compared with
12.0 percent where it was not.

Given the limited sample size and variances in the
program requirements and other features, it is unclear

13 Performance data for linked savings and financial education compo-
nents are limited to SDLs, as data for NSDLs were not collected until
later in the pilot, which limited their usefulness.
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whether linked savings or formal financial education
directly affected loan performance. Moreover, it is
uncertain whether these factors reduced future reliance
on high-cost credit, particularly since reducing reliance
on credit is a long-term goal that may extend beyond
the pilot period and it is difficult to track based on data
available to banks. Anecdotally, some pilot bankers
indicated that some small-dollar loan borrowers subse-
quently used linked savings or financial management
skills in positive ways.

All of the pilot bankers recognized the importance of
both savings and financial education, but perhaps the
most interesting finding regarding program design was
the difference in opinion among bankers about the
effectiveness of requiring or even strongly encouraging
these features. Some bankers felt that linked savings
and formal financial education must be hardwired into
the small-dollar loan product to break the cycle of high-
cost lending. Others believed that requiring extra
features for a loan complicates the process and can drive
an already stressed consumer to the ease of the payday
lending process; these bankers thought that financial
education counseling should be provided during the
application process.

Small-dollar loan programs at two of the pilot banks—
BankPlus in Belzoni, Mississippi, and Liberty Bank and
Trust Company, of New Orleans, Louisiana—illustrate
these differences in opinion. BankPlus required both
formal education seminars and a significant savings
component to qualify for its small dollar loan program
(see text box on page 38). The bank strongly believed
that these components were the driving factor in mini-
mizing defaults and rehabilitating small-dollar loan
customers with problematic credit histories into what it
believes will be future mainstream banking customers.

On the other hand, Liberty Bank and Trust Company
believed that its program's initial formal financial
education and linked savings requirements introduced
an unwanted level of complexity for borrowers already
facing a financial emergency (see text box on page 39).
Liberty reported a surge in loan demand when it
removed these requirements. A common theme that
Liberty and other banks cited was the importance of
informal financial education and counseling as part of
the loan closing process. For many small-dollar loan
consumers, obtaining a loan from a bank is an exciting
and sometimes life-changing event, and part of relation-
ship building is capitalizing on a teachable moment—
explaining the importance of repaying the loan—when
the loan is delivered.
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Strategies to Scale Small-Dollar Loans
Banks other than those in the pilot provide small-dollar
loans, but it is likely that most banks do not offer these
loans.14 Pilot bankers and other banks that have started
or have expressed interest in starting asmall-dollar loan
program indicated that the primary obstacles to entry
are the cost of launching and maintaining the program
and concerns about defaults. The strategies described
below could help overcome these obstacles and increase
the supply of small-dollar loans.

Highlight Facts about Existing Models

A straightforward way to encourage more banks to
offer small-dollar loans is to emphasize the facts about
successful programs. The key facts are that safe, afford-
able, and feasible small-dollar lending does occur in
mainstream financial institutions; that small-dollar
lending can be part of a cornerstone for creating profit-
able relationships; and that defaults on these loans are
in line with other types of unsecured credit. Indeed,
other small-dollar loan programs have reported loan
performance results similar to those of the pilot.

For example, the Pennsylvania Credit Union Associa-
tion's Credit Union Better Choice program reported an
approximate 5 percent default rate as of third quarter
2009.15 This program was launched in early 2007 in
partnership with the Pennsylvania Credit Union
Association and the State Treasurers' Office, and about
80 credit unions are currently participating. The maxi-
mum loan amount is $500, the maximum fee is $25,
and the maximum interest rate is 18 percent. The loan
term is 90 days, and financial counseling is offered but
not required. At disbursement, an amount equal to 10
percent of the loan is placed in a mandatory savings
account.

