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CONSUMER CLAIMS AND DEFENSES

FRIDAY, AUGUST 26, 1976

; House or REPRESENTATIVES,
Susconmrrres oN CoxsuamEr ProrecTioN AND FINANCE,
ComMITTEE ON INTERSTATE AND Forerewy COMMERCE,
Washington, D.C.

The.subcommiftee met at 2:10 p.n., in room 2322, Rayburn House .

Office Building, Hon. John M. Murphy, chairman, presiding.
Mr. Muzrry. The subcommittee will come to order. ‘ '
This afternoon, the Subcommittee on Consumer Protection and Fi-

nance opens 2 days of hearing on a recently enacted Federal Trade

Commission rule on the preservation of consumers’ claims and de-
fenses, the holder in due course rule. , |

On November 14, 1975, the Federal Trade Commission promulgated
a trade re%u_la.tion rule abolishing the doctrine of holder in due course.
The rule, became effective on May 14, 1976 [See p. 182.] A little more
than a week ago, the Commission issued o Statement of Enforcement
Policy to clarify some of the interpretations about the rule.

The Commission has spent more than 5 years on this rule, hashad 3

sets of hearings and has accumulated about 19,000 pages of transcript
over that time. The rule is complicated in its application to the

raarketplace, and has raised much controversy since it was finally

promulgated.

The doctrine originally arose out of court suits involving com- -

mercial transactions between merchants with approximately equal
bargaining power. If one merchant bought from another, paid for the

article on an installment basis, and the seller of the article sold the debt.

obligation to a banlk, the courts generally held that the buyer could not
stop payment te the bank if the merchandise failed to perform as ex-
pected. The buyer could sue the seller, or could refuse to deal further
with him, As between two innocent parties, the buyer and the bank—

the rule did mot apply if the bank had knowledge that the merchandise

was faulty, the buyer was considered to be in a stronger position te
ldga,l with the seller and to solve his problem, or to cease dealing with
hin, ,

As applied to consumer transactions, however, the theory of eqﬁal'

bargaining power does not apply, and the consumer suffers. The con-
sumer buys, for instance, a television set from a seller. He signs an in-
stallment contract, which the seller discountsto a finance company, The
television set fails to function properly 2 weeks after purchase. The
consumer cannot stop payment to the finance company, who is a holder
in due course. The consumer is legally obligated to continue paying the
creditor despite any breach of warranty, misrepresentation or even

6y
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fraud by the seller. And a lawsuit against the seller is generally out of
the question because of the expense and time required. Finally, because
the consumer buys television sets very seldom, he cannot realistically
threaten to stop doing business with the seller. He just has no
leverage.

I have other remarks that I am going to include in the record at this
point and ask Mr. MeCollister if he has any opening remarks.

Mr. McCorrister. I do, Mr. Chairman.

This subcommittee spent a great deal of time examining the wis-
dom of granting the FTCthe authority ta isstia trade regulations rules
defining the-specific practices that would he considered unfair or de-
ceptive acts or practices within the meaning of the Federal Trade
Commission Act." ' : .

In November of 1975, the Commission issued its rule abolishing the
holder in due course doctring in several instances. This rule became
effactive on May 14, 1976. Although the rule was not specifically pro-
mulgated under the procedures set outt in the Magnnuson-Moss Act, T
think that the-rule doés give us a good preview of how we can expect
the I'TC to operate in the future. And if this is true, Mr. Chairman, I,
for one, would strongly urge that this subcommittee spend some time
reexamining the whole question of whether the Commission should
have this kind of quasi legislative authority at all.

-Tho FTC spent § years promulgating the holder in due course rule.
A number of hearings twere held, Yot on thie very day that the final
rule was issued, the Commission proposed to amend it, to inclnde credi-
tors within the scope of the rule. Since the holder in due counrse rule
became final, the Commission made no efforts to educate the effected
public as to what the impact of the rnle would be until May 4, 1976,
just 10 days before the rule was to go into effect, when the FTC staff
issued guidelines which attempted to explnin more fully what the rule
was designed to do. Unfortunately, the staff guidelines raised as many
questions as they answered, Because questions stil] remained, the Com-
mission just 2 weeks ago issued a statement on enforcement policy
which furtherseeka to explain what the impact of the rule will be. |

Mr. Chairman, I find # fust incredible that the Federal Trade Com-
mission woiuld put &' rule into effect while so. mygny questions and
ambiguities exist. This is essentially incredible since the F'TC has beer:
working on the rule since 1971. - e

In reading over the statement basis and purpose which accompanies
the FTC’s rule, T notice that the Commission did not consider what
impact this rule would have on small business and, frankly, seemed
to gloss over the impact which the rule would have on the cost and
availability of consumer credit. Therefore, at the beginning: of this
month, I wrote to a number of bankers in the State of Nebraska asking
them what their experience with the rule has been. To duce, without
exeeptions, the response I have received have been extremely negative.
Not one of the bankers has had anything good tq say about the FTC's
rule; In fact, a bank in Omaha wrofeme:

We have discontinyed o customer relationship with at least eight smaller
dealers in Omaha. As the smaller dealérs seek credit accommodations they

undoubtedly will be paying a higher price for funds which will be passed onto the
consumer, . .

3

A North Platt banker wiites: “I wish 6 adyise g'ou that, the holder
in due course regulations have nearly eliminated ceitajn consumer
credit requests.” He goes o to say that ke lis also crrtailed his financ-
ing of mobile homes for the same reason. C
TFinally, a banker in suburban Omahs told e about & new business

"which contacted him for ﬁna.ncin% This banler states that he was

told that with the rule as ow in elfect, we would hot be interested in
helping him, To my lmowledge, he has still net. found a bank willing
to work with him. The banker goes on to observe that ﬂ}ls‘hurts not
only the small businessman, but algo the customers -with whom he
deals. o - R
These are just the three of the many ¢xainples I,‘f'(')un'd juast in the
State of Nebraska illustrating that financial institutions have indeed
changed the Way they are doing busingss in this ared. If the g,ffect of
the rule is that consumer credit becomes eéither unav_eul‘able or mote
expensive, I wonder whether the Federal Trade Comitiission has really
done consamerssuch a favor? o

Mr. Mugeny, Thank you, Mr. McCollister.

The cominittee’s first witness this afternoon is one of’ the congres-
sional experts in consimer affaivs. He chairs the Committee on Con-
sumier Affairs of the Full Committee on Banking shd .Currency,
Hon. Frank Annunzio of T1linois. :

STATEMENT OF HON. FRANK ANNUNZIO, A REFRESENTATIVE IN
GONGRESS FROM THE STATE OF ILIINOIS, ACCOMBANIED BY
CURTIS PRINS; STAFF DIREGTOR, CONSUMER AFFAIRS SUBCOM-
MITTEE, COMMITTEE ON BANKING, GURRENGX 'AND HOUSING

Mr, Anwoxero. Thank you, Mr. Chairmdn. R A

My, Chairiman, members of the subcommittee, it is truly 2 distinet
privilege for me to appear before you today, and I deeply appreciate
the honor of being the leadoff witness at these important hearings. I
am accompanied this afternoon by Mr. Curtis Prins, the staff director
-of the Consumer Affairs Subcommittee of the Committee onl Banking,
urrency, and Housing. ) E

My, Ghairman, I am not here this afternoon to defend every sen-
tence, every word, or every punctuation mark of the Federal Trade
Commission’s ruling repealing the holder in due course doctrine. I do
feel that there are some clarifying provisions that need to be worked
out with regard to the ruling, and the Federal Trade Commission has
indicated that it is working toward that end. I am nof, willing for one
moment, howsver, to suggest that the entire ruling should be scrapped,
substantially reworked, repealed, or even delayed in its implementa-
tion. To do'so would be to endorse a concept that has caused untold
financial horrors, for far too many consumers. - : i ‘

The Federal Trade Commission’s holder in duo conrse ruling wis
not an overnight hit. The Commission spent some several yéafsin both
the hearings and the writing stage, and thousands of comments were
devoted to the discussion of the proposed rule. Perhaps thosewho‘ are
opposed to the repeal are guilty of the far too common malady of only
reacting when a crisis exists. I suggest that anyone who is unhappy




4

.. with.the FTC’ action. is like tle criminal who refuses to offer a de-

. fense during his trial and then when the jury finds the criminal guilty,

~argues that he was not given an opportunity to tell his side of tle
story. ' : -

Ig is contended by those who opposed the ruling that the FT'C should
have promulgated it under the provisions of the Moss-Magnuson Act,

I wonder, however, if those same champions of the Moss-Magnuson
“pravisions would have felt as strongly if the FTC had come out with
a regulation that left holder in due course virtually intact.

I am certain before these hearings are concluded that someone will
suggest that the holder in due course doctrine should not be repealed
because it has been a principle of commercial law since the 18th cen-
tury. Of course, the question of whether or ot it has been & good prin-

-ciple of commercial law will not be addressed. Instead, the only ques-
tion that proponents of the status quo will raise is that the holder in
due course should be maintained solely because it has been here for a,
long time. If that philosophy had been adopted, this country would
still have slavery for, after all, slavery was in existence for a long
time, And we vould still deny the right to vote to women, a practice
which existed in this country for a long time. Children would still
work in mines and in sweatshops for pennies o day. That wasn’t a good
practice, but it existed for along time,. . ’ ,

We cannot endorse a princip?e merely by employing a calendar test,

- If the holder in due course doctrine is right and just, then it should be
maintained, but if that doctrine is not just, as I believe it is not, then
it must be struck down regardless of its longevity.

Mr. Chairman, shortly after the holder in due course ruling went
into effect in mid-May, there was an immediate outery from trade
associations about the consequences of allowing the repeal to remain
in effect. Just like Pavlov’s dog, many of these trade associations are
trained to react in & negative manner when anything that deals with
consumer rights is raised. ‘

The banking lobby was quick to attack the FTC ruling, and not far
behind were the automobile dealers. On the same day that the presi-
dent of the American Bankers Association made a speech condemning
the holder in due course ruling, I heard an advertisement on a ‘Wash-
ington aren radio station urging borrowers to secure loans from a, par-
ticular bank. In part the radio ad said, “Obtin your loan from us, or
ask your dealer to finance your purchase with us.”

Mr. Chairman, if the holder in due course repeal is causing as many
problems as the bank lobby would like Congress to believe, why is &

-major banking institution in this area openly soliciting new business
that would come directly under the new ruling? And why in the light
of the banker protest has the American Bankers Association an-
nounced that its member banks have planned to substantially increase
the finance of new automobiles for consumers. According to the ABA,
not only is an increase planned, but not a single bank surveyed by the
association plans to cut back the amount of money available for new
car lending, - - i ;

L know that many of the members of the subcommittes have received
letters from businessmen concerning the holder in due courge doctrine,
For the most part, the letters that I have seen on this subject fall into
tho Chicken-Little-the-sky-is-falling category. Typical of the letters
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was one that was referred to me from a small banker in the western
portion of our country. The banker’s cry of “wolf” read in part: :

y 5 igher will be required on big ticket items
Su:(glo ‘Z: éﬁlgortl:l%%ti?egftg Ogggg.ilégenfhgtga buyer has aqlm'ge enough equity from
time of purchase that he will not default on his coutract heq;x.use his c1gar9tte
lighter didn’t work. With today’s ridiculous prices for automobiles and a required
down payment of 50 percent, guess how th;s will affect the auto industry.

Well, just as Chicken Little found that the sky did not fall, our
banker friend is finding thot virtually nothing has changed in the auto-
mobile financing area. Down payments are no higher, and according
to the newspaper ads in almost every major city, it is still possible to
obtain a no-down-payment financing. . o

My, Chairman, when the claims from various business {frroups thi}t
the repeal of the holder in due course doctrine would spell the end to
the American business community began appearing, I'decided to do a
survey of my own rather than depend upon the manufactured horror
stories being promoted in opposition to the holder in due course re-
peal. In order to determine the effects of the ruling, the Consumer
Adffairs Subcommittee staff called more than 100 automobile, furniture,
and home improvement businesses in Washington, Maryland, and
Virginia. - ) ‘ ) ,

Of the more than 30 automobile dealers contacted, not a single one
indicated any major problems with the new method of doing busi-
ness. From the automobile dealers, the most common reply when asked
about the new ruling was, “We haven’t noticed any difference” or, “It
hasn’t affected us.” ' : )

Several dealers claim that they never heard of the FTC action. And
one Virginia dealer apparently was trym%\to use the F'L'C’s actionas a
basis for steering customers away from Maryland dealers. The Vir-
ginia dealer told the staff that people with good credit had nothing to
worry about and that the new regulations seem to affect Maryland
banks more than those in Virginia. . a

Here are some typical quotes from Washington car dealers coneerl-
ing the FTC ruling. A General Motors dealer said, “No problem at all.
A used car dealer pointed out, “it is easier and cheaper for you to find
your own financing.” A luxury car deslership, said, "It c}ep?‘nds on
your credit rating; no problem at all.” An import dealer said, “It will
be a while before people start changing their policies.” A used care
operator said, “No problem whatsoever.” A Chrysler ?roc}uct dealer
responded, *Never heard of it.” An import dealer said, “It is not diffi-
cult for us to finance cars at all” A luxury car dealership said,; “No
problem at all.” Another lusury car dealership said, “No problem”
and another GMC dealership said, “I haven’t noticed any change at
all? : .

The survey of furniture dealers, for the most part, paralleled the
results obtained from car dealers with the exception that not as many
furniture dealers financed purchases. Of 10 furniture dealers contacted
in Virginia only 4 of them financed sales through a lending institution
and all 4 indicated that there was no problem with the new ruling.

‘One salesman admitted, however, that he had never heard of the
ruling and asked to have the staff explain it to him. At the end of
the explanation the salesman responded, “We've been in business a
long time, and we back our merchandise..We will have no problem
with the ruling”

A et
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Similar reports about o lack of problems were received from furni-
ture stores in Maryland and the District of Columbia. :

One of the most universal comments received from furniture deal-
ers was that as long as the company sold quality merchandise it would
have no problem in obtaining financing for customers.

The responses received from home improvement firms were not
for the most part, identical to the responses received from auto and
furniture dealers. One company representative indicated that he was
thoroughly knowledgeable with the new regulation because his bank
had a meeting with all of the companies that financed with the bank
to explain the rule. He indicated that the bank foresaw no problem
for reputable companies. ' e

One Washington contractor was upset with the FTC' action and
labeled it as ridiculous. However, he did not indicate that the ruling
had caused hig company any problems at this time.

Following a press release describing the results of my study, I
received letters from a number of consumer affairs offices throughout
the country reporting on the result of similar studies they conducted
in their areas. Every one of these studies indicated that while mer-
chants might not like the repeal of the holder in due course doctrine
they were not experiencing any changes in their business operations.

I note from your witness list, Mr. Chairman, that representatives
of the automobile sales industry will be appearing before the sub-
committee. Az I noted earlier, this industry has been one of the most
vocal in pushing for a return of a traditional holder in due course
philosophy. _

I have long been a supporter of the automobile sales industry in
géneral and particularly i times when the energy shortage caused
great problems for many smaller dealers. Despite this support of the
auto sales industry, there is one aspect of the operation that troubles
me greatly, and it is something that I hope this subcommittee will
deal with in its oversight functions. '

There may well be some move toward exempting arms-length
financial transactions or the so-called “purchase money loans” from
the new FTC ruling. But; Mr, Chairman and members of the sub-
committee, there is no reason why this type of transaction, which
many automobile dealers engage mm with various fnancial institu-
tions, should be exempt. I am referring here to the practice of financial
ingtitutions providing auto dealers, and in many cases other types
of businesses, with o share of the income derived from the interest
on the finance coutract. ‘ ‘ ,

Under such an arrangement an auto dealer who finances individual
car sales through a partieular institution will receive either a set
amount for each contract or in even more horrendous cases, the finan-
cial institution will set a base charge for interest rates and will tell
the dealer that any interest thet can be charged the consumer above
this base charge belongs to the dealer. ) :

I am convinced that this highly questionable, though long-standing
practice is one of the reasons why I see sy many automobhile financing
contracts with interest rates of astronomical proportions. The ques-
tion here is not whether or ot it is legal or ethical for dealers to get
a piece of the action for directing financing business to a particular
institution. The question is whether or not that relatienship sheuld
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be rewarded by exempting those transactions from the new Faderal
Trade Commission protection. It has been argued that by allowing
a dealer to set the interest rate that a buyer will pay, the dealer be-
comes an agent of the financial institution. At the very best, there is
clearly no arms-length transaction, Why then should there be any
consideration given to this type of arrangement? . ‘

It is my feeling that what the antomobile dealers want is to be able
to continue their sweetheart arrangements with the financial institu-
tions while gaining an exemption from, or a vepeal of, the FTC’
ruling. The automobile dealers not only want te have their cake and
eat; it too, they are asking the consumers to buy the cake for them.

In closing, Mr. Chairman, let me commend you and your subcom-
mittes for holding these hearings and also for the fact that they are
oversight hearings rather than trying to rush throngh a hastily drafted
bill. You are dealing with a highly important issue, and thoroughness,
not speed ; quality, not quantity, in my opinion, is what is needed in
dealing with this issue. ‘

T therefore urge you and the mewmbers of the subeommittee to give
the new ruling a fair treatment here. It has been in operation only
slightly more than 90 days, and I do not think that is enough time to
judge the merits of the ruling, Thank you very much for allowing me
to appear here this morning. '

I want to thank you, again, Mr. Chairman, and the other members
of the subcommittee for allowing me to appear before your distin-
guished committee this afternoon. '

Mr. Moreny. Thank you, Congressman Annunzio, for a very fine-
and strong statement. This subcommittee is known not only £or the
quality of its legislation, but also the attendance of the committes
and not for its quantity. :

Mr. Annunzio, If T may reply to that, Mr. Chairman. As one of
those who is consistently opposed to reform, I want to say that this
afternoon I view the attendance as a direct result of the reform.

Mr. Murrnry, Congressman Annunzio, on page 3 you indicate that
the American Bankers Association announced that its memher banks
plan to substantially increase the finance cost of new automobiles far
consumers. Did the ABA make this statement in a newsletter or a
publication? : ‘ 7 o
) Mr, Axnuwzzo. Mr. Chairman, it appeared in a newspaper clipping,

‘Bankers plan more car loans” in the Washington Evenjng Star.

Mz, McCorzagteg. I might add, Mr. Chairman, the sutomobile deal-
etrs will he testifying on Tuesday, so we can hear their side of the
story. A

Mr. Murruy. Did the ABA make any correlation between its mem-
ber banks’ plans and the abolition of the holder in due course rule?

Mr. Ax~uszio. No. . \

Mr. Moreny, The committee is interested in the results of your sur-
vey of automobile, furnifure and improvement dealers. Difd your
subcominittee categorize the answers it veceived and deduce the per-
centages reflecting the effects of the FTC rule?

Mr, Axwunzio. Mr, Chairman, the reason that we could not cate-
garize for percentages was that we found no problems when we asked
the question. Everyhody said, “We are having no problem with it,” And
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that is the reason I have been urging caution; more time, so that we
can'get more data in order—Dbefore arriving at a conclusion. -

.- Mr. Muremy. Are there any minor problems that surfaced? You
indicated there weré hot many major problems. B R,

M. Awxwunzio. The problem with most regulations coming out of
any agency is the fact people have a difficult time understanding the
regulations, . o RERIREE o

My, Moremy, Mr. McCollister. S C

Mr. McCorzster. Referring to your survey, again, on page 4 of your
written statement you quote an import dealer who says, “It will'be a
while before people start changing their policy.” Also, another used:
car dealerresponded, “Never heard of it.” T am concerned by those kind
of statements, They seem to indicate to me not that the rule is'having
no effect out there in the marketplace, but there are an awful lot of

business people who are either living in blissful ignorance or are
Iknowingly violating the law. Ilo you have a comment?

My, Annuxzia. I have my staff director here. I want him to com-
ment, but I want to also comment. When you have ansiwers of that
‘type coming from these dealers, it is primarily because—the ruling
hasbeen in effect for a ghort time. '

Mz, McCoruisrer. When did you make that survey %

Mr. Axnunzio. We made our survey in about July. The ruling came
out in May, We went toworkonitin July. ’
" Mr. McCorrister. What part of July ? 1

Mr. Ax~unzio. ‘The latter part, right after the Fourth of July.

Mr. Prins. Mr. MeCollister, if I might respond to that, you have a
very valid point, sir, about the lack of understanding of the ruling.
But I think the sword cuts both ways here. I think there has been a
lack of getting all the information out on the part of the Federal Gov-
ernment, but I think industfy has to share some of the blame. As an

example, 8 days before the ruling went into effect, I played golf with

one of the largest Ford dealers in the Washington area. It had nothing
to do with this. e just happened to be on the golf course that day
and I asked him about what he was doing about this ruling. “How is it
going to affect you ?* Hesaid, I called Ford Motor Credit this morning
because I was concerned on what was going to happen.” And he said,
“T was told by Ford Motor Credit, they have no idea what they are
going to do. They bave no contingency plans.” And he said, “I was
told just to sit tight.” : . o :

Here is & man who finances a great many of his cars with Ford Motor
Credit. He calls them, and they cannot even give him an answer as to
what he should be doing. _ , v ’

. Mr. McCoraasrer. Do vou think their answer might in part be
affected by the fact the FTC 3 days before they released the rule
amended the nature of it ?. . e , o

Mz, Priws. I think that is a consideration, but this thing had been
kicked around, as you pointed out, a number of years, and I do think
they ought to have some kind of contingency plan to protect the
people—— B ’ : : ‘

. Mr. McCorrsrer. I wonder how many such regulations from every
other area of government that impact on the Ford Motor Co. have
also been kicking around over the years. I suspect they, like every
other organization, are pretty busy trying to find ways to live with
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what is adopted, let alone those that are in inventory waiting to be
released, - I o ‘

“Mr. Provs. I think the magnitude of this, siv, in my opinion:—-

. Mr. McCorvastrr, You are saying there is a magnitude, ¢considerable
magnitude about this ? : ‘ Lo e

Mr. Priws. I think the very fact that Mr, Murphy has called thess
hearings indicates the magnitude of this, sir. o .

Mr. McCorzasrer. Perbaps it is not quite like the comment that the
dealer said you referred to in your survey. It wouldn’t have any effect
at all, or whatever. - o , . -

Mr. Prixs. That is their comments, not mine, sit. - '

Mr. McCorraster. I conducted a survey, too, and it is probably just
about as valid as the one you conduvted. For example, I have a letter
here from a banker in a town of a couple thousand on the ontskirts of
Omaha. It says: : : ' '

I received your letter in which you expressed a coneern for the sbolishment of
the ,{xolder in due course document. Gur bank was abount to begin increasing pur-
chasing paper jrom business customers. However, now because of this ruling, we
will not only not increase but will decrease purchasing accounts, = :

Andsoon. " ' ‘ L

I would say that it has a very substantial effect on consumer credit.
I feel certain that the situation isnot uniqueto Nebragka,

. I would ask the gentleman from Illinois if he doesn’t feel that this
18 going to have some effect on coremmer credit simply because of the
restrictions of credit. R :

Mr. Awxowzro. If it does, I think your administration has plenty
to worry about afier listening to President Ford the other might in
his acceptance speech before the convention, : ,

Mr. MoCorzaster. T am not sure that was responsive to my question.

As you probably know, the Wharton School of Finance reeently

estimated that the collective impact of the FTC rule was likely to be -

somowhere around $2.2 billion of goods ta be removed from the credit
markef this year and reduce the gross national product $1 to $2 billion.
The study raises then, I think, & serious policy question, that is, the
FTC, in 1ts effort to protect consumers, may have issued-a rule having
a significant impact on the collective good health of the country. Is
this really what the FTC is qualified to T 4

TMr. Awnnonzio. All that T can say to iy distinguished friend from
Nebraska, their study is about as valid as yours and the study I con-
ducted. They did not have enough time to get into the indepth effect,
It was like when we were holding hearings on the Equal Credit
Opportunity Act. And everybedy then began to cry, and the bill was
signed by the President. And about about two weeks after that bill was
signed by the President, there was no discrimination because of Tace,.
color creed, nationality, age and so forth, the banks were doing more
business, over $3 billion, in fact. Tn fadt, i was that particular con-
sumer creditand consumer lending that had saved many of the large
banks in this country that ware introuble. ,

" Mr. McCorxxsrrr. Mr, Chairman, I do not hiave any more questions
for the gentleman. I want to thank him for his contributions.’

Mer. Ax~onzro. Thank you. o LT
My. Morery, Thank you, Congressman Annunzio. We thank you

for being here, o - ' -
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Our next witness was to be Congressman Albert Johnson, but he is
unable to be here because of official business in Pennsylvania, and with-
out objection, the ‘Chair wishes to place in the record, ag though read,
the statement submitted by Congressman Albert W, Johnson of Penn-
sylvania as well as a statement from Congressman W, Henson Moore
of Louisiana, ~ : o : :

STATEMENT OF HON. ALBERT W. JOENSON, A REPRESENTATIVE
"IN CONGRESS FROM THE STATE OF PENNSYLVANIA

Mz, Jomnsow. On September 19, 1974, I voted for FLR. 7917, the

House version of 8. 336 ‘which was later passed into law as the “Mag-
nuson-Moss Warranty—Federal Trade Commission Improvement
Act”. (Public Law 93-687) '

What we are concerned with today is a Trade Regulation Rule
which has been promulgated by the Federal Trade Commission pur-
suant to “Magnuson-Moss” and a proposed amendment to that Trade
Regulation Rule. The rule requires that a prescribed notice be included
in conswmer credit contracts in order to foreclose the possibility of a.
creditor becoming holder-in-due course or an assignee or lender not
subyject to consumers’ claims and defenses.

I have requested this opportunity to offer brief remarks because I
believe the Commission has failed to adhere to Congressional intent
both as to the manner in which the Preservation of Consumers’ Claims.
and Defenses Rule was promulgated and to the rule’s unlimited
application.

When I voted in favor of H.R. 7917, T tock into account the report
of the Committee on Interstate and Foreign Commerce as well as some
of the views circulated to fellow Members by Mr. Broyhill of North
Carolina. Two areas of concern to me then werethe rulemaking author-
ity to be given to the Commission and the manner in which such rules
would be applied. - - : '

Genflemen, to refresh our memories please allow me to quote two
paragraphs from the House Interstate and Foreign Commerce Com-

ability and the Commission’s jurisdiction to prevent use of unfair
iethods of competition and unfair or deceptive acts or practices sub-
stantially affecting Commerce. ‘ : :
The expausion of the FTC's jurisdiction made by this section 201 is not in:
tended to occupy the field or in any way to preempt State ox loeal ageneies frouy
carrying oub consumer protection or otlier activities within their juxisdiction
which: are also. within the expanded jurisdiction of the Commigsion,
- Whare cages of constmer fraud of a loeal nature ywhich affeet commuerce are
g ST S OB Sl bl gl s W
nmittec’s inte e - y r ‘Comm - shoulgd 2 X
[¥LR. Rep, No. 93-1107, 93¢ Cong; 2"Ses§.; 35 ~(031§f1 741)8 iﬁl O Muala, ot fnfrude
Last, November, I was surprised to learn'that apparently it is the
Commission’s. intent in promulgating this fmle to override contrary
State and local law, Within days of leagning this, I ipined M. Stuckey
of Georgia and 20 other collesgues in cosponsoring House Con-
current Resolution 483, This IHouse resolution stated Congress has not
delegated to the Federal Trade ommission any authority to preempt
‘the layws of the States and their political subdivisions in. respect to
the subject matter uf this rule. ' ‘

mittes Report on H.R. 7917. These paragraphs pertain to rule appli- -
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I believe that you, the members of this subcommittee, have an ex-
cellent forum in which to ask representatives of the Commission to
clarify the question of whether the rule actyally does preempt effective
State and loeal consumer protection laws. If this is the case, we have

yet ancther example of a regulatory agency with rulemaking authority -

creating a plethora of paperwork and regulations contrary to Con-
gressional infent. Furthermore, it is another example of unkngtwn non-
elected individuals in Washington promulgating regulations which
supplant effective State laws. ‘ : L

Prior to being elected to Congress, I served 17 years in the
Pennsylvania Legislature, Pennsytvania has long been concerned with
consumer protection and has legislated what I believe are effective and
equitable regulations. . i S

Under Pennsylvania’s Goods and Services Installment Sales Act
there is a 45 day complaint period for a purchaser to give an assignee
of paper notification of the existence of defenses or rights of action
toward the contract. The applicable section of that act reads as
follows: ‘ ‘ - :

No right of action arising out of a retail installment sale which the buyer has
against the seller which would be cut off by assignment, ghall be cnt} off by
asgignment of the contract to any third party whether or not he acquires the
contract in good faith and for value unless the assignee gives notice of the
assignment to the buyer as provided in this section, and within forty-five days
of the mailing of such notice receives no written notice of the facts giving ri§e
to the claim or defense of the buyer. . . . The notice of assignment shall confain
the following warnings to the huyer:

You have forty-five days within which to notify us of any claims or defeqses
which you might have against the seller, If you have any complaints or objee-
tions to make, you should notify us at this time. [1966, Special Sess: No. 1, Oct. 28,
P.L. 65, Art, TV, § 4021

Under the Pennsylvania Home Impprovement Finance Act, the

purchaser has a time frame of 15 days to give written notice of the

cxistence of rights of action or defenses to an assignee of paper.
(Ang. 14, 1963, Public Law 1082, Axt IT, § 208). .

