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Consumer Credit

Quick Answers Unlikely As Investors,
Lenders Weigh Midland Funding Fallout

L enders, investors and others are watching to see
whether the U.S. Supreme Court is the next stop
for a case raising questions about how a host of

loans are collected, purchased, structured, and priced
(Madden v. Midland Funding LLC, 2015 BL 162010, 2d
Cir., No. 14-cv-02131, 5/22/15).

At issue is a May ruling by the U.S. Court of Appeals
for the Second Circuit that said a debt collector cannot
claim protection from state-law claims under the Na-
tional Bank Act for loans acquired from a national bank
(100 BBD, 5/26/15).

The ruling, which jolted banking lawyers who say the
decision upsets expectations that assignees may charge
and collect interest at rates that were valid at origina-
tion, hit with renewed force Aug. 12, when the Second
Circuit turned away a petition to rehear the case (156
BBD, 8/13/15).

New questions about the impact of the case arise al-
most daily, but for many the main question is whether
the debt collector, Midland Credit Management, will
take the case to the U.S. Supreme Court.

Many expect the company to seek review by the jus-
tices. Midland has until early November to do so.

Brooklyn Law School Professor David Reiss isn’t
making a prediction, but ticked off a list of factors that
might make the difference, including a possible circuit
split, questions raised by the case that have ‘‘serious
doctrinal consequences’’ for the National Bank Act and
other federal statutes, and the potential for friend-of-
the-court briefs by the banking industry to grab the jus-
tices’ attention.

‘‘While it is a fool’s game to predict confidently which
cases will be picked up by the Supreme Court, this case
has a bunch of characteristics that make it a con-
tender,’’ Reiss said Aug. 17.

Walter E. Zalenski, a partner with Buckley Sandler in
Washington, D.C., who advises banks and financial in-
stitutions, said he expects Midland to file a petition urg-
ing the court to hear the case and overturn the Second
Circuit, even though the court takes slightly more than
one percent of the cases it is asked to hear.

‘‘So I expect Midland Funding to emphasize that
Madden conflicts with the decisions in both the Eighth
and Fifth Circuits and, if this circuit split is not recon-
ciled, unfairness and uncertainty due to the inconsistent
application of law will result—in this case with predict-
able disruption of credit markets,’’ Zalenski told
Bloomberg BNA Aug. 13.

Collection Sparks Dispute. The case itself focuses on
debt collection—specifically, claims by Saliha Madden
and a would-be class of fellow plaintiffs who say Mid-
land Credit, and an affiliate, Midland Funding LLC, vio-
lated the Fair Debt Collection Practices Act (FDCPA) by
trying to collect on loans with interest rates that violate
New York law.

But the case sparked questions about a host of other
transactions, especially in the consumer credit arena,
that may not be enforceable or suitable for purchase or
sale in the Second Circuit jurisdictions of New York,
Connecticut, and Vermont, and perhaps elsewhere.

Katie Lilley, a spokeswoman for Encore Capital
Group, Midland’s parent company, Aug. 19 declined to
comment on the case.

Daniel A. Schlanger, a partner in the Pleasantville,
N.Y., offices of Schlanger & Schlanger, who represents
the plaintiffs, told Bloomberg BNA Aug. 19, ‘‘We are
pleased with the court’s decision, and we look forward
to continuing to litigate our case.’’

Choice of Law. A separate question must be consid-
ered again by the district court.

The account at issue in the case has a Delaware
choice-of-law clause, raising a different question of
what law to apply.
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In addition to its holding that Madden’s claim was
preempted by federal law, the district court also said
Delaware law bars her claim.

The Second Circuit did not consider the choice of law
question, but remanded to the district court to decide
whether New York or Delaware law applies.

Nonprofits Watching. The case also is being watched
by consumer advocates and nonprofits.

Lisa Stifler, policy counsel for the Center for Respon-
sible Lending, said her group if focused on the implica-
tions for debt purchases and debt collection.

She said the case recalls past arrangements in which
national banks formed close relationships with payday
lenders, allowing payday lenders to benefit from the
umbrella of federal preemption.

The Office of the Comptroller of the Currency (OCC)
took enforcement action to end those relationships in
2003. According to the OCC, a handful of national
banks ‘‘essentially rented out their charters to third
party payday lenders.’’

Stifler said the facts of the Midland case, though dif-
ferent, are analogous to the so-called rent-a-bank ar-
rangements, at least to the extent that nonbank firms
try to use preemption to skirt state usury laws.

