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Executive Summary and Commentary

By Ben Rogers,  Unlike with an avoidable airplane crash or the collapse of a bridge,

Research Director  there was no public moment that sealed the fate of laissez-faire over-
draft rules. Instead, new rules have been written by increasingly cau-
tious regulators responding to consumer anger over lending practices,
government bailouts, and inscrutable banking fees. Fully 50 million
Americans paid overdraft fees in the 12 months running through
mid-2009. And the poorest 10% of Americans pay 90% of the fees.
The new overdraft rules—in the form of Federal Reserve Board regu-
lations and perhaps even stronger Congressional action—are almost

certainly here to stay.

This Filene Research Institute report, Overdraft Regulation: A Silver
Lining to the Clouds?, is written by Adam Levitin, associate profes-
sor at the Georgetown University Law Center in Washington, D.C.
As suggested by the title, Levitin recognizes the significant changes
that will flow from the new rules and provides specific insights on
the financial effects of the changes on individual credit unions, but
he also offers clear options for plotting a course through this new
bank of clouds. This brief examines the potential impact of overdraft
regulation on credit unions, but it does not take a position regarding
the regulation.

What Did the Researcher Discover?
Two overdraft actions loom over credit unions. The first, an amend-
ment (the overdraft rule) to Regulation E under the Electronic Fund
Transfer Act, was enacted in November 2009 and will require that
consumers affirmatively opt in to discretionary overdraft protec-
tion for ATM and point-of-sale (POS) debit card transactions. It
goes into effect for new accounts on July 1, 2010 and for existing
accounts on August 15, 2010. The second action, proposed legisla-
tion in both the House and the Senate, is much more sweeping. It
would require consumer opt-ins for all overdraft coverage, not just
debit and ATM overdrafts. The bills would limit the number of over-
draft fees, limit fees to a “reasonable” amount, prohibit some over-
draft fees from debit transaction holds, require same-day notification

of fees, and prohibit NSF fees for debit and ATM transactions.

Because the changes are coming so quickly, we agree with Carveth
Read, a nineteenth- and twentieth-century British logician who
wrote, “It is better to be vaguely right than exactly wrong.”" In the
interest of time, that is the approach Filene has taken in soliciting
information and insights about the changes in overdraft rules. This
report compares a 185-respondent credit union survey with in-
depth legal and marketplace research. The result: an analysis of the



proximate changes and an estimate of their effects on credit unions.
The numbers presented are vaguely right; rather than being abso-
lutely precise, they are immediately useful.

Using far-ranging research and the results from Filene’s in-depth
survey, Levitin finds that:

¢ For those credit union members who do overdraft, overdrafts are
quite common. The median (mean) percentage of members with
multiple overdrafts is 11% (19.13%). Repeat overdrafters are
clearly the most profitable: Of those who paid overdraft fees in
2009, the median total paid was $238.25.

* Overdrafts are spread out evenly among paper checks and ACH
and POS debit transactions, with each accounting for about one-
third of overdrafts. ATM overdrafts are negligible at most respon-
dent credit unions.

* The survey indicates that credit unions receive a smaller percent-
age of their overdrafts from POS debit and ATM transactions
(33%) than do banks (41%). Half of respondents process transac-
tions chronologically in order of presentation; 29% process them
by size from smallest to largest and 16% process from largest to
smallest.

What Are the Implications for Credit

Unions?

The overdraft rule and the overdraft bills would have very differ-

ent impacts on credit unions. That’s mainly because the pending

Fed rule limits itself to POS debit and ATM transactions and only
seeks opt-in. The proposed legislation, on the other hand, advocates
sweeping changes that would regulate everything from processing
procedures to the number of times firms are allowed to charge fees to
consumers each month.

The financial impact of the overdraft rule will largely depend on the
opt-in rate credit unions achieve, particularly among the subset of
members who generate the most overdrafts. Other implications from
the survey:

* Assuming, in a worst-case scenario, that no members who do not
currently opt in to overdraft would opt in, total fee income could
sink by 11%.

*  From 2004-2009Q2, the loss of all overdraft revenue from debit
and ATM transactions would have had an impact of around
9 basis points (bps) on credit union ROA.
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* The rule’s effect will likely be much more damaging for credit
unions smaller than $100 million (M) because they earn lower
average ROAs.

Levitin suggests various responses to the new overdraft landscape.
Credit unions can:

* Reconsider their fee structure for accounts, particularly free
checking accounts.

¢ Bundle accounts to introduce different revenue streams into stan-
dard transaction accounts.
* Offer only the basics for free with a la carte pricing for additional

services or product features.

* Simply live with the diminished margins.

The report suggests that the worst-case implications of the overdraft
rule would entail a tangible drag on earnings, but it should not
destroy the current business model. The overdraft bills, the futures
of which are uncertain, would almost certainly be much harder to

swallow.
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Overdraft fees have become a major source of financial institution
revenue in recent years. Total overdraft fees rose from $10.3 bil-
lion (B) in 20042 to an estimated $38.5B in 2009.? Prior to 2005,
overdraft services were largely unregulated, but in recent years, they
have become the target of significant regulatory attention.? This is
in part because of the rapid growth in overdraft programs and fees.
It is also because of the widespread impact of overdraft fees (more
than 50 million Americans paid overdraft fees in a single 12-month
period, with 27 million accounts incurring five or more overdraft
fees’), their cost (effective annualized interest sometimes exceeds
3,500%°), their disproportionate impact on the least wealthy deposi-
tory customers (the poorest 10% of customers pay 90% of over-
draft fees’), concerns that consumers are poorly informed about the
overdrafts, and concerns that some financial institutions manipulate
transaction processing to gener-

ate more overdrafts.
More than 50 million Americans paid overdraft fees in a single
In response to these concerns,

the Federal Reserve Board
(FRB) and National Credit
Union Administration (NCUA)
passed parallel overdraft disclosure and advertising regulations in
2005.® The FRB and NCUA expanded the regulations’ applicability
in early 2009,” and in late 2009, the FRB passed a regulation govern-

12-month period, with 27 million accounts incurring five or

more overdraft fees.

ing banks and credit unions that requires consumers to opt in to
certain overdraft protection services offered in connection with elec-
tronic funds transfers.'” Much further-reaching legislation has been
proposed in both houses of Congress, including a bill sponsored by
Senator Christopher Dodd, the

. chairman of the Senate Banking
The poorest 10% of customers pay 90% of overdraft fees. Committee.