These laws after due consideration of relevant factors were engeted
by the Pennsylvania legislature to provide Pennsylvanians ample
opportunity to assert claims and defenses without disrupting the Jocal
consumer credit market. It is my understanding that although these
laws have effectively achieved their desired results, the Commission’s
rile will preempt them. T submit when it comesto consumer proteetion

procedures, elected representatives at the State Jevel know. consumer-

markets the best and can deal more effectively with local deceptive or
unfajr practices. ‘ v

The second phase of my remarks today will address pircumstances

or events stressing that the rule may have a considerable impact upon
segments of pur economy. There is no question the rule as pregently
drafted will have a pervasive effect upon all'participants in the con-
sumer credit community of these United States. Adverse ramifications
may abound for marginal and dow-income consumers due to the fact
that the financial institutions of this Nation may be exposed to in-
equitable and innumerable legal actions. These institutions may as a
result refrain from extending credit. T am goncarmed about these con-
sumers who frequently depend upon credit-for purchasing appliances;
automobiles, mobile homes or other necessities of life. = 7

o
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- The ramifications of this rule should not be minimized. As you aro
asware, section 18(f) of the Magnuson-Moss Act requires the Poard of
Governors of the Federal Reserve System to promulgate substantially

similar regulations proscribing acts or practices of banks substantially-

similar to acts or practices proseribed by any substantive trade regu-
lation rule issued by the Commission within 60 days after the effective
date of the Commission’s rule. The Board does not have to issue snch
regulations if it finds that (i) such acts or practices of banks are not
unfair or deceptive to consumers, or (ii) implementation of such
regulations would seriously conflict with essential monetary and pay-
ment systems policies of the Board. Compliance with the regulations
proscribed by the Board are enforced with respect to financial insti-
tutions over which they have regulatory authority by the Comptroller
of the Currency, the Federal Reserve Board and the Federal Deposit
Insurance Corporation.

As I recall, at one point in debate of the House version of S. 356
there appeared some discussion as to the fact that banks as well as
finance companies, retailers, consumer finance companies, and non-
bank eredit card companies should fall within the purview of the
Commission. However, I believe the full Flouse Committee on Inier-
state and Foreign Commerce voted unanimously for banks to be regu-
]zited as to unfair and deceptive practices by the banking agencies
alone,

In view of its statutory obligation and the Commission’s proposed
amendment addressing creditors the Board of Governors of the Fed-
eral Reserve System issued a release on February 8, 1976, requesting
comment at that time on the Prescrvation of Consumers’ Claims and
Defenses Rule, Based upon the comment lotters received pursuant to
that request, Chairman Burns of the Federal Reserve Board com-
munijcated by letter (May 5, 1976) with Chainnan Collier of the
Commission urging that the effective date (May 14, 1976) of the rule
a5 adopted for sellers be deferred until the rule could be clarified and
refined. Trrespective of this urgent plea the Commission failed to post-
pone the effective date. - :

In his statement before the full Committee on Banking, Currency
and Housing on July 27, 1976, Dr. Burns in referring to this rule
expressed concern : ; ‘

It may well be reducing somewbat the availability of credit to consumerg and
sorae retailers at the very time when a continued strong rise of consumer §pending
is needed to foster further gains in production and employment,

On August 3, 1976, as the ranking minority member of the full com-
mittee, I wrote to Dr. Rurns voicing my concern and requesting him
to amplify by letter why the Federal Reserve Board beligves consumer
credit may well deerease due to the Commission’s “holder-in-due
course” ruling. Dr. Burns responded by letter and amplified his re-
marks by stating: o

Data are not yet available to assess the impact of the rule on the economy. It
seems clear, however, that the risks of geller nonperformance would tend to he
shifted from buyer to creditor. Such an inereased burden of risk would be trans-
mitted in large part to consumers—through a higher price of credit, or through
reduced ¢redit availability or both. My concern is that the uncertain, but poten-
tially broad, scope of the rule may disrupt the operations of some merchants and
creditors beyond tle extent appropriate to control the activities of unscrupulous

merchants. These undesirable effects, in turn, could limit the recovery in con-
sumer spending, and thus put a damper on over-all economic expansion,

iR 1 i Trirm e e i T —— - S T
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'We are all aware how controversial this rule has become, both as to
the manner-in which it was promulgated and the possible adverse
effect it may have upon our Nation’s consumer credit community. If

- the Commission had promulgated this rule with Congressional intent

in mind and had followed the rulemaking procedures as outlined in
section 18 of Magnuson-Moss we would not have tobe at this hearing.
Let me restate that I am an advoeate of proper consumer protection
laws and procedures. That 1s why T originally voted in favor of H.R.
7917. However, in this instance we find an independent regulatory
agency of the Ixecutive Branch turning its back on Congress and on
many of the citizens of this great Nation. As elected representatives of
the citizens of these United States we should view this action by the
Commission with the utmost caution. ‘ S

T believe Congress should rigorously examine in detail not only the

Commission’s action, but the rule’s possible effect upon our Nation’s

economy. For this reason, I have joined My, Broyhill of North Cero-
lina and ®r, McCollister of Nebraska in cosponsoring H.R. 15082,
Sinee Mr. Broyhill is the second ranking minority member of the full

Committee on Interstate and Foreign Commerce and Mr, McCollister

is the ranking minority member of this subcommittee, I will defer to
them any detailed explanation of this bill. :

Briefly, TLR. 15082 will suspend, pending review, the effect of
the Commission rule. The General Accounting Office is directed to
examine the Commission’s basis for issuing the rule, the effect of the
rule cn consumer credit markets and present avenues of consumer
redress for grievances arising from consumer sales. GAQO will then sub-
it its written report to Congress and the Commission as to its findings
and recommendations on the desirability of promulgating the rule.
Having considered the report and followed appropriate rulemaking
procedures, the Commission may repeal the rule or give it effect; either
in its present form or as amended. v .

Gentlemen, F.R. 15082 providesthe “prudent gradualism” needed at
this time. Mr. Chairman, T request that my extension of remarks cf
August 10, 1976, which appeared in the Congressional Record be in-
cluded in the official record of these hearings. Thani you.

[The remarks referred to follow :]

[From August 10, 1976, Congressional Record]
STATEMENT OF FoN. ALBERT W. JOHNSON OF PENNSYLVANIA

Mr, Jorwsox of Pennsylvania. ¥Mr, Speaker, I am proud to cosponsor wit.h
the gentleman from North Carolina (Mr. Broyhill) the bill; ELR. 15082. Thiy
Bill if enacted would suspend, pending review, the effect of the Federal Trade -
Commission’s rule concerning limitation of the wuse of holder-in-due-course

defenses in connection with the sale or leage of goods or services to cousumers;’

would require the General Accounting Office to conduct a study of the effect -
of this rule on the consumer market; and would require formal rulemakiug by
the Commission respecting this rule. S i Lo
My coneern in respect to the Federal Trade Commission’s Trade Regulation
Rule on Preservation of Consuiners! Claims and Defenses has long been of
record, On November 18,1975, T joined 21 of my colleagties in cosponsoring
House Concurrent Resolution 483, This House resolution stated that Congress
has not delegated to the Federal Trade Commission any autherity to preempt
the luws of the States and their politieal subdivisions in respect to the subject.
matter of this rule. This assertion is based upon the fact,that the report of the
House Committee on Interstate and Foreign Commerce—Hovuse Report 831107~
on the Magnuson-Moss warranty-Federal Trade Commnission Improvement Act
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stated that the gmendments to the Federal Trade Commission Act made by
title II of that act were uot intended to preempt State and loeal jurisdietion,
Yiowever, when the Federal Trade Conimission issued this hplc}el'—ixx—;}:uefeou}'se
rule, the following statement was made “it ig the Gowmission’s intent in Issuing
thig proposed rule to override contrary State and local law.” -

My principal concern over what the Federal Trade Commission has done iy

twofold, First, the Commission by rule has attempted to preempt numerous
State Iaws which adeguately protect the consumer and by such action ‘has
promulgaied a rule contrary to the intent of Congress. .

Second, the Commission has issued g rule swhose terms in Some instahces are

80 1oosély defined as to raise serious quéstions due to this ambiguity, One such.

termn which comes to mind is that of a*purchase money loan.” ..

Thisg rule as presently drafted will have a pervasive effect mpon all partgm-
pantg in the consumer eredit commun/ty of these United States. Adverse ramifi-
cations may aboynd for marginal and low-income consumers due to the fact
that the Hnavecial institutions of thly Nation may be exposed to inequitablp
and innumerable legal pctions. I am- concermed about these eonsumers: who
principally seek credit in order to purchase an appliance, automobile, mobile
homa or recreational vehicle. :

The Federal Reserve Board has received approximately 1,140 letters stating

that fiis holder-in-due-course rule may have a disraptive effect upon the Nation's
economy. On May §, 1976, Chairman Arthur Burng of the Federal Reserve Board
wrote Chairman Calvin Collier of the Federal Trade Commission conveying the
Board's urgent concern in respeet to this rule, wrging that fthe effective date
be deferred, and requesting the Commmssion to clarify and refine the rule. This
appeal fell upon deaf ears and the rule pertaining to sellers went into effect
AMay 14, 1976, On July 27, 1976, Chairman Burps stated before the Committee
on Banking, Currency and Housing that this rule “seéms fo have cume af an
unpropitious moment” and may redunce consumer credit, On August 3, 1976, as
the ranking minority member, I wrote Chairman Bumns voleing my coneern
and requesting him to amplify by letter why the Federal Reserve Board is
of the opinion that consumer credit may well decrease due fo the Federal Trads
Commission's “holder-in-due-course’” ruling. .

My colleagues, I urge each of you to veview this rule which appears in the
Federal Register, volume 40, number 223 at page 58506, After review I believe
you wiil coneur that this rule needs to he suspended, avd that thorough study
be conducted as to the effect this rule may have upon our Nation's consumer
credit community. ‘

STATEMENT OF HON. W. HENSON MOORE, A REPRESENTATIVE IN
 CONGRESS FROM THE STATE OF LOUZSIANA '

Mr. Moore. Mr. Chairman, widespread objections to the May 14,
1976, holder in due course rule promulgated by the Federal Trade
Commission merit immediate withdrawal of the rule together with
preparation of accurate information on its impact on the availability
of credit. I have cosponsored a bill (ELR. 14531) to this end. The
Federal Trade Commission confends the availability of credit has not
diminished while the Chairman of the Federal Reserve System, na-
tional retail trade associations, lending institutions, and many of my
constituents who work with holder in due course on a day-fo-day
basis vigorously dissent. : o '

Two conflicting private studies reveal an absence of substantive and
uncontested data from which the May 14 decision should be objectively
analysed. Such abundant disagreement between two Federal regula-
tory powers and inconsistency in testimony presented to this subeom-
mittee leads me to urge the Interstate and Foreign Commerce Com-~
mittee and Congress to force at least a suspension of the May 14 rule.
until all facts on its impact are knpwn, Beyond this controversy. I be-
lieve the failure of the Federal Trade Commission to publish ifs
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‘evound rules until May 4, just 10 days before the rule became effec-
tive, is inadequate warning for the business community, :

The Federsl Trade Commission points to 5 years of preparation,
thres separate sets of public hearings, and some 10,000 pages of tran-
seript it justifying its holder in due course rule. At the same tine,
testimony given by the Commission on August 26 stated ereditors and
retailers failed to register their objections to the text of the rule until
just before the May 14 deadline. The Commission further contended
1t was waware of any problems the retail marketplace would have
with the iule. B ‘ Co

M, Chairian, aceording to my own records any claim by the Fed-
eral Trade Commission pleading ignorunce to objections from re-
tailers simply does not tash, I personally forwarded more than 20
written objections from my constituents fo the Federal Trade Com-
mission since November 25 of last year. in reply, the Commission in-
formed me in writing it had received these objectionsand that questions
raised would be answered well in advance of May 14. In addition, the
Trederal Reserve System announced on May 5 that it had received
1,080 letters commenting on the proposal with only 8 in favor of it.
Such information had been passed along to the Federal Trade Com-
mission in informal proceedings. In my opinion, the Federal Trade
Commission cantiot justify its delay in responding to questions raised
months earlier only 10 days before the rule took effect.

The Chairman of the Federal Reserve System, Arthur Burns, has
expressed his objections to the Federal Trade Commission on at least
two occasions. On June 29, he was critical of the “potentially iarmiful
effect which it could have on the flow of econsumer eredit, the viability
of marginal retail firms, and more broadly, the upward tlirust of re-
tail trade.” On Augtst 26, the Federal Reserve System reported its
fears were well founded, Tt discoverad increased policing action by
Ienders ‘over retailers have ended longstandiiig business oi refefral
relationships with some retailers being forced to seek less preferred
sources of finance at a higher cost to the consumer. ‘

Marginal firms and many new firms are expected to be forced out of
husiness due to the lack of credit availability, according to the Federal
Reserve System. Consumets will also find little comfort in the report
that some lenders have either cut their loan maturities cr have put
pressure on retailers to shorten product or service warranty periods.
It concluded that competition has declined in product and credit
markets with credit being more diflieult to obtain at a reasonable cost.
These deficiencies were fotind to far outweigh the anticipated benefit
the consumer would receive.

Vast disagreement in the findings of two private studies on the
availability of credit also justify immediate vetraction of the rule.
A survey recently completed for the Commission by the Yankelovich,
Skelly and 'White firm lead the Commiission to conclude “the rule has
not had a significant dislocative impact on the consumer credit
market.” This is in sharp contrast to an agsessment prepared by the
Wharton School of Finance. Tt found the adverse impact of the regu-
lation would be go severe that some $2.2 billion in goeds would be
removed from the eredit market this year and our gross national
product would declinte by $1 to $2 billion. In my opinion, any regula-

AL
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tory action-taken in the presence of such conflicting findings is
premature. . o R R o
Other uncertainties in the rule include the question of preemption
of State holder in due course laws, a point of interest to my constitu-
ents as well as the Federal Reserve System. Legislation enacted by
State governmenits to apply to unique local eredit relationships should
not be swept aside by appointed Federal regulators. Questions con-
cerning application of the rule to charge aceounts the consumer may
have with the retailer, open lines of credit, and what happens if only
part of a loan is applied to a purchase remain unanswered. Applica-
‘tion of the Magnuson-Moss Act to an amendment to the rule bub not
to the rule itself has also generated questions of fairuess. _
My, Chairman, for all of these reasons, a lot of hgmework‘shoqld
have been done before the Federal Trade Commission unveiled its
holder in due course rule. As it was not completed, I believe sufficient
evidence exists to revoke or at least suspend the May 14 decision until
questions raised by all sides are answered and hard and fast facts
on the availability of credit are compiled. I strongly believe that this
rule is not in the best interests of consumers or commerce. .
Mr. Moreiry. Our next witness is Mrs. Margery Waxman Smith,
Acting Director, Bureau of Consumer Protection of the Federal Trade
Commission accorpanied by James V, DeLong, Assistant Director for
Special Projects, the Federal Trade Commission and Mr. Erik Rubin.
Your position? v .
Mr. Rupiy. Assistant Director of the Bureau of the Consumer
Protection. -

STATEMENT 0F MARGERY WAXMAN SMITH, ACTING DIRECTOR,
BUREAT OF CONSUMER PROTECTION, FEDERAL TRADE COMMIS-
SION, ACCOMPANIED BY JAMES V. D¢LONG, ASSISTANT DIREC-
TOR, SPECIAL PROJECTS, AND ERIK RUBIN, ASSISTANT DIREC-
TOR, BUREAU OF CONSUMER PROTECTION

Mrs. Snurrm. Good afternoon. Thank you, My, Chairman.

Mr. Morery. Mrs. Smith. ’ o .

Mrs. Syerrir. We appear today on behalf of the Commission to dis-
cuss the Federal Trade Commission’s holder in due course rule. I have
., shorter version of my statement which I would like to give orally
although you have a more lengthy written version. L
- Mr. Mureny. Tt is a pretty good version. Without objection, the
entire Federal Trade Commission statement will be printed in the ree-
ord, and you may proceed, but I would ask that yon not cut important
portions of the testimony. o _ .
O s, Scorran, As of May 14. 1976, the “holder in due course” trade
regnlation rule requires a seller who executes an installment sales
agreement, or arranges loans for hig buyers, to insure that the con-
sumer eredit contract contains a speeific provision preserving the legal
vights that ave part of any normal bargain between buyer and seller.
~ This rule has a 54-vear history. It was first proposed on January 21,
1971, After an extensive period of initial comment and written sub-
missions, three public hearings were conducted in Chicago, New
York, and here in Washington. Based on the information presented
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during the comment period and the testimony offered in those heay-
ings, the rule was vevised and republished on January 5. 1978.
- Further hearings were conducted in Chicago and in Washington.
Tl}ie public record was finally closed to written comments on June 11,
1978. ‘ g L « Lo '

During the course of this lengthy public procecdirg, every orga-
nization and individual who expressed. an interest in testifying was
given the opportunity to do so. The list of participants was exten-
sive, A total of over 2,000 pages of transeript and over 7,000 pages of
written submissions were received. These comments were received
from all people interested in the rule, from retailers, finanecial insti-
tutions, trade associations, legal services attorneys, State and Federal
law enforcement officials, judges, cconomists, academics, experts, con-
sumers and consumer representatives, . ‘

Although the record closed in June 1973, the Commission did not
publish its final rule until November of 1975. This was because of

uncertainty over the Commission’s rulemaking authorify resulting

from the National Petroleum Refiners litigation. This uncertainty
was not removed until the court of-appeals acted. The rule was finally
¢ dopted by unanimous Commission decision on November 11, 1975.
Industry was given 6 months Jead time in which to prepare compli-
ance with the rule which took effect on May 14, 1976,

The Commission’s holder in due course rule was one of three rules
that was substantially completed when Congress passed the Mag-
nuson-Moss Federal Trade Commission Improvement Act of 1975 and
Congress explicitly provided that the new procedural requirements of
the Magmuson-Moss Act were not applicable to suech vules. Never-
theless, the proceedings that the Commission conducted in the holder
in due course rule met the Magnuson-Moss proeedural requirements.

- These proceedings were not simple notice and comment rule making

hut public hearings cliciting testimony on ull sides of the question. All
participants had the opportunity to give questions to witnesses and
sigmificant revisions of the rule were published for further hearings.
Finally, as T said before, all available scholarly sources in law and
economics were considered including the massive study of the Na-
tional Commission on Consumer Finance. ;
The Commission throughout these proceedings listened carefully to

“what interested parties had to say and revised and improved the rule

in accordance with the facts that emerged in the public proceedings.
Therefore, while the rule was conducted prior to enaciment of the Mag-
nuson-Aoss Act, all the major procedural rights nltimately regrirved

by that act were provided.

The fundamental principle embodied in this rule is simple and
straightforward. It is that consnmers who purchase goods or services
on credit should not forfeit their legal rights merely because the seller
assigns the note to a third party or find a lender who will work with
him to finanee retail purchases. :

While the required contractual notice is phrased in technical lan-
guage, the Commission’s basic conclusion is plain. Asthe Commission
said, it is unfair and deceptive for a seller to just contractual boiler

‘plate to separate a buyer’s duty to pay from a seller’s duty to perform.

The public record leading to the rule document’s countless varieties
of retail fransactions where seller’s continnally deprive consumers of
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any effective rates through use of negotiable instruments, whatever
detense clauses or arranged loans. These devices were used to cut off
buver's remedies to sellers and force full payment to creditors regard-
Tess of whether the seller met or failed to meet hig obligations.

In those cases in which the seller performed fully, the consumer' lost
nothing by thesa devices. In many other instances, however, consumer
losses were serious, The record is full of situations where sellers took
advantage of their ability to cut off consumer claims and defenses to
profit from misrepresentation and fraud. To take a well known ex-
ample, the committee may remember the Honareh Construction case
in Washington during the 1960%. L '

Urban renewal was destroying whole streets of deteriorating row-
houses and ‘hemeowners were afraid the bulldozer would arrive at
their house next. An organization was formed to sell what was called
townhouse fronts to intereity residents, These townhouse fronts were
aluminum appendages which appesred to improve the exterior of the
Tiouse, Many were sold to lower income families 6f massive markups.
Promisory notes wers taken together with first, second and thivd deeds
of trust. In most cases, the work was never perforned. The deed in-
struments were sold to financial institutions in YWashington and Phila-
delphia and the inventor of the scheme left town, leaving behind hun-
dreds of families faced with foreclosure. Although he was ultimately
convicted of fraud, the home owners could do nothing, could not use
fraud as a defense to payment and their attempts to procede against
this man were useless as heno longer had any assets.

The Commission’s holder in due course rtle should prevent this
consumer nightmars from ever happening again, The purpose of the
rule is to recognize the realities of the situation where consumers who
ave victimized by seller misconduet are compelled fo pay third party
creditors although consumers are not in a position to obtain redress
for their injuries. ‘

The mechanism of the rule is straightforward. Sellers as of May 14,
1976, have two duties. First, where they execute consumer credit con-
tract with the buyer, they must insert within the written text of the
form used a provision which expressly prevents the catoff of buyer’s
legal rights, Second, where a seller works with the lender in connec-
tion with consumer sales, the seller may not accept the proceeds of pur-
chase money loan unless the loan contract signed by the buyer con-
tains a similar provision, generally preserving the buyer's legal rights.

The rule, as it now stands, applies only to sellers. Tt does not impose

any duties directly on ereditors. The Commission’s proposed amend-
ment, which was announced at the same time that the rule was an-
nounced in November 1975, would apply the rule to creditors. But the
Commission recognizes that the situation between creditors and sellers
may not be.identical and that many issues must be analyzed before
a final decision is made in applying the rule to creditors. :

The required contract provisions simply preserves against the credi-
tor any legal claims and defenses the consumer would have against the
seller under applicable State law. Tt does not extend ifs claims or de-
fenses in any other way since the object is to preserve existing sub-
stantive vights not to create new ones, Thus, contrary to some unfor-
tunate news stories, the rule does not create any new right to with-
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th?[ fs_ama peril he faced beforo; nomore, no less, - : :
répai;c'h%:%ntsﬁmér has a warranty gl&im wor'th %60 based on vost of
popar, 1 ; ¢ 8 ntiatczhl_znw.onl_* gives him a right of setoff up to this
Haount, lt a% only this right oi setoff againgt the creditor. Nor does
3 ule extend rights in time. A 3-year warranty still terminates after
years, Autos are often sold with & 19-month wartanty. After 1 year
any creditor-holding & 86-month awto contract is no longer exposed to
;ﬁ:lalz 1‘a;x%y cllcmms. and defenses. Consequently, we expect that under the
shoﬁk%bze;n :ﬁl.‘lous jv1011g domgs by sellers, the creditor’s exposure
In:c[lléé iad%lltlpg, gr]e ditors can protect themselves from the risk involved.
idleed, lelr abllity to do so is an important consideration underlyine
he rule. Sellers and creditors have alre»dy devised numerous mecle
;}élgngs, such as recourse and reserve arrangements to apportion the
" (19 1 N 3 g 4 » . * » B * . ‘{
; iltuat?o Efmsumel finewse and these ave readily adaptable to this new

These are practical considerations with components of the approach
ta]{en by thef rule. T}le market objective is to shift the cost of the seller
misconduct in certain defined situations from consumers to those who
regularly deal with sellers and who can, in turn, shift the visk back
to sellers. Incentives are created to avoid problems and to resolve them
chiefly where they oceur. Naturally the circumstances differ where
.fradul‘ent and, ur_1ethlcu,1 sellers are concerned. Creditors will have an
Incentive to avold transactions where there is g hioh visk of ‘mqj‘(‘)r‘
legitimate claims and defenses. As a result, W&feXpeétbﬂlat certain soll-
ers will find it difficult to do business to the advantage, T might: add, of
the vast, majority of sellérs who are honest and-respegﬁable. '

We readily acknowledge that since the rule’s promulgation, several
areas of uncertainty have been hrought to the attention of theC"om‘mi“s’-
sion. We have tried, and I believe we have suceeeded, to answer qixe%?
tions as they liave arisen in an expedicious and forthrioht manner
The burenu staff has issued guidelines on some issues, and the Commis-
sion itself has promulgated an enforeement policy statement elgrifying
some of the mest important issues, particularly those concernine 'puf:
chase money loans. The Commission has also responded to reqU‘eé?; for
1mr1[ned1atei advmo? opinions when asked to dogo. “

-1 conclusion, I want to emphiasize that the Commission does nof -
believe its responsibility ends wlith the pronrmlgation1 ;1111;1 le(;ilf(ggi‘?n]e}lqg
of a rule such as this one. It has a continuing duty to monitor'the re-
sponses to the rule. It must evaluate its impact, whether positive or
negative, and respond rapidly to any problems that arise. The staff of
the Federal Tracle Commission is 1n close contact with other inter-
ested government, agencies and with different parts of the private sec-
tor to obtain feedback on the operation of the rule as it opem‘ce; in
practice, not as it operates in theory. : o

Moreover, in order to fully assess the impact of the holder in due
course rule, the Commission staff has undertaken a two partevaluative
study, first, to identify any immediate problerms that evedit institutions
are experiencing, and, second, to monitor on a longer term basis the’
1mpact the rule may have on availability and price of consumer eredit

The first part of the study was conducted for us by the independent;
survey firm of Yankelovich, Skelly and White and their report which

hold payment. A eonsumer who wrengfully refuses to pay does so at




we just received this week was made available to the committee, The
firm interviewed 120 lending institutions in four States—California,
New Yorlk, Texas and West Virginia—ausing a questionnaire developed
by them with extensive assistance from our staff. Thers are two major
caveats to be considered in considering the results of this study. First,
businesses are still in the process of adapting to the rule and the sample
size and nature of the survey are such that the results are qualitative,
not quantitative. This means they cannot be reliably exbra&o]ated to
the country as a whole. Despite these eaveats, we believe
is by far the best available evidence of the immediate impact of the
rule. Its conclusions are generally supportive of the proposition that
the rule has net had a significant dislocative impact on the consumer
credit market. , ‘

~The survey is directed to the actual impact the rule has had. The
questions that were asked were questions as to what the credit institu-
tiolns are actually doing to protect themselves and to take care of the
rule. :

To date, credit institutions have replied that elimination of the
holder in due course provision has had little impact on their consumer
ceredit policies, practices and activities; Virtually no lending institu-
tions have changed their interest rates on direct loans. Of those lender
institutions which purchase dealer paper, almost all have set up re-
course or indemnifieation agreements or stopped purchasing paper
from a small number of dealers. These small number of dealers, the
credit institutions have told us, are those they would describe as shady
or fly-by-night operations. .

