Law36%

Portfolio Media. Inc. | 111 West 19" Street, 5th Floor | New York, NY 10011 | www.law360.com

Phone: +1 646 783 7100 | Fax: +1 646 783 7161 | customerservice@law360.com

Payday Lending May Face Greater CFPB Scrutiny Under Biden

By Katherine Kirkpatrick, Andrew Michaelson and Steven Miller

Law360 (February 8, 2021, 12:32 PM EST) -- With the change of administration in
Washington, the Consumer Financial Protection Bureau is widely expected to
assume a posture of aggressive enforcement of consumer protection laws. One
area that we anticipate will receive heightened scrutiny is payday lending, a form
of lending that typically involves small, short-term loans at high interest rates.

Under new leadership, the CFPB may seek to require that payday lenders assess a
borrower's ability to pay. And even absent such a requirement, the CFPB may
pursue enforcement actions against lenders for lending that the CFPB considers
predatory or unfair, and therefore putatively in violation of the Consumer Financial
Protection Act.

Banks and other financial institutions operating in the payday loan space should
closely monitor the bureau's approach to payday lending and evaluate current
business practices against this changing regulatory landscape. In particular, they
should focus on supporting and documenting the reasonableness of credit
extended to consumers affected by the COVID-19 pandemic.

Some reports have suggested that searches for payday loans increased around July
2020, when expanded unemployment benefits under the Coronavirus Aid, Relief
and Economic Security Act ended. We anticipate that the CFPB will look closely at
lending to retail consumers affected by the pandemic.[1]
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Background on the CFPB's Payday Loan Rules

The rules governing payday loans and other forms of short-term lending have long
been a focus for the CFPB. Established under Title X of the Dodd-Frank Act in 2010,
the bureau has authority to investigate, and file federal complaints against,

financial institutions offering products to consumers that are unfair, deceptive or Q
abusive.[2] ‘

Pursuant to this authority, the CFPB has, from its earliest days, focused attention
on payday lenders.[3] The bureau began to consider rules specific to short-term
lending shortly after it was created, though the CFPB did not issue its first proposed rule on short-term
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loans until June 2016. That proposed rule was aimed at payday loans, auto title loans, deposit advances
and other products that were, according to the CFPB, "aimed at financially vulnerable consumers."[4]

In October 2017, toward the very end of President Barack Obama-appointed Director Richard Cordray's
tenure at the bureau, the CFPB issued a final rule on the subject.[5] The 2017 rule prohibited lenders
from attempting to debit borrowers' accounts after two consecutive attempts had failed.[6]

The 2017 rule also contained mandatory underwriting provisions that required lenders to determine
whether borrowers had the ability to repay their loans. These provisions applied to various types of
short-term loans with repayment terms of 45 days or less, as well as longer-term loans with a balloon
payment — a one-time payment at the end of the loan term that is generally more than two times the
average monthly loan payment.[7]

The mandatory underwriting provisions contained in the 2017 rule prohibited lenders from providing
covered loans without first making a reasonable determination of a borrower's ability to repay those
loans.[8]

These provisions purported to require lenders to take various steps to determine a borrower's ability to
repay the loan, including:

e Obtaining a written statement from the consumer about that consumer's net income and the
amount of payments required to meet their financial obligations;

e Verifying the consumer's net monthly income and the amount of payments required for the
consumer's major debt obligations;

e Determining a consumer's ability to repay the loan by projecting either the consumer's residual
income or debt-to-income ratio during the calendar month with the highest payment(s) under
the loan; and

e Ensuring that the loan would not result in the consumer having a sequence of more than three
covered short-term or balloon payment loans taken out within 30 days of each other.[9]

The 2017 rule became effective on Jan. 16, 2018, while most of its provisions had a compliance date of
Aug. 19, 2019.[10] However, after President Donald Trump appointed Director Kathy Kraninger — who
resigned after President Joe Biden's inauguration — the CFPB officially delayed the compliance date for
the 2017 rule's mandatory underwriting provisions to Nov. 19, 2020, while the bureau considered
comments on a proposal to ultimately rescind them.[11]

The CFPB rescinded the mandatory underwriting provisions when it issued a new final rule in July 2020.
In announcing the rule, the CFPB argued that the 2017 rule's mandatory underwriting provisions lacked
sufficient legal and evidentiary bases, and that revoking the provisions "ensures that consumers have
access to credit and competition" in states that allow small dollar lending.[12] The 2020 rule also
revoked other sections from the 2017 rule.[13]

However, the 2020 rule ratified the 2017 rule's payment provisions that prohibit lenders from making
new attempts to debit funds after two consecutive attempts have failed, unless the consumer consents
to further withdrawals.[14] The payment provisions also require lenders to provide consumers with



written notice before making their first attempt to withdraw payment and before subsequent attempts
that involve different dates, amounts, or payment channels.[15]

