February 20, 2012
DECISION MEMORANDUM FOR RICHARD CORDRAY

From: Patrice Ficklin, Office of Iair Lending & Pqual Opportamry
Richard Hacketr, Office of Installment and Liguidiry Lending

Recommendation:

That you approvc the attached Charter for an Auto Finance Discrimination Working Group.

Y/ gﬁamve — Disapprove  Let’s Discuss
Background:

The Bureau set its priorities for the first two years through the Workstream A

process. Discrimination in awro fnance was one of the prionues chosen through that process. The
Office of Fair Lending & Lgual Opportunity has worked with the Office of Installmenr & Tiquidity
Lending Markets aad other colleagues at the Bureau 1o draft the attached Charter thar proposes the
establishment of an Auto Finance Discrmminanon Working Group, As explained in detait in the
attached Charter, the proposed Working Group will lead the Bureaw’s efforts 1o study, mvestgate,
and make recommendations zbout particular arcas of concern mn the auto finance market, including
subjective markups of Interest rates, financing of high margin sddinonal products, and Buy Here Pay
Here dealers. The Auto Finance Discriminagon Working Group’s work will be completed on
September 27, 2012 with an options memorandum presented to the Policy Committee. The

attached Charter was cleared by the direcrorates of I'air Londing and RMR and was presented to and

cleared by the Policy Comnuttee on February 9, 2012,



AUTO FINANCE DISCRIMINATION WORKING GROUP CHARTER

1.0 Background, Legal Context and Current CFPB Efforts

i1 Background

After mortgage and home equity loans, auto finance debt is the second largest category of
consumer debt in onginations in the United States. An estimated 3¢ million consumers take on
approximately $350 billion in new auto finance debt every vear.! With the average price of a new
automobile exceeding $29,000, and used cars ranging from 36875 ro $16,474 at de;ﬁt‘rshig;si a car
purchase or lease is the most expensive financial transaction engaged in by most consumers.

While consumers may seck auwto financing directdy from 2 bank or credit union, most seck
financing from the aute dealer. The deader may pm*m}e that financing directly, or provide it
indirectly via auto t:nq}}an‘_,’ offered by 2 thied party, such as a bank, captive zuto finance company,
or sp(_aa]m lender. In this indirecr auto finance model, the dealer acts like a brokes’ — significandy
influencing and in most cases actually selecting the financing for the consumer from among the Joan
products offered by third parties.  In zddidon, employees of the dealer, known as the Finance &
insurance {(F&I) office, often have the discretion to mask ﬁ;} the interest rate set by the third pary
before offering the Joan to the consumer. This amount is called the “dealer markup”  Dealers
derive approximately 50% of their profis from Fé&I revenues.’

Despite the laige number of consumers who have eagaged in multiple auto finance transactions,
the cconemics of those transacdons remain a mystery to most. Sixty-one percent of consumers arc
unaware of the annual percentage rate on their loan.” In the course of launching 2 recent serie
auto finance roundtables; the Federal Trade Commission (FIC) noted that while financing obtained
at the dealership may provide bencfits for consumers, it also can be “a comphicated, opague process
and could potentally involve unfair or deceptive practices.”™ Seventy-rine percent of consumers
who fimance with the dealership are unaware that the interest rate on their zute Joan is zbic fo be

s of

' CFPB estimate based on data from Experian, Moody's and CNW Rescarch,

* The average price of a new car sold in the U.S. is $29,793, according 1o the National Automobile Dealers
Association. See NADA DATA 2011, 8t 9, available ar iy frwwwonado or g NRy donlyres/ G7 98B E2A-928 144 BF-
AT26-0D372FCEOBSAIONADA_DATA_ 08222011 pdi (2010 data). Average used car prices range from $8.873
{independent companies) to $16,474 4dea}ers‘nps} Sea WIADA Used Car Industry Report 2811, at 18, available ot
hirpsfwwwoniada comf201 ] indwstry _report phpd (citing data from the National Independent Antomnobile Dealers
Asmaa&mn Report and CN W Marketing Research), and NADA DATA 2011, at 11, respectively (2010 dawa).