‘‘We think this decision supports what regulators
were saying in the early 2000s,’’ Stifler said.

Role for OCC? Whether the OCC will play a role is it-
self a focus of particular interest among banking law-
yers.

The agency did not participate in the Second Circuit,
and it is unknown how it might react if the case moves
on to the U.S. Supreme Court. An OCC spokesman de-
clined to comment on the case.

Buckley Sandler’s Walter Zalenski said the Second
Circuit denial of Midland’s petition for rehearing was
not unexpected, citing in part the OCC’s silence.

‘‘We have been advising clients that this was a likely
outcome, so I am disappointed but not surprised by the
circuit’s court’s denial of the petition,’’ Zalenski said.
‘‘There were certain technical reasons for my prior lack
of optimism, but also discouraging was the fact that the
OCC opted not to file an amicus brief supporting Na-
tional Bank Act preemption.’’

Banks themselves are not directly implicated by the
Second Circuit’s ruling. Midland purchased the loan
from a national bank, FIA Card Services, N.A., but the
bank is not a party, and the plaintiffs object only to the
rate charged by Midland.

The bank itself kept no continuing interest in the
loan—a fact hammered home by the Second Circuit,
which distinguished case law involving banks that con-
tinued to own accounts under challenge.

The court also said its ruling would not prevent na-
tional banks from selling consumer debt, only that they
might have to charge less for debt sold in states such as
New York.

But banks and larger credit markets are affected,
banking groups said in a July brief urging the Second
Circuit to grant rehearing.

They said the court’s departure from what they called
a long-understood rule—that secondary loan purchas-
ers may charge a valid origination rate—means new un-
certainty for national banks, state banks, nonbanks,
and the credit markets in general.

‘‘Thus, the Decision could significantly alter the legal
protections of purchasers and assignees of bank-
originated loans when (i) the borrower is a resident of a
state with restrictive usury limits, or even a different
methodology of calculating or defining interest, and (ii)
the purchaser or assignee is subject to suit in the Sec-
ond Circuit,’’ said the brief filed on behalf of the Clear-
ing House Association, the Financial Services Round-
table, the Consumer Bankers Association, and the Loan
Syndications and Trading Association.

The fact that New York City is the nation’s primary
financial center ‘‘magnifies the confusion the Decision
will cause,’’ added the brief by lawyers at Sullivan &
Cromwell.

Adjustments Ahead. Banks and financial institutions
are making adjustments already. In an Aug. 18 memo
on the ruling, Dechert LLP partners David L. Ansell and
Patrick D. Dolan said loans in which the selling bank
keeps an interest may continue to enjoy the benefits of
federal preemption.

In some states, they added, debt buyers may be eli-
gible for licenses as lenders that may exempt them from
usury limits and offer other protections.

Choice-of-law provisions are also an option, they
said, while adding that ‘‘even a carefully constructed
choice of law provision may not be respected in some
states to the extent it purports to override the state’s
usury laws.’’

Jaret Seiberg of WRG Financial Services, a unit of
Guggenheim Securities, said he expects the U.S. Solici-
tor General’s office to ask the justices to hear the case
and to argue for reversal, citing the potential for eco-
nomic uncertainty.

He called the case a high-stakes fight. ‘‘It would be
disruptive to the securitization market, to distressed
loan sales, and to peer-to-peer lenders if the federal pre-
emption of state usury laws ends once a loan is sold or
securitized,’’ Seiberg said in an Aug. 14 note.

Marketplace lending, where borrowers and lenders
are matched online, is pulling back. In an Aug. 21 note,
Compass Point Research and Trading noted a recent
decision by personal online lender Avant to exclude
loans that might be considered usurious.

The decision, driven, according to Compass Point, by
the impact of Madden, means that Avant, Lending Club,
and other marketplace lenders will move toward state
licensure.

That will mean additional costs and new limits on in-
terest rates, Compass Point said.

‘‘We view Avant’s decision to exclude Madden-
affected loans from its securitization as affirmation that
the Second Circuit’s decision represents an acute risk
for the marketplace lending issuance framework and is
likely to cause a strategic shift,’’ Compass Point said.
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The Second Circuit’s May 22 ruling is at http://
www.bloomberglaw.com/public/document/
SALIHA_MADDEN_on_behalf_of_herself_and_all_oth-
ers_similarly_situa.
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