Current Legal Challenges to the Payday Loan Rules

There are currently at least two competing federal court challenges to the CFPB's payday loan rule, one
challenging the constitutionality of the 2017 rule and another seeking to reinstate the mandatory
underwriting provisions to the 2020 rule. Back in 2018, two trade groups sued the CFPB in the U.S.
District Court for the Western District of Texas, asserting that the 2017 rule is unconstitutional, and that
the payment provisions are arbitrary and capricious.[16]

On Nov. 6, 2018, the court stayed the 2017 rule's Aug. 19, 2019, compliance date, which was
subsequently pushed back under Kraninger.[17] In an amended complaint filed in August 2020, the
plaintiffs argued that the entire 2017 rule was invalid when adopted because the U.S. Supreme

Court found that the CFPB director was unconstitutionally insulated from removal by the president.[18]

They further argued that the 2020 rule's ratification of the payment provisions without notice-and-
comment rulemaking was legally insufficient to make those provisions effective and cure the 2017 rule's
constitutional defects.[19]

The plaintiffs further assert that the 2017 rule contained "draconian ability-to-repay provisions" and that
because the payment provisions placed unwarranted limits on consumers' ability to preauthorize
payments from their bank accounts, consumers would face greater risks of late-payment fees and loan
defaults.[20] The parties recently completed briefing on motions and cross-motions for summary
judgment, and a ruling from the court is forthcoming.

Separately, in October 2020, the National Association for Latino Community Asset Builders sued the
CFPB in the U.S. District Court for the District of Columbia to try to overturn the 2020 rule's revocation
of the mandatory underwriting provisions.[21] Among other arguments, the group alleges that no-
underwriting lending is harmful to consumers, and the CFPB's requirement of "robust and reliable"[22]
evidence for determining whether consumers can reasonably avoid the harms of no-underwriting
lending is unfair, abusive, and unreasonably favors the industry over consumers.[23]

The resolution of these lawsuits, which address both the payment provisions and the mandatory
underwriting provisions, may affect the regulatory landscape and could embolden, or chasten, the
bureau's enforcement efforts in this space.

Renewed Focus on Payday Lending, Including by Large Financial Institutions

Biden has nominated Rohit Chopra, currently a member of the Federal Trade Commission, to be the
CFPB's next director.[24] During the Obama administration, Chopra served at the bureau as an assistant
director and as student loan ombudsman, a watchdog role in which he was known for publicly pushing
lenders on their treatment of student borrowers.[25]

Based on his previous experience at the bureau and his current post at the FTC, observers agree that
Chopra's nomination likely means that the CFPB's priorities will be moving to a more active and
aggressive posture. At the FTC, Chopra has been known for favoring tougher enforcement actions and
encouraging the commission to provide stronger consumer protections through more aggressive
rulemaking.[26]



In the payday lending space, the new director could make it a priority to revise the 2020 rule on short
term lending in order to reincorporate the mandatory underwriting provisions from the 2017 rule.[27]
But even without the mandatory underwriting provisions, the bureau may pursue payday lenders on a
case-by-case basis for lending practices that it considers to be predatory or unfair.

Under Cordray, the CFPB asserted that payday lenders' practices harmed consumers in numerous ways,
including: debiting consumers' bank accounts without their express, informed consent; lying about
consumers' rights; threatening to report consumers to credit reporting agencies; and deceiving
consumers with false threats of legal action.[28]

Depending on the facts and circumstances, the bureau could — as it did under Cordray — bring
enforcement actions against payday lenders for unfair practices in violation of the CFPA.

Notably, in the wake of the COVID-19 pandemic, Sens. Elizabeth Warren, D-Mass., and Sherrod
Brown, D-Ohio,, articulated a need to "prohibit debt collectors from using predatory and intrusive
measures" during the pandemic and criticized the CFPB for "enabling" predatory lending.[29]

These statements suggest that the bureau, under the Biden administration, may focus its enforcement
efforts on creditors that have extended loans on terms it deems unfavorable to consumers directly
affected by the pandemic.

Furthermore, under the Biden administration, the bureau is expected to widen the lens of its
enforcement program. Whereas in recent years the bureau's payday loan enforcement efforts have
focused on smaller lenders, going forward, the bureau will likely take a careful look at larger financial
institutions involved in short-term lending.

Conclusion

For financial services companies involved in any form of payday lending, now is the time to consider the
following:

e State of compliance with the payment provisions contained in the bureau's 2020 rule, which is
currently stayed pending litigation in the Western District of Texas;

e The extent to which current practices involve a determination of the borrower's ability to repay,
given the potential for renewed rulemaking and likelihood of heightened enforcement scrutiny
of practices that may be considered predatory and/or unfair;

e Reasonableness of terms and disclosures to consumers affected by the pandemic;

e Consumer complaints concerning payday lending terms and operations; and

e Reviewing lending practices to assess whether any programs or conditions could be considered
unfair, even if the programs are accurately described and represented to consumers.
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