This research brief reviews the
FRB and NCUA regulations and proposed legislation and considers
their likely impact on credit unions. In particular, the analysis in this
research brief utilizes a unique survey of 185 credit unions regard-
ing their overdraft programs. Previous studies of overdraft fees have
focused on commercial banks and thrifts; credit union overdraft fees
have not been examined in this much detail before.

Overdraft Overview

Types of Overdraft Programs

Traditionally, when a consumer wrote a check against a deposit
account that held insufficient funds for the transaction, the bank
would dishonor the check. Both the bank and the presenter might
charge the consumer a “bounce” or nonsufficient funds (NSF) fee.



Some financial institutions, however, would permit overdrafts to
valued customers on a discretionary, ad hoc basis as a courtesy.

From this informal banking practice for checks and similar instru-
ments, a much more complex set of overdraft services has developed.
Today, overdraft services apply not only to checks, but to all draws
on deposit accounts: checks, automated clearinghouse (ACH) items,
debit card transactions, and ATM withdrawals. The expansion of
transaction media also changes the circumstances in which overdraft
services apply. Overdraft protection on a check traditionally did not
kick in until a few days after the check was tendered in payment for
goods or services. The consumer did not face the potential embar-
rassment of a denied transaction at point of sale (POS) and had some
time to address urgent liquidity needs. For debit and ATM transac-
tions, however, overdraft protection has a different impact. The abil-
ity to overdraw provides consumers with access to funds in urgent
situations and helps them avoid the embarrassment and inconve-
nience of transactions denied at POS.

The nature of overdraft services has also expanded. In addition to the
traditional ad hoc overdraft credit, there are now three other types of
overdraft services offered. First are linked-account overdraft pro-
grams. In these programs, if a consumer overdraws his or her check-
ing account, funds from another linked account, such as a savings
account, are used to cover the overdraft. Only if all linked account
funds are exhausted is the overdraft denied.

Second are formal overdraft lines of credit, which merely substi-
tute a line of credit for a linked funded account. When a consumer
overdraws his or her account, the overdraft is automatically covered
by the line of credit, up to the line’s limit. Formal overdraft lines
of credit are subject to the disclosure requirements of the Truth in
Lending Act'' and Regulation Z (Reg Z)."* In many Western coun-
tries, formal overdraft lines are a major source of consumer credit.

Finally, there are automated overdraft programs that allow overdrafts
that fit preset criteria. Automated programs are discretionary exten-
sions of credit, unlike line-of-
credit overdraft programs; the
Overdraft fees now account for almost three-quarters of total criteria for permitting auto-
service charges imposed on deposit accounts. mated overdrafts are under the

financial institution’s control,
rather than part of a credit
agreement. The main benefits of automation are its elimination of
the cost of manual review and its consistency in consumer treatment.
Most overdraft protection services are now discretionary, automated
programs.



With the expansion of overdraft services, overdraft fee income has

increased dramatically, growing to nearly $40B in 2009. Overdraft
fees now account for almost three-quarters of total service charges

imposed on deposit accounts."

Concerns About Overdraft Fees

As overdraft fees have become more frequent, several complaints have
emerged. First is simply that they are overpriced. Overdrafts are typi-
cally very short extensions of credit with flat fees, but if these fees are
annualized into an interest rate, they often result in rates of well over
1,000% APR. The APR depends on the amount of the overdraft and
the length of time it is outstanding, but assuming a $27 fee on a $20
overdraft that is repaid in two weeks, the APR would be a staggering
3,520%. The fee levels on overdraft do not appear to relate to actual
costs or risks to the financial institution. At many institutions, two
$10 overdrafts result in more fees than a single $20 overdraft or even
a single $100 overdraft, although the risk posed to the institution by
the two overdrafts is smaller.

Overdraft fee levels do not appear to be competitively set. Instead,
they appear to reflect the quasi-monopoly pricing power a financial
institution has over its depositors because of the substantial lock-in
effect. The rapid increase in fee levels in recent years, which has
occurred without any apparent impact on banks’ market share, indi-
cates that overdraft protection is

. not a competitive market.
The rapid increase in fee levels in recent years, which has
Second, consumers are often

occurred without any apparent impact on banks’ market share,

indicates that overdraft protection is not a competitive market. unaware of the discretionary

nature of automated overdraft.
Automated overdraft is a “cour-
tesy” extension of credit, not subject to TILA or Reg Z. Consum-
ers are therefore unable to know whether their transactions will be
denied for NSF or honored, but with an overdraft fee. They are also
frequently unaware of whether they can decline automated overdraft
protection.

Third, consumers often lack accurate information about account
balances. Sometimes this is a function of consumers not monitoring
their accounts carefully, but it can also be a function of transaction
processing. For example, many financial institutions will delete a
transaction that has not been posted to the account within three
days, but will honor the transaction when it is eventually posted. The
initial posting, subsequent deletion, and then reposting can mislead a
consumer as to the actual account balance and result in the consumer

accidentally overdrawing.'*



Fourth, inadequate disclosure and deliberate manipulation of trans-
action processing procedures can result in avoidable overdrafts. Con-
sumers lack complete control over the date on which transactions are
processed, and, in some cases, over the order in which transactions
are initially processed. There is significant variation among financial
institutions in the order in which credits and debits are applied to
accounts (sometimes with different methods applied for different
transaction types), and few institutions disclose to consumers the
order in which they process transactions.

Some institutions process transactions in chronological order, while
others use other methods, including accumulating batches of transac-
tions that are then processed according to a particular method, such
as applying debits before credits or applying debits from largest to
smallest. These methods are more likely to result in overdrafts (and
in more overdrafts) than other arrangements, such as processing
transactions from smallest to largest.

These procedures are often defended on the grounds that consumers
would prefer that their big-ticket transactions like mortgage, rent,
and car payments be processed, rather than denied for insufficient
funds. This argument makes little sense when a financial institu-
tion actually honors all the overdrafts; the question in that case is
not whether the transactions will be honored, an issue about which
consumers preferences likely vary, but simply how many separate
overdraft fees will be charged.