* Although the dealer’s role is similar 10 a broker, the dealer is legally the initial creditor 1o whom the consumer's
promise in &n Installment sale contract is pavable. The dealer then sells the contract to a bank or finance company
who has preapproved the credit.

* “Indirect Auto Jending Industry, Insider’s View” presentation to the Federal Reserve Bank of New York by Greg

Skurkovich, at 4 and §.

"D, David & LM, Frank, “Unc?er the Hood: Aute Loan Interest Rate Hikes Inflate Consumer Costs and Loan

Losses,” Apr. 19, 2011, at 8. ! Ao respasibiviendine orgroher-consuper-losns/ame-Dnancingresearch-
ecurive-Summary ndll {(Aerefnafter, Center for

[y

analvsis/Under-th gw%m—x\utmi} sler-Rae-Markuns-Fx
Responsible Lending, “Under the Hood”, April 201 i} at &, ufmg Capital One Financial Corporation Survey, 2008,
" Public Roundiables: Protocting Consumm in the Sale and Leasing of Motor Vehicles, 76 Fed. Reg, 14,014 (Mar.
15,2011




estimated $25.8

marked up by the dealer.” Fach anmual cobont of auto finance consumers P
billion i mrterest rate markap over the lives of their Joans.”

Consumer advocates, including the Natonal Consumer Law Center (NCILC) and the Center for
RQSPOQSI le Lendmg (CRI) have focused on abuses in zuto im’mct I the late 19905 and mio the
carly 2000s, the NCILC brought several auto finance discrimination lawsuirs against indivect zuto
k:mf:r@, whose loans were brokered by, and often marked up by, dealers hmf. Information from
discovery in those cases revealed that among borrowers who financed mrh deaterships, Afrcan
Amernican and Hispanic borrowers were subjected to statistically significantly larger interest rate
markups than white borrowess. Subjective markups for loans to African ‘ameurm borrowers
exceeded markups on loans to white borrowers in amounts ranging from $350 1o $500. From 2003
o 2007, those laweuirs were settled, and consent AZICEMENLS Were put in place capping dealer
markups at 25%.  The serdements have 2l expized. It iv not cermin whether the caps fully
addressed the fair lending concerns gssociared with dealer markups. The extent 1o which indireer
auro lenders are selfm ommzmg for fair lending mssves for compliance with the Hgual Credit
Opportuniry Aot (ECOA) also s unkaows”

{j’(,}}"tt%{'zl'l"m‘i' l’cd'y"i;)(ji"ii{l argud (%ui dﬂiilt:‘ ﬂ}ﬂ‘l;\l} IR ﬁf’;»t‘} m 1‘;’ LT 1 REAZANESS M U’lf ity '“}Y’}LT At 44 [',){:CT-ZHS{;‘

i
they bave the offect of m‘}}mbmg sigmificant and arlitrary hfddfm fees on mdiwm» uf CONSILMers,

Consumer advocates claim that most eonsumers whose Joans are farked up — ar the diseretion of
the dealer and without repard 1o default risk — pay far higher interest rares than they would otherwise
quabfy for. Ar the same tme, according to consumer advocates, consumers are often unaware that
the ;c‘.lcz has 2 strong incentive to markup their loan, which makes them unable to avoid the
harm.' When the Federal Reserve Board determined that loan brokerage practices in the mortgage
context (discretionary markups in the interest rate by brokers and loan officers - commenly called
vield spread pmmmms‘ was causing harm that was not reasonably avoidable by consumers, it
leciared the pracdee unfalr and prohibited it for both brokers and lenders. At some point the
Bureau may need to determine the oxtent to which dealer markups are an unfar p*"?{'i“;cfu
Conducting the investigaton and analysis to support such a defermination is not within the inital
scope of this proposed working group hut may be s wgested In a futate presenmtion to the Policy
Cormuritree,

Inn addition to Interest rate KTJAHQ}E,S, F&d offices engage in sales of high-margn afrermarker

H  § . TN it

products, including extended warmanties;, service agreements and guaranteed aute prosecton,'’ to
achieve thew profit goals. These products typically are all zdded to the amount financed in an

7 Center for Responsibie Lending, “Under the 5&'30& T April 207 a1 &,

¥ Center for Responsible Lending, “Under the Hood”, April 2011 Industry associstions and lenders criticize CRLU s
ealeulation of this figure.