In another example, the country's largest microlender,
ACCION Texas, also indicated its loss rate is about

'^The FDIC Survey of Banks' Efforts to Serve the Unbanked and
Untlerbanketl, published in December 2008 (http://www.fdic.gov/
unbankedsurveys/), included a question regarding whether banks offer
small-dollar loans. However, the response to this question was materi-
ally skewed, apparently by widespread misinterpretation by banks that
believed small-dollar loans included standard overdraft lines of credit.
This question will be clarified in subsequent survey efforts.
15 Data regarding the Better Choice Program were reported to the FDIC
Committee on Economic Inclusion on December 2, 2009, http://www.
votlium.com/MediapodLibrary/intlex.asp?library=pn100472_ftlic_
ativisorycommittee&SessionArgs=0A1 U0100000100000101. See also
the Better Choice Program Web site at http://www.pacretlitunions.
com/betterchoice.html.

2010, Vo~uMe 4, No. 2



5 percent.16 Its maximum loan amounts are higher,
up to $100,000, and the average amount is about
$10,000, but 75 percent of its loans are for $1,500 or
less. ACCION Texas's active portfolio was $24 million
as of third quarter 2009, and loans are targeted to
Latina women seeking to start or expand small busi-
nesses. Most applicants do not have a credit history,
and the average FICO score is 575.

The FDIC has taken steps to highlight the facts about
the small-dollar loan pilot program by releasing program
results and lessons learned, as well as setting forth the
Safe, Affordable, and Feasible Small-Dollar Loan
Template. In addition, the FDIC has been discussing
the pilot and template in speeches and public forums
with a number of groups, including banks; other regula-
tors; policymakers; academics; nonprofit, community,
and philanthropic groups; and innovators in the small-
dollar lending area.

Study Creation of Pools of Nonprofit Funds or
Government Operating Funds to Serve as
"CJuarantees" for Safe Small~Dollar Loan Programs

Several existing small-dollar loan programs feature
"guarantees" in the form of loan loss reserves or linked,
low-cost deposits provided by government bodies or
philanthropic groups. These guarantees provide impor-
tant assurances to banks that are interested in offering
small-dollar loans but are concerned about the costs of
doing so.

For example, pilot bank Wilmington Trust in Wilming-
ton, Delaware, originates small-dollar loans solely to
clients of West End Neighborhood House (WENH), a
social services nonprofit organization. WENH screens
applications, performs loan underwriting (based on
bank-approved criteria), and provides a full range of
counseling and social services for prospective borrowers.
In addition, all of the loans are fully guaranteed by
WENH and backed by a loan loss reserve funded by
grants and donations from other program partners.17

In another example, as part of the Better Choice
Program, the Pennsylvania State Treasurers' Depart-
ment has established a loan guarantee pool whereby

16 Ibitl. See also ACCION Texas's Web site at http://www.acciontexas.
orb/.
"The partnership between Wilmington Trust antl WENH was profiled
in "The FDIC's Small-Dollar Loan Pilot Program: A Case Study after
Ore Year," page 38. See footnote 1. See also WENH's Web site at
http://www.westentlnh.org/financial-management-services/# for more
information about the program.

Small-Dollar Loan Pilot Program

$20 million in state operating funds are deposited in a
corporate federal credit union and receive a market rate
of return. The difference between that rate and the
corporate credit union's earnings on the deposit is used
to fund a loan loss reserve pool. Participating credit
unions can apply to the pool to have up to 50 percent
of their losses offset. While it is not a guarantee fund
per se, the Pennsylvania Credit Union Association
helps offset the cost of entry into small-dollar lending
by paying for traditional advertising for credit unions
that wish to enroll in the Better Choice Program.

In addition to guarantee programs, opportunities may
exist to create larger and more broadly available guaran-
tees. For example, recently proposed legislation would
amend the Community Development Banking and
Financial Institutions Act of 1994 to provide financial
assistance to help defray the costs of operating small-
dollar loan programs.18 Elements of the Safe, Afford-
able, and Feasible Small-Dollar Loan Template were
incorporated into this proposed legislation.

