
THE LAWS OF USURY AS APPLIED TO
TEXAS BANKS AND FOREIGN BANKS

LENDING IN TEXAS

by Dan L. Nicewander*

I. INTRODUCTION

This article is written primarily for lawyers who represent
banks or customers borrowing from banks. It is written with a hy-
pothetical Texas lawyer named Jim Smith in mind. On April 1,
1977, Jim left private practice to enter nonbanking government
service in Washington, D.C. Jim had previously practiced law in
Texas for a number of years and counted among his clients a na-
tional bank located in Texas (National Bank) and a bank
chartered by the State of Texas and insured by the Federal De-
posit Insurance Corporation (FDIC) (State Insured Bank). In addi-
tion, one of Jim's law school classmates practicing law in Illinois
occasionally called for advice regarding a national bank he repre-
sented in Chicago, Illinois (Foreign National Bank).

In private practice Jim was frequently asked to give advice on
usury laws applicable to loans made by his clients to customers in
Texas and other states. Jim also advised his classmate about the
usury laws applicable to loans made by Foreign National Bank to
customers living in Texas. Jim was able to answer these inquiries
by short telephone conversations or brief letters because he had
represented banks for some time and kept abreast of changes in
usury laws by reading Banker's Digest' and the Bankers Law
Journal.

2

Prior to April 1, 1977, all Jim needed to tell his bank clients
and his classmate in Chicago in order for them to avoid usury
problems was that they could charge Texas borrowers an interest
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rate not exceeding one and one-half percent per month on loans
over $5000 made to certain corporations' and on loans over
$500,000 made to other borrowers for interim financing of con-
struction on real property or financing of improved real property.'
The interest rate on loans to all other Texas borrowers should not
exceed ten percent per annum, based on the Texas Constitution
and applicable statutes.' Jim knew that there were exceptions to
his standard advice, but he usually did not mention them because
of their hypothetical nature or limited application.7 Jim was also

3. See TEX. REV. CiV. STAT. ANN. art. 1302-2.09 (Vernon 1980).
4. Act of Mar. 25, 1975, ch. 26, § 1, 1975 Tex. Gen. Laws 47, 47-48, amended by Act of

June 4, 1979, ch. 305, § 1, 1979 Tex. Gen. Laws 704, 704-05 (codified as amended at TEx.
REV. CIv. STAT. ANN. art. 5069-1.07(b) (Vernon Pamph. Supp. 1982-1983)).

5. Act of May 23, 1967, ch. 274, § 2, 1967 Tex. Gen. Laws 608, 609, amended by Act of
May 24, 1979, ch. 280, § 1, 1979 Tex. Gen. Laws 604, 604-05 (current version at TEX. REV.
CIv. STAT. ANN. art. 5069-1.04 (Vernon Pamph. Supp. 1982-1983)).

6. See TEX. CONST. art. XVI, § 11; TEx. REV. Civ. STAT. ANN. art. 1302-2.09 (Vernon
1980); Act of May 23, 1967, ch. 274, § 2, 1967 Tex. Gen. Laws 608, 609 (amended 1979)
(codified as amended at TEx. REV. Civ. STAT. ANN. art. 5069-1.06 (Vernon 1971 & Pamph.
Supp. 1982-1983)); Act of Mar. 25, 1975, ch. 26, § 1, 1975 Tex. Gen. Laws 47, 47-48
(amended 1979) (codified as amended at TEX. REV. CIv. STAT. ANN. art. 5069-1.07(b)
(Vernon Pamph. Supp. 1982-1983)). The constitutional provision allows the Texas Legisla-
ture to "classify loans and lenders, license and regulate lenders, define interest and fix maxi-
mum rates of interest." TEX. CONST. art. XVI, § 11.

7. See TEx. REV. Civ. STAT. ANN. arts. 5069-3.01 to -4.04 (Vernon 1971 & Pamph.
Supp. 1982-1983). The National Bank Act incorporated by reference the usury limit of the
state, district, or territory where a national bank was located. See 12 U.S.C. § 85 (1976),
amended by 12 U.S.C. § 85 (Supp. V 1981). The Brock Bill, which originally expired by its
own terms on July 1, 1977, permitted national banks and FDIC-insured state banks to
charge interest on business and agricultural loans of at least $25,000 at a rate of not more
than 5% of the discount rate on 90-day commercial paper in effect at the Federal Reserve
District where the institution was located. Pub. L. No. 93-501, §§ 201-202, 206, 88 Stat.
1557, 1558, 1560 (1974) (codified at 12 U.S.C. § 85 (1976), amended by 12 U.S.C. §§ 85,
1831a note (Supp. V 1981)). Despite the clear language of § 85, at least one court prior to
April 1, 1977, had held that the usury laws of a state other than the state where the national

'bank was located could govern an interstate loan transaction. See Meadow Brook Nat'l
Bank v. Recile, 302 F. Supp. 62, 75 (E.D. La. 1969) (Louisiana law governs loan made in
Louisiana; national bank is located in New York).

Most exceptions to Texas' 10% per annum ceiling appear in the Consumer Credit Code,
TEX. REV. CIV. STAT. ANN. arts. 5069-1.01 to -51.19 (Vernon 1971 & Pamph. Supp. 1982-
1983), and are applicable mainly to small consumer installment loans, certain installment
credit sales, and consumer revolving credit. See id. arts. 5069-3.15, -3.16, -4.01(1), -5.02, -

6.02, -7.03 (Vernon 1971), amended by TEx. REV. CIv. STAT. ANN. arts. 5069-3.15, -3.16, -

4.01(1), -5.02, -6.02, -7.03 (Vernon Pamph. Supp. 1982-1983). Texas recognized the time-
price differential doctrine, id. art. 5069-1.01(a) (Vernon 1971) (interest does not include
time-price differential), but banks buying credit-sale paper bearing a finance charge ran the
risk of the transaction being construed as a hidden loan and, therefore, subject to usury
limits. See Koch, Time Sales Contracts, 28 TEx. B.J. 181 (1965).



USURY AS APPLIED TO BANKS

aware that the interest rate a national bank could charge and the
usury penalties to which it was subject were governed by federal
statutes and distinguished between these federal penalties applica-
ble to National Bank and the more onerous state penalties applica-
ble to State Insured Bank."

Jim is about to return to his private banking practice after a
six-year absence. This article will outline what Jim must learn to
properly advise his clients and classmate regarding the usury laws
presently applicable to banks making loans in Texas, summarizing
the major legislative, regulatory, and judicial developments in the
usury area. The usury questions which Jim could previously an-
swer in a short telephone conference or brief letter may now re-
quire a much more complex and highly technical response.

II. MAJOR USURY DEVELOPMENTS AFFECTING BANKS SINCE

APRIL 1, 1977

Although several usury bills were introduced in the 1977
Texas legislative session, Senate Bill 998,10 amending article 342-
508,11 was the only one to pass which directly affected the rates
banks could charge. The statute, as amended, allowed a bank to
assess a fifteen dollar minimum charge, in lieu of interest, in con-
nection with loans over one hundred dollars that were outstanding
for one month or more.1 2 The bill had little impact because it prin-
cipally benefitted banks which made loans under seven hundred
and fifty dollars and desired a higher yield than that permitted by
chapter 3 of the Texas Credit Code."3 In addition, article 5069-
8.0111 was amended to lessen penalties for disclosure violations

8. See 12 U.S.C. § 86 (1976).
9. See Act of May 23, 1967, ch. 274, § 2, 1967 Tex. Gen. Laws 608, 610 (amended 1979)

(current version at Tax. REv. CiV. STAT. ANN. art. 5069-1.06 (Vernon 1971 & Pamph. Supp.
1982-1983)); Act of May 23, 1967, ch. 274, § 2, 1967 Tex. Gen. Laws 608, 656, amended by
Act of May 4, 1977, ch. 111, § 1, 1977 Tex. Gen. Laws 228, 228-31 (codified as amended at
TEx. REv. Civ. STAT. ANN. art. 5069-8.01 (Vernon Pamph. Supp. 1982-1983)).

10. Tex. S.B. 998, 65th Leg. (1977).
11. Act of Mar. 31, 1943, ch. 97, subch. V, art. 8, 1943 Tex. Gen. Laws 127, 150-51,

amended by Act of June 10, 1977, ch. 370, § 1, 1977 Tex. Gen. Laws 1003, 1003-04 (codified
as amended at TEx. Rav. Civ. STAT. ANN. art. 342-508 (Vernon Supp. 1982-1983)).

12. See Tax. Rav. CIV. STAT. ANN. art. 342-508 (Vernon Supp. 1982-1983).
13. See id. arts. 5069-3.01 to 3.21 (Vernon 1971 & Pamph. Supp. 1982-1983).
14. Act of May 23, 1967, ch. 274, § 2, 1967 Tex. Gen. Laws 608, 656 (current version at

Tax. REv. Civ. STAT. ANN. art. 5069-8.01 (Vernon Pamph. Supp. 1982-1983)).
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under certain chapters of the Texas Credit Code"5 and to establish
a cure period for banks and other licensed lenders making loans
under chapters 3, 4, or 5, or any creditor buying dealer paper
under chapters 6 or 7 of the Texas Credit Code."'