In addition, the number of claims and defenses which conswners can
exercise has not increased from levels existing prior to deduction of
the rule. The survey has also showed problems in lender perceptions
and attitudes to the rule. Particularly that many lending institutions
perceive the rule ‘as vague and are uncertain about the meaning of
specific provisions. Much of lender concern about the rule stems from
these confusions. We are very concerned about this and are taking
efforts to get the rule and our interpretation of the rule out to all in-
terested institutions. ) .

Although the survey gives only a preliminary sketch of the impact
of the rule, its conclusions indicate that the rule is not having an im-
mediate impact in terms of raising the cost of consumer credit or re-
stricting availability of consumer credit. ) i

We intend as second part of the study a broader approach that will
include those areas of confusion and individuals and groups that need
more specific attention. The second part of the study will include
dealers and consumer groups as well as credit institutions.

In summary, we believe that this rule defines a standard of conduct ’

that is necessary and appropriate to protect consumers. It is not de-
tailed or lengthy measure but a short and specific approach to a real
and documented problem. OQur goal was simplistic; an eage of compli-
ance and the protection of consumers. with the minimum possible
disruption to the marketplace. We helieve the Commission’s holder in
due course rule will accomplish this goal. -

Thank you. o

[Testimony resumes onp. 26.]

[Mrs. Smith’s prepared statement follows:]

e survey -
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STATEMENT OF MARGERY WAXMAN SMITI, AcTING DIRECTOR, BUBEAU OF
CONSUMER PROTECTION, FEDERAL TRADE (OMMISSION

Good morning, My name is Margery Smith. I am Acting Director of the
Bureau of Consumer Protection at the Federal Trade Commission. I am ac-
c;)mpnnieﬁ this morning by James DeLong and Erie Rubin of the Commission
staff.

We appear today to discuss the Yederal Trade Comtission's important new
“Holder in Due Course™ Rule. As of May 14, 1976, this trade regulation rule
requires a seller who executes an installment sales agreement, ox arranges loans
for big buyers, to eusure that the consumer credit contract containg a spseifie
provision preserving ‘the legal rights that are part of any normal bargain be-
tween buyer and seller. : .

The rule was first proposed on January 21, 1971. After an extensive period
of initial comment and written submissions, three public hearings were con-
dueted—in Chicago, NMew Yorle and here in Washington, D.C. Based on the in-
formation presented during ili¢ comment period and the testimony offered in
those hearings, the Rule was revised and te-published on January 5, 1978. Fur-
ther hearings were conducted in Chicago and Washington, The public record
wag finally closed to written submissions on June 11, 1973, .

During the course of two and one-half years of public proceedings, every
organization and individual who expressed g desire to testify was given the
opportunity to do so. The list of participants was extensive. A total of 2,250
pages of transcript and 7,362 pages of written submissions were received from
1tail sellers, financial institutions, trade associations, legal services attorneys,
state and federal law enforcement officials, judges, economists, academicians,
experts, -eonsumery, and congumer representatives, No individual or cdrganiza-
tion wag foreclosed from participation in these proceedings. As o result, many
diﬁ:‘erdent backgrounds, interests and points of view are reflected iu the public
record. :

The record closed in June, 1973, but the Commission was not then in a posi-
tion to move forward on the rule because of uncertainty over its rulemaking
authority stemming from the National Petroleum Refiners litigation, That un-.
certainty was removed by enactment of the Federal Trade Commission Improve-
ment Act in January, 1976, The rule was finally adopted by & unanimouns Com-
mission on November 14, 1975, Industry was given six months lead tinle to
prepare for compliance with the rule, which took effect May 14, 1976.

This Rule was ore of two?® that were substantislly completed when the Im-
provement Aet was adopted. This law explicitly provided that its new proeedural
requirements were not applicable to such rules, Nonetheless, interested parties
had more than five years notice of proposed Commission action in this area,
together with a full opportunity to take advantage of a two and one-half year
publi¢ proceeding. The proceeding was 1ot simple notice-and-comment ruléemalk-
ing. Five public hearings elicited testimony on all sides of the major questions.-
Witnesses were examined by (he staftf to assure @disclosure of material informa-
tion. All participants bad the opportunity to question witnesses by submitting
their questions to the presiding official. Significant revisions of 'the rule were
published for further hearings. Finally, all available scholarly sources in law
and economics were considered during the-decisionmaking process, including
the massive study by the National Commission on Consumer Finance. The Com-
mission thus listened carefully to what interested parties had to say, and revised
and improved the rule in accordance witlt the fadts which emerged in public
proceeding. While the proceeding was condueted prior to enactment of the Fed-
eral Trade Commission Improvement Act, all the major procedural protections
ultimately required by that Act were provided.

" The fundamental principle embodied in this Rule is simple and straight-
forward. It is that consumers who purchase goods or serviees on credit should
not Torfeit their legal rights merely becnuse the seller pssigns the note to a third
party or finds a lender who will work with him to finance retail purchases. While
the required contractual notlce is phrased in technieal legal language, the Com-
mission’s basic conclusion is plain, It said: *“It is unfair and deceptive for a seller
to use contractual boilerplate to separate a buyer'’s duty fo perform his obliga-
tions from seller’s duty to perform his own.”* }

Part of the reasoning belind this conclusion is equity, As a matter of equity,
protectivn of the consumer’s legitimate expectation in the seller’s performance

st

17TLe other Is the proposed rule on franchising, -




22

is important. In theary,. of course, a consumer always has the right to sue a
;lsonpérforming' se]Jer.'Iyx; reality, the costs of litigation are high enough So that
vénoval of the consumer’s vight to withhold all or paxt of his own: performance
is tantamount {0 a removal of all rights, The record decuments endless vayieiies
of retail transactions where sellers routinely depyive consiymers of any effective
rights through the use of megotiable instruments, waiver-of-defense clauses, or
arranged loans, If any of these devices is used a. creditor swho finances the con-
sumer trangaction enjoys legal vights which are supeyior to those of the sellen,

He iy entitled to payment in full whatever the seller may do ar fail to do With :

respect to his obligations., . : : . i
k Iln most cases, %he consnumer loses nothing by ihis hecause {he seller performs
fully. In other "1stances, the consumer’s loss is limited, though annoying. He may
have to pay extra repair bills or simply settle for an unsaiisfactory ,Qroduc';, In
many cases, however, the logses are gerious, The record is full of sxtuf},tmrgs where
sellers have taken advantage of their ability fo cut off consumers’ claims and
defenses to profit from misrepresentation and fraud, Abuses were documented
wherever sellers yelied on installment credit to make sales. This was true in home
improvement contracting, auto sdles, vocational edueation, furpiture and ap-
pliance transactions, freezer food Plans, swimming pool installations, healt‘h‘ Spa
and recreational programs such a2s health spa memberships . , . the list is
endless. - : o
91‘(? take a well-known example, the Commit{ee may remember the Monarch
Censlruction case in Washington dueing the 1060s. Urban renewal was razing
whole streets of deferiorating 1;;)“1 housting,; IIome oyyners were afraid that the
bulldogers would arrive st their doox next,” L N .
~uAn individual formed an organization to gell “townehouse fronts” to inner-eity
residents, A towne-house front was an alyminum appendage nﬁixet_l 1o the exte;yw
of a home to Lwprove its appearance. Many were sold to lower-ineome families

at massive markups. Promissory notes were taken fogether with first, second,

and third deeds of trust. The sales pitelh was “make your home look hetter to
nasers-by or face the bulldozer,” . : : i .
lf Ineﬁasg gases the w:rk contracted for was never completed. The 1{1&:11'umer}ts
were sold-to financial jnstitutions. in Washington and in _Pmlaglelphm. Thg in-
ventor of the scheme ullimately left fown, leavin'_g hehind hu_n hundred_s of
families faced with foreclosnre, Although he was yltimately convieted for fraud,
the homegwners could npt use the fraud as a defense io payment.

Bometimes regulntory .agencies face confliets betsveen equity and ecopomic

efficieney. This is not true for the Holderdn-Due Course Rule, thaugh, beca‘qw
the yyle is also s0lidly based in economic considerations. A efficient free market
reguires that the costs and risks assoelated with am activity be internalized.
In othpr words, a seller should bear the costs and risks of his own misconduct.

Opnly if this ig trye will the mparket operate efficiently fo reward those senersv

o perforny well and penalize those who o noj. S L
vlgl‘hgerﬁal i}ssu% i; ’:h,egmeehamsm by which these costs and risks are imposed on
the geller, In theory, if a buyer knows that a seller is cutting off the buyer’s
claims and defenses, he will factor the added risk into bhis purchase decision
and be willing to pay more.or less depending on his appraisal of the s,ener. The
holder of ) credit obligation would not be concerned with the seller’s eonduct
and would not have to make any estimate of the risks involved, :

In times past, when sellerg were fewer and congumer credib was less per-

vasive, it may have heen reasenable to conclude that consumers could assesrs the'
rigkys of seller nonperformance more efficiently than o note purchaser. Under

these ¢onditions, . rule-of law favoring holders-in-aue course way have promoted .
economie eﬁiciéncies. But in today’s complex credit-oriented economy. of mass.

produetion and disfyibntion, where buyers and sellers trangaet impersonglly for

standardized products, it may no longer he most efficient to place all the risky

of. aeller nonperformance on the buver, This {s particularly true Whgre the crgd-
itor has frequent dealings with the seller though comnion ownership, affiliation
or a regular course of dealing, The Commission’s rle, in short, carefully shifty
some of these yicks from consumers 10 those who have o betber and more efficient
means of nssessing them, pricing them, and shifting them baek to the selley. . -
The purpoese of the rule is to reengnize these realities. Consumers who-are vic.
timized by seller misconduct and conipelled to pay a third-party creditor are not
in a position to ohtain redress for their injuriks, thus shifting the: costs Dack ta
the seller, The reasons for this situation are many. They revolve around the costy
of taking time off from work, finding legal representation in a context which the

- of a purchase money loan unless the lont contraect gigned by
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law would generally classify as a small claim, nndertaking the costs of litiga-
tion, and'meeting a rigid payments schedule whatever the nitimate result of shech
efforis may be, - : : SRR :

Creilitors, in those sttoations to whicl the rule applies; are in o poeition to shift
the risk back syhere it belongs, ‘either directly of tlivotzli the price meclanism,
They «eal in vélume while constithers dedl once, Creditory efijoy. ready access to
commercial mformation which consumery vihont obtain, They linve the leverage
to return rigks to thé sellers they finance, They wan spread information costs
gver ‘many trdangactions. All together  their vompaisitive: advantage - here:«is
inedeulable. o : : : ’ R A :

The mechanism of the iuleis straightforward. Sellers, as of May 14, 1976, have
fwo Quties, irst, where they execute a consumer eredit contract with a buyer
they must ingert, within the written text of the form used, # provision whieh
expressly preserves the buyer’s legal rights. Second, where o gellpr wworks Wwith a
lender in commection wwith consumer sales, the seller may not aecept thé procseds

1 [ the buyer conting
a similar provigion, again preserving the biyer's legal rights:? -

The required contrict provision simply preserves againstthe <reditorany legal
claims and Gefertses tlie congmuer svould lave againgst the seller under applicable
state law, It doeg not extend these clgims or defenses in quy other way, since
the objective was to preserve existing sibstantive righfs; not to cregte new bries.
Thus, contrary to some unforfunate news stories; the rule does fot cregfe any
new right to withhold payment. A& consumer wlio wrongiully: refuses to pay does
s0 at the same peril be faced before—np mors; no less, If g -consumer Bas o -
ranty etmint worth $60 based oni the costof repair; and stete law gives him only a
m'glét of set-off up to this amount, he hos only the right of sét-oft agiinst the
creditoy. o : ‘ ' SR !

Nor doey the Rule extend iights in time, A three year warranty termingtey
after three years. Antos, for example; are offen sold witl 2 twelvesmontlt wvur-
ranty, Afterdoe yenr, any creditor holding a 36G-nronth auto eontract is no' longer
expoged tr warranty claims ama defenses, . : : o

‘The cousitmer, in 41} cages, is limited to the. exatt amount of legal damages,
Only whon 4 consumer's legal damages exceed the amounts he still dwes a erod-

" itor under the contract will the consumer be in a Pposition fo séek g return of xil

“lability where a seller

directly on credifors,

or part of the montes hre hay niteady paid, I fite-state Inw would entiflea don-
sumer to recission and restitution, for example in cases of nondelivery or ¥rsgtd,
this right dould be psgerted agaiust the creditoy also. - .~ . -

The congumers® rights are also subiject to “legal” time Hiifsin thre jurisaiction,
In addition to contvactnal thme fimits on things like the léngth of warrarities,
actlons such a8 breach of contract, giistepresentation, and friud are sulyjedt to
statutes of limitations' in every stabe. Bquitable principles such s loches and
e‘;*gom;lelz_ also protect sellevs, and hence, credlitors, from untimely a1id unredson-
able claims, e o o

The required proviston does contain one exp
creditor’s exposure, The constmer may never recover consequentisl-damages
undey the provision which exceed the amount of the credit contrdct, e

To- summarize the pratient effett of fhese considerations, in the absence of
serrous: wrongdoing on the part of ‘2 merchant constumey clpims and defanses
will generally be o fandtion of seller breacli of watrahty, The ereditor Will face

refuses t¢ honor his warranty, Wareduty olaims, which
normally amount to the cost of a repair or adjbistment; will dlmost never affect
the ‘major portion of an installment sales ggredment, Reputable merdhants honbr
their warranties, and they do not disappear Trom fhe market o snter baniZsuptey
court wWith no warning. In nddition, most liimted warranties will hot lnst for
the life of a related consunier credit. Absent seriots wrongadeing, the treditor's
exposire iy small, . ' ) ‘ :

In addition, ereditors ean

ress cautionary Iﬁxﬁtaﬁon on &

protect themselves from the risks involved. Tndesd,
their ability to do so is an fmportant considteration nideriving the Rule. Sellers
and créditot’s lnve already devised nuimerous ‘mechanisins, soeh ay reconrse and
reserve arrangenients, to-apportion the rigks of congumer fnsanes; and thage ave
readily adaptable to the new sitnation. Féty sellers Should be ¥eluctant to-in-
demnify the créditor who takes thieir paper against thelr vive breaches of their

27The prule, as applles only to gellers.
‘Che Commission has f:7081%),05;(3(1 an amendment which would apply

the vule fo creditors; hut it recognizes thut the situatidns are notidentieal and that many
issuwes nuat be analyzed hefdre o deciston on any such€xtension s made, EER

it now stands, It does not impﬁse ,ahy ﬂuﬁés

'
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own sales agreements. The risk involved here is far smaller than the more g_ene}‘al
risk of constuner nonpayment. The lability created by the rule does not Jus{gfy
any creditor requiring more of & seller with whom he deals than an undertaking
to.hold the creditor harmless where there is a breach of 'a. sales agreement.
. Finally, even where the use of o formal agreement indemnifying a creditor
against seller misconduet in consumer transactions is 1mprac§;10a1, opher indem-
nification routes are gvailable. Creditors can ask a seller fo sign a simple letter
of intent with respect to seller breaches of sales agreements, They ¢an rely on
their commeon law right of subrogation to compensate them for an adqustment to
a consumer's acconnt where no arrangement ig made with the seller in advance,
or they can ask g comsumer o assign o claim or a defense in return for an
adjustment in the amount owed. L
Nor is there any reason why the rule would increase litigation in comsumer
transactions. ‘Where a creditor had a holder-in-due course defense against a
consumer’s claim, he always had an incentive to litigate and see if the defense
weos unheld on the facts. Under the rule, all parties—-creditor, seller, consumer—
share an incentive to resolve problems quickly and cheaply. This shounid rarely
reguire the services of an atforney. An experienced loan efficer, intimately
acquainted with 4 particular consumer market and with practical undersgapdmg
_ of the common terms of sales transactions, should be in an excellent posifion to
determine whetlter or not a consumer claimant has any basis for his assertions.
If there is breach: of warranty, informal contact with the seller and the consumer
should effectively resolve the problem. o
These practical considerations ave components of the app_roach takgn by tl}e
. Rule. ‘The market objective is to sbift the casts of seller mmcoupuct in certain
defined situations from consuiers to those who regularly deal with selle_rs, who
ean in turn shift them back to the sellers: Incentives are created to avoid prob-
lems ard resolve th2m cheaply when they occur. o .
Naturally, the circumstances differ where fraudulent and pnethlcal sellers
are concerned, Oreditors will have an inceative to aveid transactions where there
is a high risk of major, legitimate claixis and .defenses. As a result, cerain
sellers will find it hard to do business, to the advantage, I might add, of that
vast majority of sellers who are honest and reputable, Before procgeding to a
disrussion of our efforts to evaluate and monitor the impact gi tl_le iule, let me
touch upon one area which has caused some concern, the application of the rule
to certain direct loan transactions. After the rule was first proposed, and in the
ocourse of the initial'round of three public lirarings, state law enforcement qﬁipmls
and others offered the Commission substantial evidence th where individual
stafes bad eliminated holder-in-Gue course, sellers'had modified their procedures
to achieve the same ends by atrranging direct loans, In many cases, the very
. same creditors who had purchased paper from these sellers simply transferred
their discount business to the loan booth. . » X
As we studied the problem, we:learned of an endlgss variety of fprmal and in-
. formal arrangements between sellers and lenders which sere functionally no d}f-
ferent from the conventional, indireet financing upon.\.vhmh sellers have his-
torically relied, Sellers were furnished with loan applications by nearby loan out-
lets. They were invited to arrange loans by telephone, or to escort buyers to a
. 1pan office and stand hy to receive the proceeds check, In some cases agreements
‘were formal and in writing In others sellers and creditors simply s_harerl an
understanding -or 4 course of denling with no formgll agyeement. The impact of
these practices on consumers and on the market was identical to that found where
-eredit instruments are assigned to the creditdrs, - - L o .
" sccordingly, the rnle was revised and re-published with a provision which
affected cevtain.consumer loans. After further hearings, the Commission decided
thut a vendor-related loan provision was essential fo the rule, and that the rule
‘should apply to those consumer loans wherea geller and a lender worked ehopera-
tively in connection with sales transactions, whether t{lp ‘arrm}gement betwe.eu:
seller and creditor was formal or informal. The Gon}nus_smn did not try to list
all of the arrangements and procedures which wowd trigger this reguirement.
Instead, it articulated a standard: the rule would oniy apply to those loans where
a geller and a creditor are affilinted with one another by a forn‘ml or informal
arrangement, proceduve, agreement or course of decling which is directly: eon-
.nerted to sales or sales finance. ’ s , o .
o Scsme hs?ve gquestioned the wisdom. of esmblislpng a stnn_dard of conduct in-
stead of publishing a lanndry list of fact situations o which the rule applies.
Complaints of ninnecessary uncertainty and unreasonable costs have been heard.
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The problem is tiat the practical, everyday possibilities for creditor and seller
cooperation are limitleys. The Comiission thought it preferable to articulate in
1t‘s Statement of Basis and Purpose the general reasoning behind the rule as an
gud to spepiﬁc interpretation. Since the rule's promulgation, the Burean staff hag
issued guidelines on some issues and the Commission itself has promulgated an
Enfo_rcement Policy Statement clarifying some of the most important issues con-
cerning purchsase money loans. : :

.I would readily acknowledge that certain ambiguities in the loan provision
of the rule liive created problems. Some of these have resulted from efforts to
force the rile to mean what it doesn't say. For example, the auto dealers trade
associntion took the view that the rule applies to all transactions between a car
dealer and consumers who obtain direct loans from a bank where the dealer has
a cl}eekm_g account. This is inaccurate because the arrangements and agreements
which trigger the rule must be sales connected, and a checking account js not,
Other auto dealers asserted that the use of a dual proceeds check to perfect a
security interest under the Unpiform Commercial Code, where this is the sole
cooperation between the lender and the seller, might trigger the rule, The Com-
mission responded fo the dealery’ request with an immediate advisory. opinion
saying this was not so. -

The official Statement of Enforeement Policy mentioned above was issued to
clear up guestions and problems which have been brought to our attention sinece
enactment. This Statemeut resolves questions about the standard embodied in
the vendor-related loan component of the rule. The Co .mission waited fur three
monthy to ensiure that it could assess all the problems which developed in the
transifion period. In the loan area, 48 in the indirect paper area, the Commission
chose. a straight-forward approach to the problem of consumer claims and de-
feusgﬂ. It focused on the text of loan contracts and required the use of a contract
provision which harnesses state law. When a seller is regularly arranging credit
for his customers from a lending source, or is affiliated with the lending source,
the rule applies. ’ S '

In conclusion, I slould emphasize that the Commission does 1ot believe its
vesponsibility ends with the promulgation and enforcement af a rule such as this
one. It has a continuing duty to monitor the responses to the rule, gvaluate its
impact—both positive and negative—and respond rapidly to any problems that
arise. The staff of the Federal Trade Commission is im elose teuch with otber
interested goveérnment agencies and with different parts of the private sector to
obtain feedback on the operation of the rule in:practice: We are in the process
of designing formal evaluation studies. L : SRR -

We have, of course, heard assorted dire predictions-about the impact of the
rule. They do not accord with the information presented in the course of the rule-
making proceeding, which inchided the recommendation of the N.C.C.¥. that
holder-in-due course be abolished, testimany conicerning the impact of state low
reforms, and analyses by academie ‘experts. In the thousands of pages: of fhe
record there is no dependable evidence to support these dire predictions and we
do not believe them, . o , ; B

Nonetheless, I catt assure you that 'if ‘the rule does have any serious adverse
{mpacts, the Commission: wants to be the first to know so: that it ean respond
promptly and appropriately. he . ‘ Y

I Delieve this rule-defines a standard of conduct that is necessary and appro-
priate. It.is not a detailed and:lengthy measnre, but a short and shecific approach

- to the problem. Our goal was simplicity and ease of “c‘bmplianéié, vith minimum

possible disruption. . .
 In 1954, Professor Grant Gilmore, the draftsman of Article Nine of the TUni-
form Commercial Code said: . R : S e

. Tt is hard, and it.becomes each year harder, for counsel to esplain convine-
ingly why “the law requires that a hard pressed wage earner who has been

" bilked by o now insolvent seller into buying junk masquerading as a felevision

get or a washing machine must pay the full price to g bank or a finance com-
pany whose own relationship with the fraudulent-seller has heen long-continued
and profitable, [Gilmore, The Comunercial Doctrine of the Good Faith Purchase,
63 Yale L.J. 1098 (1054)] ‘ i )
I only. regret that it took the legal system 22 years to respond to Professor
Gilmore’s question. -’ . : . T
I would be happy to answer any questions you have.
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Mz, Moreny. Thank yon, Mrs. Smith. :
The FTC contracted Yankelovich, Skelly, and White, as you have
“mentioned. Ve C : ,
" Muys, Sarrrm. Yes. : : L :
Myr. Mureuy. Did you evaluate the Wharton study, or the im-
pact, or validity of that study? , »
Mrs. Smrre, Members of our staff talked to people at Wharton, and
they described the methodology they had used in coming up with
their numbers, and that consisted of calling a few dealers and asking
them what they expeeted would happen, It is not o study in terms of
actual numbers—what was actually haspening, Tt was a projection of
“expectations. We think that that projection, like some of the hypo-
theticals raised in the cowse of our very extensive record have yet to
be tested, and that the Yankelovich study is an actual test of what is
- ‘going on right now in the credit institutions. - ' o
Mr. Murery, What would the proposed medification to the rule
change or how might it change the effective rule which requires only
-sellers of merchandise to include the notice inthe transaction covered
by the rule? 8 , ; o
" Murs. Swyrra. As the rule stands vight now, it is an unfair practice
for a seller to separate, by means of o form consumer eredit contract,
a buyer’s duty to pay from a seller’s duty to perform his promise. Dur-
ing thie course of our hearings on this, we discovered that theve were
‘many situstions in which the commercial practices of ereditors were
related to the practices of sellers in cutting off buyers® rights. C'onse-
quently, thie Commission had reason t6 believe that the rule should be
extended to cover those sitriations in which creditors were anvolved, Tt
will make compliance with the ruls far easier by putting sellers and
. creditors under the same standard of conduct. However, the rule will
- continue to cover the gaume transactions. o
Mr, Muoreay. Is the proposed rule being conducted in actordance
~ with the Magnuson-Mogs Act? L ‘
Mrs, Sy, Yes,ibis, ‘
Mz, Moresy, Mr. MceCollister. ,
- My McCorurer. Which proposed rule ? -
Mrs. Sarra, This is the amendment as 16 will affect creditors, . |
Mr. MeCorrister, Firsty I have a number of questions, but first to
pick up a few loose ends. Who was surveyed in the Yankelovich study ?
What was the size of those eredit institutions? = o
Mrs. Sarirsr, In four States 127 credit institutions were snrveyed,
and they included large credit institutions and smaller credit institu-
tions, large cities and smaller cities. ; SR
Mr. McCorrisrick. Can you tell me your definition of “small eredit
* institution,” or their definition? T
Mr. Sarrra, T think it is a definition they use, they did not supply
- us with,and we did not ask for the names of the-credit institutions that
twere sutveved. o IR ‘
M. MrCorraster, Their survey is quite at odds with the sarvey from
small eredit institutions in Nebraska. SRR
T have a number of questions relating to procedurs, that being my
principal concern about this. Could you return, Mrs, Smitl, #o the
early part of vour suminarized statement so°that T can compare
what you said in that statement with what you said on page 2 of the
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statement I have before me where you said, “This rule was one of.

two that were substantially completed when the Improvement Act was

~adopted, This law explicitly provided that its new procedural require-

ments were not apphcable to such rules.” How did you say that? I
have the impression that you referred directly to an exemption in the
Moss-Magnuson Act to your holder in due course rule.

Mrs. Smrrm. In the first place, there vere three rules that would
have been substantially completed at the time the Magnuson-Moss Aect
was enacted, and the Magnuson-Moss Act says rules that were sub-
stantially completed——

Mr. McoCorrister. I know what it says——

Mzrs. Sare. And it was understood by the drafters of the legislation
that the three rules that were substantially completed were the holder
in due course rule, the franchise rule and the mail order rule.

Mr. McCouuaster. I understand.

I suppose it is 2 matter of the definition of “substantially com-
pleted.” But in any case, might some of these questions relating to
this rule have been avoided had there been a greater opportunity for
cross-examination ¢ : ,

Mys, Sarrrm. There was complete opportunity for eross-examination
in the case of this record. Questions could be submitted to the presiding
officer at anytime for cross-examination. So the same rights existed
%?cler this particular rulemaking as would exist under Magnuson-
Moss. ' ,

Mr, MoCorurster. Can you tell me what the commission perceives
as the standard for judicial review ofthe rule?

Mrs. Srorrer The Magnuson-Moss Act is substantial evidence based
on the record. The judicial review in the case of pre-Magnuson-Moss
rules would be broader than that. A count could uphold the rule based
on evidence outside the record as well as evidencs considered by the
Commission.

My, MoCorrasrer. Was it the arbitrary, and capricious sbandard——

Mrs. Sarrrm. Right, it was a broader sbandard.

Mr. McCorrister. More difficult to overturn. So that the commis-
sion says, or you say, that your perception of the standard of judicial
review is substantial evidence of the record taken as a whole?

Mys. Surrrr. That's a standard from the Magnuson-Moss Act.

Mr. McCorrister. I think you have just said that that was the
standard that yon believe applied to the holder in due course rule.

Mrs. Sacrrm. I believe we could nphold that standard in this par-
ticular case. : ‘

Mr. McCorrister. We are not talking about that. I want to know
what the commission believes to be the standard that will apply.

Mrs. Smrra. The standard that existed before in the Magnuson-

‘Moss Act—that the Commission was not arbitrary or capricious.

