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IN THE NEWS

Colorado Among States to Sue
over True Lender Rule

AGs say rule violates administrative law and enables predatory
lending, banking regulator says rule offers clarity for “innovative”
lending partnerships

Fintech companles and other poo-
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Colorado joined a half dozen other

states and the District of Columbia in
suleg the Office of the Comperoller of
the Currency earlier this month over
a new rule they say undermines state
usury laws,

New York, Californla, Colorado,
Massachusetts, Minnesota, New Jer-
sey, Noeth Carolina and the District
of Columbéa filed the lawsuit Jan, 5 in
a New York federal court. The states
allege the OCC violated the Adminas-
trative Procedure Act when it adopted
its True Lender Rule, which took ef-
fect in December.

The True Lender Rule determires
whao Is the “true Jender” when a loan s
made theough a partnesship between o
national bank and a third party. Under
the rule, the bank Is the true lender If,
as of the ongination date, it is either
named as the lender in the loan agree-
mert or funds the kan, If one bank is
named as the lender in the loan agree-
ment and another bank funds the loan,
the bank named an the agreement: is the
true lender,

The distinction matters bocause It
determines the interest rate that can be
charged. Under the Natlonal Bank Act
of 1864, mational tanks may charge the
maximum Interest rate allowed in the
bank’s home state, allowing them to
preempt the usury laws of other states,
including those wihere the borrower re-
sides. But the NBA doesn’t apply to non-
bank entities, which are subject to state
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rational banks to offer loans, sometimes
ot triple-digit interest rates, Under so-
called “rent-a-bank™ schemes, the non-
bamik entity may market, underwrite and
fund the loans while the national bank
i listed as the originator on loan docu-
ments. Crities of the amangements say
they allow non-bank lenders to evade
state wsury laws by “exparting” the In-
terest rates of the tank’s home state
to corsumers In other states. National
bamiks basad in Utah bave been popular
partners in these schemes as the state
bss no Timit o interest rates,

When these have boen
targets of lewsuity, courts beve had to
scrutinlze the substance, rather than the
form, of the lending relatsonship to deter-
mine who Is the true leedes. According to
the OCC, lesving the “true lender” ques-
tion up 1o the courts has led to "divergent
standards” and

In a high-peofile 2015 case, Madden
v. Midland Funding, the US. 2nd Clreuit
Conart of Appeals ruled that a national
bark's preempticn authocity doesn't
extend to the mon-bank purchaser of
the loars, creating uncertainty about
whether non-bank entities can charge
the same rates as their national bank

partners.
The OCC issued the final Troe
Lender Rule Jast fall to clear up this

uncertainty, which the banking regu-
lator sy can bave a chilling effect on
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financial sector inmovation and restrict
access to crodit. “The OCC believes
that this rule provides a simple, bright-
line test to determine when 2 hank has
made a loan and, therefore, is the true
lemder in a lending relaticeship,” the
agency stated when ssuing the rule,
“The only required factual analysis
is whether the bank is mamed as the
lemder or funds the loan.”

However, the states allege the True
Lender rule “constitutes an weecasan
able imterpretation of federal kw® by,
among other things, radically deviating
from the true lender analysis used by
courts for centuries and allowing non-
tanks to “enjoy the benefits of NBA pre-
empticn without submitting to any type
of oversight.* The states also claim the
OCC falked to comply with provisions
of the Dodd-Frank Act and reversed its
prior policy wthout justification when
tssuing the True Lender Rule.

“The True Lender Rule & contrary to
Jargstanding palicy of the OCC, which
has stromgly condemmed remt-a-tank
schemes in which a National Bank mere-
Iy acts as & conduit for loans that are il-
legal under states” usary laws,” the cam-
phaint states,

The states further allege the True
Lender Rule harms their quasi-sover-
elgn Interests in promoting a falr lend-
ing marketplace and their fscal interests
as the state willl have to assist consumers
who "fall into a cycle of debt and are un-
ahle to provide for their basic needs.”

“Perbaps as objectionable as the
substance of the True Lender Rule are
the drcumstances under which # was
Issoed,” the states say, noting the rule
was finalized less than two months after
the 0CC received 4,000 comments an (ts
initial proposal. The fimal rule was also
issued just one week before a presiden:
tia] edection thart, the states syy, “had the
potential to ~ and ultimately did — ush-
er in 3 new administration with poten-
tlally different policies regarding peeda-
tory ending *

The attormeys general have asked
the court to dedlare that the 0CC vio-
lated the APA and to set aside the True
Lender Rule,

Banking and financial services in-
dustry groups had generally welcomed
the OCC's sttempt to clear up amnbiguity
and unpeedictability with the new rale.

“The banking industry greatly pre-
fers clarity and certalnty so that they
can know what they can and can't do,*
sald Samah Auwchterlonle, sharehold-
er ot Browrstein Hyatt Farber Scheeck,

No matter one's views on high-imterest
loars, she added, “It's almost always a
good thing for the regulator 1o be spe-
cific about what they expect In any given
sibsation.”

“I think thar it would be undortunate
if this case were 10 make a decision on
the True Lender Rule that was based en-
tirely on dislike for bigh-interest, shoet-
term loans because the True Lender Rule
actually affects so much more of our
cconomy than |ust small-dollar lend-
ing,” Auchterlonie said,

Auchterlonie sald there are masy
types of Joans where, if you don't take
the document at face value about who
the Jender is and instend have to “peel
back the cedon every single time there's
maore than ooe party swvohed on the
back end of the Joan,” It can create con-
fusion about who a consumer owes dete
to ar where to direct complaints about
the koan.

Holland & Hart partoer Timothy
Crisp sald that o upheld, the True Lend-
er Rude will "bring o kot of comfort to
national banks.” But there are a kot of
warys the challenge to the nae could plary
out. President Joe Biden has nominated
Michael Barr to lead the OCC as Comp-
troller of the Qurrency and, Crisp said,
there's nothing to stop him from repeal-
Ing or changing the True Lender Rule.

“There's mot @y question in sy
mind that the states filod the lawsut
[in the Southern District of New York|
and with New York as the kead plaintif
for strategic ressors,* Crisp said, adding
that the 2nd Qrcult has previcusly been
symguthetic to the arguments offered
by the states, Including In the Madden
case, If the rule stays in place under the
new administration and kwsults over
the rule proliferate, Crisp said, the case
could make it to the US. Supeemse Court,
where the conservistive majority might
be inclined to uphold the rale.

Partnerships  between  national
hanks and fintech or consumer Snance
companies are relatively new, Crisp
sadd, and banks have ondy recently been
willing to participate. "If they start los-
Ing In court, they're going to get very,
very amaous about continuing to en-
gage In this and In thelr willingness
to work with these fintech and Snance

partners,” he said.

“So 1 think that there’s real
money at stake,” Crisp added. "And
there’s real public pelicy Issues at
stake for the states as well as the
federal government.” «
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