The 66th Texas Legislature, which convened in 1979, began on
a more active note.17 First, chapters 3 and 4 of the Texas Credit
Code were amended to permit installment loans which were not
payable in substantially equal successive monthly installments and
which could be made on either a simple interest or add-on basis.'
Because chapter 4 of the Texas Credit Code did not contain any
limitation on the size or purpose of an installment loan, this
amendment allowed banks to make large business loans to
noncorporate borrowers at a rate of interest higher than ten per-
cent per annum.'9 Some banks began to make large "installment"
loans to noncorporate borrowers payable in two principal pay-
ments. The first was a token payment made at the middle of the
payment period and the second was a large payment at the matur-
ity date of the loan. Depending upon the length of the loan, the
principal bore interest as high as 14.68 percent per annum. A few
of the more daring bank lawyers even suggested that a loan paya-
ble in two installments of interest with all principal payable at ma-
turity was an "installment" loan. The Consumer Credit Commis-
sioner, however, refused to offer any written guidance as to the

15. Act of May 4, 1977, ch. 111, § 1, 1977 Tex. Gen. Laws 228, 228-30 (codified as
amended at TEx. REV. CIV. STAT. ANN. art. 5069-8.01 (Vernon Pamph. Supp. 1982-1983)).

16. Act of May 4, 1977, ch. 111, § 1, 1977 Tex. Gen. Laws 228, 228-29 (codified as
amended at TEx. REV. Civ. STAT. ANN. art. 5069-8.01(c)(1)-(2) (Vernon Pamph. Supp. 1982-
1983)).

17. For excellent summaries of the Texas usury law as it stood after the 1979 session,
see Wood, Usury, in STATE BAR OF TEXAS, CREDITORS' RIGHTS IN TEXAS § 20, at 837 (2d ed.
1981) and Student Symposium: A Study of Texas Usury Law, 10 ST. MARY'S L.J. 823
(1979).

18. See Act of June 13, 1979, ch. 672, §§ 5, 8-20, 1979 Tex. Gen. Laws 1556, 1556-57,
1560-66 (codified as amended at TEx. REV. CIV. STAT. ANN. arts. 5069-3.15, -3.20, -4.01 to -
4.04 (Vernon Pamph. Supp. 1982-1983)).

19. The Consumer Credit Commissioner distributed a chart showing the equivalent
simple interest permitted for irregular chapter 4 loans, but did not issue a formal written
opinion regarding the permitted size or number of installments. The permitted simple inter-
est rate depended upon the payment schedule. Banks making precomputed interest chapter
4 installment loans which were of unequal period or amount could not assess a late charge,
and on interest-bearing loans could not assess a late charge and could only charge interest at
the contract rate until the "date of payment in full or demand for payment in full." TEx.
REV. Civ. STAT. ANN. art. 5069-4.01 (Vernon 1973 & Pamph. Supp. 1982-1983).
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validity of this suggestion.
The 66th Legislature also passed Senate Bill 1020 which

amended article 5069-1.07(b).2 1 As amended, the statute allowed
any lender. to charge up to eighteen percent per annum on loans of
$250,000 or more that were not secured by the debtor's residence
or a lien on his farm or ranch land.2 This rate was also allowed on
smaller loans if they were part of a series of advances "agreed or
contemplated to be advanced" in an aggregate amount which
equalled or exceeded $250,000.2

The 66th Legislature passed House Bill 409,"1 further amend-
ing article 5069-1.07. The statute, as amended, provides that the
annual interest rate on loans for one-to-four family dwellings can-
not exceed the lesser of twelve percent per annum or a floating rate
tied to ten-year United States Treasury notes and bonds."5 Article
5069-1.07 was limited to loans made before September 1, 1981,
"unless the lender [became] legally bound to make such [a] loan"
prior to that date.2

Finally, House Bill 61627 amended article 5069-1.06 to reduce
the general penalty for usury.28 Article 5069-1.06 had previously
mandated forfeiture of twice the rate of interest contracted for,

20. Tex. S.B. 10, 66th Leg. (1979).

21. Act of Mar. 25, 1975, ch. 26, § 1, 1975 Tex. Gen. Laws 47, 47-48, amended by Act
of June 4, 1979, ch. 305, § 1, 1979 Tex. Gen. Laws 704, 704-05 (codified as amended at TEx.
REV. CIV. STAT. ANN. art. 5069-1.07(b) (Vernon Pamph. Supp. 1982-1983)).

22. TEX. REV. CIv. STAT. ANN. art. 5069-1.07(b) (Vernon Pamph. Supp. 1982-1983).
Prior to 1979 article 5069-1.07(b) simply referred to the "lawful interest rate for corpora-
tions." Act of Mar. 25, 1975, ch. 26, § 1, 1975 Tex. Gen. Laws 47, 47-48 (amended 1979)
(codified as amended at TEx. REV. CiV. STAT. ANN. art. 5069-1.07(b) (Vernon Pamph. Supp.
1982-1983)). Although the amended statute adopted the corporate interest rate, the Texas
Legislature stated the corporate interest rate as 18% per year rather than the 11/2 % per
month rate established in the corporate rate statute. See TEx. REv. CIV. STAT. ANN. art.
1302-2.09 (Vernon 1980) & art. 5069-1.07(b) (Vernon Pamph. Supp. 1982-1983).

23. TEx. REV. CIv. STAT. ANN. art. 5069-1.07(b) (Vernon Pamph. Supp. 1982-1983).
24. Tex. H.B. 409, 66th Leg. (1979).
25. Act of June 13, 1979, ch. 715, §§ 1, 3, 1979 Tex. Gen. Laws 1766, 1766-68 (codified

as amended at TEx. REV. CIv. STAT. ANN. art. 5069-1.07(d) (Vernon Pamph. Supp. 1982-
1983)) (amending Act of Mar. 25, 1975, ch. 26, § 1, 1975 Tex. Gen. Laws 47, 47-48). The
legislature fixed the rate at 12% per annum as a precautionary measure in case the floating
rate provision was found to be unconstitutional. See Tax. REV. CIV. STAT. ANN. art. 5069-
1.07(d) (Vernon Pamph. Supp. 1982-1983).

26. TEx. REV. Civ. STAT. ANN. art. 5069-1.07(d)(3) (Vernon Pamph. Supp. 1982-1983).
27. Tex. H.B. 616, 66th Leg. (1979).
28. See TEx. REV. CIv. STAT. ANN. art. 5069-1.06 (Vernon Pamph. Supp. 1982-1983).
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charged, or received.2 " The amended statute introduced the term
"usurious interest'' and provided that the forfeiture would only be
"three times the amount of usurious interest contracted for,
charged or received."30 The amendment also established a mini-
mum penalty, providing that "in no event shall the amount for-
feited be less than Two Thousand Dollars or twenty percent of the
principal, whichever is the smaller sum." '

The next development occurred because of a change at the
Dallas Reserve Bank in the discount rate on ninety-day commer-
cial paper. On August 21, 1978, the Comptroller of the Currency
reminded the presidents of all national banks that, under section
85, they could charge interest at a rate of "one percent above the
discount rate in effect at their respective district Federal Reserve
Banks. '3' As the discount rate continued to rise, the Comptroller
of the Currency issued further interpretations of section 85. For
instance, the Comptroller concluded that national banks in Arkan-
sas were permitted to charge interest at one percent above the dis-
count rate currently in effect at the St. Louis Federal Reserve
Bank. 3 Thus, Arkansas national banks could charge thirteen per-
cent per annum,34 notwithstanding the ten percent per annum lim-
itation on contracted interest under state law.35

Congress also affected Texas lending by passing three acts be-
tween December 28, 1979, and October 8, 1980.6 The first session
of the 96th Congress revived the Brock Bill 7 and enacted a tempo-

29. Act of May 23, 1967, ch. 274, § 2, 1967 Tex. Gen. Laws 608, 610 (amended 1979)
(codified as amended at Tax. REv. Civ. STAT. ANN. art. 5069-1.06(1) (Vernon Pamph. Supp.
1982-1983)).

30. Tax. REv. CIV. STAT. ANN. art. 5069-1.06(1) (Vernon Pamph. Supp. 1982-1983).
31. Id.
32. OCC Banking Circular No. 118, [1978-1979 Transfer Binder] FED. BANKING L. RaP.

(CCH) 97,610, at 83,192 (Sept. 22, 1978). See 12 U.S.C. § 85 (1976), amended by 12 U.S.C.
§ 85 (Supp. V 1981).

33. See OCC Interpretive Letter No. 128, [1981-1982 Transfer Binder] FED. BANKING

L. REP. (CCH) 85,209, at 77,311 (Nov. 20, 1979).
34. See id. at 77,313.
35. ARK. CONST. art. 19, § 13; ARK. STAT. ANN. § 68-602 (1979). For a discussion of the

situation in Texas prior to 1979, when state banks were also generally limited to a 10% per
annum rate on loans to individuals, see Brophy, State Usury Laws and National Banks, 31
BAYLOR L. REv. 169, 170-76 (1979).