Mr. McCorrisrer.- Although the holder in due course doctrine has
been ineffect for over 200 years, s number of States have aholished the
%oc’crine ov limitec it to deal with problems unique to their individual

tate. . n ' G

Why does the FTC feel it has more expertise with respect to the
holder in due course doctrine than the individual State legislatures,

the member of which are elected representatives of-the people and

are knowledgeable of the problems in their own State.
80-930—77——3 :
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Mrs. Sarem. The rule was predicated on maintaining rights as deter-
mined under State law—that is, substantive rights as determined
under State lavz, So we do not view the rule as preempting State sub-
stantive law. The only concern of the Commission was that buyers
should net be cut off from these substantive rights by an old English
doctrine, by legal boiler plate. The manner and procedure which
buyers may assert claims and defenses continues to be governed by
applicable State law. The record indicates that few States have effec-
tive rules to protect consmmers from being cut off hy holder in due
course or waiver of defenses. Many States testified in the course of
our proceeding. Some 16 States testified in favor of the rule. No States
testified against it. - : :

In addition, probably most importantly, the Commission is charged
by the Congress with protecting consumers under the Federal Trade
Couunission Act. The record showed abuses nationwide on the viola-
tions of the Federal Trade Comumission Act throngh the unfair prac-
tice of using légal boiler plate to cut off consumer remedies, The Com-
mission rmust act nnder its congressional mandate to protect consumers.

Mr. McCortasrer. I think that the legislative history, though, of
the Magnuson-Moss Act makes it clear that we did not intend that the
FTC rules and regulations preempt State law. It ean be argued I sup-
pose, if we had wished this rule we would have ineluded a specitic
preemption provision, but further statements in both the conunittee
reports, both the House and Senate, indicate that we did not mean for
the FTC rules to be preemptive. The commission’s recently issued
statement of enforcement policy states: “The manner and procedure
by which a buyer may assert clainis and defenses is governed by the
terms of any contractual obligation and by applicable State law.

Vhat if a State has iir effect a law that is inconsistent with the
holder in due course rule? For example, what if a State would allow
claims and defenses to be asserted only for a particular period of time?
Does the FTC trade regulation rule preempt this type of State law?

Mrs. Snrrre. Yes; ib would. ‘

Mr. McCorrister. How do you square that? When I was a part of
those hearings for 4 years, it was the intent of the subcommittee, the
intent of the full committee and in the intent of the House that you
not preempt State law. , ,

Mrs, Satrrr. The record showed that unfair practices were being
committed under the Federal Trade Commission Act and the Com-
mission has been given authority by Congress to protect consumers
under that act, We cannot deny consumers rights of protection.

Mr. McCorgisren. At the same time, the FTC issued its final rule.
it proposed an amendment to that rule designed to extend it to ered-
itors. This apparently evidences as believed that the inclusion of
banks and credit companies is necessary for effcetive enforcement. Why
did the FTC issue you a final rule and propose a simultaneous amend-
ment ? Wouldn't it have been better not to issue anv rule until you con-

sider whether it should extend to banks and eradit companies. Since
you alveady spent 5 years considering this, time apparently was not
of the essence. Wouldn’t a rule that would apply to all segments of
‘the consumer credit sector of the economy have been more effective and
better received ?

[
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Mrs, Sarrra. As you say, it took 5 year ink i
S x s years, and T think that is toa lo
2 period of time. Part of the reason Wh§7 it took 5 years is that tﬁ%
ggnnmssmn’s rulemaking authority was in doubt as 4 result of litiga-
. ' ‘
The proceedings themselves led the Commission o beli
) r g elieve that cred-
itors should be included under the rule. But we also think there mieht
be situations In which ereditors might have different problems than
lslzlgfls, ﬁn%ld 50 it was gtsemd%% it Woulil be better to amend the rule and
1ear all the comments as they involved creditor fore ,
hn;:% all e o v reditors before we made a
Mr, MoCorraster. You are aware of Chairman Burn’s eritici
) ( : ‘ . s criticism of
certain aspects of the FTC’s rule. What does the FTC plan to do if
the Federal Reserve.B?ard either refuses to promulgate the holder in
due course rule applicable to banks or make substantial chanees in the
rule prior to its promulgation with respect to banks ? AR
ers. SMITH: Wehave been working with the Federal Regerve Board.
We worked with them on our statement of enforcement policy, so they
have been aware of what we have been doing. I do not expect we will
have any problems of the kind you describe. : :
Mr, McCorrrsrer, The FTC has just issued a statement of enforce-
Ililel}.t policy concerning the rule, Lspecially, the statement attempts to
clarify the purchase money loan. Why weren’t these clarifications made
z};l};;zgggéﬁ téltl;'e urule itself? I am_c?ncerned that many questions and am-
g il remain in a rule which too 3 st
pr&nulgate. n & | k the FTC 5 yeais to
Mrs, Sarrm. All parts of the industry, consumer grouns omi
’ ITH. S 0 ustry, consumer groups, economic
e{:pel ts, and trade associations, participated in tnat 5%%&)? p’roceedintr.
{1 s a result we assumed there was more knowledge out in the 'industrtir
than there actually was. We gave the industry a 6-month leadtime in
which to come into complance, During that 6-month time, we expected
to get questions, and we did not get any until the very close of the
gvtzrlﬁél‘; ﬂAstsoon as thglse questions (E'Lme in, we issued guidelines, and
2an to answer the questions first by the staff a vt
Coﬁm?ssmn. q y the staff @d then by the
r. McCorrrster, The FTC was silent during alm |
OL . as § Q0 ost all of that 6
months until about 10 days before the rule was to go into effect..
Mrs, Satirer. We did not know what questions to answer wntil the
g;;itg&lastzvegq %VG‘;I to us.l‘{"';’e understood how the rule worked. e
- at maustry would come in, and that was t i ivi
{"llgf-ﬁﬁngl Ttz y ; in, s the point of giving
r. McCorrister. What is the nature of th ’ igati 0'In-
foilif[n~esducate. ; e FTC’s obligatiens to in
Mrs. Sarress. T adwit that we could have done a hetter ob of i
LM : ( inform-
Ing if we had known there was some confusion out there:.‘ The problem
was, we, did not realize there was confusion. We expected after 5 years
ﬁ;lc%ls:x{ergl glouiimlng. E}z}xges of tmn‘si:ript and participation by all parts
1e mdustry that there was no longer 3 i
e wrong, onger any confusion, I admit, we
There is one. other important thing to stress, which is, that this is

& major piece of rulemalking, and it does have gray areas. Tt affects

sex‘r‘%ra?g; ipdfstries nationwide.

Wo tried to make it as simple as possible, yet effective, TVe ‘
\ imple 2 : ve, Ve could

not cover every possible situation. It is nob like Internal Revenue
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Service regulations which list countless transactions. We tried to set
a standard of conduct which was relatively specific. We tried to keep
the gray areas as small as possible, and we have tried to answer ques-
tions as fast as possible. But we cannot answer them all unless we get
them. ' ’

Mr. McCorxistrr. Lf the rule itself is not entirely clear on the point,
certainly the staff guidelines malke it clear that a creditor would be
liable in tort for a product defect.:\s I am sure you are aware, the
Congress, in the recently enacted Fair Credit Billing Act, specifically
removed tort liability. In view of this clearly expressed congressional
intent in & very closely related avea, why did the commission include
tort liability in its holder in due course rule?

Mrs. Smrrer. In the first place, the tort liability will be determined
by the State law again. It would depend upon the liability of the
seller in the State law. In many instances, many State Inws include
fraud and, misrepresentation under the éeﬁnition of tort, and we
thought those categories of wrong doing had to be included. The li-
ability, in the case of tort or in the case of other actions, extend only
up to the amount that the buyer has paid under the contract, so the
creditor is not opening himself up to a suit for $8 million when the
contract is only for $300. There is also nothing magical about the word
“tort.” We all carry insurance of some kind, and there are ways for
ctéeditors to get insurance or to shift the risk of this and take care
ofit. ’

Myr. McCornraster, That becomes a part of the credit cost then?

Mrs. Saerrar. T think it might become part of the credit cost. In fact,
that is why we are continuing to monitor the gost of consumer credit.
‘We ave very concerned, about whether the cost of ¢redit will go up.

Mr. McCorrrster. In an explanation of the rule, there is a discussion

of'bank cards and acknowledgement of the existence of the Fair Credit
Billing Act. The Fair Credit Billing Act, of course, abolishes the hold-
er in due course doctrine with respect to bank cards in certain cir-
cumstances, and this actis primarily enforced by the Federal Reserve.
T was struck by one sentence in this section of the explanation. The
sentence is found on page 53517 of the Federal Register for November
18, 1975, and it reads: “The commission has no reason to believe that
this legislation will not afford adequate protection to consumers at
the present time.” ‘ ‘ :

Is the commission saying in this sentence that it believes it could
have altered congressional mtent expressed by the Fair Credit Billing
Act if 1t bad found or if it finds at some point in the future that this
legislation is not providing adequate protection? ‘

Mrs. Sarrerr. Nojy T think itis simply saying there is no reason to
inquire any further. I assemble that i the Commission found evidence
of wrong doing in that avea it could make a recommendation to Con-
gress, '
= My McCourzsrer. But you could not fix it by rule?

Mrs. Sarrrs Noj I do not believe so. , ,

M. McCoruister. In your statement on page 18 you say that, “Qur
gonl was simplicity and ease of compliance with minimum possible
disruption.” ; : , '

Considering the fact that since the rule was issued, the commission
has issued a proposed amendment, has had to issue extensive staff

-
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guidelines and a statement of enforcement, I am not certain if
achleved that result. Please describe any mechanisms which youfhss;glel
now in place to monitor the affect of the 1ule.

As 1 indicated in my opening statement, bankers across the State
of Nebraska have told me this rule is having very considersbls im-
pact on the way they do business these days. This has been just the last
2 weeks. We will be hearing {rom representatives of the banking com-
munity when these hearings continue on Tuesday, but Tunderstand one
of the banking associations did survey their members and found the
rule has had a staggering effect on how their business-is conducted.
Would you have any comment under that seeming diserepancy and
point of view? . )

. Mrs. Sarrrw. I think part is attribatable to the failure of understand-
ing or misapprehension on the part of credit institutions. T think to &
great extent, when you ask them what they think the outcome of the
rule will have upon their credit arrangements, they give you dire pre-
ﬁletlon.s. The study that we contracted with the Yankelovich firm was
to find out what is actually happening. We are continuing to monitor
the consumer credit market, using independent contractors. We expect
and would like to see all the surveys that show up in the course of this
proceeding as well as any others. : :

Mr. McCorrisrer. Sometimes their predictions of difficulty are not
exaggaerated. I would refer you to RESPA, Real Hstate Settlement
%’;ggﬁuves hf%f’dl wglgﬁlch turqtlad evt;,lr_)é)ody upside down, now only to

ing, whicl or a while until Congress r ied it
banking, but the lending business, & e?medied i ngt only the

Mrs. Sarre. We are really concerned about this problem. That is
part of our monitoring efforts as well. We do not want this ruls to have
an ddverse impact on the consumer crédit market, ‘

. Mr. McCorrisrer: You state in Justifying the rule that a creditor
1s In a better position than & consumer to assess the business reputation
of a seller. How is a ereditor; however, to deal with a new entrant into
a particular business who has not established a reputation? Several
banks in the survey that I conducted indicated that they would not
consider extending credit to a new business. What about a firm that has
enjoyed a good reputation but then suddenly experiences a flurry of

complajnts, how is the lender able to predict that this will not happen?

What about a firm which did not enjoy a good reputation in the busi-

ness community but, in the cirrent vernacular, becomes 2 born-again

christian and wants to mend his ways? It would appear that he would

be ent out of the credit market. What about the minority business per- -

son operating in the inner city that has a number of customers who,

gggags;‘ of & %%neral econ%m‘lg down turn, stop payment alleging prod-
ce detects. How can a lender reasonabl vi e k1

et ofects : ‘ y deal Wlth\f:hese Ikands of

- Mys, Surrer. You have asked several questions, ‘

Mr. MeCorrisrer, T have given you several situations, but the same
question—the predictability of being able to judge the way that & seller
is %})mg éo conduct his business,

rs. SurrH. I think we have to first start out with the proper
understandmi that these risks also existed hefore, that gdodg wle)are
shoddy, merchandise undelivered or sellers insolvent. Before the rule,
the risk was born entirely by consumers. Now the risk is born in some
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measure by the financial community. The financial community 1s 1n &
better position to investigate reliability and performance. That is one
aspect of it. The other aspect is they can arrange recourse type agree-
ments which cast the 1'iskl back t(; thenseller or they can bring in
financially responsible suppliers to the sellers. i

Mr. 313700L%)‘£STER. Letgpstop right there. They can bring in finan-
cially responsible sellers to meet with the buyer. In other words, the
lender has to put his good housekeeping seal of approval on the seller,
the ones to whom they direct the buyerstogoto?

Mrs. Samre. In judging the financial responsibility of the seller,
the creditor can take into account—- )

Mr. McCorrister. Doesn’t that put a severe hardship on a new seller
just getting started in business? Doesn’t it mean he is going to have a
mucl: more difficult time competing than he has even now when it is

sretty difficult? .
: ;\h%. Sarrerr. You are right. New dealers have also had a harder time
in getting credit because they have to establish themselves.

Mr. McCorraster. And Isn’t it more difficult under this cireum-
stance? .

Alrs. Saormer. We do not think it is going to be much more difficult.
o think there has also been a screening process, and what the credit
institution looks to is the financial stability of the individual company
involved in setting up a new business, the capital structure, dozens of
other factors. The rule, in any event, does not affect direct loans be-
tyreen ereditor and new business. What it does iszmke it more diffi-
cult for the new business to have a referral relationship with the
creditor ‘ . .

Mr. McCorraster. Has the Small Business Administration made
any comment in its new rule as advocate for small business? Has 1t
made any comment about the holder in due course doctrine?

Mrs. Sarrra. I do not think it has. :

Ar. McCorxrster. Why don’t we have them to do that. T have the

extreme good fortune of not only serving on this subcommittee, but
also serving on the Small Business Committee on which I am the rank-
ing minority member of the subcommittee dealing with regulatory
agencies, prominent among which in our concern is the Feedral Trade
Comumission. , )
" Although the recently issued statement of enforcement policy gen-
erally clarifies some of the ambulgities that existed with respect to the
rule. I am curious aboubthe very last example given on page 9 of that
statement, The example seems to say that a seller must assume that
buyer is not telling him the truth and, therefore, he has an obligation
to communicate with the creditor in every instance.

This to me is some sort of a nonsensical result. Further, as a con-
sumer, I would greatly resent this intrusion into what should be o
private matter with my bank. And I have a letter to Senator Tower
from one of his constituents who bitterly resents this. Let me just read
some of it. He goes on at length, but States in part that:

My considered opinion is that so long as the funds T utilize for the purpose of
purchasing consumer goods or services, as long as those funds are acquired
honestly and ethically, that it ig neither the business of the seller of these gpods
or services nor the business of the Federal Trade¢ Commission, nor the business
of the U.S. House of Representatives, nor the business of the U.8. Senate, noxr

il
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the business of the executive branch of the Federal Government as to the source
of those funds.

Now, isn’t that a reasonable comment? It seems to me if T were to
take a check and lay it down in front of an automobile dealer for the
purchase of a new car and he throws this form out which says, “A
Federal Trade Commission rule prohibits sellers and leasers of con-
sumer goods and services from accepting from a eonsumer the proceeds
of a purchase money loan unless certain required disclosures were in-
cluded in the contract entered into by the consumer and the lender. To
assistance in complying with this new Federal rule the following in-
formation is required,” the form has a space for, “I hereby certify
that none of the funds used in payment for the below described vehicle
were obtained as a result from a creditor,” a place for signature and
date, then another space with a spot for a signature, as well as the
statement, “Funds for full or partial payment for the below described
vehicle were secured from,” “aireditor,” space for writing the name of
the creditor, and signature again.

Now,isn't that a pretty serious intrusion ? ; ’

Mrs. Snarm, The rule was made applicable to the overall relation-
ship between lenders and sellers, not to specific transactions. And there
are three reasons for this. First, having a test based on specific trans-
actions would cause practical problems. Loan offices would have to
evalnate the history of each purchase decision, whether you came to
the seller first, whether you came to your bank first. It would just
create enforcement problems. Our major concern was to have the rule
apply to situations i which the lenders can economically learn about
the sellers business arrangements and the lender can protect himself
by means of recourse agreements. The short answer to your angry
consumer, roughly, would be that he would be a lot more angry if the
transmission fell out of his car and he had to continue making
payments. '

Mr. McCoruister. That dealer had the same obligation to him
whether he pays cash or if he borrows the money from the bank. The
dealer has the same obligation. ‘ ‘

Mrs. Sarrre. Bub you would not have to continue paying on your
note if it turned out you had a legal defense against the seller.: :

Mr. McCoratster. BEven if the rule is having the desired effect of
malking the creditors policg the marketplace, this result is also tighten-
ing up credit in-areas such as mobile home sales and automobile sales,
But th thing that bothers me is, if the Wharton model is correct,
doesn’t it put the FL'C in an area of vast influence on this country’s
economic recovery that goes quite far beyond the FTC’s charter.

Mrs. Sarrer. We do not believe that the Wharton model is correct.

Mr. McCorzaster. I understand you do not. I believe it because of
some of the reaction I have had from my own State.

Mrs. Sarrrrr. I think the way to test that and the proper way ab
this point is to monitor the situation, see what is actually occurring in
the consumer credit market. I think the study the Yankelovich firm
conducted is exactly the kind of study we need, what is actually hap-
pening’in the market. Until we can see since that the consumer credit
market—— S

Mr. MoCorxisrer. How much of the FTC resources is it going to
take to do that monitoring. \
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Mrs, Sarra. We are negotiating a contract right now, and I do not
know how much it is going to cost us to do that. )

Mr. McCorxasTer. There is a statement made in the Federal Regis-
ten on November 18, on page 53524 which reads as follows:

¥ issi icipates 2 substantial consumer education either on
thgl]l:aft? z.;()xén ;E:Igltlaf%l sixoftgtggguncement of this rgle. We wgll direct our staff
to iake reasonable action, via ibe medin, to publicize the existence of the rple
and what it means to consumer buyers. Anouncements directed at the Spanish
community will appear in the Spanish language as legal service offices, consumer
groups and individual consumers test the rule by periodic lawsuits .agamst the
ereditors and sellers and as the courts thus become more receptive and ac-
customed to considering competing equities in consumer sales transactions, the
rule will enjoy inereasing knowledge and use on the part of all consumers.

Tt is gratifying to know the Commission feels a responsibility to
inform consumers as to the existence and effects of the rule. I am
serious about that. But, I wonder why the Commission did not feel
the same need to educate those who would be subject to the rule? Why
did the Commission malke no attempt whatever to explain the etfects
of the rule until May 4, 1976, just 10 days before the rule went into
effect? .

We have already talked about this somewhat. But can you explain
further why the Commission sui on their public relation’s hands for
that long a period of time? ) ) .

Mrs. Szerre, The Commission did not exactly sit on its public re-
lation’s hands., We sent out copies of the rule and the press relenses to
every trade association, every participant in the hearing. We sent it out
to 5,000 people in an attempt to get the word out. We did eyerything
we possibly could to find out what questions thére were in the in-
dustry. ‘

I tlrl’rink we were lulled into a full sense of security. )

Mr. McCorrasTer. Is it possible that the world out there is a good
deal more complicated and diverse than the Federal Trade Commis-
sion has any idea of? . )

Mrs. Snerre. T do not think for this issue it is any more diverse than
the financial institutions, retailers and trade associations that partici-
pated in the 5 years of hearings. At least. from the point of a partici-
pant in the holder in due course rule proceeding, all the questions
that have been raised since enactment of the rule were questiors that
were raised in the course of our 5-year proceeding. There really is not
anything new here. It is the same question and the same people asking
those questions and the same dire predictions we are attempting to
answer. v v

Mr. McCorrster. Cash purchases, of course, are not covered by the
rule. . .

Tt is good social policy to encourage the use of eredit in this fashion?

Mrs. Sarrre. The rule was an answer to a very practical problem—
there were documented instances, thousands of cases of sellers using
holder in due course or waiver of defense to cut off buyers from their
remedies.

The rule is a practical answer to that problem. o

Mr. McCorzister. Finally, Mr. Chairman, I would say, it is, indeed,
disconcerting that a multi-headed monster, the FTC, is represented
here by such competence, grace and charm. It is disconcerting to find
that monster represented so ably. ‘

35

Mr. Mureny. It is very discerning.

Mr. MoCorraster. That is it. ' ,

Mr. Murery. We have a rollcall on, :

I have about four questions Mr. McCollister didn’t cover in the last
hour, so the staff will submit them to you in writing vight here. Perhaps
we can complete the record. ,

- We will take a 10-minute recess and come back and try to finish.

[Brief recess.] '

Mr. Morery. The subcommittee will come to order. :

Mrs. Smith, what did the Commission’s evidence show to be the
harm for consumers on g holder doctrine?

Mrs, Syrrm. As I have stated before, we had a massive record,
and was asked the Office of Economic Opportunity to do a survey
of the neighborhood legal stafls to see what evidence they had of
use of the holder in due course and waiver of defenses provisions.
They showed a 14,000 indications of foreclosures of asserted claims
and defenses and credit sales contracts in 1 vear.

A hundred documented cases were put into our record. The OEO
survey also showed 1 out of every 13 neighborhood legal staffs cases
involving consumer injury resulting from application of the holder
in due course doctrine. ’

In several States, several civil court judges testified that a vast
majority of their cases involving credit actions raised holder in due
clourselproblems. State attorneys general also testified on behalf of
the rule. v

Mr. Murpry. What States have comparable provisions and how
long have they been in effect? What have the banks been saying
nationally, what has been the response of the banking industry in
these regulations or laws? ‘ ‘

Mrs. Sarrrir. Five or six States have comparable provisions in effect
since the early 1970°s. The evidence shows that there has not been a
reduction, at least as far as we know, in the availability of consumer
credit or an increase in the cost of cradit in these States which have
such rules. K R "

My, McCorrrsTer. Will the chairman yield?

Mr, Morruy. Yes. ‘ ‘

Mr. M¢Coruister, I have a letter here addressed to our colleague
from Pennsyivania, Albert' Johnson, from the Mobile Home Manu-
facturing Institute which states that: ‘

An example of this is in the State of Oregon which has had a Sfate law
imposed for some time, We find in that State at least three banks very greately
curtailed their mobile hoame lending., U.S. National Bank of Oregon, the First
National Bank of Oregon, the First State Bank of C»egon have all curtailed
their lending, according to mobile home officials in that State, :

Mrs. Satrrrr. T assume that letter is accurate, The sale of mobile
hiome sales in general has gone down. There has been considerable
evidence of shoddy merchandise in the mobile home industry, which
we have investigated in other contexts as well.

Mr. Murery. Did the evidence show that any groups were par-
ticnlarly  affected ? TR

Mrs. Sarrrar. Yes: the evidence showed that poor people, inner-city
residents were particularly affected. Sellers of shoddy merchandise
were smart enongh to get rid of their notes as soon as they could to
cut off buyers from any remedies they might have against them.
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There also was evidencé affecting higher income people.
We had evidence of swimming pool sales—I assume swimming pools

“are only bought by higher income people—in which the same device

was used to cub off buyers’ rights, - » MR L .
~ Mr. Moremy., What was the National Commission on Consumer
TFindnce, and what data did they provide on'the suggestion? =

Mrs, Ssrra. The National Commission on Conswmer Finance recom-
mended that the holder in due course doctrine be abolished, and their
evidence is massive. We,took that into account in our proceeding.

Mz, Muremy, What is your reaction to the arguments that the cost
of tha cost of credit will rise as a result of the sule? R
- Mrs. Syrra, Those arguments; as I said before, were raised during
the course of our hearings, as well. : : :

We do not believe that they will
the cost of credit has Tisen in-those States which have similar pro-
visions to the Federal Trade Commission rule.

There is another point to be made here. Tf, in fact, there is some small
increase in the cost of credit, we think that is probably offset by the
increase in the valus of the product being bought. Now consumers in
buying a produet, can be sure the seller will stand behind the product,
and, if not, you will have recourse if the note is discounted to a credit
institution. =~ ° o - -

Mr. McCorraster. Mr. Chairman, if you will yield once more?

Mr.-Murery. Surely. ! o ' -

Mr. MoCorraster. In a speech given by James F. Smith, Senior
Economist, Board of Governors of the Federal Reserve System, he
said that: - _ , - :

The effects on consumers of limiting the holder in due course doctrine when
rate ceilings are inadequate for creditors to earn enough to pay for their cost of

policing ‘dealers has been demonstrated in Puerto Rico. There it was found that
the median rejection rate arong banks for applicants for loans to purchase cars

+ reached 100 percent within 6 months of the enactmen tof the law limiting the

holder doctrine, :

Mrs. Sarrre. I do not know what the rates in Puerto Rico are or what
problems Puerto Rico might have. - . .. SRR SR

‘We have indication in most States right now that rate ceilings have
not yet been reached. .. .. S

Mr. McCorrister. But the point was that the cost of policing added
something to the rates that were then in effect, pushing them up to
the ceiling. . ~ :

Mrs, Sarrm. T gaess that would depend upon how low the ceiling was
in the case of Puerto Rico. , SEER
* - Mr. McCorrzster. In any case, if they could make loans before the
holder doctrine was abolished and cannot now because of the added
costsof it, it has an effect on onsumers. _

Murs. Sarrrm. T do not know that Puerto Rico is an anijagous situa-
tion. It really is not quite like the United States. - :

But, if there is some increase, small increase in the cost of credit, we
believe that is more than offset by the fact you are now buying a pack-
age you can rely upon, warrsnties that. you will be assured will be
enforced. . - o ; T

‘Mr. McCorrisrer. At least that is the premise.

Mrs, Sarrrm. Yes. : ’

be borne out. We do not believe

wwﬂ
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* Mr. Muresy. Mrs. -Smith, can you or should yau consider the cost

of credit separate from the total cost of transactions including the.

price of the article and repairs, whether necessary or unnecessary, or
replacements? R

Mrs. Syrre. Noj; I think you have to view it as a package; cost of
credit is just one part of the package. /; " 4

Mr, Mureny. Do you believe the rule would result in a decrease in

the number of sellers of shoddy goods? ‘ :
Mrs. Sarra. We expect that it will do that. In fact, the Yankelovich

. study shows that is what credit institutions have been doing. They

have been dropping those dealers who are shoddy, fly-by-night opera-
tions. e ‘ S , :

Mr. Murery. Can you elaborate on the avenue creditors have taken
or which you envision them to take to shift the potential reliability
of the rule back on the seller? ’ : B

Mrs. Surre. We expect they will take several different avenues.

First, they can use recourse arrangements to shift the burdens or
risks back on the sellers. ‘ :

They can also use insurance arrangements. :

There was an article in Forbes Magazine the first week in August:
which said that a Florida insurance company was offering insurance
to cover exactly thiskind of problem. =~ ’ S

Mr. MoCorrsTer. Will the gentleman yield ?

Mr. MoreHY. Yes. ' : : A

Mr. McCorurster. Did it also discuss the cost of that insurance?

Mrs. Smrrrt. The article does not discuss the cost of that insurance,
but it said it was very successful. They were having great sales. I am

told it was $4 per contract. I do not know. That is not in the article.

Mr. McCorrister. Who paysthe $4 ultimately ?
Mrs, Smrrm. I think ultimately that cost is spread in a way that it
ras not spread before the rule; the risk, which $£ represents, wasborne

Mr. McCorrisTer. I suspect that the cost is borne entirely by the
buyer now, maybe in the purchase. S g

Mrs. Sarrre, That is right. :

Mr. Morery. Counsel, Mr, Kinzler. :

Mr. Krnzimr, Mrs, Smith, when did the first proposed rule on this
suggestion appear, first proposed holder in due course? In 19717

Mes, Sarrem. 1971, . IR : :

Mr, Kinzier. And when in 19712 -

Mrs. Saore. January of 1971 o

Mr. Kinzier. Since then, you have five sets of hearings, in dif-
ferent cities, as I see from your testimony, close to 10,000 pages and
written submissions. ; : -

‘Where in those 10,000 pages is the Federal Reserve’s testimony?

Mrs. Snrre. I do not believe there is any testimony by the Federal
Reserve Board. ' -, ~

Mr. Kivzier., None in there?

Mrs. Sarrre. Noj there is not any.