? The Bqual Credit Opportunity Act (ECOA) prohibits discrimination in lending. As discussed below, one way in
which the CFPB will leam whether indivect auto lenders are sellomonitoring for fair lending issues is Lhmngh the
SUpETVISOTY eXam process.

" In order to declare a practice unfair, the Bureaw must have a reasonable basis to conclude that the act or praetice
causes or is likely 1o cause substa r‘{sal injury 1o consurmers which i {1) not reasonably avoidable by consumers and
(2) not outweighed by countervailing beneflts 1o consumers or 1o competition. Dodd-Frank § 103 o)1}

" To the extent add-ons constitute insurance as defined by state law, the Burezu will not have jurisdiction o
regulate these products. Moreover, Regulation B does not apply. As the Staff Commentary provides, *{d1ifferences
ir the availability, rates, and other ternis on which credit-related casualty insurance or credit life, bealth, aceident, or
disability insurance Is offered or provided to an applicant does not violate Regulation B 12 C.FR. Supp. | omt.
2027 (ex{1.

¥



installment sales contract, and ultimately may affect the consumer’s ability to make car payments and
negatively skew the Joan-to-collateral-value ratio for the loan. Consumers may not be aware of their
ability to refuse these products or of the effect of the products on their financing obligations. Given
the amount of discretion, and apparent lack of controls or monitoring on the F&I offices, there also
1s a significant oppormumity for discrimination, in addition to the lack of transparency, in the sale of
these products. The Working Group’s charter would be limited to any potential discriminatory
practices and impact assodiated with packing, not the more general potential unfairness or deception
of the practice. ‘ :

12 Legal & Reguolatory context:

The Equal Credit Opportunity Act (RCOA) makes it unlawful for 2 creditor to discriminate
against an applicant on a prohibited basis with respect to any aspect of a credit transaction, including
auto finance transactions.” The ECOA defines “creditor” as “any person who regulatly extends,
renews, or continucs credit; any person who regularly arranges for the extension, renewal, ot
continuation of credit; or any assignee of an original creditor who participates in the decision to
extend, renew, or continue credit..”” Regulation B, the RBCOA’s implementing regulation, further
defines “creditor” as including any “person who, in the ordinary course of business, regularly
participates in a credir decision, including sctting the terms of credit.”" Although indirect ot third
party auto lenders do not have face-to-face interactions with consumers during an auto finance
transaction, the definition of creditor captures the lender’s participation In setting the terms and
conditions under which the dealerships offer loan products to consumers, loan products that include
interest rate markups. While employees of the dealership determine the specific markup, the
indirect or third party lender underwrites the Joan, or sets the terms and conditions by which they
will buy the loan, thereby establishing the parameters for the extension of credit. These terms and
conditions may include the indwect lender’s policy of allowing the dealetships to mark up their
mterest rate. In such an instance, the indirect lender is legally responsible if dealer markups have 2
discriminatory effect in violation of the ECOA.”

Supervisory and enforcement authotity over auto finance 1s shared by a number of federal
agencies. The CIFPB has supervision authority over large banks (who provide indirect financing)
and Buy Here Pay Here (BHPH) dealers.® Non-bank auto lenders (including captive and
independent finance companies) who mect the standards set forth in a “larger participant” rule also
will be subject to CFPB’s supervisory authority. In addition, the CFPB may supervise auto fimance
companies that are not larger participants if the Bureau has reasonable causc to determine that they
are engaging or have engaged in conduct that poses risks to consumers under section 1024(2)(1)(C)
of the Dodd-Frank Act. The CFPB may bring enforcement actions agaimnst large banks, BHPH

2 150.8.C. § 1691(a)1).