Encourage Partnerships

Pilot bankers and other successful small-dollar lending
programs reported that partnerships with community
groups were crucial to the success of their programs.
Among other things, these partnerships can serve as an
incentive to banks by providing client referrals and the
opportunity for other parties to share in program costs.
In some instances, the partnerships are direct and one-
on-one relationships, such as the Wilmington Trust and
WENH partnership described above. Other models,
such as the state and local "Bank On" campaigns, use
broad-based coalitions and strategies, which often
include the provision of short-term emergency credit, to
increase access to the financial mainstream.19

The Alliance for Economic Inclusion (AEI) is the
FDIC's national initiative to establish coalitions of
financial institutions, local policymakers, community-
based and consumer organizations, and other partners
in 14 markets across the country to bring unbanked and
underserved populations into the financial mainstream.
The focus is on expanding basic retail financial services,
including savings accounts, affordable remittance prod-
ucts, small-dollar loan programs, targeted financial
education programs, and asset-building programs, to
underserved populations. The number of AEI members

to S. 3217, 111th Cong. § 1206 (2010).
t9 See the National League of Cities Web site for a general description
of Bank On campaigns at http://www.nlc.org/ASSETS/7E6FA32D3A364
73363172 E44818AOCE3/IYEF_Ban k0 n 0 nePag e rFi nal_4-10. pdf.
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nationwide is 967, and 35 banks offer or are developing
small-dollar loan programs.20

Study Feasibility of Safe and Innovative Small-Dollar
Loan Business Models

The relationship-building small-dollar loan model is as
costly to originate as other, larger loans because of the
"high-touch" nature of the loan delivery process.
Emerging technologies and delivery channels could
reduce handling costs and, potentially, credit losses.

For example, employer-based lending is an emerging
model whereby loans are delivered through the work-
place as an employee benefit, like medical insurance or
401(k) plans. Banks or credit unions could process loans
using employment information as a proxy for most of its
underwriting criteria. That is, the employee's name,
address, social security or tax identification number,
salary, and length and status of employment would
already be known, potentially reducing ar eliminating
the time a bank employee would spend gathering that
information. Moreover, payments would be made auto-
matically from payroll deduction, and features such as
financial education screens and required savings could
be factored into the loan origination process.

There are no large-scale examples of employer-based
lending, but some organizations are experimenting with
the concept. For example, Employee Loan Solutions
(ELS) is a start-up company that has a patented process
for delivering closed-end installment loans as an
employee benefit.21 According to ELS, underwriting
costs would fall to virtually zero because of an auto-
mated process with no consumer interaction. Defaults
also would be limited through automated payroll deduc-
tion for payments. While ELS has not had any practical
application of its process yet, there are a few operating
examples of employer-based small-dollar lending.

In July 2009 the Commonwealth of Virginia launched
a pilot program, the Virginia State Employees Loan
Program (VSELP), to deliver loans to state employees
through its payroll system.ZZ The program does not
involve any state funds, and loans are funded by the

20 Some of the AEI member banks offering small-dollar loans are also
in the pilot. See the FDIC's Web site at http://www.ftlic.gov/consumers/
community/AEI/index.html for more information about the AEI.
21 Information regarding Employee Loan Solution's proposed business
model was reported to the FDIC Committee on Economic Inclusion on
December 2, 2009.
2z Ibid. See also the State of Virginia's Web site for more information
about the loan program at http://www.dhrm.virginia.gov/vaemploan/.
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Virginia Credit Union. An Internal Revenue Code
§501(c) 3 nonprofit organization called the Virginia
State Employee Assistance Fund (VSEAF) provided a
$10,000 guarantee to fund a loan loss reserve. Previ-
ously, the VSEAF was being used for direct emergency
aid to state workers, and the VSELP provided a way to
leverage those funds to assist more employees who
might need emergency funds.

VSELP loans are for amounts up to $500, and terms are
up to six months with an interest rate of 24.99 percent.
Loans are also conditioned on taking a short computer-
based financial education course and passing a ten-
question financial education quiz. After about three
months, more than 2,000 VSELP loans had been origi-
nated with a cumulative balance of over $1 million; this
represented about 2 percent of Virginia's 100,000 state
employees who were using the loans. According to the
Commonwealth of Virginia, borrowers are dispropor-
tionately minority, female, and low-income.