36. See generally Burke & Kaplinsky, Unraveling the New Federal Usury Law, 37
Bus. LAW. 1079 (1982).

37. Pub. L. No. 93-501, §§ 201-202, 88 Stat. 1557, 1558 (1974) (codified as amended at
12 U.S.C. §§ 85, 1831a note (Supp. V 1981)).
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rary first mortgage residential usury preemption for certain "feder-
ally related loans. '3 8 Second, a three-year business and agricultural
federal alternative interest rate ceiling, modeled after the Brock
Bill but applicable to all persons, was enacted as section 511 of the
Depository Institutions Deregulation and Monetary Control Act of
198039 (DIDMCA). Finally, the Housing and Community Develop-
ment Act40 lowered the exception for business and agricultural
loans to $1000." These three bills are often referred to as the
"Federal Preemption" or "New Federal Usury Law."''

The most significant usury law changes since April 1, 1977,
were in the Omnibus Usury Bill (House Bill 1228) passed by the
Texas Legislature.' The bill amended article 5069-1.04 and al-
lowed a higher alternative interest rate generally ranging between
eighteen and twenty-four percent per annum," and as high as
twenty-eight percent per annum on certain types and amounts of
loans.'5 In addition, the lender was provided a "safe harbor" from

38. See Act of Dec. 28, 1979, Pub. L. No. 96-161, 93 Stat. 1233 (codified as amended at
12 U.S.C. §§ 85, 1735f-7 note (Supp. V 1981)). In 1980 the temporary first mortgage pre-
emption was made permanent unless rejected by a state. See Pub. L. No. 96-221, § 501, 94
Stat. 132, 161-63 (codified as amended at 12 U.S.C. § 1735f-7 note (Supp. V 1981)).

39. Pub. L. No. 96-221, §§ 501, 511, 94 Stat. 132, 161, 164 (codified as amended at 12
U.S.C. § 86a (Supp. V 1981)). Section 512 of DIDMCA required that the loan be made
during the period beginning April 1, 1980, and ending on the earlier of April 1, 1983, or the
date on which the state in which the bank is located rejected DIDMCA. Id. § 512, 94 Stat.
at 164.

40. Pub. L. No. 96-399, § 324, 94 Stat. 1614, 1647-48 (1980) (codified as amended at 12
U.S.C. § 86a (Supp. V 1981)).

41. See 12 U.S.C. § 86a (Supp. V 1981).
42. See Burke & Kaplinsky, supra note 36, at 1079.
43. See Interest-Alternative Rate Ceilings Act, ch. 111, § 5, 1981 Tex. Sess. Law Serv.

271, 274 (Vernon) (codified at TEx. Rav. CIv. STAT. ANN. art. 5069-1.04 (Vernon Pamph.
Supp. 1982-1983)). It is beyond the scope of this article to discuss all of the changes made
and questions raised by this "Omnibus Usury" bill. The bill amended or added the following
statutory provisions: TEx. REv. Civ. STAT. ANN. arts. 5069-1.01(0, -1.04, -1A.01, -2.08,
-3.01(3), -3.15(9), -3.16(6), -4.01(8), -5.02(6), -6.02(15), -6.03(5), -6.05(7), -7.03(7), -15.02(d)-
(e), -15.05 (Vernon Pamph. Supp. 1982-1983) & arts. 2461-4.01, -7.01, -11.03, -11.05 to -12.01
(Vernon Supp. 1982-1983) & TEx. INs. CODE ANN. art. 24.20 (Vernon 1981).

44. Interest-Alternative Rate Ceilings Act, ch. 111, § 5, 1981 Tex. Sess. Law Serv. 271,
274 (Vernon) (codified at TEx. REv. Civ. STAT. ANN. art. 5069-1.04 (Vernon Pamph. Supp.
1982-1983)). Article 5069-1.04 imposes a minimum ceiling of 18% on all loans. TEx. REV.
Civ. STAT. ANN. art. 5069-1.04(b)(1) (Vernon Pamph. Supp. 1982-1983). A borrower and
lender can contract for the rate to be computed in several different methods, but in no event
can such a computed rate exceed 24% per annum. Id. art. 5069-1.04(a)(1), (b)(1), (d).

45. See TEx. REv. CIv. STAT. ANN. art. 5069-1.04(b)(2) (Vernon Pamph. Supp. 1982-
1983). If the amount of credit exceeds $250,000 or is an extension or renewal of a contract in
excess of $250,000, and the credit is extended for business, commercial, or investment pur-
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usury penalty statutes if it complied with an interpretation of the
Consumer Credit Commissioner."' House Bill 1228 left intact all
other Texas usury statutes, but amended several of them, provid-
ing that certain credit transactions could bear interest or time-
price differential at rates which did not exceed the new alternative
rate.4 7 House Bill 1228 contains inconsistent provisions and is com-
plicated by ambiguous and complex language. The problem is
made more acute by the inclusion of too few definitions. There are
also questions regarding the relationship between House Bill 1228
and the Federal Preemption, from which Texas has not yet opted
out, that will be discussed later."8

The time-price differential doctrine has long been recognized
in Texas in cases dealing with credit installment sales of personal
property.49 In 1967 the Texas Legislature narrowed the definition
of "interest," excluding "any time price differential however de-
nominated arising out of a credit sale." 0 Although time-price dif-
ferential is defined in the Texas Credit Code in connection with
certain credit installment sales of goods or services,8 ' the reference
in article 5069-1.01 is not so limited. In 1979 the doctrine was ex-
tended to credit sales of real estate in Mid State Homes, Inc. v.
Sullivan.5" Several courts have followed Mid State Homes and

poses and is not for personal, family, household, or agricultural use, the ceiling may float as
high as 28%. Id.

46. Id. art. 5069-1.0 4 (p). To date, Texas Consumer Credit Commissioner Sam Kelly
has issued more than 50 informal letter opinions and 34 interpretations for public comment
in the Texas Register. See Tex. Consumer Credit Comm'n, 7 Tex. Reg. 3040 (1982).

47. See Interest-Alternative Rate Ceilings Act, ch. 111, §§ 1, 3, 12, 1981 Tex. Sess. Law
Serv. 271, 271, 273, 282 (Vernon) (codified at TEx. REV. CiV. STAT. ANN. arts. 1302-2.09A
(corporations can stipulate or contract to rate not exceeding art. 5069-1.04 rate), 2461-7.01
(Texas credit unions subject to art. 5069-1.04 rate) (Vernon Supp. 1982-1983) & arts. 5069-
3.15(1), 3.16 (chapter 3 loans subject to approximate art. 5069-1.04 rates) (Vernon Pamph.
Supp. 1982-1983)).

48. See infra section III.
49. See Rattan v. Commercial Credit Co., 131 S.W.2d 399, 399-400 (Tex. Civ.

App.-Dallas 1939, writ refd).
50. Act of May 23, 1967, ch. 274, § 2, 1967 Tex. Gen. Laws 608, 609 (codified at Tax.

REV. CIv. STAT. ANN. art. 5069-1.01(a) (Vernon 1971)).
51. TEx. REV. CIv. STAT. ANN. arts. 5069-6.01(h), -7.01(i) (Vernon Pamph. Supp. 1982-

1983).
52. 592 S.W.2d 29, 30 (Tex. Civ. App.-Beaumont 1979, writ ref'd n.r.e.). In Mid State

Homes the defendant was sued for usurious charges in the sale of real property. Id. The
court applied the time-price differential doctrine to the sale and found that when a cash
price and credit price are clearly revealed in a contract to a buyer/borrower, the difference
between the prices is not interest. Id. Rather, the difference is the time-price differential
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found that a time-price differential arising out of a credit sale of
goods, services, or real estate will not be considered interest if a
"time" price and a "cash" price are clearly disclosed to the buyer,
who subsequently elects to pay the time price."3 One decision, how-
ever, held that the finance charge or time-price differential must
be clearly set forth in the contract.5 4 Texas cases have not yet
found a time-price differential in a credit sale when the creditor
simply takes a note and security agreement or deed of trust and
refers to the "finance charge" as "interest." In some states, how-
ever, once a court concludes that a credit sale is involved, any in-
quiry as to usury immediately ceases regardless of the form of the
transaction. 55 Texas apparently deviates from the normal rule and
follows a rule of substance over form unless the creditor chooses
the form, in which case the form will be used to hang the creditor.

III. UNRAVELING THE FEDERAL AND STATE USURY LAWS

A. Permissible Interest Rates

What interest rate may National Bank and State Insured
Bank charge on loans made to customers in Texas? The answer is
not as clear as it was on April 1, 1977. It is first necessary to dis-
cuss each permitted rate for National Bank and then determine
whether State Insured Bank may also charge that rate. Section 85,
the primary federal guideline, provides in part:

Any association may take, receive, reserve, and charge on any
loan or discount made, or upon any notes, bills of exchange, or
other evidences of debt, interest at the rate allowed by the laws of
the State, Territory, or District where the bank is located, or at a
rate of 1 per centum in excess of the discount rate on ninety-day
commercial paper in effect at the Federal reserve bank in the

and is money paid for the privilege of purchasing land over a period of time. Id. at 31.
53. See, e.g., Rotello v. International Harvester Co., 624 S.W.2d 249, 250-51 (Tex.