Mr. Kwvzrer. The rule was promulgated November 14, 1975, Tt went

into effect, I recall, May 15.
Mrs. Sarrm. May 14,
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Mr, Kryzeer. At what point did the Federal Trade Commission
hear from the Federal Reserve? ‘ :

eMrs. Sarrm, I think we received a letter on May 4 or § of 1976.

Mr. Kuwzrer, Thank you very much, v

My, Murery. Minority counsel, Ms. Nord. =

Ms. Norp. You do not know of Federal Reserve staff informally
submitting questions to FTC staff prior to May L .

Mrs. Sarre. I think there have been informal contacts with the
Tederal Reserve and FTC stafl.

Ms. Noro. Thajlﬁ‘llk y{)u. ; .

Mr, Moreay. Thank you very much. e

Otlu' next witness is Robert J. Xobbs of the National Consumer
Law Center. :

STATEMENT OF ROBERT J. HOBBS, STAFF ATTORNEY, NATIONAL
v CONSUMER LAW CENTER, INC.

Mr. Fonss. Good afternoon. T am a staff attorney with the National
Consumer Law Center in Boston, Mass. The Consumer Law Center 1s
g nonprofit Massachusetts corporation roviding assistance tohlawlyers
representing -low-income consumers and dedicated to improving ,agvs
divectly affecting low-income consuimers. The Consumer Lmy Center
is primarily funded by the National Legal Services Corp. My state-
ment reflects the views of the Consumer Law Center and myself but
not necessarily those of the Legal Services Corp. 1

T began dealing with the holder in dite course doctrine almost from
the inception of my legal aid work in 1969, My experience with the
doctrine has ranged from the context of client counseling to litiga-

tion to State legislation to Federal Trade Commission hearings. I
_wish to thank the committee for the opportunity to appear today and
welcome the commiftes’s inquiry into the conduct of the Federal
Trade Commission regarding the Holder Rule. .

The Tedsral Trade Commission promulgated its holder rule last
November, only after years of voluminous and open hearings. All
viewpoints were given a multitude of opportunities to be Ileqx'd.]Tlle
Holder Rule of Jast November was promulgated, consistent with both
the letter and spirit of the procedures of the Magnuson-Moss Federal
Trade Commission Improvement Act. Nothing would be accomplished

© by adding to the 9,612 pages of public comment and testimony accu-
mulated over 4 years prior to November. Further hearings would
only be dilatory. None of the legitimate criticisms of ﬂ,m holder rule
wonld be served by further hearings at the taxpayers’ expense.

My major concern is with the Federal Trade Commission’s actions
of the last several months. My impression is that the Tederal Trade
Commission is retreating and retrenching from its considered position
of the holder rule of last November, not as a result of the‘open proc-
esses of the Federal Trade Commission ITmprovement Act, but as a
result of pressure by powerful industry interest. My fear is that the
last several montns have witnessed a thwarting by industry of the
purposes and spiril of the Federal Trade Comumission Improvement
Act at the Federal Trade Commission. I am sura that the pressure

of the financial industry has been heavy on the Federal Trade

Commission.
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However, heavy industry pressure should not justify disregarding
the years of scarce public resources which were devoted to the open
hearings and open drafting of the Holder Rule. My concern is that the
holder rule of last November has been rewritten under the label of
“Guidelines” and “Enforcement Policy”. This has occured without
public and consumer participation, without regard for past public and

consumer participation, and, I suspect, as a result of pressures by the
industry to be regulated. I urge this committee to include this concern .

in its oversight inquiry. '

To illustrate my concern, I would like to give two examples and
depart from my prepared text. ‘

One was a vocational school case that I dealt with in New Orleans
around 1972 before I went to Boston. I was working for legal aid at
the time; and a vocational scheol that was principally providing key-
punch operation training mainly to low-income, black consumers, went
out of business. v

It just so happened that it had been conducting business on a floor
above our main office. The morning they went out of business there was
a sign there on their door that said, “Closed”. »

Many of the students showed up for their classes, and they started
coming down to us. We were flooded. T wasnot in that particular office,
but people called me and said, “Will you listen to these people and take
their cases? - o '

1 said, “Send them over.” ‘

We started interviewing students who kept on showing up all week
as their classes became due at the voeational school which was cloged.,

The state of the law in Louisiana then was that the holder in due
course doctrine was in full effect. .

The financing for this particular vocational school was not provided
by assigned contracts. It was provided by what I would call the ar-
ranged loan. One might ask why that happened. It was only some
months later when we were in bankruptcy court and I was talking to
the creditors that I found out why this had oceurred. :

The reason it occurred : When this vocational school started up some
6 or 7 months before they went out of business in New Orleans, the
principals involved went around to finaxice companies and said, ¥Will
you buy our contracts?”’ PR c

And the finance compnaies after some type of investigation, T don’t
krow what type, but some type of investigation—this is from finance
company officials—uniformly refused to buy the contracts, the notes
of this vocational school. :

However, when a consumer came into that vocational school and
usually, at least the clients that I dealt with on the most part were
young, black, and at the time T dealt with them very disillusioned about
our system, they were asked if they could pay the $300 or $400 or $500
for this voeational education, and they said, “No; we couldn’t.”

The vocational school people would then direct them to give a deposit,
whatever they could get, and to “Bring your parents in and we will
arrange financing.” SRR ‘

The parents would come in. The vocational school people would ask
the parents, “What finance company do you deal with ¢ B

And the parents would say, “I deal with X, Y, or Z finance
com’pany'”. N . . ’ ) B
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And the school would say, “];J,et’s 2o over there and see if we can get
this education. , L
¥ 1%?352%1?3?1%}’?&%15 would then take this student and the pareilts over
to a loan company. The llozm 00111%qan3rt Ivould then extend what was
assi nder Louisiana law as a direct loan. o
Cl?ilgsgélmstances, this was the same finance company that mftt}esgc%} 1to
“buy the contracts of this vocational school when they mvestlgalé{ : 1(1,
vooational school hut, because of the law at that time, they c0ﬁ1 d ﬂee
free, in extending & direct loan, from any responsibility 'fOIi Wﬁa %izy
“feaved would occur if they were buying the contracts directly from the
volc)a‘g::gx‘lc%es%}ﬁcélral Trade Commission rule solve this type of What:[%
cee as financer irresponsibility ¢ It would have been a ?Iosetlcaie.
-would have been one of ]’g-he gray area cases under thQ rule that was
Speria] o Tovember. o o
Plgxl;m%bsa;:dglllilisgeﬁgese and cnforcement policies coming out of th%
- Tederal Trade Commission, I become more worried that t]illls ligs‘yge o1
financier irresponsibility is not going to be addressed by the Federa,
Trade Commission. Ilt-hink it should as a policy matter,
: rt anecdote. R . »
: éllllggﬁvr :iltoer that episode, I was in the Louisiana Leglslat}n'gé W&Te
swere considering credit legislation that would abolish or 1111}}111 G}(:,
holder in due course doctrline.lI 'ivast{xoz ;vhoilz Wl};iﬂ(x)?r of that legis
i quse it had some loopholes that I was aware ol. )
la%(ﬁleb]%corgﬁgle that really hI:JLd not coalesced, despite that exlzleyéence
.I had some months before, '1was the arranged loan loophole, and it was
ing the legislation. ) .
no%?(?l?}?o?}glslidxgg were winning victories in that committee iqeetn.lga,
but, on the way out in the hallway, an automobile dealer WllS}?EI‘i
to me and said, “All we have to do now is to take thg consume}rn 0}1ely 0
the loan company and we can get around the rule that you think you
s 3 ‘ )
]us}:t 31)3 Sgg%.'believe that everybody in the credit indust‘rykppemte? og
the premise that they are trying to avoid this rgsponslbllity. %n act,
I think most of the 1egitimai;%1members of the industry handle con-
ne ints in a responsible way. S .
Smlggocl?emgﬁglnuing, I ]gelieve some perspective is necessary. Fn:i%,
i must be recognized that both sides have legitimate pr Oblfeinstwl\ll‘ '
the draftsmanship of the Federal Trade Commission rule o z;s 1 o-
vember. To some extent, this is unavoidable as with any statute or
! »egfﬁgt[l)(x)‘gi)er balance between conciseness and detail is always difficult
when drafting a law, particularly in such a comple> field as cgn§1in%e;
credit. The judgment of whether to leave unusual ;sruations for late
administrative or judicial interpretation 18 always c[ehcaﬁ.  Novem
Second, the Federal Trade Commission Holder R_ul_e o} asd ’Enb era
Jber simply follows a pervasive legislative and judicial trend a ; 21 h
the State and Federal levels to abolish the anamoly of the use o & he
holder in due course doctrine in consumer transactions. Thirty- ive
states had modified the FIDS doctrine 1'9_57 1978 to protect corllsm}%% s0
More states have acted since then. In 19 74 Congress lim 1tec1. the -IA C
doctrine with regard to credit cards in the Fair Credit Bﬂhng.‘b.(lz_.
Third, the legal insulation of financers from the legal responsibili-
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ties of sellers has never been automatie. The common law placed an as-
signee in the shoes of the assignor. Later; the law merchant creating
insulation for certain assignees, which was continued in the Uniform
Negotiable Instruments Law and the Uniform Commercial Code,
always had complex legal prerequisites. In recent years, State judges
have become increasingly aware of the realities of consumer trans-
actions and more insistent on strict compliance with the legal pre-
requisits of the UCC and the law merchant. = o

_ Fourth, the holder in due course insulation of financers from the
legal problems created by sellers who dépend upon the financers for
their existence is a great anamoly in the consumer marketplace. In
theory, holder in due course insulation of financers ¢an only promote
irresponsible financing of sellers. It has allowed bankers, finance com-
pany managers, and other creditors to be careless about which sellers
and consumer credit transactions they finance. , ;

During my participation in April in Federal Trade Commission
hearings on proposed amendments to the Federal Trade Commission
Holder Rule, one of my predominant impressions was that, despite
their protestations, the finance industry witnesses possessed a tremen-
dous sophistication which could have a sound impact if directed at
policing the consumer marketplace, This policing by financers is pre-
cisely the purpose of any attempt to do away with the holder in dus
course doctrine. And, this policing is accomplished without the crea-
tion of another Government bureauncracy. : '

Now, I would like to turn to the industry criticisms of the Holder
Rule with which I am familiar.

In the April Federal Trade Commission hearings, many industry
witnesses obsjected in-one form or another to the basic policy decisions
already made by the Commission in the seller rule. Some took the
position that financers should heve no responsibility for seller-related
claims and defenses unless the financers and sellers style the transfer
of the consumer’s obligation to pay as an assignment of the contract
or as a transfer of a negotiable instrument. :

It is my feeling that this committee should be very concerned about
the legal labels on: types of transactions, It should be more concerned
about how responsible financers ntilize their sophistication and knowl-
edge to influence the way sellers behave.

A routine industry position in those hearings was that the rule would
increase the cost of credit and diminish the supply of credit and that
those effects would fall most heavily on low-income consumers.

In those hearings, none of the witnesses there undertook to support
those assertions with even the crudest form of data. This was despite
the fact that many of them ere representatives of national organiza-
tions and had membhers and States which, had laws going as far, and
in]other cases going nearly as far, as the Federal Trade Commission
rule. : - L L ‘

On the other hand, witnesses for the Credit Union National Associ- -
ation testified that they made several telepbhone inquiries which indi-
cated that the legislation of Massachusetts, Maryland, Wisconsin, and
one other State, which they conld not recgll at the time, had created , .
no narticular problem for eredit unions inthose States. ST

The problem-with this type of generalized prediction witliout sup-
porting data is that the witness may perceive the data supporting his
testimony when, in fact, it may not. ' _
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There was an exchange in the record at those hearings by a repre-
sentative of the Credit Thrift, which is a national finance company.
. Before I quote, the guestion was: '

“What is the effect of the interlocking loan statutes in the State of
Massachusetts ?”

Credit Thrift says: ' _

It has limited our activities in the field to some extent, but tve have made

loans for those purposes in those offices.
' Subsequently, a checls of the banking commissionex’s office in Massa-
chusetts indicated that the volume of loans outstanding by Credit
Thrift expanded every year after that law went into effect, except
September 1975 when everyhody else was suffering. :

Unfortunately, that type of data is not available in most States.

Another thing that happened that was somewhat amusing was that
we had members of the industry coming into those hearings predicting
dire consequences as a result of the holder rule. But the consequences
sere not their predictions but predictions that their banker had told
them or their dealer had told them wonld occur. ; .

There was one man that came in to testify about what the conse-
quences would be in Philadelphia where he was in the home imprave-
ment business, and he was saying it would be really tough on him but
a lot of his fellow home improvers would go out of business.

He happened to mention that he was also doing business in Mary-
Jand, which has a law, probably stronger than the Federal Trade Com-
mission law, and that law has been in existence for years and years.
He was completely unaware of that law. It had no effect on his
business, )

“Mr. Morery. The committee must recess for this vote.

We will be back in about 10 minutes.

[Brief recess.] ) i

 Mr. Mercarrs [presiding]. The committee will come to order.

Mr. Robort Hobbs was 1 the midst of making his statement, and
will you be kind enough to continue, Mr. Hobbs ¢

The chairman will be here momeritarily. He is tied up on the floor.

Mr. Hoppg. I believe 1 left off in the Federal Trade Commission
hearings in April, that there were many industry spokesmen predicting
dire consequences as a result of the then proposed Federal Trade Com-
mission rule, . ‘

T would like to emphasize that in those hearings, under cross-
examination, those industry spokesmen were not able to substantiate
their predictions with data, hard or soft. R

T urge this committee to inquire into the basis of any such pre-
dictions. T would also like to point out that, on the other hand, there
wore numerous witnesses who testified that thase States with similar
laws to the Tederal Trade Commission Tulings experienced little or no
effect on credit supply or prices. I submit that regulation in this area

is such a small factor in the overall economy that it has the slightest
impact, if any. ‘ o )

Also, it: should be noted that the diminubion of supply of credit to
irresponsible sellers or transactions is a very positive achievement.

My other predominant impression of industry criticims of the
“Federal Trade Commission Holder Rule is that those criticisms, often

legitimate in many cases, mask a desire for loopholes in the coverage of
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the rule. Just as in the area of tax law, lawyers representing industry
in the area of consumer credit law have displayed ingenunity in taking
aii.va?.tage of any legal loopholes wilen it was advantageous to their
clients.

The Federal Trade Commission Holder Rule of November was
painted with a broad brush—perhaps too broadly in some instances,
and too narrowly in other instances. I am deeply concerned that if the
parade of Federal Trade Commission tinkering with the rule, labeled
“Guidelines” and “Enforcement Policy,” and so forth, continue, there
will be loopholes aplenty. :

In the April Federal Trade Commission hearings, many industry
witnesses, when cross-examined on their willingness to police against
the legal irresponsibility in the consumer marketplace, expressed their
strong desire to avoid that responsibility. It is this policy—financer
policing of the marketplace, in which they are a major force, which is
the heart of the Federal Trade Commission Holder Rule. The rule is
necessary to overturn the “empty head™ attitude of some members of
the financial community fostered by the Holder in Due Course Doc-
trine. It is this “empty head” attitude which vesulted in the repeated
instances of the financing of ill-advised consumer transactions by
financers who probably would not have become involved if they
had made the inquiries which the Federal Trade Commission Rui}é
of last November requires of them. '

‘Again, I wish to thank the committee for the opportunity to testify,

Tf there is any further information which I might provide, I will
try my best to do so. o ;

Mr. Mercatre. Thank you very much, Mz Hobbs, for your very
fino statement. , -

I do not know whether Chairman Murphy asked you, whether or
not, according to your testimony, you indicated by 1973 35 States had
modified the holder in due course doctrine,

Could you categorize the different types of State laws?

Mr. Hosss. I could jolt my recollection and try to doso. :

There is probably a major dichotomy in the types of legislation that
could be called notice types of statutes versus statutes that did not have
these notices. These notices usually provided a consumer could raise
claims or defenses against a financier for a certain period of time rang-
ing from, I believe, about 9 days to something over a year.

Other States simply said there are no negotiable instruments in con-
sumer transactions or there is no holder in due course doctrine or there
15 1o way for defense in consumer transactions. ‘ v. ‘

A number of States, I believe five or six at present, as well, went the
dditional step and closed the arranged loan loophole in some fashion
1 some transactions, : ' '

Mxr. Mezcarre. Do you know how many State laws, and could you
ntegorize them as equally or more restrictive than the Federal Trade

~ommission use rule? ' S ‘

Mr. Hopss. Forty-nine States have the TUCC which is the Uniform
Commercial ‘Code, and, in some ways, it is more restrictive than the
Federal Trade Commission rule. '

In the arranged loanarea, Maryland says thatany arranged loan in
which the financier takes a security interest in is an arranged loan
and that financier is subject to claims and defenses,
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. i o .
T believe Massachusetts bas a referral rule, so there are 2 number 0
States, four or five, in some ways go beyond the Federal Trade Com-
mission; 49 go beyond the Federal Trade Commission rule in other
Ways. . o
i ’JB,‘h,e traditional law has gone beyond the Federal Trade Commission

SOTIe WAYS. : o
hsi‘fi?l\fmmﬂ%. You say there are 49 States right now that fall in that
oory? ;
mg\%fl&oms. That have the UCC which, in some ways, goes beyond
the Federal Trade Commission rule. ) _ .

M. Mercarrs. About how long those particular Jaws been in eﬁ'ec,t ?

Mr. Hoszs, The UCC—the major momentum was the early 1960;
and the consumer probeet%on %%Ig,entum for restriction of holder in
due conrse gatliered in the late s,
mMosh of those laws were passed, I would say, between 1968 and 1978.
There certainly have been a handful that have been enacted since 1973.

Mr. Merearre. Who would have the best information as to the effect
of these laws, the State rules on such things as the cost and availability
of eredit and the effect on small and new businesses? ’

Alr. Flopss. It is my peistion that there is no really good accurate
dats available. Tt is my position that the reason for that is simply
because o rule of this nature is such a miniscule part of our overall
economy that it is very, very difficult to measure statistically. _

The best study that 1 am aware of would be technical studies No. 2
and 5 of the National Commission on Consumer Finance. ‘

But there are problems with those studies in a statistical sense, I am
told by the statisticians, and not from my own Jmowledge in the area
of statistics. i ) )

Mr. Mercarrs: Referring to the creditors, have those creditars, in
fact, come forth with any information to support such negative effects?

M. Hosss. Not that Tam awvare of ab all. ) '

Tt has been the consistent position of the National Consumer Law
Center whenever we get involved in, let’s say, a policy dispute of this
nature with industry, to invite and ask industry to come forward with
some hard figures to show us what the changes in, let’s say, their gross
volume of consumer credit has been befors and after a similar law is
passed. The industry has been very unwilling to do that. =

Mr. Mercarre, In your testimony, you suggest that the diminution
of the supplier of credit to irresponsible sellers or transaction Is & posi-
tive achievement. .

Could you please expand on this statement and suggest what you
would see to be the proper factor for a cost-benefit analysis for the
abolition of the holder in fue course doctrine?

Mr. Hoses. I think it is a very difficult thing to do to turn what is
really a theory, a qualitative theory, that there will be some diminution
in supply and that diminution is the supply of irresponsible sales. That
would be a positive achievement.

I suspect that the industry is not 100-percent efficient, and we might
lose some responsible transactions. But, then, again, because the in-
dustry is not 100 percent efficient, some members of industry are not
going to even be aware of the rule. And, so, we are going to have a con-
tinuation of someirresponsible transactions. ' :
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+I-suspect you cannot measure the impact of this rule as of the day

it went into effect or today or next week., It will gradually become
enforced and more people will comply with it as they become more
awarepot it. That is true of any law. ' ‘
. Mz, Mzrosrre. Also in your statement you state that “If the parade
of Federal Trade Commission tinkerings with the rule labeled ‘Guide-
lines,” ‘Enforcement Policy,’ and so forth continue, there will he loop-
holes aplenty.” ; ' : N LT e T

Could you I[1)1ease, be more specific and cite interpretations that youn
think create those loopholes? . o

Mr, Hoses. Yes. ' : o E

I express that as my concern and my fear. I hope my fear and my
concerns proveill-founded. - - :

In the rule, it provides that in the arranged loan-situation that a
loan is covered if there are referrals or—and I emphasize “or”— affili-
ation. In the guidelines, the requivement for rveferrals, I believe, was
tinkered with and it was made referrals in the ordinary course of

‘husiness. And “referral” was distinguished from a creditor or seller

simply providing information to & buyer. That is probably correct in
some instances. v , o

~ In the enforcement policy, referral was further made a little bit
harder to satisfy if you were a consumer trying to prove a referral
took place because it became a referral and, I believe the language was
“de facto or agreed pattern or cooperative activity.”

The problem I was trying to illustrate with the vocational school
example I gave earlier; 1t is very difficult to reconstruct a consumer
transaction some months after it takes place and to find out what the
actual relationship between the seller and the financier was and how
the consumer got to the financer. o

And the more the arranged loan provision is circumseribed to bene-
fit industry, to obtain clarity, the more likely.it is that those members
of industry interested in doing so can come up with devices to avoid
the definition that the Federal Trade Commission develops.

I think for the purpose of avoiding circumvention it is very neces-
tarv to paint with a broad brush. '

Mr. Mercarre. Thank you very much, Mr. Hobbs, for your very
excellent testimony. o

T haveno further questions.

Counsel, do you have any guestions?

Mr. Kanzrer. No. ) :

Mr. Mercarre. Thank you very kindly.

The next witness is Mr. Michael Harper,

STATEMENT OF MICHAEL C. HARPER, ATTORNEY,
WASHINGTON, D.C.

Mr, Hareer. Thank you, Congressman Metcalfe, i
In the interest of time, I will read an abbreviated portion of my testi-

‘mony in the hope that the entire statement will be inserted in the

record. o , , ce

_ X feel very honored to participate in your committee’s considera-
tion of the Federal Trade Commission’s new preservation of consumer
claims and defenses rule. I consider the new rule an outstanding ex-
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ample of the positive contribution which can be made to the develop-
ment of legal policy by a Federal agency delegated broad rulemaking
authority. ' )

I pred%ct that the congressional response to the new preservation
rule will be a critical factor in determining how the Commission gen-
erally discharges its consumer protection rulemaking responsibilities
under the Federal Trade Commission Act, as amended.

T recognize that it is often much easier for Congress to forge a
politic compromise on some potentially controversial issue by granting
broad discretion to a supposedly apolitical expert executive agency
than by itself enacting detailed legislation which, if not meaningless,
inevitably offends some focused political interest. )

There is always a danger, however, that broad grants of authority
to executive agencies which express a somewhat undefined commitment
to the general public will not be aggressively implemented. ]

Congressmen and women may find it conyenient to claim publie
applause for their support of a provision vesting important authority
in an executive agency; but when general public attention has been
directed toward ofher matters, these same legislators may be induced
by offended industry representatives to undercut the a geney’s efforts
to implement the provision. _ L

This rule should be especially easy for this Congress to support be-
cause it is based on removing competitive imperfections in the opera-
tion of our Nation’s credit markets. . . ‘ .

As long as the holder in due course doctrine ws effective, consumers
who purchased on credit were not informed in advance by the price
of the goods or of the credit that they would have to bear the costs of
the seller giving them shoddy or defective merchandise.

Consumers who were sold bad goods on eredit bore the costs of
seller misconduct, but were informed of these costs only after they
decided to complete their purchase. Unsophisticated consumers nor-
mally underestimated the real costs of the goods and services which
they purchased on credit. And, more importantly, few consumers were
in a good position to judge which sellers were more likely to transfer
defective merchandise. o .

The Commission’s “Preservation of Consumers Claims and Defenses
Rule,” however, conforms our motion’s credit markets much closer t,o
the traditional model of a “free-market” economy. The Commission’s
rule imposes the direct costs of seller misconduct on the creditor,
whether the creditor be the seller or a third party. )

If the creditor expeets to maintain lis traditional profit margin,
it will be necessary to pass on these costs in some manner to the buyer-
debtors. The buyer will thereby be informed in advance of his pur-
chase of the costs of seller misconduct. The consumer will also be in-
formed of the relative risks of misconduct by various merchants.

Creditors who deal regularly with certain merchants ave in a much
better position than infrequent consumers to caleulate seller miscon-

duct costs. The relative costs (or unavailability) of credit fo purchase

the goods of merchants with a particularly poor sales record will in-
crease; the relative costs of credit to purchase the goods of more
reliable merchants will decline.. S o
Moreover, the Commission’s new. rule operates as an automatic in-
surance system to spread these risks between buyers. During the
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“holder in due course” era, a buyer who was unlucky enough. to obtain
shoddy goods or services would have to incur-all the costs of seller
misconduct himself, unless, of course, he was able to bring an affirma-
tive action against the seller, ~ ‘

By internalizing the misconduct costs, the Commission’s rule will
cause each buyer-borrower to purchase a de-facto insurance policy
from a creditor who is positioned to calculate risks and probabilities
and to spread costs between his debtors as an actuary. :

Many criticisms of the rule reflect a complete misunderstanding
of its purposes. Some have charged that the rule is undesirable because
it will make consumer eredit more expensive.

The real question is whether the rule will make goods and services
sold on credit more expensive. Of coutse, it will not. The rule will
simply insure that the actual costs of goods and services are expressed
in their credit price. : :

The rule probably will make consumers’ credit more expensive in
some instances, but any price increage of credit will simply express a
cost which must be paid by consumers at some point anyway. Of
course, there is no free lunch. But this rule will give credit consumers
a menu with accurate prices before they order. :

Some eritics of the rule worry that it will place some small merchants
out of business, Bub the only merchants who are threatened by this
rule ave those who have an established record of fraudulent sales. These
are the merchants who will not be able to obtain purchases of their
consumer credit paper. These are the merchants who won’t find eredi-
tors willing to accept regular referrals of customers. Sellers of low
quality, inexpensive goods and services will not be harmed by the rule.

New merchants without an established trade record also have little
to fear from the rule. o

It was pointed out earlier it is possible to purchase insurance con-
tracts to cover the risk of seller misconduct costs. The fact of the mat-
ter is, creditors ave in a much better position to insure themselves than
buyers and the costs arse going to be paid ultimately anyway. I have
great faith in the American insurance industry to step in where there
15 a need to spread eosts. : :

My own interest in the rule derives from my efforts on behalf of Con-
sumers Union to monitor the Federal Reserve Board’s discharge of

- their own rulemaking responsibilities under section 18(f) (1) of the

amended Federal Trade Commission Act. ; .

As part of this monitoring, we responded to Chairman Burns’ letter
to Chairman Collier on the eve of the effective date of the rule. ;
I request that my letter and Chairman Burns’ response be inserted
into the record. If this request is granted, I swill not reiterate most of
the points. [See p. 51.] , : : ,

Mr. Mercavre, It will be enfered into the record. ‘ :

Mr. Hareer. The major concern expressed by Chairman Burns’ let-
ter and the accompanying staff memorandum 1s that c¢reditors will be
constrained to include the preservation notice in afl of their consumer
credit contracts. : : o '

We suggested to Chairman Burns how the concerns of creditors
conld be allayed without weakening the force of the Rule. e

But the most important point for this committee to understand is
that the definition of “purchase money loan” should not be narrowed
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so that it serves only to avert direct seller-creditor collusion without
insuring the internalization cf the costs of seller misconduct as ex-
plained above. o '

The broad definition of “purchase money loan” as now framed re-
quires the preservation notice whenever the creditor knows that the
consumer-borrower will use the loan proceeds to purchase goods or
services from a seller which reguiarly refers consumers to the creditor
or with whom the creditor is affiliated. Wen the creditor as such knowl-
or with whom the creditor is afiiliated. When the ereditor has such
knowledge, he is in a position to internalize seller misconduct costs by
charging more for the loan or by arranging recourse or repurchase
agreements with the seller. : ,

- I must add that the Commission’s recent statement of enforcement
policy unfortunately suggests that the Commission may have lost
sight of its primary rationale for the rule, the internalization of the
seller-misconduct costs. The statement’s example No. 4 indicates that
a creditor need not include the notice in cases where the seller regu-
larly suggests that borrowers go o the particular creditor if the seller
has not had any prior contact or conversations or arrangenients with
the creditor. : : :

Creditors should be able to make a judgment on the reliability of all
sellers in their community which regularly refer customers to them.