Similarly, the posting date of transactions is not always the same as
the transaction date. This can result in consumers miscalculating
their available balance and overdrawing. Likewise, signature debit
card holds, which occur when a merchant authorizes a transaction
before knowing the final transaction amount, can result in overdrafts.
Holds are frequently used by gas stations, restaurants, hotels, and

car rental companies where the card is authorized before the pump
total, tip, or final charges are known. The merchants place a hold on
an amount that frequently exceeds the actual authorized transaction
amount. The hold may take as long as several days to be removed. As
long as it is in place, financial institutions usually treat it as a debit
for the full amount of the hold, resulting in a lower account balance
and making overdrafts more likely, especially as the consumer does
not know the amount or duration of the hold. Thus, a hold can
result in an overdraft even if there are in fact sufficient funds.

Finally, there are concerns about the distribution of the cost of
overdraft fees. Most overdraft fees are incurred by a limited subset
of consumers who repeatedly overdraw. These consumers are gen-
erally the poorest stratum of depositors, and the fees are thus the
most onerous for them. Many of these consumers also use other



short-term, functionally revolving borrowing products, such as pay-
day loans and credit card cash advances. While these other products
have themselves come under significant regulatory scrutiny, they are
often cheaper than overdraft loans.

This brief focuses on the institutional side of overdraft. Yet consumer
responsibility also plays a role in overdrafts. Many overdrafts are
foreseeable and even avoidable, and many depositors manage their
accounts such that they rarely or never pay overdraft or other penalty
fees.

This research brief examines the potential impact of overdraft regula-
tion on credit unions, but it does not take a position regarding the
regulation. Overdraft fees and their regulation comprise an issue
that elicits a range of reactions even within the credit union system.
In comments from credit unions in response to a Filene Research
Institute survey, one respondent noted, “We have never offered a
‘courtesy pay” program because our board believes that when you
find yourself in a hole, it is in your best interest to ‘stop digging’!”
Another stated that the “Fed’s opt-in requirement is reasonable and
most of the [frequent overdrafters] will opt in.” Other comments,
however, noted that “effectively, without this service these members
will be forced to payday lenders,” that “members really appreciate
this product,” and that “we are in business to serve our membership
the best way that we can. We do not need legislation to force us to

do the right things.”

Regulation of Overdraft

Prior to May 2005, the only regulation of overdraft fees was a
requirement that they, like all other account fees, be disclosed in
account opening disclosures."” In 2005, the FRB (for all banks) and
NCUA (for all credit unions'®) passed substantially similar regula-
tions under the Truth in Savings Act to address concerns about the
uniformity and adequacy of information provided to consumers
about overdrafts."” These regulations merely require that institutions
that advertise overdraft programs must specifically disclose the total
overdraft fees charged monthly and annually on periodic account
statements, as well as make certain disclosures in their advertising.
Most overdraft programs, however, are not actively advertised within
the regulatory definition, and in January 2009, the FRB and NCUA
amended the 2005 regulations to apply to all depository institutions,
not just those that actively advertise.'® As a result, information about
overdraft fees is now required to be disclosed in two ways: generi-
cally in account opening disclosures, accompanied by voluminous
other disclosures and typically buried in fine print; and an after-the-
fact detailing in account statements of total fees charged. Both of
these types of disclosure involve constructive notice to the customer.
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However, few consumers read through their account agreements, and
many do not look at their account statements.

Recognizing the limitations of the disclosure requirements pro-
mulgated in 2005 and January 2009, on November 10, 2009, the
FRB enacted an amendment' (the overdraft rule) to Regulation E
(Reg E)?° under the Electronic Fund Transfer Act.* The overdraft
rule applies to all credit unions and banks. The main function of the
overdraft rule is to require that consumers affirmatively opt in to dis-
cretionary overdraft protection for ATM and POS debit card transac-
tions.”? The opt-in requirement prohibits financial institutions from
charging any overdraft fees for discretionarily honoring ATM or POS
debit card transactions if the consumer has not affirmatively opted in
to the protection after notice, including disclosure of the fees.

The required fee disclosure must describe the overdraft service, the
types of transactions for which an overdraft fee may be imposed,”
the fees involved,* and any limits on those fees.”> A consumer’s
consent to the fees does not expire upon opting in,?® but the account
holder has a perpetual right to revoke consent for overdrafts,”” and
consent would have to be obtained again upon any changes to the
disclosed terms. For joint accounts, only one account holder need
opt in.”® The overdraft rule also prohibits the tying of overdraft
protection on ATM and POS debit transactions with protection on
other transactions,” and it prohibits discrimination in account terms
against customers who do not opt in to the protection.*® The over-
draft rule goes into effect for new accounts on July 1, 2010,%' and for
existing accounts as of August 15, 2010.%

The opt-in requirement does not apply to check or ACH?* overdrafts
of any sort,** nor does it apply to line of credit overdraft service,”
linked account overdraft service,*® margin account overdrafts,®” or
decoupled debit cards.”® The reason for the check and ACH exclu-
sions is that the growth in overdraft fees has been fueled by debit and
ATM transactions, many of which involve small-dollar discretionary
purchases rather than major recurring expenses like mortgage, rent,
car loan, credit card, and utility payments. Moreover, when POS
debit or ATM transactions are denied, the consumer learns in real
time and is thus able to avoid bounce fees from merchants. Decou-
pled debit cards are issued by one financial institution and linked
with an account at another institution. Decoupled debit transfers are
processed as ACH transactions and thus fall under the ACH exclu-
sion, while linked account and margin account overdrafts are subject
to other regulatory regimes (TILA/Reg Z and Regulation T/NASD
Rule 2520).

In addition to the overdraft rule, legislation has been proposed in
Congress that would enact farther-reaching regulation of overdrafts.



Senate bill 1799, the Fairness and Accountability in Receiving Over-
draft Coverage Act of 2009 (the “FAIR Overdraft Coverage Act”)
and the nearly identical House bill 3904, the Overdraft Protection
Action of 2009 (together the overdraft bills), would also require
consumer opt-ins for all overdraft coverage, not just debit and ATM
overdrafts.*” These bills would also limit the number of overdraft
fees that could be levied per month and per year, limit fees to a
reasonable and proportional amount, prohibit overdraft fees result-
ing from debit transaction holds if the hold was for more than the
actual transaction amount, require same-day notification of overdraft
fees to consumers, require that transactions be posted to accounts

in a manner that does not incur avoidable overdrafts, and prohibit
NSEF fees for debit and ATM transactions.®” Whether either bill will

become law remains uncertain.