E-Duction is afor-profit company that offers open-
ended loans through employers with credit lines deliv-
ered through MasterCard. The maximum loan amount
is 2.5 percent of annual pay, which, for example, would
be $1,000 for an employee earning $40,000 per year.23

There is no interest rate; rather, the company charges
an annual fee, which as of late 2009 was $36 to $40 per
year. Equal payments are made through payroll deduc-
tion over two to six months, depending on the type of
expense. The company has been in business since 2002
and reports that it has about 18,000 accounts. Accord-
ing to E-Duction, about two-thirds of its borrowers earn
between $20,000 and $40,000, and more than half have
been employed for five or more years. Their average
FICO score is 568.

Several pilot banks have been experimenting with
innovative program features. For example, as described
in the text box on page 40, Lake Forest Bank &Trust,
of Lake Forest, Illinois, began working with a local
municipality to offer small-dollar loans to city workers.
These loans are structured along the terms of the bank's
standard small-dollar loan but are repaid through auto-
matic payroll deductions. As described on page 41
Mitchell Bank, Milwaukee, Wisconsin, created a
unique low-cost financial education aspect to its loan
program in which borrowers sign a pledge that they will
not incur another payday loan during the term of their
Mitchell Bank loan.

23 Ibid. See also e-Duction's Web site at http://www.e-tluction.com/
htm12.0/index.html for more information.
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Consider Ways That Regulators Can Encourage
Banks to Offer Affordable and. Responsible Products
and That Small-Dollar Loan Programs Can Receive
Favorable CRA Consideration

Pilot bankers and others have reported that a more flex-
ible regulatory environment could encourage more
banks to offer small-dollar loans. The SDL Guidelines
and the pilot application process indicated that small-
dollar loan programs can already receive favorable
consideration for CRA purposes. However, several pilot
bankers believe that small-dollar lending should receive
more emphasis in CRA examinations, even if the
program is relatively small. The FDIC is reviewing this
suggestion and other types of regulatory and supervisory
incentives to encourage small-dollar lending.

Conclusion
The FDIC small-dollar loan pilot program, conducted
between December 2007 and December 2009, demon-
strated that banks can offer alternatives to high-cost,
emergency credit products, such as payday loans or over-
drafts. The pilot resulted in a Safe, Affordable, and
Feasible Small-Dollar Loan Template that other banks
can replicate. Loans originated under the program have
a default risk similar to other types of unsecured credit.
Small-dollar loan programs can be an important tool in
building and retaining customers, can be eligible for
favorable CRA consideration, and could help banks'
consistency with regulatory guidance regarding offering
customers alternatives to fee-based overdraft protection
programs. The FDIC continues to work with the bank-
ing industry, consumer and community groups, nonprofit
organizations, other government agencies, and others to
research and pursue strategies that could prove useful in
expanding the supply of small-dollar loans.
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Financial Education, Savings, and Smdll-Dollar Lending
dt Work for Public Servants

BankPlus
Belzoni, Mississippi
BankPlus is a $2.1 billion institution headquartered in
Belzoni, Mississippi. In addition to its main office, the
bank has 61 branches throughout northwest, central,
and southeastern Mississippi. BankPlus operates in a
largely nonmetropolitan environment; of the bank's
four designated assessment areas, only one is in a metro-
politan statistical area (Jackson). The bank's business
strategy of placing branches near businesses may provide
banking services to residents of rural, sparsely populated
environments who commute to work. For example,
BankPlus operates a branch inside the Nissan plant in
Canton, Mississippi.

The bank learned that there was a strong need for a
small-dollar loan program after it opened branches in
Jackson. As a result of the bank's community outreach
and partnerships, it soon discovered that many local
residents had not received financial education and, as a
result, were unaware of the high costs of using altema-
tive financial services. The bank studied the predomi-
nate users of payday loans in the local community and
found that public servants such as teachers, firefighters,
and police officers were particularly vulnerable to a
cycle of high-cost lending.