App.-Dallas 1981, writ refd n.r.e.); International Harvester Co. v. Rotello, 580 S.W.2d 418,
420-21 (Tex. Civ. App.-Houston [1st Dist.] 1979, no writ).

54. See Rotello v. Twin City Int'l, Inc., 616 S.W.2d 318, 319 (Tex. Civ. App.-Houston
[1st Dist.] 1981, writ ref'd n.r.e.).

55. See Kidd v. J. Walter Bros., [1969-1973 Transfer Binder] CONSUMER CRED. GUIDE

(CCH) 1 99,371, at 89,335 (Va. 1971). See generally In re Sport-Wear Mills, Inc., [1969-1973
Transfer Binder] CONSUMER CRED. GUIDE (CCH) 99,669, at 89,647 (E.D. Tenn. 1970) (re-
tail installment transactions or conditional sales contracts are not deemed to be loans or
forebearances of money and therefore not subject to usury laws).

19831 789
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Federal reserve district where the bank is located, whichever may
be the greater, and no more, except that where by the laws of any
State a different rate is limited for banks organized under State
laws, the rate so limited shall be allowed for associations organ-
ized or existing in any such state under this chapter. When no
rate is fixed by the laws of the State, or Territory, or District, the
bank may take, receive, reserve, or charge a rate not exceeding 7
per centum, or 1 per centum in excess of the discount rate on
ninety day commercial paper in effect at the Federal reserve bank
in the Federal reserve district where the bank is located, which-
ever may be the greater, and such interest may be taken in ad-
vance, reckoning the days for which the note, bill, or other evi-
dence of debt has to run ....

Courts have determined that section 85 grants national banks the
status of "most favored lender" in their respective states.57 This
enables National Bank to charge interest at the higher of (1) rates
allowed to nonbank lenders by Texas law, (2) a rate one percent
above the discount rate, or (3) rates permitted for state banks in
Texas. 8

This interpretation, however, is not without problems.5 9 Under
a common sense reading of the exception in the first sentence of
section 85, if State Insured Bank could not charge interest at a
rate related to the discount rate, then neither could National

56. 12 U.S.C. § 85 (Supp. V 1981) (emphasis added).
57. See, e.g., Tiffany v. National Bank, *85 U.S. (18 Wall.) 409, 411-12 (1874); First

Nat'l Bank v. Nowlin, 509 F.2d 872, 880 (8th Cir. 1975). The most favored lender doctrine,
founded in the purpose of § 85, basically

imposes the same interest ceiling on national banks as on the most favored lenders
in the state [where the national bank is located] and thereby puts national banks
on an equal footing with the most favored lenders in the state without giving them
unconscionable and destructive advantage over all state lenders.

Id. See generally Burke & Kaplinsky, supra note 36, at 1094-99.
58. See Arnold & Rohner, The "Most Favored Lender" Doctrine for Federally In-

sured Financial Institutions- What Are Its Boundaries, 31 CATH. U.L. REV. 1, 5-7 (1981);
Brophy, supra note 35, at 170-76. The Comptroller has refused to allow a national bank to
charge the rate permitted by the Federal Credit Union Act because the legislative intent
behind 12 U.S.C. § 85 is only to protect national banks from unfriendly state legislation
aimed at favoring local state lenders. See OCC Staff Interpretative Letter No. 255, FED.

BANKING L. REP. (CCH) 85,419, at 77,534 (Jan. 19, 1983).
59. Such interpretations would be of special concern to National Bank if state banks

in Texas were primarily limited to an annual interest rate of 10% on loans to noncorporate
borrowers. See Act of May 23, 1967, ch. 274, § 2, 1967 Tex. Gen. Laws 608, 609-10 (amended
1979) (codified as amended at Tax. REV. Civ. STAT. ANN. art. 5069-1.04 (Vernon Pamph.
Supp. 1982-1983)).
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Bank. The exception seems meaningless unless national and state
banks are on parity as to interest they can charge. At least one
commentator advocated this position with an acerbity almost un-
heard of in sedate law review articles."' The author reasoned that
all case authority to the contrary had misread the statute, misin-
terpreted or distorted the legislative history and, therefore, de-
cided the issues incorrectly. The importance of this argument di-
minished in 1980 when section 521 of DIDMCA placed State
Insured Bank on the same footing as National Bank in regard to
the ability to charge the discount rate plus one percent.2

The rate provision in the second sentence of section 85, which
is applicable in the absence of a state rate, has not received such
direct treatment by legal commentators. Public Law 96-161, pre-
empting certain first lien mortgage loans from usury limits, did
raise a question for the Comptroller of the Currency of whether
federal preemption triggered this provision, limiting the interest
rate that National Bank might charge in Texas on such loans to
seven percent per annum or one percent over the discount rate."
The Comptroller ruled that this construction of section 85, how-
ever, would fly in the face of previous court opinions and would
violate the "most favored lender" doctrine."

A number of questions have arisen about how floating interest
rates could be tied to the discount rate. As early as 1966 the
Comptroller of the Currency approved variable rate clauses for na-
tional banks, but Texas law remained silent on the subject. 5 Thus,

60. See Comment, National and State Bank Interest Rates Under the National Bank
Act: Preference or Parity?, 58 IowA L. REv. 1250 (1973).

61. Id. at 1251, 1265-66. Law review articles written after Marquette Nat'l Bank v.
First of Omaha Service Corp., 439 U.S. 299 (1978), however, have not revived these attacks.
See, e.g., Arnold & Rohner, supra note 58; Brophy, supra note 35; Pedersen & Cox, Choice
of Law and Usury Limits Under Texas Law and the National Bank Act, 34 Sw. L.J. 755
(1980).

62. See 12 U.S.C. § 1831d (Supp. V 1981).
63. See Act of Dec. 28, 1979, Pub. L. No. 96-161, §§ 202, 205, 207, 93 Stat. 1233, 1235

(codified as amended at 12 U.S.C. §§ 86a, 1735f-7 note, 1831a note (Supp. V 1981)). See also
12 U.S.C. § 85 (Supp. III 1979) (fixing rates in absence of state law), amended by 12 U.S.C.
§ 85 (Supp. V 1981).

64. See OCC Staff Interpretive Letter No. 138, [1981-1982 Transfer Binder] FED.
BANKING L. REP. (CCH) 85,219, at 77,327 (Feb. 8, 1980).

65. The Comptroller stated that "under the ordinary rules of contract law, a loan
agreement may include an interest rate escalation clause." COMI.ROLIzR'S MANUAL 7590
(Nov. 1966), reprinted in FED. BANKING L. REP. (Pratt) V 638.52, at 526.42. "Escalator
clauses" are those which allow interest rates to go up but not down. Clauses which allow
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officers of National Bank who had long been using a variable prime
rate immediately inquired whether the rate of interest on its loans
could (1) vary with the discount rate, (2) vary with National
Bank's prime rate up to the discount rate as the discount rate va-
ried, or (3) be fixed at any rate up to one percent over the discount
rate on the date the loan was made. After the Comptroller of the
Currency answered all of these questions affirmatively," several
brave Texas bank lawyers suggested that the variable rate might
float up with the discount rate and then be fixed at the summit. It
was argued that the note could provide that interest would accrue
at a rate one percent above the discount rate fixed by the Dallas
Federal Reserve Bank, provided that the lender would have the
right at any time to determine that the rate should no longer fluc-
tuate. The Comptroller of the Currency rejected this position and
held that a national bank should lower its interest rate when the
discount rate went down if the bank intended to raise the interest
rate as the discount rate rose. 67

Unless interest rates are very high, a discussion of the "dis-
count rate plus one percent" is academic because National Bank,
under the first sentence of section 85, and State Insured Bank, as
well as other lenders in Texas, may now charge the interest rates
permitted by amended article 5069-1.04.68 In addition, National
Bank and State Insured Bank may continue to charge the fifteen

interest rates to fluctuate up and down are generally known as "variable rate clauses." Ap-
parently, the power to employ escalator clauses includes the power to employ variable rate
clauses. In 25 Fed. Banking Rep. Letter No. 31 (Pratt) (June 20, 1979), the Pratt editors
cited the Comptroller's ruling in stating that the national banks "apparently have the au-
thority to issue variable rate mortgages. . . limited only by the state law and specific bank-
ing rules, e.g. the national bank limitation that real estate loans have terms of less than 30
years." Texas has specifically recognized a variable or floating rate of interest since May 8,
1981. See TEx. REV. CIv. STAT. ANN. art. 5069-1.04(f) (Vernon Pamph. Supp. 1982-1983).
Adjustable rate mortgages by national banks are now subject to regulations of the Comp-
troller. See 12 C.F.R. pt. 29 (1982).