Credit Unions and Overdraft:
A Statistical Picture

Overdraft protection programs have been studied before, but the
most recent study focusing on credit unions is from 2005*' and was
not undertaken with an eye to the impact of the overdraft regula-
tion. To this end, the Filene Research Institute administered to credit
unions an anonymous survey on overdraft practices. One hundred
eighty-five credit unions responded to the survey, although not all
responded to every question. The chief findings are summarized
below, and additional findings are encapsulated in data tables at the
end of the research brief.

Survey Respondents

A wide range of credit unions is represented in the survey. Approxi-
mately half of the respondents are federally chartered.*> Almost all
respondents are federally insured.” Two-thirds of respondent credit
unions have at least $100M in total assets. The median (mean) mem-
bership of respondents is 36,650 (61,273) and ranges from 1,070

t0 492,000. The limited number of credit unions that responded to
the survey, as well as the nature of the survey, counsels caution in
interpreting the results, which are generally not weighted for asset or
membership size.

Moreover, it is important to emphasize that there is significant varia-
tion in overdraft programs among credit unions, particularly in fee
structures and overdraft limits. Credit union business models also
vary. While most credit unions have a deposit-taking model, some
low- to moderate-income credit unions are primarily in the busi-
ness of providing transaction services. Therefore, it is difficult to
project the ultimate impact of regulatory changes on credit unions.
There will undoubtedly be some credit unions that are more severely
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affected than others. Nonetheless, some clear trends emerge from the

survey respondents.

Overdraft Fees and the Credit Union Business Model
Fee income is an important part of the typical credit union business
model. The Credit Union National Association (CUNA) reports that
between 2005 and 2009, fee income averaged around 12%-13% of
credit union gross revenue and vastly exceeded net income (return
on assets).* Survey respondents report a similar role for fee revenue.
Respondents derive a median (mean) 17.2% (18.7%) of gross rev-
enue from fees.

Most credit unions permit some form of overdrafting. The vast
majority (81.5%) have automated overdraft programs in which only
qualified overdrafts are honored,
as determined by standardized

Between 2005 and 2009, fee income averaged around 12% procedures. A similar percentage
to 13% of credit union gross revenue and vastly exceeded net (79.2%) offer linked-account

income (return on assets).

overdraft protection, in which
all overdrafts on the transac-

tion account are covered up to
the amount in linked accounts, or overdraft lines of credit (77.4%),
in which all overdrafts up to the amount of the line are honored. A

small minority (13.1%) give permission to overdraw on an informal,

ad hoc basis.

Overdraft fees are a major component of fee income. The median
(mean) percentage of respondents’ fee income from overdraft is
39.5% (40%). This finding is consistent with a previous finding in
2005 that 40% of credit union fee income comes from overdraft
fees.® This means that overdraft fees account for approximately
6%—7% of credit union gross revenue.

Although overdraft fees are a major component of credit union fee
income, only a small percentage of credit union members overdrew
in 2009. The median (mean) percentage of members overdrawing at
some point in the year is 13.58% (16.87%). Some credit unions are
outliers in this regard, however, and report that between a third and
three-quarters of their members overdrew in 2009. Accordingly, the

Figure 1: Overdraft Programs Offered

Overdraft program type Percentage of responses Number of responses
Automated overdraft 81.5 137
Linked-account overdraft 79.2 133
Overdraft line of credit 774 130
Informal overdraft permission 131 22




Figure 2: Overdraft Fees and Usage (Data Are for 2009)

Standard Number of
Median Mean deviation respondents
Percentage of gross revenue from fees 17.2 18.69 11.84 158
Percentage of fee income from overdraft 39.5 40.48 24.85 157
Percentage of members who overdrew 13.58 16.87 13.45 109
Percentage of members who overdrew multiple times 11 19.13 22.75 93
Mean number of times members overdrew 2.2 4.02 4.42 65
Median number of times members overdrew 0 2.73 4.99 60
Mean number of times overdrafters overdrew 9 16.46 37.77 69
Median number of times overdrafters overdrew 4 11.21 20.05 67
Percentage of members who overdrew exactly 2 times 2 5.1 9.14 74
Percentage of members who overdrew exactly 3 times 1.4 4.09 8.44 73
Percentage of members who overdrew exactly 4 times 1 3.96 9.37 73
Percentage of members who overdrew exactly 5 times 0.8 3.31 7.09 73
Percentage of members who overdrew 6-10 times 2.34 478 7.27 73
Percentage of members who overdrew more than 10 times 3.2 7.09 10.22 73
Overdraft usage fee $25 $25.84 $5.94 159
Amount paid in overdraft fees (average of all members) $60 $89.15 $115.24 90
Amount paid in overdraft fees (average of overdrafters only) $238.25 $263.28 $169.59 67
:;:::It;r:)afn1t:_e1 gf(:\ézr;l::; ;(:)your credit union’s profitability on 8 776 5.28 165

median (mean) of the median number of times members overdrew

was 0 (2.73). When the median (mean) of the mean number of

times members overdrew is examined, it is slightly higher: 2.2 (4.02).

For those credit union members who do overdraft, however, over-

drafts are quite common. Thus, the median (mean) percentage of
members with multiple overdrafts is 11% (19.13%).% The median
(mean) percentage of members who overdrew 2 times is 2% (5.1%),
3 times is 1.4% (4.09%), 4 times is 1% (3.96%), 5 times is 0.8%
(3.31%), 6-10 times is 2.34% (4.78%), and more than 10 times is

3.2% (7.09%).

The median (mean) overdraft fee charged is $25 ($25.84) per
overdraft, although some credit unions charge as high as $35, and a
handful of credit unions have tiered overdraft fee schedules. Almost
all respondents (97.5%) charge their overdraft fee on a per-item,
rather than a per-day, basis. Likewise, almost all respondents (93.1%)
only charge a usage fee for overdrafts, with no additional mainte-
nance or initiation fees.