P15US8.C. § 1691a(e).

12 CFR. §202.20).

% See e.g. United States v. Am. Future Sys., Inc., 571 F. Supp. 551, 560-61 (E.D. Pa. 1982), aff’d, 743 F.2d 169, 182
(3d Cir. 1984). The Department of Justice has brought actions against indirect auto {enders alleging that
discretionary pricing policies violated the ECOA. See United States v. Nara Bank, et al., No. 09-7124 (C.D. Cal.
Sept 30, 2009).

'® A Buy Here Pay Here dealer is an automobile dealer or retailer whe finances vehicle purchase contracts without
assigning them to third parties.



dealers, and any nonbank auto finance company, regardless of whether the nonbanks are larger
participants or subject to section 1024(2)(1)(C).

Auto dealers engaged in the sale or leasing of motor vehicles that regularly assign credit
contracts to unaffiliated third parties are carved out of the CFPB’s junsdiction.!’ Instead, the
Federal ‘I'rade Commission (FTC) retains the authority to enforce ECOA and other consumer
protection laws against these types of traditional franchise auto dealers — leaving them subject to no
federal supervision.

Rulemaking authority also is shared by several federal agencies. The Federal Reserve Board has
rulemaking authority for carved-out auto dealers under the TCOA and the other enumerated
consumer financial laws. The FTC has authority to promulgate rules, pursuant to Section 5 of the
FTC Act addressing unfair or deceptive acts or practices of carved-out auto dealers.'® CFPB has
rulemaking authority over all “covered persons,” the definition of which exempts auto dealers.

Both the FT'C and Federal Reserve Board have started to explore the possibility of ralemaking
with respect to auto dealers. In 2011, the FI'C hosted three public roundtables in Detroit, MI, San
Antonio, 1TX, and Washington, DC to gather more information on consumer protection 1ssues in
connection with motor vehicle sales, financing, and leasing in order to assess the propuety of
promulgating a rule or conducting other initiatives. In addition, the Federal Reserve Board plans to
issue regulations governing auto dealers, to implement Dodd-Frank’s requirement that creditors
collect information abour credit applications made by women or minority-owned businesscs and by
small businesses.

L3 Current Bureav Effores
1.3.7 Enforcenent

‘The CFPB’s Office of Enforcement has opened investigations into whether three subprime
BHPH auto dealers have engaged in deceptive, unfair, abusive, or discriminatory practices, or other
legal conduct. BHPH dealers arce distinct from typical used car dealers because BHPH dealers
dircctly finance their sales and do not assign their loans to unaffiliated third parties.'” Instead,
BHPH dealers typically keep the loans on their own books or transfer them to an affiliated finance
company owned by the same franchise.

1.3.2 Fair Lending Supervision

The Bureau’s 2012 large bank exam schedule includes several large bank indirect auto lenders
during calendar year 2012. ‘The Office of Fair Iending & Equal Opportunity, in conjunction with
the Office of Research and the examination teams, will focus fair lending examinations of these
lendets on dealer markups and discretion in underwrting. Fait Lending, Bank Supervision,

17 Dodd-Frank § 1029.

'® The FTC takes the position that it has authority 1o promulgate rules with respect to all auto dealers given the
ambiguity of §§ 1029(a), (d).

' Because of this financing structure, BHPH dealers generally are not subject to the carve-out in Dodd-Frank and
therefore fall under the CFPB’s jurisdiction. Dodd-Frank §1029.

4



Research, and Installment & lLiquidity Lending will collaborate on the development and roll out of
auto finance fair lending examination protocols.

Non-bank auto lenders (including captive and independent finance companics) who meet the
standards set forth in 2 “larger participant” rule also will be subject to CEPB’s supervisory authority.

1.3.3 Servicersember ~Affeirs

Dodd-Prank requites that the Federal Reserve Board and the FTC coordinate with the Bureau’s
Office of Servicemember Affairs to ensure that

1. Servicemembers and their families are educated and empowered to make better decisions
regarding auto finance products and services, with a focus on dealerships that are near
military mstallations; and :

Complaints by service members and their families concerning dealerships are effectively
monitored and responded to, and where appropriate, that enforcement action is pursued.