66. See OCC Staff Interpretive Letter No. 115, [1978-1979 Transfer Binder] FED.
BANKING L. REP. (CCH) 85,190, at 77,204 (Aug. 10, 1979).

67. Id. See also Kimball v. National Bank, 468 F. Supp. 1069, 1071 (E.D.N.Y.), af'd,
614 F.2d 1288 (2d Cir. 1979). The Kimball court specifically held that the parties did not
alter the application of federal law by expressly providing that the agreement would be
governed by state law. Id. The court reasoned that "state law" includes those rules of fed-
eral law which are binding on the state. Id.

68. See supra notes 43-47 and accompanying text; TEx. REV. Civ. STAT. ANN. art.
5069-1.04 (Vernon Pamph. Supp. 1982-1983). From May 8, 1981, to April 1983, the "dis-
count rate plus one percent" did not approach the rates allowed by amended article 5069-
1.04.
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dollar minimum charge for services in connection with loans of a
period for one month or more and for over one hundred dollars
which were outstanding for one month or more. 9 They, along with
a number of other licensed lenders, may also charge the higher
add-on rates permitted on certain loans under chapter 3 of the
Texas Credit Code.70

The drastic changes made by House Bill 1228 began with the
provision permitting an annual rate of eighteen percent on any
loan to any person,"' which may float as high as twenty-four per-
cent per annum on all loans.72 On loans in excess of $250,000 for
"business, commercial, investment, or other similar purpose" the
maximum usury ceiling may float as high as twenty-eight percent.73

Furthermore, House Bill 1228 created four rate ceilings, commonly
referred to as the "weekly, monthly, quarterly, and annual" ceil-
ings.74 The Consumer Credit Commissioner has accordingly labeled
loan contracts under House Bill 1228 as either open or closed end,
and rates as either fixed or variable.75 The Commissioner has also
proferred opinions regarding when the usury ceiling must float,
when the ceiling must be disclosed, and which ceiling may apply to

69. See Tax. REV. Civ. STAT. ANN. art. 342-508 (Vernon Supp. 1982-1983).
70. See id. arts. 5069-3.15 to -3.16 (Vernon Pamph. Supp. 1982-1983). These rates will

be higher than the alternative interest rate permitted by article 5069-1.04, but may be
charged only on loans up to a specified amount as adjusted by art. 5069-2.08. Id. arts. 5069-
1.04, -2.08.

71. See id. art. 5069-1.04(b)(1); Opinion Letter No. 81-3 from Consumer Credit Com-
missioner Kelly to Nathan P. Hoffman (June 3, 1981) (discussing annual rates available on
any loan). A seller in a home solicitation transaction, however, may be more limited on the
rate he may charge. See TEx. REV. CIv. STAT. ANN. art. 5069-1.04(q) (Vernon Pamph. Supp.
1982-1983) (where credit extended for home solicitation transaction as defined in art. 5069-
13.01(5), rates in art. 5069-1.04 do not apply if the agreement is secured by a lien on a
homestead and credit is extended by seller or owner).

72. TEx. REV. CIv. STAT. ANN. art. 5069-1.04(b)(1) (Vernon Pamph. Supp. 1982-1983).
73. Id. art. 5069-1.04(b)(2). The statute specifically excludes personal, family, house-

hold, or agricultural loans from this provision. Id. There may be a question on the aggrega-
tion of advances sufficient to meet the "in excess of $250,000" requirement because the
language differs from the aggregation language contained in other usury statutes. See, e.g.,
12 U.S.C. § 86a (Supp. V 1981); TEx. REV. CIV. STAT. ANN. art. 5069-1.07(b) (Vernon
Pamph. Supp. 1982-1983). See also Dean Vivian Homes, Inc. v. Sebera's Plumbing & Appli-
ances, Inc., 615 S.W.2d 921, 926-27 (Tex. Civ. App.-Waco 1981, no writ) (aggregation
under Texas corporate loan statute); Eckols v. Sabine Bank, 613 S.W.2d 762, 763-64 (Tex.
Civ. App.-Beaumont 1981, writ ref'd n.r.e.) (aggregation under Brock Bill).

74. See TEx. REV. Civ. STAT. ANN. arts. 5069-1.04(a)(1), (c)-(d) (Vernon Pamph. Supp.
1982-1983).

75. See Opinion Letter No. 81-27 from Consumer Credit Commissioner Kelly to James
H. Wallenstein (Nov. 19, 1981) (labeling of contracts under House Bill 1228).
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certain types of loans.7 6 Although the procedure sounds simple, it
is difficult to apply because the lender may also be subject to cer-
tain provisions of chapters 4, 5, 6, 6A, or 7 of the Texas Credit
Code."

For purposes of the Federal Usury Preemption, both National
Bank and State Insured Bank are "lenders" under section 501 of
DIDMCA.78 Thus, they are free from state usury laws7 9 which
might otherwise be applicable to certain credit transactions that
are secured by a first lien on residential real property or a residen-
tial manufactured home.80 Under section 528, when more than one
federal usury law applies to a loan, the lender may choose the law
that permits the highest rate.81 As a matter of practicality, unless
the prime, discount, and six-month T-Bill rates move in opposite

76. See id. A chart summarizing ceilings that apply to particular loans was published
by the Consumer Credit Commissioner in The Credit Code Letter on August 31, 1982. CON-
SUMER CREDIT COMM'R, THE CREDIT CODE LETTER, PUB. No. 9 (Aug. 31, 1981). The letter
sets out the rates for the four ceilings and a summary of the Commissioner's letter opinions.
Id. The Credit Code Letter is published weekly by the Texas Office of Consumer Credit
Commissioner, P.O. Box 2107, Austin, Tx. 78768.

77. See TEx. REv. CIv. STAT. ANN. art. 5069-1.04(n) (Vernon Pamph. Supp. 1982-
1983). It is curious that the Consumer Credit Commissioner now feels that a loan payable in
two or more installments of interest only, with the entire amount of principal payable at
maturity, is clearly an "installment" loan. See Opinion Letter No. 82-24 from Consumer
Credit Commissioner (Oct. 7, 1982).

78. See Depository Institutions Deregulation and Monetary Control Act of 1980, Pub.
L. No. 96-221, § 501(b)(2), 94 Stat. 132, 161 (codified as amended at 12 U.S.C. § 1735f-7
note (Supp. V 1981)).

79. See, e.g., TEx. REV. CIv. STAT. ANN. art. 5069-1.04 (Vernon Pamph. Supp. 1982-
1983).

80. See Depository Institutions Deregulation and Monetary Control Act of 1980, Pub.
L. No. 96-221, § 501(a)(1), 94 Stat. 132, 161 (codified as amended at 12 U.S.C. § 1735f-7
note (Supp. V 1981)).

81. Pub. L. No. 96-221, § 528, 94 Stat. 132, 168 (codified as amended at 12 U.S.C. §
1735f-7 note (Supp. V 1981)). Prior to April 1, 1983, National Bank and State Insured Bank
could also charge the discount rate plus 5%, plus any surcharge on business or agricultural
loans of $25,000 or more. See id. §§ 511, 512, 94 Stat. at 164 (codified at 12 U.S.C. § 86a, 86a
note (Supp. V 1981)). The amount was later reduced from $25,000 to $1000. See Housing
and Community Development Act of 1980, Pub. L. No. 96-399, § 324(c), 94 Stat. 1614, 1648
(codified as amended at 12 U.S.C. § 86a note (Supp. V 1981)). A proposal to extend these
provisions was originally included in the bills that became the Gain-St. Germain Depository
Institutions Act of 1982, Pub. L. No. 97-320, 96 Stat. 1469. The proposal, however, was
edited out in committee. Adams, No Federal Override of State Usury Ceilings Seen in '83,
AM. BANKER, Nov. 16, 1982, at 2, col. 1. For a discussion of what loans are for "business
purposes," see Burke & Kaplinsky, supra note 36, at 1088-90. For a discussion of questions
concerning § 511 of DIDMCA, see Comptroller of the Currency Report Letter No. 8 (Oct.
20, 1982). The letter may be obtained from OCC, Washington, D.C. 20219.
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directions, or the prime rate approaches twenty-four percent per
annum, both National Bank and State Insured Bank would nor-
mally look no further than the new rates provided by House Bill
1228.