The median (mean) credit union member paid $60 ($89.15) in
overdraft fees in 2009. Of those who paid fees, however, the median
(mean) is $238.25 ($263.28). Not all credit union members have



checking accounts, however, so these figures are higher if only those
members with checking accounts are considered.

Opverdrafts are spread out evenly among paper checks and ACH

and POS debit transactions, each accounting for roughly a third of
overdrafts, with ATM overdraft
withdrawals being negligible at
The survey indicates that credit unions receive a smaller most institutions. There was,
percentage of their overdrafts from POS debit and ATM trans- however, significant variation
actions (33%) than do banks (41%). among individual institutions;
some had most of their over-

draft from paper checks, while
others were primarily debit overdrafts. Low ATM overdraft numbers
may be a function of many credit unions having few of their own
ATMs. The distribution of
overdrafts by transaction type

Figure 3: Distribution of Overdraft Transactions by Type
may reflect the products and

Transaction Standard Number of services offered by particular
type Median Mean deviation responses L
institutions. It may also reflect
Paper checks 32.45 37.16 19.55 122 . . .
that, at least historically, credit
ACH 25 26.15 14.09 121 . .
- unions processed a dispropor-
POS debit 34 32.25 21.95 121 .
tionately large percentage of
ATM 0 5.02 9.37 118

checks relative to their deposit
base’ and had a higher check
return rate than either savings institutions or commercial banks.*
Caution should be used, however, in extrapolating current figures
from these historical numbers, as debit card and ACH transactions
have increasingly replaced consumer check usage. Nonetheless, the
survey indicates that credit unions receive a smaller percentage of

their overdrafts from POS debit and ATM transactions (33%) than
do banks (41%).%

Of the respondents who offer automated overdraft programs (80%),
most have it as a default account feature. While most respondents
inform members of the service, nearly a fifth (18.3%) do not inform
their members. Only 14.8% require their members to opt in to

the protection. For those who require members to opt out, around

Figure 4: Automated Overdraft Program Features

Percentage of respondents Number of respondents
answering in the affirmative (total responses = 142)
Members informed of automated overdraft 81.7 116
Opt-in required 14.8 21
Opt-out permitted 86.6 123
Members notified of opt-out possibility on account opening 64.1 91
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two-thirds (64.1%) inform members of the opt-out possibility when
the account is opened.

Half of respondents process transactions chronologically, in order

of presentation; 28.9% process them by size from smallest to larg-
est; and 16.3% process them by size from largest to smallest. This
contrasts with banks, where 7.6% process chronologically, 47.2%
process from smallest to largest, 24.7% process from largest to small-
est, and 18.2% process by check number.”’

Relatively few respondents (18.3%) outsource their overdraft pro-
gram. In a previous study of credit union overdraft programs, 44%
of respondents outsourced their program.’' The discrepancy might
reflect the self-selection of respondents; credit unions that outsource
their overdraft program are less likely to be familiar with the details
of their overdraft operations. Both surveys, however, show that credit
unions are less likely than banks (54%) to outsource their overdraft
programs.>*

Overdraft Alternative Products and Credit Unions
Overdraft arguably competes with a number of other financial prod-
ucts, including credit cards (particularly credit card cash advances)
and payday loans. All of these products provide consumers with
small, short-term loans. Some credit unions offer their members
credit cards and/or payday loan products. Overdraft fees are much
more central to the credit union business model than either credit
cards or payday loans.

Figure 5: Credit Card Penetration of Credit Cards

Members by Credir Union Size, Q1 2009

Nationally, about half of credit unions (51%) offer

18%

16%

14%

12%

10%

8%

6%

4%

2%

0%

credit cards.”® The number is somewhat higher for
respondent institutions, nearly 80% of which offer
credit cards. Product penetration among members is
quite low for respondents: only 13.6% of members
carry a card from their credit union. Nationally, the
average penetration rate is similar: 14.3%* (see Fig-

ure 5). Nationally, card receivables are 5.8% of credit
union loan portfolios™ (see Figure 6). For respondent
institutions offering credit cards, cards represent
around 8% of credit union gross revenue, indicat-
ing that on average credit cards represent only about
6.4% of gross revenue for respondents.

| While credit cards in general are a substitute prod-

$5M-520M  $20M-$100M  >§toom  uct for overdraft, credit card overlimit fees and

<$5M

Asset size

cash advances are a particularly close substitute for
debit and ATM overdrafts. Only a small fraction of

Source: CUNA, U.S. Credit Union Profile, May 28, 2009.
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Figure 6: Credit Card Percentage of Loan
Portfolio by Credit Union Size, March 2009
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Source: CUNA, U.S. Credit Union Profile, May 28, 2009.

Figure 7: Credit Union Mean Credit Card

Revenue by Source

Interest revenue
67.4%

Interchange fees M Annual fees M Late fees
Overlimit fees M Other Cash advance interest
M Purchase interest Default/penalty interest

credit union credit card revenue comes from overlimit fees or cash

advances, however. As Figure 7 shows, overlimit fees account for just

over 1% of card revenue, while interest on cash advances accounts

for 10% of card revenue. Together, they represent only about 0.7%

of respondents’ gross revenue from all sources.

Payday Loans

A similar picture appears for payday loans. Payday loans are short-

term, unsecured extensions of credit, made on the strength of proof

of employment (and often with the borrower providing the lender

a direct debit authorization or a backdated check for the amount of

the loan, interest, and fees). Payday loans generally feature effective

APRs of several hundred percent, and many borrowers roll over the

short-term loans (for a fee).’® Typically, payday lending is a storefront

bl bl .
(or, increasingly, online) operation

Several states ban or effectively prohibit traditional payday lending,

and federal law caps the APR on payday loans to military person-

nel at 36%.”” Traditional payday lending is generally not feasible for

federal credit unions because of the statutory interest rate cap of 18%

effective APR.>® State credit unions, however, are sometimes able to

offer traditional triple-digit APR payday loans.” Credit union service

organizations (CUSOs), which are not subject to the interest cap,

also sometimes make traditional payday loans, but these are not a
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On a scale of 1-10, respondents rate overdraft fee income 7.76

preapproved CUSO activity,*’ so a federal credit union would have
to divest from a CUSO that does payday lending.®!