The bank launched its CreditPlus program in Apri12008.
CreditPlus is a small, short-term loan product designed
to encourage participants to break the cycle of high-cost
debt while developing a regular savings plan. BankPlus
opens a new checking and savings account for those
approved for a CreditPlus loan. One-half of the loan
proceeds are deposited into an interest-bearing personal
savings account, and these funds are "on hold" until the
loan is repaid. The bank encourages participants to use
the remaining loan proceeds to eliminate outstanding
debts to alternative financial services providers.

BankPlus reported that the educational component has
been the "key to [the program's] success." Consumers
must complete athree-hour seminar based on the
FDIC's Money Smart financial education curriculum
before they can apply for asmall-dollar loan.* Owing to
the popularity of the seminars, the bank capped regis-
trations at 50 people per class. In fourth quarter 2009,
the bank held 21 seminars and reached 667 people.

See the FDIC's Web site at ham://www.fdic.gov/consumers/
consumer/moneysmart/ for more information on Money Smart.

FDIC QUARTERLY 3$

Slightly more than half (51 percent) of those who
attended the financial education workshops came to
the bank for asmall-dollar loan.

CreditPlus applicants also receive one-on-one credit
counseling so they can better understand their credit
report at the time of application. Bank staff also encour-
ages CreditPlus customers to save 10 percent of their
income each pay period through electronic transfer
from the checking account into the savings account.

CreditPlus loans range from $500 to $1,000, and all are
closed-end with a 12- or 24-month term (the average
being 21 months). The interest rate is fixed at 5 percent.
No fees are charged, and proof of recurring income (for
at least 60 days), identity, and address is required. A
credit report is obtained as part of the underwriting
process, but the bank does not require a particular credit
score. Rather, those with a FICO score above 500
receive a $1,000 loan, while those with a FICO score
below 500 receive a $500 loan. If the customer's docu-
ments are in order, a loan can be underwritten in less
than one hour after the financial education workshop is
completed. The bank conducted training for loan offi-
cers so that the underwriting process could be decen-
tralized and made in the community.

BankPlus joined the pilot in 2009 and originated 610
SDLs in fourth quarter 2009. At the conclusion of the
pilot, 1,404 SDLs with a cumulative balance of about
$1 million were outstanding. Only 58 SDLs totaling
$34,000 were 30 days or more delinquent at the end of
the pilot. The bank's cumulative charge-off rate during
the pilot period was 1.8 percent.

Bank management indicated that SDLs are not profit-
able on a stand-alone basis but can help establish
customer relationships and improve the bank's commu-
nity, which benefits the bank over the long term.
According to Senior Executive Vice President and
President—South Region Jack Webb, "We see Credit-
Plus as an investment in the future—it is about building
a relationship over the long term. Financial education
improves habits, and the change of habits improves the
future of customers." One of many success stories the
bank cites is of a customer who had bad credit, received
a CreditPlus loan, improved her credit score by making
timely repayments, and was later able to qualify for a
mortgage through BankPlus and become afirst-time
homebuyer.
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Small-Dollar Loan Pilot Program

Product Simplification Leads to Small-Dollar Loan Success

liberty Bnnk and Trust Company
New Orleans, Louisiana
Liberty Bank and Trust Company is a minority-owned
$424 million bank headquartered in New Orleans, Loui-
siana. Liberty has 24 branches in six states. Ten branches
are in New Orleans; four are in Baton Rouge; one is the
New Orleans suburb of Harahan, Louisiana; and one is
in Opelousas, Louisiana. The bank has two branches
each in Jackson, Mississippi; Detroit, Michigan; and
Kansas City, Kansas. It also has one branch in Kansas
City, Missouri; and one in Houston, Texas. Most of the
small-dollar loans made by Liberty are originated out of
the New Orleans and Kansas City, Missouri, branches.
With the exception of the Harahan branch, all of Liber-
ty'sbranches are in urban areas, and most of the branches
are in low- and moderate-income neighborhoods.