From the foregoing one may conclude that National Bank and
State Insured Bank are permitted to charge substantially equal in-
terest rates. Despite this apparent equality, however, there are two
somewhat obscure areas in which differences remain. These do not
arise from the rate itself, but center around when the permitted
rate can or must be applied. First, under Texas law the sale of a
third party's note at a discount is not regarded as a "loan" by the
purchaser of the note to the seller unless "there is . . .a collusive
agreement whereby a fictitious and inflated note is given to one
party in order that the purchaser or assignee may make a usurious
loan. '8 2 Therefore, absent a collusive agreement, State Insured
Bank may purchase from X for $50,000 a note payable to X in the
face amount of $100,000 without usury problems. On the other
hand, several old cases hold that it is usurious for a national bank
to purchase a promissory note from the payee of the note at a re-
duction exceeding the highest lawful rate permitted by section
85.83 This distinction could theoretically be a problem when a third
party's note is purchased or discounted at a substantially reduced
price. Section 1831d, which permits State Insured Bank to charge
the discount rate plus one percent, uses language similar to section
85, providing that State Insured Bank may "take, receive, reserve,
and charge [such rate] on any loan or discount made .... "84 This
section comes into play, however, only if the rate exceeds the rate
State Insured Bank would be permitted to charge in the absence of
this section and, therefore, should not limit State Insured Bank's
ability to discount or purchase a third party's note for any amount
it chooses.85

A second difference in the interest rates of National Bank and
State Insured Bank may be the possible need for a "written con-

82. Richards v. Moody, 422 S.W.2d 200, 202 (Tex. Civ. App.-Houston [14th Dist.]
1967, writ ref'd n.r.e.). See Huff v. Citizens' Say. Bank & Trust Co., 81 S.W.2d 1043, 1044
(Tex. Civ. App.-Austin 1935, no writ).

83. See, e.g., National Bank v. Johnson, 104 U.S. 271, 277-78 (1881); Danforth v. Na-
tional State Bank, 48 F. 271, 275-76 (3d Cir. 1891).

84. 12 U.S.C. § 1831d(a) (Supp. V 1981) (emphasis added).
85. See id.
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tract" in order to charge the permitted rate. The introductory
clause to article 5069-1.04(a) arguably requires a written contract
to keep the transaction from being governed by article 5069-1.03,
which applies "[w]hen no specified rate of interest is agreed upon
by the parties . . . ."86 On the other hand, section 85 does not re-
quire a written agreement for National Bank to charge the rates
therein permitted,8 7 and it is arguable that section 1831d allows
State Insured Bank to charge permitted rates without a written
agreement.88 This dilemma will rarely arise because prudent bank-
ing practice dictates that a written agreement be signed specifying
the amount of the loan and the interest rate. Inadvertently charg-
ing fees not provided for in writing, however, could create a situa-
tion in which the ability to charge the permitted rate without a
written agreement would become important.

A final question is whether a lender can rely upon both the
state and federal rate ceilings in the same loan contract. The Con-
sumer Credit Commissioner and the Comptroller of the Currency
have both taken the position that contractual "dual ceilings" may
be interchangeably applied to a single contract. 89 In other words,
National Bank or State Insured Bank may "switch horses in mid-
stream" on a variable rate loan and look to the federal ceiling
when it permits a rate higher than the state ceiling.

B. Substantive Usury Questions

The difficult task in usury cases is not simply finding the
proper rate of interest which should be charged, but in determin-
ing other substantive issues, such as what constitutes interest and
principal in a particular transaction. This includes resolving ques-
tions regarding commitment fees, prepayment penalties, late

86. TEX. REv. CIv. STAT. ANN. art. 5069-1.03 (Vernon Pamph. Supp. 1982-1983) (em-
phasis added). See id. art. 5069-1.04(a). Article 5069-1.04(a) states that "[tihe parties to...
any written contract may agree to any rate of interest. . . that does not exceed" statutory
limits. Id. (emphasis added). Article 1302-2.09, however, does not contain a similar require-
ment. See id. art. 1302-2.09 (Vernon 1980) ("[parties] may agree to... any rate of interest
. . . not to exceed" statutory limits).

87. See 12 U.S.C. § 85 (Supp. V 1981).
88. See id. § 1831d. Section 1831d requires only that a state insured bank "take, re-

ceive, reserve, and charge" the permitted rates. Id. § 1831d(2).
89. Opinion Letter No. 81-27 from Consumer Credit Commissioner Kelly to James H.

Wallenstein (Nov. 19, 1981) (requesting dual rate ceilings); COMFTROLLER OF THE CURRENCY,
REPORT LETTER No. 8 (Oct. 20, 1982).
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charges, compounding of interest, time-price differential, equity
participations, prepayment of interest, spreading of interest, and
other factors.

The Comptroller's Manual for National Banks contains only
three interpretive rulings regarding usury.90 The first states that
the consideration a national bank receives for a loan may be a
share in the profit, income, or earnings from a business enterprise
of a borrower. 1 The Comptroller noted that the share may be in
addition to, or in lieu of, interest.92 Texas courts have not had the
opportunity to decide the effect, if any, this ruling could have on
the question of when a share of profits is so contingent that it does
not constitute interest.9 3

The second ruling, more general in scope, stated that "a na-
tional bank may charge interest at the maximum rate permitted by
state law to any competing state-chartered or licensed lending in-
stitution."9 This guideline, a codification of previous rulings and
opinions, has been called a "significant administrative gloss on the
most favored lender doctrine."' The third ruling simply allowed a
national bank to charge borrowers the cost of a credit report or
investigation in addition to interest.96

There are many potential substantive usury questions which
may arise in usury suits in Texas against National Bank; the fol-
lowing are two specific examples of possible conflicts between

90. See COMPTROLLER'S MANUAL FOR NATIONAL BANKS, INTERPRETATIVE RULINGS
7.7310, 7.7312, 7.7315 (Sept. 1981). Additional interpretations of usury law applicable to
national banks are occasionally issued by the Counsel of the Comptroller. For instance, the
chief counsel issued an opinion letter stating that national banks may charge interest at one
percent in excess of the discount rate on 90-day commercial paper discounted in advance.
See OCC Staff Interpretive Letter No. 101, [1978-1979 Transfer Binder] FED. BANKING L.
REP. (CCH) 85,176, at 77,183 (May 9, 1979).

91. See COMPTROLLER'S MANUAL FOR NATIONAL BANKS, INTERPRETATIvE RULING 7.7312
(Sept. 1981).

92. Id.
93. See Wagner v. Austin Say. & Loan Ass'n, 525 S.W.2d 724 (Tex. Civ.

App.-Beaumont 1975, no writ); Beavers v. Taylor, 434 S.W.2d 230 (Tex. Civ. App.-Waco
1968, writ ref'd n.r.e.); Pansy Oil Co. v. Federal Oil Co., 91 S.W.2d 453 (Tex. Civ.
App.-Texarkana 1936, writ ref'd).

94. COMPTROLLER'S MANUAL FOR NATIONAL BANKS, INTERPRETATIvE RULING 7.7310
(Sept. 1981). In addition, if state law denies the defense of usury to a corporate borrower, a
national bank may charge a corporate borrower any rate of interest agreed upon by the
parties. Id.

95. Burke & Kaplinsky, supra note 36, at 1100.
96. See COMPTROLLER'S MANUAL FOR NATIONAL BANKS, INTERPRETATIVE RULING 7.7315

(Sept. 1981).
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Texas and "federal" substantive law. The first involves charging
interest in advance. Texas courts have consistently held that re-
serving interest in advance for a year or less at the highest permit-
ted rate does not constitute usury. 7 Because none of these cases
involved installment loans, the Texas rule permitted a lender of a
single principal payment loan to collect interest on the entire prin-
cipal at the highest rate monthly, quarterly, semiannually, or other
interval of less than a year in advance of the year's expiration.

Similarly, the United States Supreme Court, in Evans v. Na-
tional Bank,98 held that a national bank could reserve interest in
advance on a short term note charging the maximum interest al-
lowed.es The Eighth Circuit, however, refused to follow the Court's
interpretation of section 85 and, in First National Bank v. Now-
lin,00 prohibited discounting on installment loans by a national
bank located in Arkansas.101 The court considered Evans a narrow
exception to the normal interpretation of section 85 that federal
courts must look at state courts' analyses of all usury provisions in
usury suits against national banks.0'0

A second question concerns "late charges" when installments

97. See, e.g., Tanner Dev. Co. v. Ferguson, 561 S.W.2d 777, 787 (Tex. 1977); Nevels v.
Harris, 129 Tex. 190, 195-97, 102 S.W.2d 1046, 1048-49 (1937); Bothwell v. Farmers &
Merchants State Bank & Trust Co., 120 Tex. 1, 5-6, 30 S.W.2d 289, 291 (1930); Miller v.
First State Bank, 551 S.W.2d 89, 97-98 (Tex. Civ. App.-Fort Worth 1977), afl'd, 563
S.W.2d 572 (Tex. 1978).