Given the regulatory framework, it is not surprising that only 16%
of respondents offer a payday loan product. For those respondents
offering payday loan products, most do not bear the characteristics
of traditional payday loans. The median (mean) effective APR on the
products is 18% (40.36%). Use is also quite low. The median (mean)
percentage of members using the credit union’s products is 0.5%
(1.13%). The median (mean) percentage of users who roll over is 0%
(21.66%), with several credit unions noting that they do not permit
rollovers. Not surprisingly, even for these credit unions, payday lend-
ing is a miniscule part of their gross revenue, with a median (mean)
of 0% (0.5%). For most credit unions, payday lending is a very
minor line of business, and credit union payday lending, especially
by federal credit unions, is often
quite different from traditional
payday lending,.

and credit card income 6.48 in importance for their credit

union’s profitability.

The relative importance of
overdraft to other products is
reflected in survey responses.
Survey respondents were asked how important they consider over-
draft fee income to their credit union’s profitability. Responses
were on a scale of 1-10, 10 being the highest. The median (mean)
response was an 8 (7.76). This contrasts with a median (mean) of 7
(6.48) for credit card income.

Implications of Overdraft Regulation
for Credit Unions

The overdraft rule and the overdraft bills would have very differ-
ent impacts on credit unions. The overdraft rule’s main operational
requirement is consumer opt-in for POS debit and ATM overdraft
fees. When compared to the overdraft bills, the most notable thing
about the overdraft rule is not what it requires, but what it does not.
The overdraft rule does not apply to check and ACH overdrafts. It
does not restrict overdraft fees, either in quantity or amount, once
there is an opt-in. It does not require financial institutions to disclose
the order in which they post transactions or to provide timely notice
of fees. It does not require financial institutions to post transactions
in a particular order. And it does not address debit transaction holds
or NSF fees. As discussed below, the different scope of the overdraft
rule and the overdraft bills imply very different impacts on credit

unions.
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Impact of the Overdraft Rule

The impact of the overdraft rule’s opt-in requirement on credit
unions will largely depend on the opt-in rate that credit unions
achieve, and, in particular, the opt-in rate for the subset of members
who generate most overdrafts. It is possible, however, to get a sense
of the outer boundary of the rule’s potential impact.

As Figure 8 shows, credit unions have become increasingly depen-
dent on fee income. The percentage of credit union return on assets
(ROA) that is from fees (as distinct from net interest margin and
other revenue) has grown steadily since 1989.

From the survey data, overdraft income represents, on average,
around 40% of credit union fee revenue. Approximately a third
of this revenue is from POS

debit/ATM overdrafts. And

The overdraft rule may reduce fee income by as much as 11%. approximately 85% of credit
unions do not currently require

members to opt in to overdraft
protection. Accordingly, assuming, in a worst-case scenario, that no
members who do not currently opt in would opt in, we can posit a
reduction in fee income by 11%.%

Figure 9 shows how an 11% reduction in fee income would affect
credit unions’ ROA. From 2004-2009Q)2, the loss of all overdraft
revenue from debit and ATM transactions would have had an
impact of around 9 basis points (bps) on credit union ROA. What
this means is that in the worst-case scenario, loss of debit and ATM
overdraft fees would reduce credit union profitability but not destroy

Figure 8: Percentage of Credit Union ROA from Fees
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Sources: CUNA, Credit Union Report, Mid-Year 2009; Filene Overdraft Survey Questions 1, 2, and 5; author’s calculations.
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Figure 9: Impact of Loss of Debit/ATM Overdraft Fees on
Credit Union ROA, 2004-2009Q2
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Sources: CUNA, Credit Union Report, Mid-Year 2009; Filene Overdraft Survey Questions 1, 2, and 5; author’s calculations.

Figure 10: Impact of Loss of Debit/ATM Overdraft Fees
on Credit Union ROA by Credit Union Asset Size Group,
QI-Q3 2009
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the business model. To be sure,

some credit unions are much more
dependent on debit/ATM overdraft
fees, and some credit unions are only
marginally profitable. Institutions

of either type would be less able

to sustain such a reduction in fee
income, and some would either have
to restructure their business model
or would eventually fail.

The reduction in overdraft fee
income is likely to affect smaller
credit unions more severely than
larger ones. Neither the share of
revenue from fees nor the share of
fee revenue from overdraft correlates
with credit unions’ size. Similarly,
the mix of overdraft transaction
types does not correlate with credit
union size, dependence on fee
revenue, or share of fee revenue
from overdrafts. Nonetheless, small
credit unions are generally more
vulnerable to reductions in over-
draft income because they tend to
operate with smaller profit mar-
gins. As Figure 10 shows, for 2009
(thru Q3), the impact ranged from
around 10 bps for the smallest credit
unions to around 20 bps for the
largest. Smaller credit unions have
lower average ROAs, however, so
even though the impact in absolute
terms might be less, the impact in
relative terms is larger. Indeed, for
all but the largest credit unions
(>$100M in assets), ROA in 2009
thru Q3 would have been nega-
tive if it weren’t for debit and ATM
overdraft fees.

It is important to emphasize that
these impact estimates are the outer
boundary of the overdraft rule’s
effect. It is unlikely that there will
be no opt-ins; some credit unions



anticipate that their repeat overdrafters, in particular, will opt in
because these members perceive overdraft as a valuable product

and a good alternative to payday loans or credit card cash advances.
Whether this is actually economically the case is beside the point; if
consumers value overdraft, they are likely to opt in, and the critical
opt-ins are those repeat overdrafters.

Although the main factor affecting the impact of the overdraft rule
on credit unions will be the opt-in rate, particularly the opt-in rate
for repeat overdrafters, the

overdraft rule will also impose

Some credit unions anticipate that their repeat overdrafters, in some regulatory costs on credit

particular, will opt in because these members perceive overdraft unions; specifically, the solicita-

as a valuable product and a good alternative to payday loans or tion of opt-ins will entail costs.

credit card cash advances.

