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Prepaid Cards: Promise and Pitfalls for Consumers

Advertisers market general purpose reloadable (GPR) prepaid cards as providing
low-income consumers with a convenient and cost-effective alternative to using
basic checking accounts. However, consumer advocates note that these cards
can be expensive for consumers to use and lack key consumer protections
typically associated with mainstream financial products. This paper explores the
potential benefits and drawbacks of using GPR cards and offers key design
principles to protect consumers who use these types of cards.

Introduction

Prepaid cards are credit card—sized
pieces of plastic that provide access to a
preloaded amount of money. Unlike
traditional credit or debit cards that
derive their value from a line of credit or
an existing bank account, the value of a
prepaid card comes from money given to
the card’s issuer prior to its use.

The use of prepaid cards, also known as
general purpose reloadable (GPR) cards,
has steadily increased in the past decade.
A 2010 Federal Reserve study found that
17 percent of consumers surveyed
reported using a prepaid card to make
payments.® According to industry
sources, there were five billion prepaid
card transactions in the United States in
2008, up from 2.5 billion transactions in
2003.% In 2008, $60.42 billion was
loaded on GPR cards, up 54.3 percent
from $39.16 billion in 2007."

GPR cards mimic many features of a
traditional checking account. As such,
these cards appeal to low-income
unbanked people who use the cards in
lieu of a bank account. GPR cards have
the following key features:

:

Open loop: GPR cards are widely
accepted and cardholders can use
their cards in the same manner as
traditional credit and debit card
products.” This includes being able
to purchase goods and services at
retail stores, make online purchases,
and use automated teller machines
(ATMs) to withdraw cash.

Network branded: Cards are
branded with a network logo
(American Express, Visa,
MasterCard, or Discover Card) and
can be used anywhere that accepts
these brands.

Reloadable: The GPR card value
can be increased by depositing
additional funds to the card at retail
stores and banks, or through direct
deposit of payroll funds or
government benefit transfer
payments.

Accesses an aggregate account:
While traditional credit and debit
cards link directly to a line of credit
or bank account held in the
cardholder’s name, GPR cards
instead provide access to funds
stored in an aggregate account.
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Even though banks issue the actual GPR
cards, third party nonfinancial entltles
generally distribute and market them.®
Because GPR card users typically can
only draw on funds they have previously
deposited, there is little risk of financial
loss to the issuer or bank sponsoring the
card.”

Who Uses GPR Cards?

GPR cards often appeal to the
unbanked—those who are unable or
unwilling to use more traditional
banking products and low-income
banked consumers.® An AARP analysis
of unbanked and underbanked
individuals estimates that 25.3 million
Americans age 18 and older are
unbanked, with approximately

5.4 million of these individuals being
age 45 and older.” Other sources suggest
that up to 45 million individuals rely on
check- cashing services, money-wire
services, and payday loan providers for
their banking needs. '’

In most cases, GPR card providers
market their cards as offering the
convenience of a debit or credit card
without having to open a bank account or
line of credit. Companies often market
these cards as being cheaper than a bank
account, as well as being cheaper for the
unbanked than usmg check cashers and
money orders.'" GPR cards are widely
available for purchase at many tax
preparers, ' retailers, check cashiers,
money transmitters, and payday

lenders. "

The increasing number of fees on bank
accounts—and the amounts charged—
are likely to add to the number of
consumers using GPR cards as
consumers seek to save money.'*
Industry experts anticipate that banks
will eliminate many of the basic free
checkmg account products that appeal to
low-income consumers.'” Instead, banks
will likely start adding new fees to basic

checking accounts, such as monthly
maintenance fees or minimum balance
fees, potentially driving more low-
income consumers out of mainstream
banking services. '®

Employers looking for ways to cut
operating costs are moving away from
the use of paper paychecks and requiring
employees to use direct deposit. For this
reason, many employers now issue GPR
cards to employees without bank
accounts, directly depositing the
paycheck onto the GPR card.'’

Typical GPR
Prepaid Card Users
=  Unbanked individuals
=  [ower-income banked individuals
= Employers (to distribute payroll)

* Government agencies (to
distribute benefits)

= Banked individuals as a money-
management tool

In 2008, $17.22 billion was loaded onto
payroll cards up 26 percent from
$13.64 billion in 2007." ® Industry
sources estimate that the number of
payroll cards in circulation will reach
17.5 million in 2010, compared w1th the
2.2 million in 01rcu1at10n in 2004." Tt is
likely that payroll card usage will
continue to increase, owing to their cost-
saving advantages for businesses.

GPR cards are also becoming
increasingly popular as a way for
government agencies at all levels to
distribute a variety of benefits to those
who do not have bank accounts.*' For
example, the U.S. Department of the
Treasury is proposing that individuals
receiving Social Security, Supplemental
Security Income, Veterans, Railroad
Retirement, and Office of Personnel
Management benefits will be required to
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use direct deposit.? If the benefit
recipient does not have a bank account,
the Treasury will issue the recipient a
GPR card to provide access to funds
transferred by direct deposit.