The bank did not have an active small-dollar loan
product when it applied for the FDIC pilot. In its initial
application, the bank cited providing affordable "anti-
payday" loans to the qualified public, attracting new
clientele, and increasing future cross-selling opportuni-
ties as its objectives for offering small-dollar loans. The
pre-launch, conceptual product outlined in its applica-
tionwas called the Payday Assistance Loan. It featured
a $300 to $1,000 line of credit, a $15 initial saving
deposit, a $15 refundable financial literacy course fee,
a $10 processing fee, a 17.99 percent interest rate, and
a three-payment term structure incorporating a $15
savings deposit into each payment. The financial liter-
acy fee was to be refundable upon completion of a
literacy class within 30 days of application.

By the launch of the bank's small-dollar loan program in
April 2008, the Payday Assistance Loan had been
rebranded as the Liberty Bank Fast Cash Loan. The Fast
Cash loan required a minimum FICO score of 525, the
opening of a Liberty checking account with direct
deposit, deposit of 9 percent of the loan amount into a
Liberty savings account, completion of a 90-minute
financial literacy course, and a $4.50 application fee.
The loan had an 18 percent interest rate and was payable
in three installments commensurate with the borrower's
paycheck schedule. The minimum loan size remained
$300, while the maximum was increased to $2,500. If all
required customer documents were provided at the time
of application, the Fast Cash approval process, featuring
localized underwriting authority in most cases, was
designed to take 15 minutes on average. A complete
application consisted of the applicant's two most recent
pay stubs, most recent mortgage statement, utility bills,
and proper identification.

In response to customer needs, Liberty refined the Fast
Cash program over the remaining quarters of the pilot.
According to Kelly Dixon, Liberty Bank's manager of
E-commerce, the savings component proved too
complicated for potential borrowers. Thus, it was
dropped before the end of 2008. Similarly, potential
borrowers viewed the financial education requirements
as too burdensome, and the bank modified them to
allow customers to take out and repay two Fast Cash
loans before completing a literacy class to qualify for a
third loan. The three-payment term structure was
dropped in favor of 6- to 12-month terms for loans up
to $1,000 and 18-month terms for loans up to $2,500,
to give borrowers more time to repay. Also, the small-
dollar loan approval process was centralized and the
underwriting guidelines were made more flexible. Rates
on Fast Cash loans are 18 percent and fees are $4.50.

After implementing the program refinements, Liberty
originated more SDL and NSDL loans in the First quar-
ter of 2009 than it had in the previous three quarters
combined. Liberty's marketing efforts initially included
media advertising, point-of-sale displays, Web site
advertising, and dissemination of information at local
churches. As the pilot progressed, Liberty came to rely
more on word of mouth and the dissemination of
brochures at gatherings to market the program.

Subsequently, the Fast Cash program continued to
evolve. By November 2009, the financial education
component had been dropped altogether. The program
was modified to accommodate more credit history
"glitches," such as payment problems due to medical
issues, job losses, hourly employment cutbacks, unex-
pected spikes in expenses affecting household budgets,
and divorce, and to give greater consideration to borrow-
ers using small-dollar loans to support educational
purposes or to military families. According to Liberty
Bank and Trust's Executive Vice President Howard
Brooks, "We needed more flexibility to avoid pushing
our low- and moderate-income consumers to high-cost-
debt products such as payday loans. In particular, our
customers told us that they don't have the time or the
resources to fulfill mandatory financial literacy or savings
requirements." He believes that the modifications to the
Fast Cash program allowed Liberty Bank and Trust to be
of greater service to its communities.