98. 251 U.S. 108 (1919).
99. Id. at 114.
100. 509 F.2d 872 (8th Cir. 1975).
101. Id. at 876.
102. Id. According to the Eighth Circuit, § 85 "adopts the entire case law of the state

interpreting the state's limitations on usury; it does not merely incorporate the numerical
rate adopted by the state." Id. The Ninth Circuit apparently believes that § 85 should be
limited to the effective rate adopted by the state. In a recent case involving compensating
balances, however, the Ninth Circuit allowed the parties to agree that federal law would
govern the effective rate compensating balance question and that state law would determine
the allowable numerical interest rate. See American Timber & Trading Co. v. First Am.
Bank, 690 F.2d 781, 787 n.6 (9th Cir. 1982). The assistant chief counsel for the Comptroller
of the Currency has indicated that although the Nowlin decision is, at first glance, both
scholarly and persuasive, Evans is perhaps the better reasoned case. See OCC Staff Inter-
pretive Letter No. 115, [1978-1979 Transfer Binder] FED. BANKING L. REP. (CCH) 85,190,
at 77,204 (Aug. 10, 1979). He also concluded that further judicial consideration was neces-
sary before a definitive opinion could be rendered on the permissibility of collecting interest
in advance on installment loans when state-chartered competitors are not allowed to engage
in such conduct. Id. Legal commentators have long debated what sources of federal law
should be applied in cases involving usury by national banks. See, e.g., Monts, The Law of
Usury as Applied to National Banks, 81 BANKING L.J. 847 (1964).
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are not timely paid. In most states late charges are not considered
interest. 03 In Texas, however, article 5069-1.01(a) defines interest
as the "compensation allowed by law for the use or forbearance or
detention of money . "10o4 It is arguable that late charges are
interest and, therefore, subject to usury ceilings' 0 5 Section 85,
however, does not define the term "interest" and no case involving
a national bank located in Texas has discussed the difference be-
tween the approaches to late charges. Moreover, section 86a,
amending the federal preemption for business purpose loans, de-
fines interest as including "any compensation, however denomi-
nated, for a loan."'' 0 This definition is certainly different from the
Texas approach and might exclude a late charge, yet include
charges for commitment fees. If the lender has clearly relied upon
the federal preemption, courts may be uncertain whether to look to
the Texas statutory definition or the language of section 86a.

C. Multijurisdictional Loans

Banks throughout the United States and Texas continue to
make an increasing number of loans to borrowers who are nonresi-
dents of the state where the bank is located. Because permitted
interest ceilings vary greatly from state to state, it becomes impor-
tant to determine when a lender may contract with the borrower
and choose the law of a jurisdiction which permits the highest rate.
Prior to September 1980 it was generally presumed that a Texas
court would follow the law of the jurisdiction chosen by the parties
if it bore a reasonable relation to the loan transaction and con-
tract. 0 7 The only expected limitations on the rule were that (1) the
choice of law could not be a subterfuge or contrivance to evade
application of Texas law and (2) choosing the law of another juris-
diction or maintenance of an action based upon such law could not
contravene Texas public policy.'08

In Woods-Tucker Leasing Corp. v. Hutcheson-Ingram Devel-

103. See Annot., 63 A.L.R.3d 50, 64, 72 (1975).
104. TEx. REV. CIV. STAT. ANN. art. 5069-1.01(a) (Vernon 1971) (emphasis added).
105. See Shropshire v. Commerce Farm Credit Co., 120 Tex. 400, 30 S.W.2d 282

(1930); Parks v. Lubbock, 92 Tex. 635, 51 S.W. 322 (1899); Note, Late Charges in Deeds of
Trust as Usury, 30 BAYLOR L. REV. 174, 175 (1978).

106. See 12 U.S.C. § 86a(b)(2) (Supp. V 1981).
107. See Pedersen & Cox, supra note 61, at 766.
108. See id.
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opment Co., 09 the Fifth Circuit reviewed Texas law and found
that a "strong policy of protecting Texas debtors" permeated
Texas law. 110 The court felt that, notwithstanding a contrary provi-
sion in the loan agreement, Texas courts would apply Texas' choice
of law rules to determine which state's usury laws governed the
transaction."' The Woods-Tucker decision immediately threw all
lenders in Texas into a state of confusion and caused many Texas
bank lawyers to reexamine their previous "should hold" choice-of-
law usury opinions.

On rehearing the Fifth Circuit held that section 1.105(a) of the
Texas Business and Commerce Code' 2 required that the parties'
contractual choice of law would be upheld if the forum chosen bore
a "reasonable relationship" to the transaction."' The court found
that the "reasonable relationship" requirement was satisfied if the
jurisdiction whose law was selected had a "normal relation to the
transaction,"' 1 4 and that a law chosen merely to obtain a higher
rate did not in itself constitute a "contrivance" which would defeat
the designated choice of law." 5 Thus, Texas lenders could again
breathe easier, unless they had chosen by contract the law of a
jurisdiction which had only marginal connections with the parties
and their transaction.

Because a Texas lender, which would presumably include
State Insured Bank, can import interest rates from other jurisdic-
tions under the proper circumstances with a choice-of-law clause,
National Bank could also import interest rates. Although reported
cases have not yet construed section 85 as encompassing the
choice-of-law rules of the state where the national bank is lo-
cated," '6 there are apparently no strong policy reasons to limit im-
porting to only state banks. In addition, the Comptroller of the

109. 626 F.2d 401 (5th Cir. 1980), aff'd on rehearing, 642 F.2d 744 (5th Cir. 1981).
110. Id. at 406.
111. Id. at 409.
112. TEX. Bus. & COM. CODE ANN. § 1.105(a) (Tex. UCC) (Vernon Supp. 1982-1983).
113. Woods-Tucker Leasing Corp. v. Hutcheson-Ingram Dev. Co., 642 F.2d 744, 748,

749-50 (5th Cir. 1981) (on rehearing).
114. Id. at 750-51.
115. Id. at 753.
116. See Pedersen & Cox, supra note 61, at 786. Federal courts have upheld a statute

which purports to apply local law to an interstate transaction. See, e.g., Aldens, Inc. v. La-
Follette, 552 F.2d 745, 750-53 (7th Cir.), cert. denied, 434 U.S. 880 (1977). Such a rule,
however, should not affect a national bank. See Kaplinsky, Interstate Consumer Credit, 35
Bus. LAW. 1311, 1312 (1980).
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Currency has issued an opinion letter stating that a national bank
making loans to out-of-state borrowers is not bound by the usury
ceiling of the state where it is located.11 7

In Marquette National Bank v. First of Omaha Service
Corp.,"' the Supreme Court examined federal law to determine a
national bank's location for purposes of exporting interest rates. In
Marquette a national bank with its charter address in Nebraska,
where the interest limit was eighteen percent, issued credit cards
to residents of Minnesota, where permissible interest was only
twelve percent.11 9 The Court stated that the question was whether
the Nebraska bank was "located" in Nebraska for purposes of sec-
tion 85 and, thus, could charge all of its cardholders eighteen per-
cent interest.12 0 The Minnesota plaintiffs argued that even if the
Nebraska bank was not "located" in Minnesota, it "existed" in
Minnesota by virtue of its credit card business there and, there-
fore, was limited to twelve percent interest under the second clause
of section 85.21 The Court interpreted section 85 literally and held
that a national bank's "location" is based on its physical location
and "cannot be deprived of this location merely because it is ex-
tending credit to residents of a foreign state.1122 Although Mar-
quette established that a national bank may "export" interest
rates, it is not clear what other provisions of state law may or must
also be exported.1 2 National banks probably may export certain

117. OCC Staff Interpretive Letter No. 116, [1978-1979 Transfer Binder] FED. BANK-

ING L. REP. (CCH) 85,191, at 77,205 (Aug. 17, 1979). See Fisher v. First Nat'l Bank, 548
F.2d 255 (8th Cir. 1977); Fisher v. First Nat'l Bank, 538 F.2d 1284 (7th Cir. 1976), cert.
denied, 429 U.S. 1062 (1977).

118. 439 U.S. 299 (1978).
119. Id. at 301-02.
120. See id. at 308. The first clause of § 85 provides in pertinent part: "Any associa-

tion may take, receive, reserve, and charge on any loan or discount made, or upon any notes,
bills of exchange, or other evidence of debt, interest at the rate allowed by the laws of the
State ... where the bank is located ..... 12 U.S.C. § 85 (Supp. V 1981) (emphasis
added).

121. 439 U.S. at 309-10. The second clause of § 85 provides that "except that where by
the laws of any State a different rate is limited for banks organized under State laws, the
rate so limited shall be allowed for associations organized or existing in any such State
under this chapter." 12 U.S.C. § 85 (Supp. V 1981) (emphasis added).

122. 439 U.S. at 310. The Court noted pragmatically that "[ilf the location of the bank
were to depend on the whereabouts of each credit-card transaction, the meaning of the term
'located' would be so stretched as to throw into confusion the complex system of modern
interstate banking." Id. at 312. The Court expressly reserved judgment on the effect of a
national bank "existing" in a state. Id. at 308-09 n.19.