With this caveat, I believe the Commission deserves a resounding
resolution of support from this Congress.

There is o lot of talk about the need for more consumer advocacy
in Washington, But much more than advocacy consnmerg need sub-
stantive action like that taken by the Cominission. Congress response
to such substantive action is the real test of its commitment to broad-
ening the rights of consumers and giving them fair treatment.

- Thank you. :

%Testimony resumes on. P. 54.]

Mr. Harper’s prepared statement and letter to chairman Burns

with response follow:]
STATEMENT OF MICHAEL O, HARPER, ATTORNEY, WasminaToN, D.C.

I feel very honored to participate in your Commitiee’s consideration of the
Federal Trade Commission’s new Preservation of Censumer Clajimsg and De-
ferses Rule. T consider the new Rule an outstanding, example of the positive
contribution which can be made to the development of legal poliey Ly a federal
agency delegated broad yulemaking authority. I believe it deserves this Com-
mittee's and Congress’s support.

I predict that the Congressiondl vesponse to the new Preservation Rule will
be a critical factor in determining how the (ommission genervally discharges
its consumer protection rulemaking vesponsibilities under the Federal Trade
Commission Act as amended. As you are gware;.the substantive rulemaking
authority vested in the Commission under the FTC Act is defined only by the
phrase *“unfair or deceptive acts or practices” Clearly the extent to which the
public will ‘benefit from effective specific trade practice regulations will turn
on how the Commission views its Congressional support.

I recognize that, given obvious constraints on Congressional resources, it is
ot possible for the legislative branch to spin out the detailed technieal regula-
tlons necessary to address all issues, such as unfair commercial practices, which
qul for federal intervention. X recognize also that it is often much easier for
Oongress to forge a politic compromise on some potenfially controversial issue
hy granting broad discretion to-a supposedly apolitical expert executive ageney
than by itself enacting detailed legislation which, if not meaningless, inevitably
offends-some focussed political interest,
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~ There is always a danger, however, that broad grants of authority to execu:
tive ggencies whicll express o somewlat undefined commitment fo the general
public will not be aggressively implemented. Groups representing diffuse con-
sumer inlerests may be able to marghall their forces for a large battle on
Congressional MHill dgainst more focussed special industry interests, but few
nhave been able to advance effectively diffuse public interests before agencies
on & continuing basis, Congressmen and women may find it convenient to claim
public applaluse for their support of a provision vesting iwportant authority
in an execuiive agency; but when general public attention has been directed
foward otheér matters, these snme legislators may be induced hy offended
industry representatives to utidercut the ageney’s efforts fo implement the
provision.

The Commission iz undoubtedly looking to Congress now for an indication
of whether the support for the Commission's rulemaking aunthority svhich Con-
gress generally expressed in the Magnuson-Moss FTC ImprovementiAct is more
than noncontroversial window-dressing, S

Happily the Commission's new Preservation Rule is well framed and concerns
an important issue to which it should not be difficult for the public to respond.
Congress should have no difficulty expressing its appreciation of this rule and
theiiebytunaerscoring its seriousnsss in supporting the Commission’s rulemaking
authority. -

The Rule should be espécially easy for this Congress to support hecause it is
based on removing competitive imperfections in the operntion of our nation’s
credit markets. By internalizing thie costs of seller misconduct the Rule insuves
that consumers who purchase goods and services on credit will appreciate
better the true costs of those goods and services. ‘The Rule also presents con-
sumers with an effective insurance system by which the risks of seller miscon-
duet are spread amongst all eredit consumers.

As long as the bolder in due course doctrine was effective, eonsumers who
purchased on credit were not informed in advance by the price of the goods
or of the ecredit that {hey would baye to bear the costs of the seiler giving them
shoddy or defective merchandise. Consumers who were sold had goods on eredit
bore the costs of seller misconduet, but svere informed of these costs only after
they deqided to complete their purchase. Unsophisticated consumers normally
underestimated the real costs of the goods and serviees which they purchased on
credit. And more importantly, few consumers wete or are in a good position
to judge which sellers were more likely to transfer defective merchandise. There
wasinothmg in the cost of their credit to signal consumers that the risks of their
having to pay seller misconduct costs were grenter for the sales of particular
merchants, :

The Commission's “Preservation of Consumers Claims and Defenses Rule”,
however, conforms our motion’s eredit markets much closer to the traditional
model of a “free-.market”‘ economy. The Commission’s Rule imposes the direct
costs of seller misconduct on the creditor, whether the creditor be the seller
or a .thu-_d party. If the creditor expects to maintain big traditional profit mor-
gin, it will be necessary to pass on these costs in some manner to the buyer-
debtors: The buyer will thereby be informed-in advance of his purchaze of the
costs of seller misconduet. The consumer will also be informed of the relative
Tigks of misconduct by various merchanty. Credifors who deal regularly with
certain mepchants are in a much better position than infrequent eonsumers to
calel_ﬂate seller misconduet cpsts. The relative costs (or unavailability) ot
credit to purchase the goods of merchants with a particularly poor sales record
will increase; the relative costs of credit to purchase the goods of more reliable
merchants will deeline, The price system will theveby inform consumiers of the
relative risks. of purchz}sipg goods or services from various sellers,

Moreover, the Commission’s new Rule operates as an automatic insurance
systenzﬁ to spread these risks between buyers. During the “holder.in due
course” era, a b.uyer who was unlucky encugh to obtain shoddy goods or services
would have to incur all the costs of:seller misconduct himself, unless of course
he was avle fo bring an affirmative action against the seller. By internalizing
‘the miseonduct - costs the Commission’s Rule will eause each buyer-borrower
to purehasg 4 de facto insurance policy from a ereditor who is positioned to
calenlate risks and probabilities and to spread costs between his debtors,

Of course some creditors may not wish to financs;at sny interest rate any
barchases from partieular untrustworthy sellers. Some sellers with a history

of fraudulent practices may not be able to sell their consumer credit paper -

no matter what discount and recourse they offer, It is one of the Rule’s purposes
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10 make it difficult for certain merchants to hawlk their wares with easy credit
terms which hide the true costs of the purchase to the unwary and unsophis-
ticated consumer. But Congress should not fail' to appreciate that the Rule’s
purpose and effect is also to internalize all seller misconduct costs in credit
transactions so that the credit buyers can make decisions infornied of the actnal
€08t of their contemplated purchase,

Many eriticismis of the Rule reflect a complete misunderstanding of its pur-
noses, Somie bave charged that fhe Rule is undesirable because it will make
cousumer credit more expensive. The real question is whether the Rule will
make goods and services sold on credit more.expensive. Of course it will not,
The Rule will simply insure that the actual costs of goods and serviceg are
expressed in their eredit price. The Rule probably will make consumers’ credit
more ¢xpensive in some instandes, but any price increase of credit will simply
expres. a ¢ost which must be paid by consumers at some point anyway. There is
1o fre- ch. Bnut thig Rule will give credif consumers a menu with accurate
prices before they order, o

Some crities of the Rule worry that it will place some small merchants out
of business, But the only merchants who are threatened by this Rule are
those who have an established record of fraudulent sales, There are the mer-
chanis who will not bé able to obtain purchases of their consmmer credit
paper. These are the merchants who wor't find creditors willing to accept
rvegular ‘referrals of customers. Sellers of low quality, inexpensive goods and
serviceg will not be harmed by the Rule, The Rule does not create new rights
or-defenses beyond those granted by the applicable state-law: the Rule simply
preserves rights and defenses which are otherwise legally sufficient,

New merchants without 4in established trade record also have litfle to feax
Trom the Rule. As long as there is not something in the merchant’s background
{0 make an insurance company suspicious, creditors who "are uncomfortable
with a new merchant’s paper could arrange for some low cost insurance to
spread their own risk. Certainly credifors are in a much better position to
inrure themselves than are buyers: The misconduct costs of new sellers will
he paid by consumers eventually, These <¢osty should not be hidden from
conguters in order to favor the estublishment of new businesses,

My owninterest in thie Rule derives from my efforts on behalf of Consumers
Tnion to monitor the Federal Reserve Board's discharge of their own rule-
making responsibilities under Section 18(f) (1) of the amended Iederal Trade
Commission Act.. As part of this moniforing, -we responded to: Chajrman
Burns' letter to Chairman Collier on the eve of the effective date of the Rule.
T request that my letter and Chairman Burng' response be inserted into the
record. IT this request is granted, I will not reiterate most of the points which
I set forth in my letter, However, I would like fo vespond further to two of
Yhe - arguments  raised by the Staff memorandwm aceompanying ‘Chairman
Burny” letter which I have heard in additional criticism of the Rule, :

The major concern expressed by Chairman Burns' letter and the. accam-
panying Staff memorandum is that creditors will be constrained tfo include
the preservation notice in all of their consumer credit contracts, The memo-
randum stressed that a credifor can never be sure that i consumer-borrower,
whatever hig stated intention; will not use the proceeds of a loan to purchase
goods or services from a Seller wlio generally refers consumers to the creditor
or who is affiliated with the ereditor .

We stated inour response to Chalrman Burns that even if the Preservation
Rule is extended as proposed to apply to creditors' irade practices as well as
sellers, creditors who in good faith: did not require the.preservation notice
would nof risk Commission enforcementi-tetion. The' Commission could seek
punitive damaoges against g creditor only ‘where they counld ghow that the

" ereditor had or should have hud knowledge that the conditions which invoke

the preservation notice had all been met, We further suggested to Chairman
Burns that the -concerns of creditors conld be allayed without weakening the
force of the Rule. The following claunse could be added at the end of the
definition of “purchase woney loan*: “unless the creditor can shotv a4t the time
of the loans it did ‘ot have knowledge and could not have obtained knowledge
by inaking reagonable inquiry that the proeeeds would be 50 applied.”:

The mogt itiportant point for this Committee to understand, however, is that
the definition of “purchhse money Toan’” should not be narrowed so that it serves
only to dvert direct seller-creditor collusion without insuring the internalization
of the costs of seller misconduct ag explained above. The broad definition of
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“purchase money loan’ as now framed reguires the preservation notice whenevor
the creditor knows that the consumer-borrower will use the loan proceeds to
purchase goods or services from a seller which regularly refers .consnmers to
the creditor or with whom the creditor is afiliated, When the eveditor has such
knowledge, he is in a position to internalize seller misconduct costs by charging
m;)ll;e for the loan or by arranging recourse or repurchase agreements with the
seller, : )

"The other issue raised by the Federal Reserve Board which séems to have
been particularly troublesome to some erédifors is the Rule's nonexclusion of tort
claims in the preservation notice. These creditors seem ito be worried that they
)wll have tq obtain costly insurance to cover the possibility of large personal
inguiry actious against them for the seller’'s or manufacturers negligence,
But the Rule eould simply not be more clear that s consumer may not assert
against the creditor any rights which he might have against the seller fox
consequential damages beyond the amounts which the consumer has already
poid under the credit contract! The requived Preservation Notice unequivoecal-
ly announces: “Recovery Hereunder Shall Not Dxceed Amounts Paid By The
Debtor Hereunder” Only the cost of the merchandisge, plug interest, can be
recovered. ) : ' :

It is therefore not necessary to exclude tort claimg. It also would not he
appropriate, given the history of the common law development and convergence
in varjous jurisdictions of the tortious strict liability and the contractual implied
waIr{)aﬁty cafxtusestof action. . S o

I believe that the Commission deserves a Yesounding resolution of support £r
thig Congress. There is a lot of talk about the need for more ‘c%msuniexl']ladvoc:ég
in ‘Washington. But much more than advocacy consumers need substantive action
like that faken by the Commission, Congress’ rezponse to such substantive action
ig the real test of its commifment fo making our economy operate in a fairer
manner for all Americang. .
: CENTER FOR Lr.A.w AnD SocIan Porioy,
. Vashi . J
Fion, Azravn F. Buaxs, W ; ington, D.0., June 8 1976,
Chairmaen, Federal Reserve Systent,

Washington, D.C. : :

Drear CHARMAN BurNs: On January 5 of this year T wrote fo you on helhalf
of Consumers Union of United Sfates, Inc,* concerning the extent gf the Doard’s
unfulfilled respons1bil_1ties to consumers under Section 18(£) (1) of the amended
;Federal Trade gomml'ssion Act. T suggested that the Board was merely respond-
ing fo rulemaln_ng initiatives of the Commission and had taken little, if any,
independent action to discharge its Section 18(£) (1) responsibilities to protect
consumers from uwnfair and deceptive hank practices. Tour eleventh hour day 5
Iettqr fo Chairman Collier and your accompanying staff memorandum urging
medification and deferral of the Commission’s new Rule on “pregervation’ of

Consumers’ Claims and Defenses” indicate that the Board not ouly (oes not

Tully mnderstand its consiuner protection responsibilities, but slse intends to
participate in Commission rulemaking only in the Board's traditional role of
repregentative of the banking constifuency which it regulates,

_Asyou know, the Board will itself have mandatory rulémaking responsibili-
ties regarding the preservation of consumers’ claims and- defenses when the
Commission extends its new rule to cover creditors as well ag sellers. We hope

. that the orientation of your letter and staff memorandum does not suggest that

ghgsetrespansibiliﬁes will not he discharged in accordance with Congressional
ntent.

With the exception of one technical problem discussed on page 21 of the
memorandum, the arguments and analyses presented in your letter and the staff
memorandum are addressed. to. nlleviating the fmpact of the' Commission’s

X Consumers Union of United States, Ine. (“Consumers Union') is o nonprofit membeor-
ship organization chartered in 1938 under the laws of fhe State)of New Ygrk fau;srovme
information, education, and connsel about consumer goods ond services and the manage-
ment of the famjly income, Consumers Union’s income is derived salely from thie sale of
Consumer Reports (magazine and TV) and other publcatlops. Expenges of occasional
Dublic-service efforts may Ye met, in part, by nonvestriefive, noncommereial grants and
fees, In nddition to reports on Consumers Union's own product testing, Oonsumer Reports,
witl_: 4 cireulation of almost 2 million, regularly carries articles on health, product snfety,
marketplgee conomies, and l%gislative, jbudieml and regulatory actions wchh affect con-
Sumer elfare. Comnsumers Unlon’s publications carry no advertising and receive no
commercial support, A ; .
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Preservation Rule on credifors rather than making the Rule a more effective
consumer protection device, The memorandum makes numerous arguments why
the Rule should be restricted or even rejected completely. The memorandum does
not generally attempt to suggest ways in which the Rule might be framed to
acommmodate some of the creditor concerns without sacrificing the Rulp’s
purposes. The letter and memorandwm pleaded for delay of the Rule's effe_ctn'e
date because some of its boundaries might not he completely clear to creditors,
even though: (1) the Rule as now promulgated is applicable only t_o sellers; (2)
no punitive damages can be imposed unless knowledge or constructive knpw}edge
of the deceptiveness of the particular practice is proven; and 3 re:}l}stxcally
the Commission’s limited enforcement staff can not be expected to initiate any
formal actions against practices which ave not clearly emcompassed by the
Rule's purposes as well ag argunbly by its technical ferms, . )

A specifi¢ discussion of the staff memorandum highlights the extent to which
the memorandum serves as a creditor advocate's brief against the Rule and falls
to provide objective analysis of the consumer interests for which the Board Is
responsiblu.

’J?he memorandunt's, as well as your letter’s, primary concern is with the Rulejs
definition of “purchase maney loan.” The memorandum argues that tl}is deﬁgn—
tion, if vead technically, will require creditors to include the preservation notice
in all their personal loan eontracts, and that such g striet definition is not neces-
sary to serve the Rule’s stated purposes. The memorandum stresses that_a creditor
ean never be sure that o consumer, whatever his stated intentions, will not use
the praceeds of a loan to purchase goeds or services from a seller who generally
refers consumers to the creditor or who is affiliated with the creditor, The
memopandum concludes that o creditor must ingert the preservation nptice in
all his personal loan contracts becanse of the chauce that the loan will ultimately
Tiecome 2 “purchase money loan” within the definition of the Rule. The memo-
andum argues that this is unresonable because the definition was only meant to
avert collusion betsveen sellers and ereditors to circumvent the Rule,

Tiven if the memorandum is correct that the definitional terms of the Rule are
techinically more encompussing than necessary, the memorandum clearly over-
responds fn any problem rajsed by the Rule's technical breadth, First, a deiinition
of “purchase money Joan” which may be read to encompass more loan.s than it
is the purpose of the Rule to cover shonld not prejudice creditors. Credifors who
tly not use the preservation notice when the consnmer borrower does not know

_ whether he will nse the proceeds to purchase goods or services from a related

seller will risk little. As indicated above, the Commission staff ean not be ex-
pected tg enforce the Rule in situaiions to which it is not clearly apphgable.
And even if t%ey attempt to do so, no punitive damages can be imposed if the
credifor does not and could not have had knowledge that the conditions of the
preservation notice were all met. 15 U.8.C. § 45(m). -

Second, the memorandum’s statement of the purpose of the definition of “pur-
chase money loan” is too restrictive. The Commission included purchase money
‘toans withinthe new Rule not only to cover eases of seller-creditor collusion, but
also to cover cases in which independent creditors “have the same access to in-
forr:ation as discount creditorg’ and ecan “obtain equivalent guarantees and en-
dvesements from sellers which embody a repurchase obligations.” 40 Fed, 53506,
52625 (1975). Regardless of any collnsive relaiionship, whenever the credifor
kmows that the consumer-borrower will use the loan proceads to purchase goods
or services from a seller which regularly vefers consumers to the credl.tor or
with which the creditor is affiliated, the creditor ig a position fo internalize the
¢nsts of the risir of seller misconduct. Che credifor cam, for instance, charge
maore for the loan or arrange general recourse or repurchase agreements with
sellers which make regular referrals.

Third and most important, the memorandum’s recommended response to what
it alleges ig an overly broad definition of ¥purchase money loan” weakens the Rule
much more than is necessary to avoid the alieged overbreadth problem. The con-
cerns raised in the memorandum under the headings “Definition of Purchase
Money Toan, “Check Credit”, and "Availability of Recourse Armngen_uents”
could all be simply addressed by permitting creditors to show that they 4id not
have knowledge and could not have had knowledge at the time the loan was
made that the loan proceeds would be nsed to purchase goods of a related
seller. This could Pe accomplished by adding at the end of the definition a clause
such as “unless the creditor can show that at the time of the loan it did not
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have knowledge and could not have obtained knowledge, by making reasonable
inguiry, that the proceeds would be so applied.”

The staff memorandum recomumends a narrowing of the definition of purchase
money loan which would impose the notiee requirement only on those loans made
pursuant to some business arrangement or contract or pursuant to a referral
which is itself made pursuant to such a business arrangement or course of deal-
ing. Depending on the interpretation given to “course of dealing”, this definition
might permit sellers and creditors to aveid the preservation notice by tacit
understandings, the existence of which it would be almost impossible to prove.
Cerditors would have no incentive to seek scme means of recourge from those
sellers with which they have no formal association, but which nonetheless make
regular referrals of consumers, Credifors could avoid the Rule simply by not gues-
tioning consumers concerning the intended use of the loan proceeds. The costs of
seller misconduct would thus not be internalized in accordance with the Rule's
purpose.

In sum, the staff memorandum suggests a major weakening of the practical
force of the Rule in order to correct a problem which, given the purposes of the
Rule and limited Commission enforcement authority and resources, is realistically
of minor importance,

The memorandum’s attention to and analysis of ofher issues also reflect a
Board preference toward ereditor representation rather than consumer protection
pursuant to Section 18(f) (1). The memorandum recommends significant qualifi-
cations of the Rule which the Commission already has considered carefully and
rejected as incopsistent with the Rule's underlying rationale and purposes. For
instance, the memorandum recommends that consumers be required to “make a
good faith attempt to resolve the problem with the seller prior to taking action
against the creditor.” This recommendatioon iy inconsistent with the Commis-
sion’s finding that creditors ean better internalize the costs of seller misconduct.
Acceptance of the recommendation would substantially affect the impact of the
new Rule by conditioning the assertion of claims and defenses against creditors
on what in most eases would be a very hurdensome proof that a good faith attempt
was in fact made. Noting this problem of proof and the usual consumer interest
in making an initial attempt to obtain redress from the seller, the Commission
explicitly rejected suggestions that the consumer be required to make written
df(l;l%l)ld upon the seller before stopping payments. 40 Fed. TReg. 53506, 53528
{1978). .

The memorandum also suggests limiting the time during which a creditor
svould be subject to claims and defenses, at least on large ticket items. However,
the Commission, stressing the purposes of the Rule, has already rejected sugges-
tions that limitations be placed upon the time in which defenses can be raised
and upon the size of loans covered by the notice requirement, Id. at 53528, The
memorandum’s argument that time and size limits should be imposed reveals &

- complete insensitivity to the Rule’s purposes. The memorandum emphasizes that

a seller may go out of business during the lengthy termt of a large loan leaving
the holder of the credit contract the only guarantor of the goods or services, But
seller disappearances occasion some of the most important situations in which
consumers require flie protection of the notice and in which the costs of seller
miseonduct are not.internalized +wwithout the preservation of claims and defenses.
The memorandum advances other restrictions of the Rule without analysis of
whether such restrictions would in any way weaken the Rule as a consumer
protection resource. For instance, the memorandum simply assumes that agri-
cultural credit ig for some reason special and should not be included without a
specific evideatiary record; no analysis of why tlhie Rule’s rationale doed not
apply to farm credit or of why the special treatment of farm credit under Truth-
in-Lending is relevant to the Rule ig set forth. Similarly, without supporting
annlysis, the memorandum pleads for a “clarification” of the coverage of leases
whieh could act as a restriction of the Rule. : ,
Pinally, the memorandum seems to seek to confuse the meaning of the Rule
and then argues that the effective date should be deferred because of this con-
clusion. The memorandnm’s digecussion of the Rule's coverage of leases pro-
vided an example. In addition, the memorandum’s suggestion that a “purchase
money loan” may exist because of an arrangement between a creditor and a seller
unrelated to the sale of goods or services to consumers is completely inconsistent
with the definitional section of the Rule. A “business arrangement” is limited by
definition to some arrangement “in connection with the sale of goods or services
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to consumers or the financing thereof.” 15 C.F.R. 433.1(g). Notwithstandl.ng_ any
“fiInformal discussions between the staifs of the Board and the Comxmssmn' A
“checking accounts” of *“unrelated creditor loans to sellers” surely do not in
themselves constitute a “business arrangement™ under such a definition. ’

The Board should not of course be criticized for attempting to contribute to
the development of a Rule which does not unduly disrupt this 1_1a.t1_01_1’s credit
industry. But it is surely inconsistent with the Board's responSIb}hm_as under
Section 18(£) (1) of the amended FT'C Act for that attempted contribution tv be
made in the form of ereditor advocacy. .

i 1.
Rincerely, MicEAEL (, HARPER,
Attorney.

CHATRMAN OF THE B0oARD OF GOVERNORS,
TFEDERAL, RESERVE SYSTEM,
‘Washington, D.O., July 19, 1976.
MromArn C, HARPER
Washington, D.C. o

DEAR Mr. HArPER: I have received your letter of June 8§ commenting on the
Board’s response to the Federal Trade Commission’s Rule on Preservation of
Consumer’s Claims and Defenses. You refer partieular}y to my letter of May &
to Chairman Collier of the FI'C and the acecompanying .memorandum by the
Board's staff outlining certain issues raised by the rule in its present form.

" Inthe material submitted to the Commission, the Board and its staff expressed
concern that the rule contains ambiguities that may ;cex;é{er its mplemqntation
more difficult. The Board remaing committed to minimizing the confusion and
any adverse economic impact that may result from Jmplementz.xtlgn of the rule.

The Board’'s concern for the impact of the rule on the credit md}lstry in no,
way conflicts with its long-standing commitment to consuuier 'proteetmn. Indeed,
the Board would not be adequately fulfilling its responsibilities po consumers if
it failed to consider the economic consequences of the rule._ If creditor uncertainty
over the scope and application of the rule contributes to higher costs and reduced
eredit availability, a serious commitment to the needs of consumers would seem
to dictate some modification in that rule. . .

I apprecigte your sharing with me your concern regaydmg t}ns rule and the
Board's response to it. I can assure you that the Board will continue to do every-
thing possible to fulfill its responsibilities for consumer protection and the eco-
nomy in carrying out the mandates of the Federal Trade Commission Improve-
ment Act, -

i 8 .
Sincerely Yours, ArrHUR F'. BURNS, Chairman.

Mr. Mercarre. Thank you very much, Mr., Harper, especially for
giving us a synopsis of your full statement. In your testimony, you
state that the cost of credit alone, even if it rises as a result of the
- rule, daes not give a fair evaluation of the rule’s effect. )

You suggest that the total cost of a transaction actually includes
cost of credit, costs of the article and cost of any unnecessary repairs
or replacement the buyer must bear because the seller refuses to per-
form as he has promised. ) :

" What evidence is there of comparing the total cost of-the consumer
‘transaction before and after the rule? o L

Mr. Harezer. T do not know of evidence, and the real question in my
mind is how effective will the rule be? If it is very effective, it seems
to me there will be some transferance of the cost from the payment by
the consumer after he has found it shoddy or defective to the creditor
and, therefore, the cost of credit, and if it is passed back to the seller,
the cost, of the goods. . . , ,

Just in terms of economic analysis, however, Congressman, I cannot
understand how this rule will make any. difference in terms of total
cost of the consumer of the goods and services he purchases. He has
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to pay before or later. He has to pay some time, assuming it does not
detract from the creditor’s market power, I do not see how the rule
takes away from the creditor’s total market power. So, the creditor
is in just as good a position to maintain his profit margin as before.

Mr. Mercarre, Do you think they are about equal or just about
spread around differently among consumers?

Mr. Hazreer. What is equal or spread around ?

Mr. Meroarre. Do you think that they are about equal ?

My, Hareer. The cost ?

Mr. Mercarre. Yes; just spread it around—— :

Mr. Hareer. I think that is a very good question because the rela-
tively unsophisticated consumer is more apt to be—that. is going to be
the lower income consumer, of course—is more apt to be duped by
sellers whose conduct is fraudulent or bordering thereon. He or she
is more apt to bear the higher cost. Unfortunately, I do not think the
costs ave now spread around. Even beyond that, even if certain individ-
uals may just be unlucky, whether they are lower or middle income
or sophisticated or unsophisticated.

It is like any insurance premium. Spreading the cost is desirable
because it avoids catastrophes longer. You buy a car and it breaks
down. A. used car dealer may be selling a warranty on cars. One out
of five may be bad, but you may be the unlucky one. Tt is not spread
unless you do something like this which operates an insurance.

Mr. Mercarre. How does that relate to the dishonest car sellers?
Are they affected by this rule?

Mr. Harrer. Very much so. _ ‘

I should q]ualify the answer to your first question in that you asked
what effect there would be on total cost. ,

Mr. Mercavre. Right.

Mr. Harerr, I should qualify. I should have defended the rule more
because, insofar as it puts out of business the dishonest seller and car
dealer who cannot sell his paper to the creditors or cannot even give
recourse and cannot get his goods financed, so far as it puts them out of
business, I think the total cost of goods to consumers is going to be
reduced.

. Mr. Mrrcarre, Mr. Harper, I have one more question to ask you in
light of the time factor. We have one more witness.