W

The Office of Servicemember Affairs has begun collecting reports of complaints by military
personnel and their families against auto dealers and finance companies from JAGs and other
service providers throughout the armed services. OFLEQ has received anecdotal reports that some
lenders use rank when pricing auto finance transactdons. Because rank can corrclate with race,
gender and/or ethnicity, this raises the possibility of discriminatory auto finance practices with
respect to servicemembers.”

1.4 Need for “BACP” Process:

Discrimination in auto finance impacts several Bureau offices.  Effective strategics for
addressing this issue likely will require cross divisional resources and the use of multiple tools. The
complexity of the regulatory scheme may present challenges and will require resources of various
offices within the Bureau. As the auto finance discrimination initiative crosses the Bureau
hotizontally and impacts diffetent interests, there Is a need for a lagger, strategic thought process to
coordinate those efforts and ensure a consistent approach across the Agency. Moreover, because of
the unique jurisdictional split between CI'PB and other agencies, there will likely be 2 need for
extensive interagency coordination.

2.0 Areas of Concern, Working Group Responsibilities, Composition, and Leadership

‘This wotking group proposes to study the areas of concern, mvestigate, draw conclustons, and
make recommendations to the Policy Committee.

2.1 Areas of Concertr

The Auto Finance Discrimination Working Group will develop a work plan that addresses the
following areas:

21 etter from Undersecretary of Defense Clifford L. Stanley to Assistant Secretary for Financial Institutions
Michael Barr (Feb. 26, 2010), available ar http://carconsumers.org/military_ripoffs.htm.
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Subjective Markup and 1igh Margin Additional Products. Evaluate the scope of dealer markups
and add-ons in the auto finance industry and quantify the harm to consumers. ‘This includes
analyzing whether caps on dealer matkups still exist and whether the presence of such caps
reduces or climinates the risk of discrimination. The Working Group may host an industry
roundtable as part of these information-gathering efforts.

Sapervesion of Indirect Auto Lenders. Review and assess data and information gathercd in the
course of 2012 examinations of indirect auto lenders for evidence of discriminatory
practices.

Transparency/ Consumer Education. Bvaluate consumet complaint trends and research/evaluate
the scope of consumers’ knowledge about auto financing. Develop a consumer education
tool to equip consumers with information about the auto financing process.

Discriminatory Practices -- Miitary Isswes. Gather information regarding the usc of rank and
other factors that may have a disparate impact on protected classes within the military.

Enforcement Investigation of Buy Iere Pay Here Dealers. Review and assess data collected in the
course of Enforcement’s investigation of larget BHPH dealers to determine whether there
may be fair lending violations.

Identify additional actons the CFPB should take in the area of auto finance to prevent and
remedy vnlawiul discaiminaton.

2.2 Responsibilities

The Auto Finance Discrimination Working Group (“Working Group”) will be responsible

for analyzing the Areas of Concern listed in section 2.1 above, specifically: evaluating the risks to
consumers, analyzing evidence and data, considering the legal and regulatory context, and making
recommendations for actions to the Policy Commirtee with respect to discrimination in auto
finance.

2.3 Composraon:

The Working Group will include representatives from the Offices of Fair Lending,

Installtnent and iquidity Lending Markets, Servicemember Affairs, Rescarch, Enforcement,
General Counsel, Financial Education, and Supervision (Bank and Nonbank).



2.4 Leadership:

‘The Working Group will be co-chaired by Katherine Gillespie and Katie Worthman
(OFLEQ). The Steering Committee will oversee the Working Group’s progress, review and
comment on its findings, and approve (possibly with amendments) the Working Group’s final
recommendations to the Policy Committee. The Steering Committee will consist of leadership from
CEE, RMR, Lixternal Affairs, OGC, and SE¥L, and will be chaired by Pattice icklin.