123. Examples of such provisions include free-ride periods in connection with credit-
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noninterest provisions if they are material to the determination of
the interest rate. 24 National Bank may question, however, whether
it could export the rates provided by House Bill 1228 to a low-
interest-ceiling state without also exporting the limitations or
prohibitions that apply to certain installment loans which are gov-
erned by chapters 4 and 5 of the Texas Credit Code.12 5

State Insured Bank may be able to export the Texas interest
rate without looking to normal choice of law rules because section
1831d allows it to charge interest "at the rate allowed by the laws
of the State, territory or district where the . . . [institution] is lo-
cated.""'2 The language of section 1831d is almost identical to that
of section 85 and the "most favored lender" doctrine, derived from
section 85, provides that "national banks may charge interest at
any rate permitted competing lenders located in the same state on
the same class of loan.'12 7

With regard to Jim Smith, because Foreign National Bank
may export the Illinois usury ceiling on loans to Texas citizens, the
question naturally arises whether National Bank or State Insured
Bank could participate in such loans without regard to Texas
usury laws. When a venture is a "true participation," as opposed to
a "joint loan," once the lead bank complies with the usury laws,
any subsequent sale of an interest in the loan to a participating
bank should also insulate the participating bank from a usury
claim.12 8 In one case, however, the court found that the lead na-
tional bank and the participating state bank were "joint adventur-
ers and agent and principal each for the other" and applied the

card purchases or a credit-card annual fee for the convenience of using the credit card. See
Burke & Kaplinsky, supra note 36, at 1106.

124. Id. For example, free-ride periods in credit card purchases are material to deter-
mination of interest rates. Id. This position may also support the exportation of variable
interest rates even if the state law where the borrower lives prohibits these rates. Id. at
1107.

125. See TEx. REV. CIv. STAT. ANN. art. 5069-1.04 (Vernon 1971 & Pamph. Supp. 1982-
1983).

126. 12 U.S.C. § 1831d (Supp. V 1981).
127. Burke & Kaplinsky, supra note 36, at 1098. See supra notes 58-60 and accompa-

nying text. One trial court has ruled that § 1831d does confer "most favored lender" status
on a state-chartered insured bank to the extent that the bank could apply the state's small-
loan rate to bank credit cards. See Attorney Gen. v. Equitable Trust Co., 294 Md. 385, _,
450 A.2d 1273, 1278 (1982).

128. See Simpson, Loan Participations: Pitfalls for Participants, 31 Bus. LAW. 1977,
1982 (1976).
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more stringent penalties to the state bank rather than those pre-
scribed by section 86.29 The problems in this area are not insur-
mountable because a participation agreement can be drafted to
avoid such classification problems.

In conclusion, nonbank lenders in Texas can look only to
Texas choice-of-law rules or the rules of the jurisdiction where an
out-of-state customer lives to either export or import interest
rates. On the other hand, National Bank, because of its status as a
most favored lender, can export interest rates and probably import
rates without regard to the normal choice-of-law rules. State In-
sured Bank may be on equal footing with National Bank in this
area, although a final judicial interpretation of section 1831d and
its most favored lender provisions has not yet been decided.

D. Usury Penalties

The Texas usury penalty for most loans made in Texas is
found in article 5069-1.06.13 0 The first section requires the forfei-
ture of "three times the amount of usurious interest contracted for,
charged or received . . . and reasonable attorney fees fixed by the
court ... ."31 In addition, the second section requires a forfeiture
of all principal, interest, and other charges and payment of reason-
able attorney's fees by anyone who contracts for, charges, or re-
ceives interest exceeding twice the amount of interest allowed.1 3

State Insured Bank will be subject to this state penalty except
for business and agricultural loans made prior to April 1, 1983,
pursuant to the authority of section 86a or section 1831d. ' 33 Loans
under these two statutes will also subject State Insured Bank to
federal usury penalties, which are identical to those applicable to
national banks in section 86.11" Although the penalty provisions of

129. See Coral Gables First Nat'l Bank v. Constructors of Florida, Inc., 119 So. 2d 741,
745, 747-48 (Fla. Dist. Ct. App. 1960), cert. denied, 365 U.S. 811 (1961).

130. See supra notes 27-31 and accompanying text. There is no penalty for usurious
interest resulting "from accidental or bona fide error." TEx. REV. Civ. STAT. ANN. art. 5069-
1.06(1) (Vernon Pamph. Supp. 1982-1983).

131. TEx. REV. CIv. STAT. ANN. art. 5069-1.06(1) (Vernon Pamph. Supp. 1982-1983).
The minimum penalty is the lesser of $2000 or 20% of the principal. Id.

132. See id. art. 5069-1.06(2) (Vernon 1971).
133. See 12 U.S.C. §§ 86a, 1831d(2) (Supp. V 1981).
134. See id. Section 86, in pertinent part, provides that:
[Tihe taking, receiving, reserving, or charging a rate of interest greater than is
allowed ...when knowingly done, shall be deemed a forfeiture of the entire in-
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section 86 are applied exclusively to national banks, 35 cases con-
struing section 86 should be of precedential value when courts at-
tempt to apply sections 86a and 1831d.

A comparison of state and federal usury penalties reveals sev-
eral differences in addition to the severity of the penalty. First, the
state penalty is not applicable if the usurious rate results from an
"accidental and bona fide error."136 On the other hand, the federal
penalty applies only if the action is "knowingly done."' 7 The
"knowingly done" provision requires only the intent to make the
bargain, not to charge usurious interest,'38 and, therefore, is similar
to the test of intent applied in Texas usury cases.'3 Because the
Texas statute speaks in terms of "contracting for, charging or re-
ceiving, 1 40 and the federal statute delineates "taking, receiving,
reserving or charging,' 4' the statutes may differ in application. Al-
though no Texas court has faced this question, National Bank may
argue that it has not violated section 86 by merely "contracting"
for a usurious rate."42

IV. CONCLUSION

It is clear that there is a great deal of overlap between state
and federal usury laws as they apply to banks. In addition, Texas
usury statutes contain many provisions which were rendered obso-
lete by House Bill 1228 and the federal preemption. One might ask
what harm is involved in having "dead law" on the books. If Jim
Smith spends enough time he should eventually trudge through

terest which the note, bill, or other evidence of debt carries with it, or which has
been agreed to be paid thereon. In case the greater rate of interest has been paid,
the person by whom it has been paid. . . may recover back. . . twice the amount
of interest thus paid ....

Id. § 86 (1976). The business loan penalty statute found in section 86a(c), however, is appli-
cable only if the federal business and agricultural loan rate "exceeds the rate such person
would be permitted to charge in the absence of this section . Id. § 86a(c) (Supp. V
1981).

135. See Schuyler Nat'l Bank v. Gadsden, 191 U.S. 451, 459 (1903).
136. See TX. REV. Civ. STAT. ANN. art. 5069-1.06(1) (Vernon Pamph. Supp. 1982-

1983).
137. See 12 U.S.C. § 86 (1976); id. §§ 86a, 1831d (Supp. V 1981).
138. See Citizens' Nat'l Bank v. Donnell, 195 U.S. 369 (1904).
139. See, e.g., Tanner Dev. Co. v. Ferguson, 561 S.W.2d 777, 786, 788 (Tex. 1977).
140. See TEX. REV. Civ. STAT. ANN. art. 5069-1.06 (Vernon Pamph. Supp. 1982-1983).
141. See 12 U.S.C. § 86 (1976); id. §§ 86a, 1831d (Supp. V 1981).
142. The term "reserving" could be construed to mean "contracting," but probably

refers to the reservation of interest only on a discount basis. See id. § 86 (1976).

804 [Vol. 14:781



USURY AS APPLIED TO BANKS

the morass and arrive at the current state of usury law. The cur-
rent state of Texas usury laws, however, sharply conflicts with the
common sense notion that a law which is penal in nature should be
clear and concise and readily found. '

There seems to be no reason why the usury laws, either federal
or state, cannot be stated in simple terms that are easily under-
stood by the officers of National Bank and State Insured Bank.
Until there is a simplification and clarification of usury laws, Jim
Smith and other Texas bank lawyers will continue to spend a great
deal of time advising their bank clients concerning usury. It would
seem imperative, therefore, that a redrafting and clarification of
Texas usury law, with attention to its relation to federal law,
should have been a first priority of the 68th Texas Legislature
when it convened in 1983; however, to date no such clarification
bill has been introduced. In addition, further federal preemption
appears unlikely in the near future. '44

143. For example, one Texas usury law passed in 1979 expired by its own terms on
September 1, 1981, and was effectively preempted by federal law long before, yet still con-
tains a "live coal" precluding a prepayment penalty on first mortgage residential homestead
loans made at an annual rate above 12%. See Opinion Letter No. 82-22 from Consumer
Credit Commissioner Kelly to Jackie Akins (Sept. 22, 1982) (problems in state and federal
usury law).

144. Adams, No Federal Override of State Usury Ceilings Seen in '83, Am. BANKKE,
Nov. 16, 1982, at 2, col. 1; McCue, No US Action Seen on Usury, Am. BANKER, Apr. 4, 1983,
at 3, col. 1; McCue, Fed for Ending US Preemption of State Ceilings, Am. BANKER, Mar. 11,
1983, at 16, col. 2. Senators Garn and Proxmire, however, have introduced Senate Bill 730,
which would indefinitely eliminate state and federal usury ceilings on business and agricul-
tural loans and consumer credit. Rosenstein, Extension of Usury Override Introduced by
Garn, Proxmire, Am. BANKER, Mar. 10, 1983, at 3, col. 1.
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