It has been argued that new businesses may have difficuty getting
finance companies, banks and other creditors to buy their paper. Since
they have no track record on which the creditor can base an estimate
of his trustworthiness, do you have any evidence that insurance may
be available for the new businesses to cover the period during which
there is no such track record to back him up? o

My. Harper. The only thing I know about is the Forbes article
that was already cited. But, as I said, I have great faith in Ameri-
can entrepreneurs to come into this area to make some money. If T
want to make some-money, and there is thig need for insurance and
creditors want to protect themselves, I will come in and say:

Lok, there are 100 new merchants in this community, It is true one or two
may be bad guys and women and may nd 1 '

) X be selling shoddy goods and may burn
you, l)\lt.lf you buy the insurance poliey and spread the risk; everybody will be
4 little bit better off. i . : : -
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of Congress general sentiment on the subject of holder in due course
and similar devices. . : |

The rule itself, at last, declares it to be an unfair and deceptive prac-
tice for a seller to use procedures which separate the consumer’s legal
duty to pay from breaches of the seller’s legal duties, such as breach
of warranty and fraud. It addresses all three of the devices used by
creditors to accomplish this separation, by preserving claims and
dofenses to defeat or diminish the creditor’s right to be paid. No new
rights or defenses are created ; only those already existing under local
law apply. ' ' »

Clearly, in my mind, the rule represents a giant step forward for
the largest American silent majority, the consumer. Nonetheiess, the
credit industry, haunted by the specter of lost insulation from con-
sumers’ claims and defenses, has repeatedly called attention to a well-
de;reloped repertoire of evils said likely to follow enactment of the
rule. .

T have selected what T feel ave the six leading arguments raised in
opposition to the rule. I will briefly explain why each concern ex-
pressed, good intentions aside, is exaggerated. o

The first matter I will address concerns the procedure of promulga-
tion of the rule rather than its substance. This has been discussed pre-
vionsly, so I will not get into it very deeply. Of course, what I am
referring to is the fact that there is some talk of requiring the FTC
to reissue its rule, observing the strict legislative ru emaking proce-
resources, and tax dollars. Where the presentation of data, views, and
that ap " *aat provision embodies Congress’ intent that substantially
completey records need not be the subject of new proceedings using
the new procedures, presumably in the interest of conserving time,
resources, and tax dollars. Where the presentation of data, views, and
arguments were substantially completed, as here, before the date of
enactment thereof, promulgation of the sort which we see here was
completely proper and permissible under the act. o '

Attacks have also been made on the quality of the record which led
to promulgation of the rule. As stated in much more length by Mrs.
Smith from the Federal Trade Commission, all interested parties were
accorded many opportunities to file written data, views, and arguments
at many junctures to the extent of compiling some 10,000 pages.

The public record compiled in such bulk pointed up the need for
meaningful Federal intervention in this area. The suggestion that the
rule be revoked now and repromulgated following more formal pro-
cedures is in clear contravention of the intent of section 202(c) (1). It

also demonstrates callous disregard for the already overburdened tax-
payer, in light of the astronomical costs likely to be incurred in repeat-

ing this whole process. Were I a legislator, I would not saddle my con- |

stituents with such a bill, particu?arly where in return I could offer
only a return to the “bad old days” of consumer impotence at the hands
of insulated ereditors. Furthermore, the reprieve for creditors would
in all probability be temporary, notwithstanding the loss of time and
tax dollarsin favor of nominal procecural niceties.

The next matter which has been discnssed at some length today con- .-

cerns the scope and applicability of the rule itself. Tt has been re-
peatedly suggested that creditors are unable to ascertain the scope and
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applicability of the rule, to the extent that compliance will be difficult
or imposstble.

There is o uncertainty as to the requirement that sellers include the
notice provision eliminating holders in due course and waivers of de-
fenses. Therefore, any doubt concerning scope and applicability con-
cerns which sort of loan tramsactions are also subject to the notice
requirement. . - \ '

_Among the criticism in this regard is that the broadness of the defi-
nition of a “purchase money loan” is such that it may create uncer-
tainties in some categories of credit. Confusion is also expressed as to
what constitutes a cooperative agreement between a creditor and a sel-
ler. More correctly stated, these and similar concerns seek guidance as
to what loopholes remain in the wake of abolition of the holder in due
course and prohibition of defense yvaivers.

In issue here are the most fundamental policy decisions underlying
promulgation of the rule. On the massive record described, it was de-
termined that sellers must include in credit contracts the notice pro-
vision which would prevent separation of the buyer’s promise to pay
from the seller’s duties. Similarly, claims and defenses must be pre-
served where sellers arrange financing for buyers through referrals to
direct lenders or where seller and lender are affiliated with each other.
It was recognized that failure to include purchase money loans would
make avoidance of the rule easy and certain, as evidenced by a demon-
strated increase in the use of direct loans, including *body dragging,”
in jurisdictions already limiting consumer promissory notes and
waiver of defense clauses.

_ T also think it is relevant to repeat again that creditors are in a posi-
tion to possess information concerning sellers with whom they deal
which is not available to buyers. Creditors are deemed able to estab-
lish means by which to shift the risk back to the seller.

On the other hand, the rule is not all encompassing. It only regu-
lates situations where the loan is made by a creditor who receives
referrals from the seller or is affiliated with the seller by “common
control, contract, or business arrangement.”

In my opinion, the exemption of any device from coverage by the
rule invites the shift of more questionable sales in that direction. I
believe the rule, if anything, leaves too many loopholes open for such
experimentation. I should also add that I fully share the concerns cx-
pressed by Mr. Hobbs as regards the recent retreat that appears to be
-}‘mderway at the FTC, This morning, for the first time, I read the

Statement of Enforcement. Policy” which was printed on August 16,
1976, in the Federal Register, and my overall impression, without
being able to supply a detailed analysis at this point, is that some of
the transactions to be excluded may very well result in the channeling
of industry’s vast resources into loan devices of avoidance. ’

The next matter that T am going to discuss concerns effects on the
«cost and availability of credit. It has been said that the ruie is going
to open a virtnal Pandora’s box in the consumer credit avea, the focus

-of which would be the drying up of the supply of credit accompanied

by an increase of the cost of the credit which remains available.
To my knowledge, no hard evidence in support of such fears has
come to light in the first 3 months during which the rule has been in

effect.
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I also note, in passing, the FTC study, which T heard about for ithe
first time today, performed by an independent research group which
also seemed to indicate that no significant impact on the availability
of credit has as yet taken place following promulgation.

Of equal significance, I have no personal knowledge of data, on rec-
ord or otherwise, which supports such fears in those States that al-
ready have laws substantively similar to the rule. This is significant,
particularly in light of the fact that industry, perhaps alone, has ac-
cess to such data. It logically seems to follow that industry’s choice
not to produce such data owes to the fact that it is simply not suppor-
tive of its position. '

Tn summary, in Yight of all facts known to me, I feel it is safe to
say, at least at this point in time, that the facts contradict the predic-
tions of doom offered by the financers. I also believe it is important to
note that the FTC sounds as if it is earnestly endeavoring to obtain
additional independent study information to zero in on the problems
which exist along this line, if they exist and as they occur.

Another issue swhich has been raised concerns what is perceived to
be potential liahility of indefinite duration under the rule, particu-
laxly in the context of the sale of large ticket items customarily fi-

nanced over a long period of time, such as mobile homes and boats.
According to this theory, it is contended that the creditor, who will be
faced with continuing exposure to liability over several years for con-
sumer claims and defenses assertible against the seller, will, of neces-
sity, restrict the availability of credit for such purchases.

The retort to this argument is quite simple. The rule is explicit in
subjecting a holder only to,and I quote: _

All claims and defenses which the debtor could assert against the seller of
goods or services obtnined with the proceeds, :

Furthermore, the local statutes of limitations will naturally control oy

as to when the claims and defenses will be extinguished. A creditoris’

therefore subject to a claim or defense for the same length of time as
the seller would be and not for the full term of the loan. This, of
course, becomes particularly relevant in the case of 5- or 10-year
Joans, such as the large ticket items that I have mentioned. The fears
of industry in regard to the duration of liakility ave, therefore, in my
opinion, also unfounded. ‘ ;

A similar fear has been expresged in regard to the extent of lia-
bility. The fear is that the rule will subject creditors to massive tort
and other liability. ;

Again, however, the rule contains its own built-in limitation upon
the Liability of creditors, which must be included in the required
notice. The consumer is thereby limited to a refund of the amount
paid under the contract. This approach is not revolutionary, but
merely codifies the existing law in most States which have addressed
affirmative claims against third-party creditors. I might include the
District of Columbia in that category. o

Although a consumer may have a claim or defense against a seller
arising out of a different transaction, that claim or defense may not be
asserted against the holder,

Tt muss also be realized that the holder is assuming certain benefits
by his status. With these must come obligations. The hope is that
crveditors dealing with digreputable dealers will either sever such ties

T
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or indemnify themselves. The latter methods are preferable to deny-
ing the consumer any protection whatever, and, as stated, the recovery
is, in any case, limited to what the consumer has already paid out of
his pocket. :

_ On balance, and in consideration of the interests of all affected par-
ties, the formula arrived at by the FTC and incorporated in the rule,
I feel, is a most reasonable one.

One last point I am briefly going to mention is the question of
effects on small retailers. i :

Some segments of industry have said that they foresee adverse limi-
tations upon the financing of unfamiliar sellers, thus erecting barriers
to their entry into the consumer marketplace. As the argument goes,
the uncertainty created by the lack of experience with their business
practices would reinforce the preexisting fear of undue costs and risk
inherent in the new rule. In my opinion, this represents a theory only,
which overlooks the wording of the rule and is unsubstantiated by
factual dats.

The rule, as worded, does not apply where the lack of connection
between a seller and lender would create wndue difficulties. It applies
only where the seller is arranging credit, either by an established pat-
{ern of referrals or affiliation.

I do not have statistics available, unfortunately, but I do feel the
calamitous consequences predicted by the industry have not material-
ized in the five or six States already possessing laws substantially akin
to the rule. '

_ Whatever reputation is enjoyed by such a seller is likely to be con-
sidered by a.creditor regarding his or its entrance into the retail mar-
ket, There are known standards which can be applied for use in sereen-
ing out undesirable investments, that is, those likely to generate con-
sumer §nevances. To the extent creditor scrutiny diminishes the sup-
ply of sheddy merchandise and practices, as Mr. Hobbs said, the rule is
performing well for consumer and creditor alike. ‘

I have just a couple of final remarks in conclusion. The industry’s
opposition to promulgation of the rule, as documented, and as heard
throughout the course of the proceedings, has been long and hard.
Examination of the merits raised reveals the conspicuous absence of
substantiation, despite the industry’s unique access to favorable data,
if any in fact exists. What evidence there is, particularly from those
States which have laws like the rule, seems to point the other way,

‘What we have before usis a good rule. It represents the first civilized
and evenhanded attenipt to return fo the consumer of this country the

right to pursue just claims and defenses, regardless of who receives the
monthly payments, but only up to the amount. actually paid by the
consmmer, ' :
_ The removal of the financer’s incentive under old law to maintain
ignorance of the seller and his merchandise will have to be replaced by
greater involvement, which must result in a higher quality of credit.

I'am confident that once creditors elect to divert their tremendous
resources and ingenmity toward assuring the integrity of sellers rather
than avoiding the rule, we will observe a marked improvement in the
quality of credit, to the shared benefit of consumer and creditor alike.

Thank you. . S '

[Testimony resumes on p. 69.] ,

[Mr. Zweibel’s prepared statement follows :]
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STATEMENT OF GEORGE J. ZWEIBEL, CONSUMER SPECIALIST,
NEIGEEORHOOD LEGAL SERVICES PROGRAM

INTRODUCTION

i i istrict of Columbia,
is George J. Zweibel. I am an attorney in the Dis L
ann(fya;aairlesnﬂy efnployeﬁ; as a st{xﬁ fi).’cf:(n:miy %Jy dNe&gggagléoS%‘];‘;eggl}gsgﬁii
Program for the District of Columbin, formerty fun ed by the Oce oai Services
‘tunity, now the Legal Services Corporation. Neighborho :
gffgo;&fiuyﬁe its counterparts across the coungry, is the primary é)rovu%ei: gf’ f:gi
legal representation to low-income 1g:o?s;h\mxers in Yg%ihgl%tg’es%ﬁt% 2;1; g lflcjnt x
the representative thereof. ave gerved I v nt 1
;%%?gdaf)sf about%wo years, during which time I ha}ve.specmlzed in .conpunJlefl lg\;v.
In addition to my admission to the bar of the District of Columbia, in Ja uen)tT:
1078, I am also admitted in Pennsylvania f(May 1973). Prior to I{xyh t?rglfood
empl’oyment, T practiced for-about two years in Pepns_ylvapm, as a nel%l or 00d
sttorney with Neighborhood Legal Services Association, in Pittsburgh, a simi
d organization.
laxilyco;liusx;ggr it%. great privilege to be afforded the opgortunity to presentdngr)
views to the House Subcommittee on Consumer Protection and Finance, an‘ 3
address a very important matter, the recently enacte(} Federal ’I'fmde. ,C(g?q is-
sion Trade Regulation Rule Concern{ng the Preservation of Consuiers aims
fenges (hereinafter called “Rule”). . .
ugggﬁgngism(assmg the Rule itself, I shall l}neﬁy examine the legal context
within twhich the Commission deemed federal intervention necessary.

1, BACKGROUND

Tore money is being taken from Americans aj‘. penpoint than by guu-
po?n%rand theypen often makes it legal—Eelen Nelson, former Consumer
Counsel for the Governor of California

. . . Ny
1eg Jones, who bought a television set on time from Dealer A, is jcota
unlz\lixl::re ({hnt’ if the set ielf—destruets one week later she may still be rsqugeg t?:
pay the X¥Z Finance Company, which purchased her gontract and note, One o
the most difficult things for & lawyer to explain to a clent such as Miss I onefs is
the continuing obligation of paying for goods which -are npnconform‘mg, defec-
tive, or even useless, And yetf, such a duty continues to exigt in many statesl.d .
Miss Jones has fallen vietim, like hapless millions before her, fo the hotdexr 1tn
due course doctrine. Under that doctrine, if 4 financer buys tl}e Promissory no c;
of o buyer from a seller of goods or gervices, in good faith, .with no know%edge (;f
consumer claims or defenses, the eonsumer must pay despite such defec s:i ats :
he had borrowed the money directly from the ﬁnanger and then tendered il d?
the geller. That the goods are useless, no longer in ems'tenee, or even unde}xvex:e §
ig irrelevant, A holder in due c%urfe iiinsu}&lted -against all defenses or claims
3 owing the note to be totally void. .
ex%ag fxl(l)(l)ggrSIiln duebcourse doctrine constitutes the heart of the law of negotmblcé
jpstruments. It was created by businessnien solely to regulqte the free flow 0
commerce among themselves, In its more than 200 years of emgtence, the doctrige
has, as intended, allowed liquidity and confidence in ecommercial paper..Over t (e1
years, the concept expanded to encompass the purchase. of consumer gqg@s ap
sevices on time as well. Consumers, however, are not in sthe' game pogutmn as
panks or other commercial paper users, In consumer tmnfsachons, the integrity
of the commercial paper market is not a concern. INonetheless, the use of prqlmis-
sory notes forces entry into this market. As a rgsult, the'holder of a neggha:bhe
instrument is free to sue a consumer on the basis of the instrument ifselz mth-
out regard for sny aspect of the underlying transaction tvhich gave rise to the
instrument. Defeating holder in dll)lle course status in the courts has always been
i 1t, at best, and often impossible. - 5
dl%gx%ef)t? mlv)hg'qe barred by local law, provisiong may also bemclpded b?f ghe
geller whereby the buyer agrees not to assert claims or _defense nga_mgt a sul s;e~
quent assignee of the seller. In those jmisdictions which haye_ ehmmateq the
holder in due course, the waiver elause has often taken over, giving the dssignee
a1l the protections enjoyed elsewheye by the former, In those ‘which have not, :(ai
holder unable to qualify as a holder in due course may still recelye full 1nsul‘£1te
if such a clause is inserted, Another device for avoiding ‘credxtor; exposure tcf}
consumer claims or defenses arising in the courge of credit sales is the use ¢
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vendor-related loans, such as referral to a lender after the customer has selected
an item for purchase. The law generally treats prearranged loans of this sort as
spontaneous transactions solicited by the borrower, rendering claims for pay-
ment wholly independent of sales agreements. The {hree devices deseribed share
the common purpose of subjecting consumers to collection actions while denying
them the opportunity to defend. Used singly or in conecert with each other, de~
pending upon the local legal climate, they have been most effective in separating
thie debt from related claims and defenses.

As indicated at the outset, it ig rather late in the game to assume that the
cousumer knows his legal rights and liabilities in the event of a post-sale legal
conflict. Add fo this the faet that consumerg are regularly induced to purchase
goods or services they neither need nor can afford, offen by the use of high
pressure tactics or misrvepresentation. The years have witnessed schemes of
consumer deception of monumental proportion, where a large number of con-
sumers were defrouded in a short period of time, their accounts sold to insulated
third parties, and the perpetrators escaped the jurisdiction with their ill-goliten
ywindfall, to invest it in similar schemes elsewhere. In such cases, devices such as
the holdex in due course permitted the perpetration of fraud or other illegality
upon all persons, not only those with sufficient quantities of cash to pay in full
before the seller vanished. Not every congumer abuse is of the grand mal variety.
Consumers frequently have complaints such as misrepresentation by the sales-
person, tender of defective merchandise, nondelivery, and so forth. In either
case, however, the consumer may share o common bond, the loss of his defenses
and right to redress forever, without even knowing if. . .

In the confext described, legislative bodies across the land have had to come
to grips with the questions: When should a third party be able to enforce a con-
spmer obligation without being subject to defenses relating to such obligation?
When, and to what degree, should a third party be liable for the affirmative
claimg of a consumer arising out of the transsction? When, and to what degree,
should a direct lender be subject to a consumer’s defenses and/or claims aris-
ing out of the transaction financed by theloan?

Legislative responses have been almost as varied as they dre numerons, To be .

.Sure, the use of holder in due course and other insulating devices, in the context
of consumer credif, have been limited or eliminated fo one degree ot another in
about 40 jurisdictions® Some simply render the holder in due’ course <doctrine
inapplicable to consumer sales transactions, but impose no restriction upon the
use of defense waiver provisions, Others restrict cut-offs of congumer rights for
9 stated period of time, during which the consumeér must communicute sale-
related grievances to the creditor in order to preserve the right to raise them
later, Nonetheless, the holder in due course survives in several states, while
insulating devices of one sort or another remain viable in most states, particularly
those ntilizing fhe vendor-related loan, o
It is in this context of variant legislative treatment by the states, with loop-
holes aplenty, that the /1.0, has atterapted to establish a national standard to
provide greater protection for consumers, :

IL FTO TRADE REGULATION RULE CONCERNING THE PRESERVATION OF CONSUMERS' .
CLATMS AND DEFENRES :

On November 14, 197G, -the Federsl Trade Commission, following more than
four years of study, including weeks of hearings and the compilation of nearly
10,000 pages of trangeript and written comments, addressed what it found to
be widespread publie doncern about the mechanical abrogation of the rights of
constmers through the use of insulation devices. That date saw the final pro-
mulgation of the Trade Regulation Rule Concerning the Preservation of Con-
sumers’ Claims and Defenses,? which became effecive May 14, 1976,

On_ the effectiye date, the Cmmission released extensive staff guidelines re-
garding the Rule, in order to facilitate compliance. The release fully discussed
the text, purpose, and mechanism of the rule, as well as which contracts must
contain the required notice provision and the placement thereof, I will draw

%&n; portions of these guidelines, insofar as they relate the meaning of the

1This figure, reported November 18, 1975, Is contained in the Pedersl Trade Commis-

%on Statement of Basis and Punrpose for the Trade Regulation Rule Concerning the

reservation of Consumers’ Claims and Defenses. 40 IR, 53508, 53508,
416 C.F.R. § 488.1 et seq.; 40 I'R, 68506, 5%, SR308

w
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i i ti ctice, within the

Rule declares it an unfair and deceptive pra , Wit e

mé[;n;as;egge{htél %s‘edeml Trade Oommdission Ah(itc’; fS(;xI:) z?r :ffeu%’e 130f;$g;?8glg§gl
i use procedures w. ¥

Sy o 1§f l‘t;lece:élfgr’s 1ega1 dnties regarding such matters as breach of

i‘ggrsgt?agngrgmud. As noted earlier, this separation of legal duties is usually

' i i L three ways: X ,
acc(%’;lpélg}ales%ﬁ%g%exgcutes g promissory note along with the eredit contract. A

gubsequent assignment then establéshes a l‘lzfll%e:dein due course, insulated by
i the Uniform Commercl . .
op(zgz;tlc%%gfslealxgl I;g‘égrporates 2 waiver of defenses provision jn the contract.

By this waiver, the buyer “ggrees’ that the enntract. will be treated like a
2 .

romi e event of assignment. R
e Al e iy s e e B T s
to payment Tegardless of what the seller ( b e st tne sellor

5 ices, to the extent that buyer’s claims an I t ’
géltlhggep?:gggs'éd to defeat or diminish the right of an assignee (creditor) to be
pa'}f‘ll;e Rule inéures that the COnSuIer créedit %‘;nt;él(gi Sgg ’g)l:':sieg's‘;er tg)]: ggr:
sumer's rights against the sellpr. This is t«:met T e nyers, subject-
notice proviston in the te';xt of all such con ﬁtc Sclef)tor e oy against he
ing any hoder 0 mor e Qefer(xls%st l%hereumler Loan contracts under
-geller, up to the amounts paid Ly the de orﬁ une réquire s otice

which the seller hag arranged direct loan financing are A e install.
i ding such notice as part of the agreement, her
fxllggtszeégg’slgghllo;ngagreement, the ultimate creditor will stand in the shoes
o o i defenses. The “claims and
i 1y, the Rule creates no new rights or defe . The d
de?éﬁgég’?arx&grred to in the notice are only those already existing under appli
: rurisdiction, '
c&%ﬁw\gﬁ ii%l %ﬁfésggé? is provide an impgrtgxgl new1 lgfx(g)t%%hi%l}fe?io(icogiggﬁgfé
i g e se
At long last, the consumer 18 protected'aba ns(1 e emind he A
with third party fingneing later to find j,hg creditor Lding bolInd eiios ave oW
the holder in due conrse doctrine or & similar device. e e o
i i ducts or services. Consumers huying
equally responsible for defg.ctwe pro e, . oy 1O o I
wets wearing out or breaking do;vn too soon. ior S froﬁx T fwinal soller,
Jief from third party creditors as was avaxla‘ e 2
?ﬁghgiéﬁs of eredit accounts mlxllst live up to the claims made about the product
i urchase by the seller. . )
at-lgl:z:;ilg?tflgg)bvious infprovemen% iil thg lot of %:tggﬁsg?f;é %ﬁlgn%n;?ﬁn;]l:xst
' 1t long and hard to obstruct promu 1 .
;?dtl":ég 2%%g1'efuteathe most important of the arguraents which have been made

on behalf of the industry.
TII. INDUSTRY ARGUMENTS REBUTTED

i { t insulation from
1 finance companies, haunted by the specter_ of los 1 .
cofs%lgigrg}lélaims and defgnses, have, in jf::oneeizt; Witth ‘thﬁil;' Sj;fl;%{())(‘)‘lf tgtgi, 2?:&532;%
01 i rtain
espoused a well-developed repertoire of evils cer 0 OO ad age of 200-
[ le. Burial of the holder in due course, 4 e rip
glfuiucérlil? Iz‘lléc%rding to the dogma, unloose frightening forces upon the already
1z e ;.‘10 , favoring neither creditor nor CORSMNET. . o
ai%%igggic zx:gde, howeger, the concerns ﬁxpr.esseg :Erézsgi%% 01; s‘ggilcxee;l‘f Iféggyt li;g
{fset the benefits ¢ he Rule. In the following ais , ]

?e[?deitr:aé points raisea in opposition to the Rule, and explain why each concern
expressed, albeit well intentioned, is exaggerated,

1. Seope and applicability of ithe rule ) ain the
repeatedly suggested that creditors are un:gble to ascertain
SQcIJfJehzilSd[b;SI’)llica%ility of the Rule, tn the extent that compliance will be difficulf
oy "

or{é\gxg%ss;lsﬂeﬁo uncertaintif “as to the requirement tha‘t sellers include ge
notice provision eliminating holders in due course and waivers o_f defertsesf 10&%
doubt concerning scope and applicabi]i’ty the;:efore concerns which sort o
transactions are also subject to the notice requirement.

: iszc? 'f%f‘eﬁaﬁ;ﬂe, Tetter dated A%ril 9, 1976, from Gerald M, Lowrle, Bxecutive Director,

(lovernment Relations, American Bankers ‘Association, to Calvin J. Colller, Chairman,
Federal Trade Commission.

65

The Rule prohibits acceptance by a seller of money obtained through a “pur-
chase money loan,” unless the consumer’s loan contract contains the provision
prefscﬁving the consumer claims and defenses. Section 483.1(d) defines the term
as follows:

Purchase money loen.—A. cash advance which is received by a consumer in
return for a “Finance Charge” within the meaning of the Truth in Lending Act
and Regulation Z, which is applied, in whole or substantial part, to a purchase of
goods or services from a seller who (1) refers consumers to the creditor or (2) is
affiliated with the creditor by common control, contract, or business arrangement.

Chairman Burns, of the Federal Reserve Board, has indicated that the
“broadness” of the definition may create uncertainty in some categories of credit,
indicating, for example, the difficulties in learning whether a referral is involved.®
The Independent Bankers Association has expressed confusion as to what con-
stitutes a ‘“cooperative arrangement” between a creditor and a seller,® More
correctly stated, these and similar concerns seek guidance as to what loopholes
remain in the wake of abolition of the holder in due course and prohibition of
defense waivers,

Questions of the sort here raised concern the most fundamentsl policy deci-
sions underlying promulgation of the Rule. Following several years of considera-
tion and the accumulation of a massive record, the Commission conecluded that
it is unfair to seilers to impose all risks of seller misconduct on buyers through
the use of insulating credit arrangements. As a policy matter, it was therefore
determined that sellers must include in credit contracts the notice provision which
would prevent separation of the buyer's promise to pay from the seller's duties. It
was similarly concluded that claims and defenses must be preserved where
sellers arrange financing for buyers through referrals to direct lenders or where
seller and lender are affiliated with each other. It was recognized that failure to
include purchase money loans would make avoidance of the Rule eagy and
certain, as evidenced by a demonstrated increase in the use of direct loans, in-
cluding “body dragging,” in jurisdictions already limiting consumer promissory
notes and waivers of defenses.

The Commission additionally reeognized that creditors have access to in-
formation concerning sellers with whom they deal which is not available to
buyers. Such creditors are deemed able fo establish means by which to shift
the risk back to the geller, by recourse arrangements, requiring warranty in-
surance, subrogation, or the like.

On the other hand, the Rule is not all-encompassing. It only regulates gitua-
tions where the loan is made by a creditor who receives referrals from the seller
or is affilinted with the seller by “common control, contract, or business ar-
rangement.” Cognizant that the complexities of the consumer credit market
would inevitably lead to questions as to the meaning of “purchase money loan”
financing, the Commission pamphlet of staff guidelines on the Rule included
seven pages of discussion of the scope-of the Rule in most typical loan situations,

In my opinion, the exemption of any device from coverage by the Rule invites
the ghift of more questionable sales in that direction. If the finance industry
is to earnestly assure the quality of its consumer credit, there should not even

exist the temptation of ghifting from one sort of lending scheme to another to
shirk that responsibility. I believe the Rule, if anything, leaves too many loop-
holes open for such experimentation. But, so far as it goes, the Rule is reasonably
explicit and, with the addition of the staff guidelines, should not cause significant
confusion to lenders.

2. Effects on the cost and availebility of credit

YWe are warned that the Rule will'open a Pancora’s box in the consumer credit
arena. Among the predicted results are the drying up of the supply of credit,
accompanied by an inerease in the cost of the credit available. Some perceive a
threat to the very growth of retsil trade in this country. To my knowledge, no
smidgen of evidence in support of such fears has come to light in the first three
monthg during which the Rule has been in effect. More significantly, I know of no
data on record which supports such fears in states with laws substantively simi-
lar to the Rule. This is significant, particularly in light of the fact that industry

S Letter dated May 5, 1976, from Arthur I'. Burns, Chairman, Board of Governors of

the Tederal Reserve System, to Calvin J. Colller, Chairman, Federal Trade Commission,

9Statement by Charles O. Maddox, Jr., President, Independent Bankers Association,

g%g’gl l%\tiay 27,1978, addressed to all members of the Xouse and Senate Banking
ees.