During the pilot, Liberty originated 102 SDLs and 82
NSDLs. In all, Liberty originated approximately
$217,000 in small-dollar loans during the pilot. The
bank did not report any charge-offs, and its 30-day
delinquency rate was about 5.60 percent. The bank
reported a positive net income on small-dollar loans.
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Innovating to Build Profitable Relationships

Lake Forest Bnnk &Trust
Lake Forest, Illinois
Lake Forest Bank &Trust is a $1.8 billion institution
headquartered in Lake Forest, Illinois, in the northern
suburbs of Chicago. In addition to the main office, the
bank has seven branches throughout the state. It is
owned by the Wintrust Financial Corporation holding
company, which also owns 14 other banks serving the
Chicago, Illinois, and southern Wisconsin metropoli-
tan areas.

To expand the bank's community reinvestment activi-
ties, Lake Forest initiated asmall-dollar lending program
in late 2008. The program was designed to meet the
FDIC's Guidelines on Affordable Small-Dollar Loans,
and the bank joined the ongoing pilot program in fourth
quarter 2008. All seven of the bank's branches offer the
small-dollar loan product. Lake Forest has encouraged
its sister banks—which, including Lake Forest, have 84
branches—to offer the product as well, and many have
started their own programs. Although Lake Forest was
a relatively late entrant into the pilot program, the
program has grown quickly, from 5 loans originated in
its first quarter of participation to 51 in the final quarter
of the pilot.

Lake Forest's small-dollar loans range from $250 to
$1,000. One of the most successful changes the bank
made to its program over the past year has been reduc-
ingthe minimum loan amount to accommodate borrow-
ers who did not need large amounts of credit. The bank
charges a fixed interest rate of prime plus 5 percent,
which has hovered around 8.5 percent since it imple-
mented the loan product, with no fees. Interest rates are
reduced by 0.25 percent if the borrower chooses to use
auto-debit payments or payroll deduction. Loans must
be repaid within 24 months, but are paid off in 18
months, on average. The underwriting process allows
for loan decisions within 24 hours at the branch level.
There are no minimum credit score requirements.
While the bank initially required a minimum credit
score, it found this requirement was an obstacle for too
many applicants. Underwriting processes now consist of
completing the application for credit, which collects
information on employment history, income, assets,
and debts. A credit report is also ordered to help deter-
mine the borrower's ability to repay.
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Since joining the pilot program, Lake Forest has made
more than 100 SDLs for nearly $86,000. Forty-four loans
had been paid off by the end of 2009. W ith just one loan
delinquent and 11 loans charged off by fourth quarter
2009, the bank reports that losses on the SDL product
are no higher than those on other consumer loans. In
addition to the positive effect the SDL program has had
on community development, the bank has been able to
earn a small profit on the loans and intends to develop
long-term relationships with performing SDL borrowers.

Lake Forest is also involved in several innovative
approaches to its small-dollar lending. In fourth quarter
2009, the bank began working with a local municipality
to offer workplace-based loans to city employees to
reduce their reliance on payday loans and other altema-
tive financial services. City workers can get a loan
application directly from their employer, can fax the
complete application to the bank, and will go in to the
bank only to close the loan. The loans are structured
along the terms of the bank's standard small-dollar loan
but are repaid through automatic payroll deductions.

In addition, the bank is working with the State of Illi-
nois on the Micro Loan Program and was the first bank
approved by the state as a lender under this program.
This program is designed to provide affordable capital
to credit unions and community banks so they can
make micro loans to low-income residents who might
otherwise turn to payday lenders. If a bank is accepted
into the program, the Micro Loan Program will deposit
up to $250,000 at a reduced rate at the bank for one
year. These funds are then used to make loans to borrow-
ers. The bank plans to work on modifying its product to
meet the state guidelines, and the state program will
become a subset of the small-dollar loan program.

While these partnerships are successful in providing loan
prospects for the bank, the majority of the small-dollar
loan borrowers come from outside of these relationships.
Lake Forest consistently advertises the small-dollar loan
in a community newspaper, which is the biggest driver
of applications. Program information and the loan appli-
cation are also available on the bank's Web site, which
is becoming a more important channel for applicants.
Also, the bank's successful track record with the program
is generating positive word of mouth that is reaching
increasing numbers of potential borrowers.
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Small-Dollar Loan Pilot Program

A Pledge to Break the High-Cost Lending Cycle

Mitchell Bank
Milwaukee, Wisconsin
Mitchell Bank is a $74 million institution headquar-
tered in Milwaukee, Wisconsin. In addition to the main
office, the bank has four branches. The bank's main
office and branches are located in communities with

concentrations of Latino and low- and moderate-in-
come households.