Moreover, it is not clear whether
resolicitation of opt-ins is
necessary following changes in
overdraft programs. If so, the regulatory costs of the overdraft rule
will be higher. Presumably, upon any material changes in the terms
disclosed to solicit the original opt-ins, some sort of notice, and
possibly a resolicitation of opt-ins, will be necessary. That said, the
overdraft rule is silent on this point. It also seems to permit broadly
crafted disclosures, such as “fees up to” rather than a precise state-
ment of fees, or even the “any time/any reason” term change provi-
sions that have met with disfavor in credit card programs. Broader
disclosures could help credit unions avoid resolicitation costs upon
future changes to overdraft programs, but they could be viewed in
askance by regulators and could limit opt-in rates. Finding a balance
will be a challenge for credit unions, and regulatory guidance might
best be sought on disclosures and resolicitations.

Impact of the Overdraft Bills

While the FRB’s overdraft rule is likely to have a slight impacct,

the proposed overdraft bills could have a much more pronounced
impact. First, the overdraft bills would, in their current form, affect
all forms of overdraft. Second, they would restrict the level and
frequency of overdraft fees by requiring that fees be reasonable,

by capping the number of fees in a period, and by requiring that
transactions be posted in a way that minimizes fees. The goal of the
legislation is to reduce the amount that consumers pay in overdraft
fees, rather than to merely ensure greater consumer understanding of
overdraft programs and clearer consent to the fees.

While the overdraft bills would not eliminate all overdraft fee rev-
enue, they would likely have a significant impact. Without knowing
how the reasonableness of fees would be determined, it is impos-
sible to predict the maximum impact of the bills, but a significant
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reduction in overdraft income would threaten the profitability of

many financial institutions. A recent study by the Moebs Research
Service found that 44.5% of all banks and credit unions have over-
draft income greater than net
income.® While it seems that

A recent study found that 44.5% of all banks and credit unions banks, particularly large banks,
have overdraft income greater than net income. might be more dependent on

overdraft revenue than credit
unions,® for at least some credit
unions, reduced overdraft revenue would likely wipe out their mar-

gin of profitability.

Whether or not the overdraft bills become law, credit unions will
have to grapple with the overdraft rule. The impact of the overdraft
rule itself is likely to be fairly minimal, but it is not the only change
in the regulatory and business environment. There are signs of a
potential “perfect storm” threatening the credit union system. Credit
unions’ net interest margin on loans has been under pressure given
elevated default rates. Credit card issuance and interchange revenue
is under regulatory pressure. And natural person credit unions are
still adjusting to stabilization expenses in the wake of corporate credit
union failures. Combined with these other changes, credit unions
may be less well equipped to weather even small reductions in over-
draft fee revenue.

Potential Responses to the Overdraft Rule

The ultimate impact of the overdraft rule (and any future legisla-
tion) on credit union overdraft fee revenue is unclear. The overdraft
rule will undoubtedly add some transaction costs, but the ultimate
impact depends on the opt-in rate, and especially the opt-in rate for
repeat overdrafters. There are presently no indications as to what that
rate will be. The Credit C.A.R.D. Act requires that consumers opt

in if they are to be charged a

fee for an overlimit credit card

Consumers could be encouraged to opt in to overdraft protec- transaction.®” The opt-in rate

tion if they were presented with an alternative of similar NSF for the credit card overlimit

fees for denied transactions.

opt-in provision, which went
into effect in February 2010,
will provide some advanced
indication about overdraft fee opt-in rates, but some credit card issu-
ers have already dropped overlimit fees rather than deal with opt-in

solicitations.®

Credit unions will, however, be able to control the form and man-
ner in which opt-ins are solicited. This means credit unions will
have the opportunity to encourage members to opt in. In particular,
the overdraft rule applies only to the payment of overdrafts; it does
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not address fees for denial of transactions due to insufficient funds.
Thus, consumers could be encouraged to opt in to overdraft protec-
tion if they were presented with an alternative of similar NSF fees for
denied transactions.

Credit unions will also continue to control the order in which they
process transactions. Because the overdraft rule applies only to POS
debit and ATM overdrafts, if a credit union posted those transactions
first, and then checks and ACH transactions, it would be the checks
and ACH transactions, rather than the POS debit and ATM transac-
tions, that caused the overdrafts. Therefore, even if the member had
not opted in to overdraft protection on debit and ATM transactions,
the credit union could still charge overdraft fees. Such a practice
might not be well received by credit union members, but it illustrates
that there are transactional responses to the regulatory change that
can help offset income reductions, although they may come at the
cost of member satisfaction.

Signature debit card transaction holds present a particularly thorny
problem for credit unions. If members do not opt in to overdraft
protection, then every time a credit union preauthorizes a signature
debit card transaction, it risks extending overdraft protection without
compensation. This presents both a kiting risk and a cost of funds
problem. One solution to this problem is to shift card issuance to
PIN debit when possible. Interchange revenue from PIN debit is
often lower than on signature debit, however, and there are many
locations in which PIN debit is not accepted, including many of the
main types of merchants that generate debit holds: restaurants, gas
stations, hotels, and car rental companies. Another possible solution
is to work with the debit card processing networks (MasterCard and
Visa) to either reduce clearing time so that exposure on holds is lim-
ited, or to get higher interchange income on transactions that involve
holds (basically a hold fee on the merchant).

A third possibility is to charge members a debit card hold fee, regard-
less of whether there is an overdraft. Such fees could be waived or
reimbursed on conditions that do not match with an overdraft per
se, but still largely compensate the credit union for the cost and risk
involved with overdraft extensions. For example, hold fees could

be waived provided that members maintain certain average daily
balances, overdraft no more than a limited number of times in a
month, or do not exceed a certain average daily overdraft amount
in a month. There is regulatory risk with attempts to craft offsetting
fees, and credit unions would be well advised to seek opinion letter
guidance before pursuing such a route.

If overdraft income is reduced in any substantial fashion, there are
several possible responses for credit unions.” First, credit unions
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could reconsider their fee structures for other services, particularly
free transaction accounts. Overdraft fees offset the cost of offering
free transaction accounts, so charging account fees could compensate
for reduced overdraft revenue. Alternatively, credit unions could offer
free checking, but only when it
is bundled with another prod-
One possibility is to adopt the Ryan Air business model and uct. In such a case, the check-
have only the most basic service level be free, with a la carte ing account would not be truly
pricing for any additional services or product features. “free,” but if members perceived
the bundled product as valu-

able, they might gladly accept
the package. A third possibility is to adopt the Ryan Air (a bargain
European airline) business model and have only the most basic ser-
vice level be free, with a la carte pricing for any additional services or
product features. And finally, credit unions could simply attempt to
live with diminished profit margins.