As was the case with payroll cards,
switching to the use of direct deposit
instead of issuing paper checks can save
government agencies substantial
amounts of money. For example, the
state of Florida expects to save about
$317,000 a year by switching to a
prepaid card system to deliver
unemployment benefits.” The U.S.
Department of the Treasury similarly
expects to save $400 million dollars in
the first five years of requiring direct
deposit.*

Consumers who purchase GPR cards at
retail locations have a choice about
which card they purchase, but those who
receive a GPR card from their employer
or a government agency do not have this
choice. It is, therefore, up to the
employer or government agency
distributing GPR cards to negotiate the
terms and conditions on behalf of the
recipient.

Finally, GPR cards are starting to gain
acceptance as a money management tool
for some moderate-income banked
individuals.” Prepaid cards are an
alternative to high-interest-rate credit
cards and bank fees paid for overdrafts
on traditional checking accounts. Since
spending is capped by the amount of
money previously loaded onto the GPR
card, consumers can avoid overspending
their checking account or running up
high-interest credit card debt.

What Are the Potential Benefits
for Cardholders?

GPR cards may provide a number of
benefits to cardholders.

GPR Cards Can Be Cost-Effective for
Unbanked and Low-Income Consumers

GPR cards may be cost-effective for
unbanked consumers. For example,
unbanked consumers can save money
compared with the cost of using check-
cashing services, which typically assess
a fee of 3 percent of the check value.?®
Unbanked consumers can also save
money by not having to purchase money
orders or cashier’s checks to pay bills.

GPR cards can also be cost-effective for
some low-income banked consumers
who hold basic checking accounts. If
banks begin to add monthly maintenance
fees or require a minimum balance to
maintain basic checking accounts, low-
income consumers may be able to save
money by switching to a GPR card.”’

A study by the Federal Deposit
Insurance Corporation (FDIC) found that
recurrent account overdrafts were more
common among banked low-income
consumers than among higher income
banked consumers.?® According to the
FDIC study, most consumers with
overdrafts had five or more overdrafts in
the 12-month period preceding the
study.? The study also noted that the
median overdraft fee was $27, resulting
in a consumer with five overdrafts a year
paying $135 or more in overdraft fees
annually.”

GPR cards could save consumers from
paying fees associated with routinely
using check-cashing services or having
frequent account overdrafts. However,
the cost effectiveness of any product will
depend on the specific fees associated
with the card, as well as the usage
characteristics®' of the cardholder.

GPR Cards Are Convenient

Because cardholders can use network-
branded cards anywhere that traditional
credit or debit cards are used, GPR cards
are versatile and convenient for
consumers to use. Consumers can use
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GPR cards to book hotel rooms, rent
cars, and make online purchases. GPR
cards are also convenient for making
cash withdrawals at ATMs, or to obtain
cash back during retail transactions.
Finally, these cards are useful for paying
bills, either online or over the phone,
thereby avoiding the need to go to
multiple locations to pay bills in person.

GPR Cards Can Be Safer to Use Than
Cash

GPR prepaid cards can provide greater
protection to consumers than carrying
and using cash. While cash can be lost or
stolen, many GPR cards provide
protections against fraud or loss. For
example, GPR cards used to distribute
pa;froll are required under Regulation
E,*” which implements the Electronic
Funds Transfer Act (EFTA),* to provide
cardholders with important rights and
protections (see box on Regulation E
protections). However, Regulation E
does not cover most other GPR cards.

Key Regulation E Protections
= Limit fraud losses to $50 for lost
or stolen cards

= Establish dispute resolution
process

=  Provide clear disclosure of all
terms, conditions, and fees

Many network-branded GPR cards
voluntarily offer cardholders the same
protections against losses from fraud as
are available on similarly branded
traditional credit and debit card
products.** However, nonpayroll cards
are not required to provide these fraud
protections, or to establish dispute
resolution processes and provide clear
disclosure of terms of services as is the
case under Regulation E.

What Are the Potential Concerns
About GPR Cards?

There are several concerns about the use
of GPR cards.

GPR Cards Can Be Costly for
Cardholders

GPR cards can carry an expansive array
of fees (see box). Depending on what
fees apply and the cost of each fee, GPR
cards may actually be an expensive
alternative to traditional banking
services. An analysis of several GPR
cards sold at retail locations concluded
that while monthly usage costs varied
widely depending on the product, the
cards were generally expensive to use.