2.5 Timing:

The Auto Finance Discriminaton Working Group will submit a work plan to the Policy
Committee within three weeks of approval of this Charter. The work plan will outline the various
ways in which the Working Group will study the Areas of Concem listed above, including
milestones and deliverables.

By September 27, 2012, the Wotking Group will prepare an options memorandum for the
Policy Committee that evaluates the scope and extent of potental discrimination involving protected
classes in the auto finance marker and makes recommendations for coordination across the Bureau
to address those issucs.



DECISION MEMORANDUM FOR RICHARD CORDRAY

From: Patrice Ficklin, Office of Fair Lending & Fqual Opportenity
Richard Mackett, Office of Instaliment and Liquidity Lending

Recommendation:

“That you approve the attached Charter for an Auto Finance Discrimination Working Group.
Approve _ Disapprove fet’s Discuss

Background:

‘T'he Bureau set its priotities for the first two vears through the Workstream A
process. Discrimination in auto finance was one of the priorities chosen through thar process. The
Office of Fair Lending & Hqual Opportunity has worked with the Office of Installment & Liguidity
Lending Markets and other colleagues at the Bureau to draft the atached Charter that proposes the
establishment of an Auto France Discriminadon Working Group. As explained i detat] m the
attached Charter, the proposed Working Group lwiﬁ lead the Bureau’s efforts to srudy, investigare,
and make recommendztions about particalar aress of concern in the auto finance market, inchuding
subjective markups of interest rates, financing of high margin additional products, and Buy Here Pay
Here dealets. The Aute Finance Disegmmation Werking Group’s work will be completed on
September 27, 2012 with an options memorandum presented 1o the Policy Commitree. The
attached Charter was cleared by the directorates of Tair Lending and RMR and was presented to and

cleared by the Policy Commuttee on February 9, 2012,



AUTO FINANCE DISCRIMINATION WORKING GROUP CHARTER

1.0 Background, Legal Context and Curtent CFPB Efforts

1.1 Background

After mortgage and home equity loans, auto finance debt is the second largest category of
consumer debt in originations in the United States. An estimated 36 million consumers take on
approximately $350 billion in new auto finance debt every year.' With the average price of a new
automobile exceeding $29,000, and used cars ranging from $8,875 to $16,474 at dealerships®, & car
purchase or lease is the most expensive financial transaction cngaged in by most consumers.

While consumers may seek auto finzncing directly from a bank or credit union, most seck
financing from the zuto dealer. The dealer may provide that financing directly, or provide It
mdirectly via auto financing offered by a third party, such 2s a bank, captive auto finance COMPAny,
or specialty lender. In this indirect auto finance model, the dealer acts like 2 broker” — sigﬁiﬁcanﬂy
nfluencing and in most cases actually selecang the financing for the consumer from among the loan
products offered by third pardes. In addition, cmplovees of the dez aler, known as the F WIANCE &.
Insurance (F&I) office, often have the discretion to mark up the interest rate set by the third party
before offering the loan to the consumer. This amount is called the “dealer markup” Deslers
detive approximately 50% of their profits from Fé&! revenues.’

Despite the large number of consumers who have engaged in mulaple auto finance transactions,
the economics of these transactions remain a mystery 1o most. Sixty-one percent of consumers are
unaware of the annual percentage rate on their loan.® In the course of Iaunching a recent senes of
auto finance roundtables, the Federal Trade Commission (FTC) noted that while financing obained
at the dealership may provide benefits for consumers, it also can be “a complicated, opaque process
and could potentially involve unfair or deceptive practices. e Seventy-nine percent of consumers
who finance with the dealership are unaware that the interest rate on their auto loan is able to be

' CFPB estimate based on daia from Experian, Moody's and CNW Research.