Credit unions would be ill advised to pursue strategies that elimi-
nate free transaction accounts or attempt to bundle other products
with transaction accounts. The strength of credit unions lies in their
difference from commercial banks and thrifts. While credit unions
need to offer the same general types of consumer financial services to
be competitive, they do not need to offer them in the same man-
ner. Quality member service is one of the premium features of credit
unions, and it is inconsistent with business models in which mem-
bers feel they are being nickel-and-dimed.

No credit union wishes to see its ROA diminish, but credit unions’
mutual nature provides them with flexibilicy—which other financial
institutions do not have—in dealing with diminished revenue. Being
mutual institutions imposes a disadvantage on credit unions in terms
of capital formation, but it is also a benefit, as credit union manage-
ment is not under pressure to achieve quarterly earnings targets. As
mutual institutions, so long as credit unions maintain a sufficiently
positive ROA to supply their own capital needs from retained earn-
ings, their precise ROA is immaterial; any ROA above that which is
retained is simply returned to members as dividends. Rather than

be charged higher rates and fees up front and receive a larger offset-
ting dividend, most customers would likely prefer to have lower rates
and fees.

This suggests that credit unions should attempt to maintain
customer-friendly features like free checking and attempt to survive
with diminished ROA. Ultimately, this might be the competitively
wise move as well. Credit unions have long been leaders in offering
free checking,* and if commercial banks and thrifts eliminated free
checking, the continuation of free checking at credit unions would
add greatly to their attractiveness to consumers.
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Credit unions might also do well to view repeat overdrafting mem-
bers as potential long-term clients rather than as an immediate
source of fee income. Members who repeatedly overdraw present an
outreach opportunity for credit unions: these members may be in
financial distress and could benefit from affordable short-term credit
and financial counseling. Offer-
ing assistance to these members

Credit unions have long been leaders in offering free checking, can be done profitably and

and if commercial banks and thrifts eliminated free checking, presents a method of building

the continuation of free checking at credit unions would add

member loyalty.
greatly to their attractiveness to consumers.

The North Carolina State
Employees’ Credit Union’s
(NCSECU) Salary Advance Loan (SAL) program presents an exam-
ple. NCSECU’s SAL is payday loan, but it is made at a 12% interest
rate, a fraction of regular payday lenders’ rates. Five percent of every
SAL is placed in a restricted access savings account, which is often
the first savings account members have had. NCSECU also makes
financial counseling available to the members for free. The default
rate on the program has been minimal,*” and it has been NCSECU’s
most profitable loan product.”® A SAL saves NCSECU members
approximately $70 compared to a typical payday loan,”" and the
program appears to have generated significant member loyalty.”* By
providing affordable credit and financial counseling to members with
frequent short-term credit needs, credit unions can profitably build
member loyalty.

A reduction in overdraft revenue will present challenges for all
financial institutions. Credit unions’ greater ability to retain popular
customer services like free checking in the face of diminished ROA
could help credit unions grow their membership base. From a market
share perspective, credit unions might find a silver lining to overdraft
regulation.
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Additional Data

Figure 11: Respondent Descriptive Information

Federally chartered 50.6 83
State chartered 49.4 81
Federally insured 95.7 157
Not federally insured 43 7
Total assets <$5M 2.4 4
Total assets $5M-$20M 11.4 19
Total assets $20M-$100M 18.7 31
Total assets >$100M 67.5 112
Median Mean Standard deviation Number of responses
Credit union membership size 36,650 61,273.69 78,147.46 164

Figure 12: Use of Third-Party Vendor for Overdraft Program

Third-party vendor used? Percentage of responses Number of responses
Yes 18.3 30
No 81.7 134

Figure 13: Transaction Processing Order

Transaction processing order Percentage of responses Number of responses
Chronologically, by order of presentation 50.0 83
By size, smallest to largest 28.9 48
By size, largest to smallest 16.3 27
By check number 4.2 7
Other 0.6 1

Figure 14: Application of Overdraft Fees

Percentage of responses Number of responses
Overdraft fee charged on a per-item basis 97.5 157
Overdraft fee charged on a per-day basis 2.5 4

Figure 15: Types of Overdraft Fees

Overdraft fees other than usage

(e.g., maintenance, initiation)? Percentage of responses Number of responses
Yes 6.9 11
No 93.1 148

21



Figure 16: Credit Union Credit Card Programs

Credit card offered by credit union?

Percentage of responses

Number of responses

Yes 79.4 131
| No \ 206 34
Figure 17: Credit Union Credit Card Program Details
Standard Number of
Median Mean deviation responses
Percentage of members with a credit card from your credit union 13.6 13.47 7.09 99
Percentage of gross revenue from credit cards 7.52 8.77 7.20 118
Percentage of card revenue from interest 69.3 67.39 14.51 94
Percentage of card revenue from interchange 24.88 26.55 12.35 94
Percentage of card revenue from annual fees 0 0.37 2.00 76
Percentage of card revenue from late fees 3.67 414 3.17 82
Percentage of card revenue from overlimit fees 0.5 1.35 2.63 74
Percentage of card revenue from other sources 0 1.46 5.78 72
Percentage of interest income from cash advance APR 8 15.63 22.8 47
Percentage of interest income from purchase APR 95 87.25 21.99 64
Percentage of interest income from default/penalty APR 0 1.79 59 4
Importance of credit card income to your credit union’s
profitability on scale of 1-10 (10=highest) ! 6.48 213 140
Figure 18: Credit Union Offering of Payday Loan Products
Payday loan product offered? Percentage of responses Number of responses
Yes 16 25
No 84 130
Figure 19: Features of Payday Lending at Credit Unions
Standard Number of
Median Mean deviation respondents
Percentage of gross revenue from payday loans 0.075 0.50 0.83 18
Average effective APR on payday loan product 18 40.36 87.23 20
Percentage of members using credit union payday loan product 0.5 1.13 1.94 19
Percentage of members who roll over credit union payday loan 0 21 66 37.86 1

product (often not permitted)
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