Mitchell Bank's small-dollar loan program was new
when the pilot began in February 2008. The bank's
goals for the program were to provide consumers with
an alternative to high-cost credit, build multiple account
relationships, and provide opportunities for financial
education. Initially, loans were offered only to existing
customers who had had an account for six months or
more and also had a Social Security number. In 2009,
Mitchell Bank relaxed the existing customer require-

ment but required borrowers who were new customers
to open a Mitchell Bank deposit account and to have
their payroll or benefits check direct deposited into the
account. Because of its large immigrant customer base,
the bank also altered its program requirements to allow
customers who had only an Individual Taxpayer Identi-
fication Number (ITIN) to apply for a loan.

Loans range from $300 to $1,000, although loans up to
$2,500 maybe made on a case-by-case basis. The inter-
est rates range from 15 to 22 percent, depending on the

borrower's credit score; the average rate is about 19
percent. Each loan application requires a credit report.
Generally, the bank requires borrowers to have a mini-
mum FICO score of 570 but will extend loans to those
below that threshold if the borrower agrees to a single
financial counseling session. An $8 fee is charged to
cover the cost of the credit report. Loan terms range
from 6 to 12 months, with an average of 9 months. In
addition, borrowers must have a minimum income of

$1,000 per month and are required to provide Mitchell

Bank with two months' evidence of payroll or other
recurring income.

A unique aspect of Mitchell Bank's program is that
borrowers must sign a pledge that they will not incur
another payday loan during the term of their Mitchell
Bank loan. The bank also requires that the borrower set

aside 10 percent of loan proceeds in a savings account
that is restricted until the loan is paid. The interest rate

on the savings account is three times higher than
Mitchell Bank's regular accounts to encourage small-
dollar loan customers to add to savings and avoid future
reliance on short-term credit. The bank also offers a 2
percent discount for customers who agree to have
payments automatically debited from their accounts.

The bank made 84 SDLs and one NSDL during the
pilot, with cumulative balances of about $56,000. Eight
loans were charged off. The bank found that a borrow-
er'sstatus as an existing customer (versus a new customer)
had little effect on loan performance. However, the lack
of credit history, as opposed to a poor credit history, was
correlated to performance. Of the eight loans charged
off, six were ITIN loans whose borrowers, for the most
part, had no credit score. Mitchell Bank also reported
that loans that became 30 days delinquent were
frequently charged off. Management attributed the
correlation between late payments and default to state
laws that limit the penalty for late charges.* Recent
collection efforts have resulted in recovery and payment
of three of the previously charged-off loans, and the
bank anticipates collecting on several more.

In terms of successful program components, Mitchell

Bank reported that extended loan terms significantly
reduced the incidence of repeat customers. Several
customers have taken two loans per year (the bank's
maximum), but all have paid as agreed. The program
also provides for a discount on subsequent loans if
initial loans performed as agreed. Mitchell Bank indi-

cated that the savings component was well received by
consumers and resulted in substantial savings balances.
Sixty-two percent of savings accounts opened by loan
customers remained open at the end of the program,
and most were active. Most accounts are in the $250 to
$300 range, but several accounts are in the five-figure
range. Overall, Mitchell Bank reported that its small-
dollar loan program was profitable and met the emer-
gency credit needs of the community it serves. Mitchell
Bank plans to continue to offer small-dollar loans and
will continue to develop and refine its program.

'The Wisconsin Consumer Act (§422.203(1) Wis. Stats.) limits late
charges to the lesser of 5 percent of the payment or $10. A late
charge may be assessed only once on an installment, however long
it remains in default. A borrower who misses a $30 installment
payment on a small-dollar loan will be charged a $1.50 penalty.
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