Of particular concern is that some GPR
cards charge overdraft or shortage fees if
a consumer inadvertently spends more
than the amount preloaded on the card.
Most GPR cards do not allow the
consumer to spend more than is held on

Many Activities
Can Result in Fees

= Account activation

* Monthly account maintenance
= Point of sale transaction

* Bill payment

= (Cash withdrawal

= Balance inquiry

* Adding funds to the card

= Receiving a printed statement
= Customer service requests

* Card replacement

* [Inactivity

» Declined transaction

» Refund of remaining card balance
» Shortage/overdraft

= Account advances
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the card, but on some cards overdrafts
can result when a card is processed using
a signature instead of a personal
identification number (PIN) to complete
the transaction. Because the signature
transaction takes longer to post than a
PIN-based transaction, a transaction may
be processed even though insufficient
funds remain on the card.

Lack of Regulation

A lack of regulation of GPR products
raises concerns that cardholders using
these products will not have the same
consumer protections available on
mainstream financial products.
Currently, regulators do not apply
Regulation E and EFTA protections to
nonpayroll cards GPR cards.*® As a
result, nonpayroll GPR cards are not
currently required to have protections
against fraudulent use, a dispute
resolution process, or full disclosure of
terms of service. At the time of the
writing of this report, it is not clear
whether the implementation of the
Dodd-Frank Wall Street Reform and
Consumer Protection Act will address
these issues for GPR cards.

Further, in some circumstances, FDIC
protections are not available on
cardholder funds deposited on GPR
cards even though the institution holding
the funds is FDIC insured. Because these
funds are stored in an aggregate account,
the FDIC deposit insurance cap can
apply to the aggregate account as a
whole instead of to the individual
cardholder’s funds. The FDIC
announced that funds stored on prepaid
cards are covered up to $250,000 per
cardholder as long as the aggregate
account is held at an insured depository
institution and set up to meet the FDIC
“pass-through” requirements.>’
Unfortunately, it is difficult for
consumers to determine whether their
particular account is set up this way.

Direct Deposit Account Advances

Some GPR cards allow cardholders who
receive regular direct deposits of wages
or government transfer funds to take a
short-term advance on an upcoming
deposit. Repayment of the amount of the
advance plus associated fees is
automatic as soon as the next direct
deposit occurs, regardless of whether the
cardholder needs the funds for food or
other essential needs.

These advances are subject to substantial
fees that, according to one study, can
exceed those charged on payday loans.™®
Consumer advocates fear that this
practice will take the place of
increasingly regulated payday loans to
make high-cost short-term loans to
cardholders while avoiding state laws
limiting fees on payday loans.*

Lack of Standardized Disclosure of Fees
and Terms of Service

The lack of clear and concise disclosure
of all fees associated with a GPR card can
result in consumers incurring fees that
will rapidly drain their account balance.
For example, if the consumer is not aware
that they will be charged for each cash
withdrawal at an ATM, they might make
multiple small withdrawals instead of one
large one and be assessed a fee each time.
Often advertising claims herald the
absence of one type of fee on a GPR card,
but do not disclose other fees that make
the card expensive to use.*’

In addition, the lack of an established
standard format to disclose fees and
terms of service makes it very difficult
for consumers to compare competing
GPR card products and select the least
expensive product given their usage
characteristics. Further, without clear
disclosure of terms of service, it is hard
for consumers to know what protections
exist in cases of fraud or disputed
purchases.
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Conclusion

The use of GPR cards continues to
increase. These cards may provide low-
income consumers a cost-effective and
convenient alternative to holding a bank
account or using other alternative
financial services. However, some of
these cards lack key protections that are
available to holders of bank accounts
and traditional credit and debit cards.

Further, it is often difficult for
cardholders to determine how to best use
their GPR cards to minimize potential
fees. Without better disclosure of this
information, it is challenging for
consumers to make informed decisions
about whether a product is suitable for
their needs, or how to minimize fees
when using their GPR card.

Recommended Policy Options

To provide necessary protections for
consumers using GPR cards, the
following design principles are
important:

= Expand the Electronic Funds
Transfer Act and Regulation E to
include all GPR cards. This would
provide consumers with important
protections to limit fraud losses,
provide a dispute resolution process,
and create disclosure requirements.
These protections are necessary for
consumers who want to ensure the
security of funds deposited on GPR
cards.

= Issuing banks for GPR cards should
be required to meet FDIC “pass-
through” requirements when
establishing the aggregate account to
ensure that all cardholders receive
the full protection of FDIC insurance
on the funds they have deposited.
This will guarantee the safety of
cardholder funds in case of bank
insolvency.

= Develop a standardized disclosure
form to allow consumers to identify
and understand all fees and key
terms of service prior to purchasing
or using a GPR card. This will also
enable consumers to compare
products and identify a suitable GPR
card for their usage pattern.

= Prohibit overdraft or shortage fees. It
should not be possible for consumers
using a GPR card to overdraw
prepaid accounts and accrue
overdraft or shortage fees.

= Prohibit direct deposit account
advances with high fees. GPR cards
should not have the same
disadvantages as high-cost payday
loans.

=  Employers and government agencies
who distribute GPR cards should
negotiate the best possible deal on
behalf of the card recipients.
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