* The average price of a new car 501 in the U.S. is $29,793, according to the National Automobile Dealers

Association. See NADA DATA 2011, at 9, avallable af htip:/vvnwatada org/NRr dondyresfO708BEZA-$291-44BF-
A126-0D372FCEIBSAN/NADA D4 TA__GS 322611 pdf (”{33 { data). Average used car prices range from $8. 873

{independent companies) to $16,474 (dealerships). See NIADA Used Car Industry Report 2011, at 18, evailable at

fpitwwwonicda.com/2011_indusiry_report.php/ (citing data from the National Independent Avtomobile Dealers

Association Report and CNW Marketing Research), and NADA DATA 2011, at 11, respectively (2010 data},

* Although the dealer’s role is similar to g broker, the dealer is legally the initial f;redzter o whom the consumer’s

promise in an instaliment sale contract is payable, The dealer then sells the contract to a bank or finance company

who has prespproved the eredit.

* “Indirect Auto lending Industry, Insider’s View” presentation to the Federal Reserve Bank of New York by Greg

Skurkovich, at 4 and &,

*D. David & J.M. Frank, “Under the Hood: Auto Loan Interest Rate Hikes Inflate Consumer Costs and Loan

Losses,” Apr. 19,2011, at §, M weow responsibielending orglother-consumer-loans/amo-finameing/research-

anabvais/Under-the-Hood-Aute-Dealer-Rate-Markuns-Excoutive-Summary pdl. Chereingfier, Center for

Responsible Lending, “Under the Hood”, April 2011} at 8, citing Capital One Financial Corporation Survey, 2008,

s ?ubht Rmndtaé%&v Protecting Consumers in the Sale and Leasing of Motor Vehicles, 76 Fed. R% 14,014 (Mar.

5, 2011




wstallment sales contract, 2nd ultimately may affect the consumer’s ability to make car payments and
negatvely skew the loan-to-collateral-value ratio for the loan. Consumers may not be aware of their
ability to refuse these products or of the effect of the products on their financing obligations. Given
the amount of discretion, and apparent lack of controls or monitoring on the F&J offices, there also
is a significant opportunity for discnimination, in addition to the lack of transparency, in the sale of
these products. The Working Group’s charter would be limuted to any potential discriminatory
practices and impact associated with packing, not the more general potenual unfaimess or deception
of the practice.

12  Legal & Regulatory context:

The Eqgual Credir Opportunity Act (ECOA) makes it unlawful for a creditor to diseriminate
agamnst an applicant on a pr()h?bimd basis with respect to any a%peci of a credit transacton, ncluding
auto finance transactions.” The ECOA defines “creditor” as “any person who regalarly extends,

renews, o continues credit; any person who rcgui Iy arranges for the extension, renewal, or
connauation of crediy or any assignee of an original  creditor who participares in the decision to -
extend, renew, or continue credit.”” Regulation B, the ECOA’s implementing regulation, further
defines ‘creditor” as including any “person who, in the ordinary course of business, regulasly
participates in 2 credit decision, including setting the terms of credit”™ Although indirect or third
party suto leaders do not have face-to-face interactions with consumers during an auto finance
rransaction, the definition of creditor captures the lender’s participation n setting the terms and
conditions voder which the dealerships offer loan products to consumers, loan products that include
urterest rate markups. While employees of the dealership determne the specific markup, the
inditect or third party lender underwrites the loan, or sets the terms and condinons by which they
will buy the loan, thereby establishing the paramcters for the extension of credit, ‘These texms and
conditions may mciude the indirect lender’s policy of allowing the dealerships to mark up their
interest rate. In such an instance, the indirect lender is legally responsible if dealer markups have 2
discriminatory effect in violation of the ECOA R

Qupcwi&:orv and enforcement authority over auio finance is shated by a number of federal
agencics. The CFPER has supervision auth 'mr\' over large banks (who provide indireer financing)
2nd Buy Here Pay Here (BHPH) dealers.’ " Non-bank auto lenders {including captive and
independent finance companies) who meer the standards set forth in a “larger participant” rule also
will be subject to CFPB’s supetvisory authority. In addition, the CFPB may supervise auto finance
companies that ate not larger participants if the Bureau has reasonable cause to determine thar they
are engaging ot have engaged in conduct that poses risks to consumers under section 1024()(1){C)
of the Dodd-Trank Act. The CFPB may bring enforcement actions against large banks, BHPH

P 1S USC. § 1691(a)1).
Pisusc § 169 1a(e).
¥ 12 CER.§202.20)
* See e.g. United States v. Am. Future Sys., Jnc., 571 F. Supp. 551, 560-61 (E.D. Pa. 1982), afi*d, 743 F.2d 169, 182
(3d Cir. 1984). The Department of Justice has brought actions against indirect aulo lenders alleging that
discretionary pricing policies violated the ECOA. See United States v. Nara Bunk, ef al., No. 09-7124 (C.D. Cal.
Sept 30, 2000).
' A Buy Here Pay Here dealer is an zutomobile dealer or retailer who finances vehicle purchase contracts without
assigning them fo third parties.



Research, and Tostallment & Liquidity Lending will collaborate on the development and roll out of
auto finance fair lending examination protocols.

Non-bank auto lenders (including captive and independent finance companies) who meet the
standards set forth in a “larger participant” rule also will be subject to CHPB’s supervisory authority,

1.3.3 Servicemernber Affairs

Dodd-Frank requires that the Federal Reserve Board and the FIC coordinate with the Burcau’s
Office of Servicernember Affairs to ensure thar

{. Servicemembers and their families are educated and empowered to make betier decisions
regarding auto finance products and services, with a focus on dealerships that are near
military mstalladons; and

2. Complaints by service members and thelr families concerning dealerships are cffectively
monitored and responded to, and whete appropriate, that enforcement sction is pursued.

The Office of Servicemember Affairs has begun collecting reports of complaints by military
personpel and thar famibies against auto dealers and finance companies from JAGs and other
service providers throughout the armed services. OFLEO has received aneedotal reports that some
lenders use rank when poicng auto finance tznsacdons.  Because rank can corelate with race,
gender and/or ethnicity, this raises the possibility of discriminatory auto finance practices with
respect to servicemembers™

14 Need for “RECPY Process:

Discriminztion in aute finagce impacts several Bureau offices.  Effective strategies {or
addressing this Issue likely will require cross divisional resources and the use of multiple tools. The
complexity of the regularory scheme may present challenges and will require resources of vatious
offices within the Bureaw. As the auto finance discrimination initiative crosses the Bureau
horizonzally and impacts different interests, there is 2 need for a larger, strategic thought process 1o
coordinate those cfforts and ensure a consistent approach across the Agency. Morcover, because of
the unigue junsdictional spht between CHFPB and other agencies, there will likely be a need for
extensive interagency coordinatdon.

2.0 Aseas of Concern. Working Group Responsibilities, Composition, and Leadership

This working group proposes to study the areas of concem, investigate, draw conclusions, and
make recommendations to the Policy Committec.

21X Areas of Concern

The Auto Finance Discrimination Working Group will develop a work plan that addresses the
following areas:

* Letter from Undersecretary of Defense Clifford L. Stanley to Assistant Secretary for Financial Institutions
Michael Barr (Feb. 26, 2010), gvaifuble o hupy//carconsumers.org/military_ripoffs.him,
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2.4 Leadership:

The Working Group will be co-chaired by Kathenne Gillespie and Kate Worthman
(OFLEQO). The Steeting Committee will oversee the Working Group’s progress, review and
comment on its findings, and approve (possibly with amendments) the Working Group’s final
recommendations 1o the Policy Commirtee. The Steering Committee will consist of leadership from
CEL, RMR, External Affawrs, OGC, and SEFL, and will be chaired by Patrice Ficklin,

2.5 Timing:

The Auro Finance Discrimination Working Group will submit a work plan to the Poliey
Committee within three weeks of approval of this Charter. The work plan will cuthine the vanious
ways i which the Working Group will study the Areas of Concern listed above, including
milestones and deliverables.

By Seprember 27, 2012, the Working Group will prepare an options memorandum for the
Policy Committee that evaluates the scope and extent of potennal discriminadon involving protected
classes in the auto finance market and makes recommendations for coordination across the Bureau
o address those ssues,