&
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has access to such data. It logically follows that industry’s choice not to produce
such data owes to the fact thatit is not supportive of its position. o

On July 2, 1976, Chairman Annunzio, of the House Consumer Affairs Sub-
committee, addressed the House of Repregentatives concerning the claim that
credit is “drying up” following implementation of the Rule’ The cage was well-
stated by Chairmfan Annunzio: “It appears to be just another case of the lobbying
groups erying ‘wolf’ or doing a good imitation of Chicken Little's ‘the sky is
falling' routine.” S .

Unlike the industry, however, Chairman Annunzio olfered a factual Dbasis
for his conclusion. His staff had telephoned more than 100 automobile, furni-
ture, and home improvement businesses located in the DdMstrict of Columbia,
Maryland, and Virginia, to inguire as to whether the rew rule was. causing
any major problems. The overwhelming response iwas fu the negative, Addi-
tionally, banks, ag well as the Ameriean Bankers Association itself, had begun
advertising their infention to substantially increase the financing of aew auto-
mobiles for consumers, which loans would come squarely under the new rule.

‘In light of the faregoing, it is safe to say that the faets available contradict
the predictions of doom oifered by financers. The expressions and actions of
the regulated themselves are to the contrary, No substantiation has been offered
in support of'the fears expressed. :

3. Duration of creditor’s Liability.

Particulny concern has been voiced over what is perceived to be potential
1liability of indefinite duration under the Rule, especially in the context of the
sale of large ticket items customarily financed over a lung period of time, such
as mobile homes and boats. It is contended that the ereditor, who will be faced
with cor*‘nuing exposure to liabjlity over several years for consumer claims
and defenes nssertible against the seller, will stmply restrict the availability
of credit for such purchases. To remedy this, it is suggested that liability be
limited to a “reasonable” number of years, - ) )

Illustrative of the industry position is a statement dated May 27, 1976, pro-
pared by ihe president of the Independent Bankers Association, and addressed
%o all members of the House and Senate Banking Committees. It is fhere stated
that lenders will “be liable for a produce long after the manufacturers’ warranty
hiag expired,” citing the following example :

~ Tror instmnee; mobile home loans, which account for 909, of all home loans
under $20,000; generally have a term of 5-10 years. Yet the average manu-
facturer’s warranty on a mobile home is 12 months. This means the lender
is being forced to guarantee {he product long after the maaufacturer will
po longer stand behind it, Surely this is unfair. - -

The retort to this argument is guite simple. The Rule itself ig explicit in
subjecting 2 holder only to “ail claims and defenses ~vhich the debtor could
asgert against the seller of goods or services obtdined with the proceeds.* The
Jender is not subjected, for example, to providing a guavanly any longer than
the manufacturer, Wurthermore, the local statute of limitations,will control
a8 to when claims and defenses will be extinguished, The lender insthe five-t)-ten-
vear mobile home loan sitcation would only be subject to- suif for breseh of

Svarranty for the statutory period governing contracts, usumally two 04 three

years from the date of the breaclh. The ereditor is therefore suljject to/a dlaim
or defense for the same length of time as the seller would be, and pst the full
term of the loan. : : e
The fears of industry in regard to the duration of liability are therefore
unfoynded. . o T

4. BExtent of Uability ’ o

Banks and finanee companies have also expressed the fear that the Rule will

subject them to massive tort end other Jiability, Remedial measures suggested

include the exclusion of all tort claims from the ryle or, alternatively, exclusion
off such claims as personal injury or properfy damage arising from the goods
and services purchased, It is felt by industry that the latter sort of claims have
1o relation to the unfair practices addressed by the Rule.

~ In response, it must be stressed that the Rule containg its own buili-in
limitation wpon the liability of creditors, which must be included in the re-
quired notice: :

Recovery tereunder by the <ebtor shall not exceed’ amounts paid by the'
debtor hereunder. In other words, in the event that an affirmative recovery is -

7 Congressional Record—House, H7288, July 12, 1976,
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gsought from a cxeditor, the consumer is limited to a refund of the amount paid
undey .thg contract. Such an approach is not revolutionary, hut merely codifies
the existing law in most states which have addressed affirmative claims against
third: party _credxtors:" Of course, the consumer may assert, by way of claim or
de:gir:;(i: a right not to pay all or part of the outstanding balance owed to the
cre ; : : : . ‘

In aceordpnce with the foregoing, where a. seller’s conduct gives rise to dam-
ages exceeghn_g What bas been'paid under the contract; the consumer may elect
to-sue to lgquxdate _the unpaid balance and recover the amount already tendered
or de.fend in.a creditor collection action. In no instance can the consumer recover
additional damages, of a consequential or punitive nature, for example.

Importantly, although a consumer may have a claim or defense against a .

seller riging out of a different transaction, that claim or defense could not he
asserted against the holder. The holder’s obligations pertainconly to the transac-
tions he finances, , ’

As to the lability which is Incurred, it must be realized that the holder is
assmnin_g certain benefits, including purthase at less than face value presum-
ably. With these must come obligations. The hope is that creditors dealing with
disreputable dealers will either severe such ties or indemnify themselves, The
latter methods are preferable to denying the consumer any protection whatever
and, as stated, the recovery is, in any case, limited to what the consumer has
already paid out of his pocket. :

On balance, in consideration of the interests of all affected parties, the formula
arrived at and incorporated in the Rule is 2 most reasonable one.

5. Effects an small retailers

Sowne segments of the industfy foreéeé adverse limitations upon the financing

of unfamiliar sellers, thus erecting barriers to their entry into the consumer
marketplace, as well as refucing the diversity of credit sgurces available fo
consnmers. As the argument goes, the uncertainty created by the lack of expe-
rience with their business praectices would reinforce the existing fear of undue
costs- and risk, In my opinion,-this represents a theory only, which overlogks
the wording of the Rule and is unsubstantiated by factual data. ST
In promulgating the Rule, the Commission recognized the need to insure the

‘availability of mnltiple credit sources, It i for this reason that the Rule, as

worded, does not apply where the lack of connection between the seller and
lender would create undue difficulties. It applies only where the seller is arranging
credit, either by an established pattern of referrals oy affiliation. : }
. The ealamitous consequences predicted by the industry have not materialized
in the states already having laws substantively akin to the Rule, On the contrary.
this appears to be one more “Ohicken Little” pronouncement of the sort usually
wncountered in excess in the face of any new consumer credit regulation. Despite
the last decade’s proliferation of credit regulation at every level, federal, state,
and local, that'peyiod has yvitnessed an accompanying doubling of the value of
’een_sumer credit, including a disproportionate increase by commercial banks.’
This occurred despite the recurrent doomsday predictions of creditors. Lo
I also think it unlikely that whatever reputation is enjoyed by individuals who
become new entrants into the refail market will not be compared fo known.
standards for screening out undesirable dnvestments, that is. fhose likely to
gemarate consumer -grievances. To the extent that creditor scrutiny diminishes
the supply -of shoddy merchandise and practices, the Rule is performing well for

consumer and ereditor alike; -
6. Procedures used to promulgote the rule

Thi Independent. Bankers Association has advocated requiring the »T1.C. to. .

reissue it rule, observing the strict legislative rulemaking procedures of the
Moss—hiagnuson Act. Such a requirement is embodied in g I(;4:2, which would
revoke the Rule but allow subsequent promulgation in accordance with the new
procedural requirements of the Act (15 U.S.C. §57a). Unlike the previously
diseussed issues, this contention concerns the procedures utilized in promulgating
ﬂl& i{mf{' zind 1ot the sutl)s_tancethexeof. . ‘ e ‘
e Rule-was promnlgated pursuant to Section £02(e)- '
reads, in pertinent part, as follows: , L Be) (1) Of» tl;e Act_, e

8 8ce, for erample, D.C. Code § 28-8808 (1! $
® Federal Reserve Bulletin (Aﬁxgust 1974() .973 ed.):
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Any proposed rule under section 6(g) of gach Act with respect to which.

presentation of data, views, and arguments was substantially completed
before such date may be promulgated, in the same manner and with the same

validity as such rile could have been promulgated had this sgction not bheen -

engcted. . S ‘ o .
In light of the above provision, the decision of the Commission to promulgatq the
Rule, where the “presentation of data, views, and arguments was substantially
completed” before the date of enactment thereof, -wag ‘entirely proper and

permissible under the Act. The cited provision embodied the intent ,qf Congress -
to the effect that substantially completed records need not be the subject of new -
proceedings using the newfrpruceduxe‘s, presumably in the interests Qf'conserv;ng .

time, resources, and tax dollars.

Attacks have been made onthe quality of the record which led to fhe promulga-

tion of thé Rule. In fact, all interested parties were sccorded the opportunity -

to file written data, views, and arguments at many junciures following the in}tia’l
publication of proposed rulemaking in 197LY In addition to #Hecepting twritten

comments for some 24 years™ public hearings were held in New York, Chicago, -

and ‘Washington, D.C0. in June through September, 1971, and in Chieago and
‘Washington, D.C. in March and May, 1973, for a total of 17 days of hearings
in all.® In the course.of two rounds of hearings, every party who expressed 2
desire to presenti/views was given an opportunity to do so. In all, 2,250 pages
of transeript were taken, plus 7,362 pages of written comments, for a total record
09,612 pages. : S - "

The public record -elicited pointed.up the need for meaningfil. federal inter-
vention in the area under investigation. As a result, the Rule was promulgated

November 14, 1975, with a.length statement of basis and purpose, which thoroughly

reviewed the informsation, datn, and testimony received in the course of the

proceedings, including a statement of purpose for each provision with’ the reasons °

for any revisions adopted.”

The suggestion that the Rule be revoked and re-promulgated following more -

formal procedures is in clear contravention of the intent of Section 202(c) (1).

It also demonstrates callous disregard for the already overburdened faxpayer, -

in light of the astronomical costs likely to be incurred in such a venture, Were
I g legislator, I would not need to deliberate very long in deciding whether to
saddle my constituents with such a bill, particularly where in return I could
offer only & return fo the “bad old days” of consumgy impotence at the hands
of insulated creditors. Furthermore, the reprieve fér creditors sould in all
probability be temporary, notwithstanding the loss of time and tax dollars in
favor of nominal procedural niceties. I think that logic requires instead that we

build upon a basically good rule, promulgated in response to a massive record of -

consumer exploitation without redress, smoothing the rough edges as they appear.

CONOLUSION

The industry’s oppesition to promulgation of the Rule has been long and hard,

Bxamination of the merits raised, however, reveals the conspicuous absence of
substantiation, despite the industry’s access to favorable data, if any_ exists,
‘What evidence there is, particularly from those states which have laws like the
Rule, points the other'way, as I have attempted to demonstrate. ) :

‘What we have before us is a good rule. It répresents the first civilized and’

even-handed  attempt to return o the ‘consumer of this country the right to
pursue just- claims and defenses, regardless of who receives theé monthly
payments, but only up to the amount actually paid by.the consumer. e

TLogie nlso favors the Rule, It is designed to make it less profitable to en{gage'

in activities which create claimg and d2fenses. Thé removal of the financer's
incentive under 0ld law to maintain ignorance of the seller and his merchandise
will have to be replaced by greater involvement, which must result in a higher
quality of eredit, The ltope js that the financer will shift the costs of seller-

16 The proposed rule was published in the Federal Register for comments and hearings
thereon on January 26, 1971 (36 F.R. 1121). Ag a result of the publie record which
ti%"}?aw&ds' ]% It;evgig;()l version of the rule was proposed in the Federal Reégister on Jdnuary &,

1 The closing date for the submission of written comments by interested parties was
June 11, 1973 538 PR, . : 5

12 See 36.10R. 8502, 7485 ; 87 FLR. 8600, i

1340 F.R. 5850653520, :
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related claims and defenses back to the geller. Bven in instaﬁées where this
cannot be done, which should be relatively fey, it is still better that such costs

be borne by the financer, and spread to his customers, th indivi
consumer. ! , than by the individual

Iam conﬁdpnt that. once greditors elect to divert their resources and ingénuity
toward assuring the integrity of sellers rather than avoiding the Rule, we will
observe 4 marked improvement in the quality of credit, to the shared benefit of

consumer and creditor alike,

Mr. Meroarrn. Thank you, Mr. Zweibel. If you noti t
bell. T have to get overto gle floor. yom notice, thot was the

]31\?' %{[E‘WEBEL Certainly. '

r. MErcALrE. Thank you very much. I appreciate it. I am sorr
e have to cut it short, but we will submit .thegé9 questions to you. v
Cth}e subcommittee will stand recessed subject to the call of the
air, ‘

[Whereupon, at 5:35 p.m. the hearing was adj 1 ]

el g ereupon, 3 I 'y journed, sT1b3ect to the

e

B
ui




CONSUMER CLAIMS AND DEFENSES

TUESDAY, AUGUST 31, 1976

Housn or REPRESENTATIVES,
Coymrrrer oN INTERSTATE AND Formien COMMERCE,
Suecommrrres oN Consumer ProTECTION AND FInawoe,
Washington, D.C.

The subcommittee met at 2:20 p.m., pursuant to notice, in room
2322, Rayburn House Office Building, Hon. William M. Brodhead
presiding. [Hon. John M. Murphy, chairman.]

Mr. Broprzap. My name is William Brodhead. I’'m a member of
the subcomumittee, the chairman is Mr, Murphy, and the ranking mem-
ber is Mr. MeCollister, They are appearing before the Rules Com-
mittee and. are expected to be here ﬁlortly. ‘

Today, the subcommittee will conduct its second and final day of
oversight hearings on the Federal Trade Commission’s rule ont pres-

ervation of consumers’ claims and defenses, the holder in due course

rule.

The first day’s witnesses made a strong case for the rule. The Federal
Trade Commission witness, Margery Waxman Smith, Acting Director
of the Bureau of Consumer Protection, was an extremely effective
advocate for the rule, in the face of prolonged and demanding ques-
tioning by our ranking minority member. ‘

Mrs. Smith pointed out that Commission procedures in promul-
gating the rule conformed to the dictates of the Magnuson-Moss Act,
despite the fact that substantially completed rules, and the holder in
due course rule in particular, were excluded from application of the
Magnuson-Moss Act procedures. The Federal Trade Commission held
five sets of hearings in different cities, during which all interested
persons were permitted to submit questions to the hearing examiner
go that he coul(l cross-examine witnesses. The FTC compiled a record
of oral and written testimony which runs almost 10,000 pages.

I might add that testimony from the Federal Reserve Board is
conspicuously absent from the record. The FED, which has expressed
some concerns about the rule, did not formally raise their objections
until more than 5 years after the rule was first proposed and 514
months after the rule was actually promulgated. To be exact, the FED
didn’t write to the FTC until 10 days before the rule became effec-
live. Clearly, application of the Magnuson-Moss Act would not have

helped the FED malke its case.’

. During the first day of hearings, the subcommittee received a study
from the independent firm of Yankelovich, Skelly and White, Inc.,
with which the FTC had contracted, and which revealed that the

Commission’s rule was having little or no impact on banks’ willing-
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ness to extend credit under the new rule. While other less formal and
detailed studies were alluded to in the first day of hearings, and more
will be considered today, the Yankelovich study has particularly high
credibility because it was not conducted in-house. . .
[The study referred to is printed as an appendix to this hearing,
L211. :
P Mr. ]BRODHEAD. Today’s witnesses all raise questions regarding var-
jous aspects of the rule and its probable effects. T am hopeful that we
can establish a dialog which will identify specific problems with the
TTCs rule so that they can be remedied.
At this point T want to enter into the record, as though read, a state-
ment of James T. Broyhill, Member of Congress, and member of the
full committee. Without objection the statement will be entered into

the record at this point.

STATEMENT OF HON. JAMES T. BROYHILL, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF NORTH CAROLINA

Mr. Brovmmr. I would like to thank my colleagues for providing
me an opportunity to express my views regarding FTC’s Holder in
Due Course rule and to explain the purpose of ILR. 15082, legislation
spons%red by Mr. Johnson of Pennsylvania, Mr. McCollister, and
myself, ‘

The problems which are bing encountered with this legislation actu-
ally stem from two areas, the rule itself and the method of promulga-
4ion. While I shall not address content in great detail, T am of the
opinion that there are several potential shortcomings of the FTC pro-
“posal whichk demand further inquiry..

" My primary concern as a Member of Congress, however, is the
method by which this rule was implemented. Through passage of the
Moss-Magnuson Act in 1975, Congress explicitly laid out the criteria
by which the Federal Trade Commission could promulgate regula-
tions. Under the terms of section 18 of the act, the Commission may use
no other authority but that contained in section 18 to write trade rules
of general applicability. Section 18 rulemaking procedures were spe-
cifically written to clarify the FTC authority to write trade rules that
have the force and effect of law. The FTC, however did not use the
procedures spelled out in section 18 which require that FTC:

First, publish a notice of the proposed rule together with a statement
of the particular reasons for the proposed rule.

Second, permit interested parties opportunity to submit written
views on the proposed rule. _

Third, provide an opportunity for public hearing and to permit
cross-examination of witnesses if there are disputed issues of material
fact and the Commission determines this is required for a full disclos-
ure of such issues.

Tourth, accompany any final rule with a statement containing the
conclusions of the Commission as to basis and purpose of the rule. Such
statement shall include & statement as to the prevalence of acts and
practices covered by the rule and the manner and context in which such
‘acts or practices covered by the rule are unfair or deceptive. Also the

statement shall include the economic impact of the rule. taking into
account the effect of the rule on small businesses and the consumers.

Fifth, in the event the rule is challenged in the courts, hold the rule
unlawful if it is not supported by substantial evidence in the entire
rulemaking record taken as a whole.

Mr. Chairman, these are the requirements mandated by Congress.

These procedures were not followed by the FTC presumably because

a part of the rulemaking procedure had been completed prior to the
passage of the Moss-Magnuson Act which recognized the problem of
in-process rulemaking. What disturbs me is that the FTC, recognizing
that considerable work yet remained to be done prior to adoption of the
holder in due course rule and clearly aware of Congressional intent
as expressed in the Moss-Magnuson Act, proceeded under the old rule-
making procedures which did not afford interested parties full oppor-
tunity to air their views and to assure that these views were acted upon.
T believe that if the Commission had followed the procedures of the
Moss-Magnuson Act which I have just outlined, this rule probably
would have been adopted in an amended form. The predictions that
were made—warning the FTC that this rule would drive up consumer
costs, have a significant impact on small business, and dry up sources
of consumer credit—are, I believe, coming true. There appears to be a
mounting record of evidence both from the Federal Reserve and from
constituents of several Members of Congress which documents the ef-
feets this rule is having. Even the Chairman of the Federal Reserve
Board has asked for some extension so that further study could be con-
ducted. This would not have happened if the Moss-Magnuson proce-
dures ]imd not been bypassed and Chairman Burns’ warnings not
ignored.

_ Mr. Chairman, T believe that if we establish guidelines for rulemak-
ing we must see that those guidelines are followed. When experts pre-
dict damaging effects upon our Nation’s credit system, and when evi-
dence begins to accumulate supporting these predictions, we must give
proper consideration to the consequences. We must show the Federal
agencies that Congress has not delegated carte blanche authority to
write or alter the law, especially in the midst of protests from those
who are to be affected.

I and my cosponsors rise not in opposition to this rule, nor de we
attempt to repeal it. Our legislation, FL.R. 15082, will only suspend
its effect pending adequate study and review of this rule and the con-
sequences it will have upon consumers and creditors alike.
. We ask that you permit the General Accounting Office to study the
implications for a limited time, and then report back to Congress as
well as to the FTC who will decide to revise, repeal, or reinstate the
rule. This will not retract rulemalking authority already granted. It
will, however, follow the spirit of the law and the intent of Congress
as 1f})emged in the hg)ss—Magnuson Act. °

Ir. Bropmeap. Our first witnesses will be a panel representing

the National Savings & Loan League and the T.S. Iieacrue (Pf Savflllléz
Associations. =

Qentlemen, if you will come forward.

Now, would you identify yourselves for the record?
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STATEMENTS O0F BURLEIGH TRIMBLE, ON EEHALF OF THE US.
LEAGUE OF SAVINGS ASSOCIATIONS, ACCOMPANIED BY J. WIL-
TLIAM BRENNAN, ASSISTANT WASHINGTON COUNSEL, AND
DAVID E. DEVOL, ON BEHALF OF THE NATIONAL SAVINGS &
LOAN LEAGUE, ACCOMPANIED BY HARDING WILLIAMS, GEN-
ERAL COUNSEL

Mr, Trovsre. My name is Burleigh Trimble and I represent the

T.S. League and I have with me Mr. Bill Brennan, assistant Wash-

ington counsel for the U.S. League, Washington office.

Mr. Broprzap. I see. Welcome. And you are, sir? )

Mr. DrVor. David DeVol, senior vice president, San Diego Federal
Savings & Loan and I am accompanied by the general counsel of the
National League, Mr. Harding Williams. i

Mr. Bropimap. Welcome. We're glad to have you with us. In
view of the fact that the House is now in session I think that the most
fruitful procedure for us to follow here today, will be for you to give
a brief oral summary of your statement. Then we will enter your
statement in full in the record, and it will be available and circulated
to all the members of the committee.

Who is going to go first ? o

Mr. Trimere. I can lead off, Mr. Chairman.

Mr. Broouzrap, All right. . .

Mr. Trosie. Mr, OTmirman, my name is Burleigh Trimble and
T am loan officer in charge of improvement loans for Iberia Savings
& Loan Association, New Iberia, La. and I appear todazy ab the
request of the U.S. League of Savings Associations. We appreciate
this opportunity to.comment at your oversight hearing regarding the
TT(s trade regulation rule entitled “Preservation of Consumer's
Claims and Defenses.”

Since the rule applies only to “purchase money loans” for the
acquisition of consumer goods and services, its application to the
savings and loan business is primarily in the area of mobile home
and home improvement lending. To a much lesser extent, it would
affect loans for educational purposes and consumer loans in those
few jurisdictions where State chartered associations are permitted to
malke such Joans. -

With respect to the tvpes of loans mentioned ahove, the RT(Ys
new regulation would subject our associations to all claims and de-
fenses which the debtor could assert against the seller when there
is a continuing business arrangement between the seller and the asso-
ciation, or where the seller is deemed to be affiliated in some way with
the association. ' . i

One of our clief problems with the new rule is that it exposes our
institutions in those areas mentioned above to an open-ended type
of liability up to the extent of the selling price of the merchandise
which includes the face amount of the debt plus the down payment.
Tyuth-in-Lending, the Fome Mortgage Disclosure Act, the Real
Tstate Settlement Procedures Act, the Fair Credit Reporting Act
and the Employee Retirement Income Security Act are all closed
ended because both the statutes and regnlations exist on a Federal
level and their effect on lenders and their customers can be viewed

in the context of a statute with specific regulatory provisions. The §
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new F'TC rule, however, predicates liabiltiy on claims arising under
any Federal law, State law, warranty, provision, ete, which, for our
purposes, are related to the production, sale and financing of mobile
homes, home improvements, consumer goods or educational loans., A
good example of the potential extent of liability concerns a recent
oceurrence: in Colorado involving attic insulation, promoted by &
local public utility. Insulation, which was thought to be adequate,
was placed in more than 1,700 homes before it was discovered that
it did not meet thermal performance and fire safety standards and
in fact, was responsible for several attic fires. Under the FTC's new
rule, an association finaneing a number of home improvement Joans
involving this type of insulation would be exposed to significant
liability for a defect which could only be ascertained by extensive
tests or extensive technical knowledge beyond the purview of the
association. Obviously, the FTC’s rule can only caunse & significant
decrease in the availability of credit for these types of loans, as well as
a significant increase in the cost of borrowing to the consumer.

In addition to exposing savings and loan associations to.an un-
limited basis for liability, the F'T'C’s new rule contains no time limita-
tion on the period which Jenders may be liable other than the actual
term of the loan. Federally chartered savings and loan associations
are currently authorized to make loans on the security of mobile homes
for a term of up to 15 years: Likewise, Federal associations are per-
mitted to make loans for the purpose of home improvement, alteration,
repair or equipping for a similar period. Under the FT(’s rule, if the

seller goes out of business at any time during the term of the loan, the

lending institution which holds the contract becomes the sole guaran-
tog of the goods. It is obvious that in many cases defects might result
from the passage of time and even though he may not have the power
to o so under the rule, the consumer may attempt to exert kis rights
by merely stopping payment on the obligation. In such case, the only
way the lender can canse payments to be resumed would involve ex-
pensive court litigation. Toward the end of the 10- to 15-year obliga-
tion, the size of the remaining unpaid balance would not justify the
expenses attendant to litigation.

Because of the long-term basis for most mobile home and home im-
provement loans, the effect of the FTC’ rule will be to force savings
and loan associations to deal with only the most financially sound
mobile home dealers and home improvement specialists, and avoid
dealing with new products and new sellers in the market even though
this Iatter group may have good products and services to sell.

Amnother issue of concern to our business is that the FTC’s rule
would subject our institutions which hold the types of consumer eredit
contracts previously diseussed to potential tort liability. Claims of

this nature have no relationship whatsoever to the type of unfair prac-

tices which the FTC’s rule.addresses nor has the Commission produced
evidence which would provide any valid reason for holding the lender
liable for probiems traceable to the manufacturer of the produet.
The Commission’s view is, of course, that the creditor stands in the
shoes of the seller. However, this disregards the fact that regulated
financial institutions are not:in a position which enables them to assume
the same risks as manufacturers and sellers. The latter ave entre-
preneurs in the strict sense and their shareholders risk their capital in
80-930—77—6
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return for potential profit. Financial institutions are not entrepreneurs

‘to the same degree. They operate with other people’s funds and must
maintain a more conservative posture which is clearly set forth by the
law and regulation which governs their operations. :

Congress has in many instances provided specific exemption from
tort liability; a good example being scetion 170 of the Fair Credit
Billing Act. We feel that such an exemption is necessary here in order
to maintain lending costs at reasonable levels. ‘

In 4 related aves, it should be noted that the Commission’s regula-
tions contain no requirement that a good, faith attempt be made on the
part of the purchaser to recover from the seller for a product defect
before suing the holder of the contract. Such a requirement would be
a more expeditious way to solve the consumer’s problems. If this is not!
the case, many of our institutions will be forced to purchase expensive
product liability insurance which will increase the financing costs to
purchasers. The rule should be amended to limit holder liability to
those instances where the consumer is unable to obtain satisfaction
from the seller. Tt should also be noted that there is precedent for such
rule in the Fair Credit Billing Act which requires a good faith effort
by the consumer to make an initial effort to resolve his problems with
the seller,

The Commission apparently intends that State law be preempted
across the board. Unfortunately, there are many problems which stem
¥rom such preemption. : S

For example, it is very difficult to write a rule which fits into the
bread framework of each State’s statutory framework and causes no
unintended problems. A good example, in the case of the FTC’ rule, is
that some States have small loan laws which prohibit a person from
owing more than an established amount to a small lender. :

The legislative history of the FTC Improvements Act of 1974
clearly indicates that it was not the intention of Congress that Federal
Trade Commission trade regulations rule authority be so broad as to
permit unilateral preemption of State laws. L

The Commission’s final rule, howsver, does not merely cover breach
of warranties, misrepresentation and fraud, it covers all claims and
defenses which a consumer might have against the seller. By going
beyond its intended scope the rule greatly increases the potential for
conflicts with States as well as other Federal laws, In fact, it is our
understanding that the rule conflicts directly with the FHA title I
mobile home lending requirements. Revisions are needed to confine

" the rule to the scope initially expressed by the Commission.

Our written statement discusses the economic impact of the FTC

rule.
At the same time the FTC announced its rule affecting sellers, it

proposed another rule which could require creditors who make pur-
chase money leans to include in their financing agreements a similar
notice to that required in sales contracts by the seller rule.

We oppose the FT(’s new proposed rule for several reasons. ™irst,
the Commission has presented no compelling evidence which incicates
that savings and loan associations or banks have engaged in unfair or
deceptive practices. Next, our lenders are closely supervised by the

‘Tederal Home Loan Bank Board which is the Federal financial regu-
Iatory agency specifically charged by Congress with that responsibil-

o
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ity. To add another layer of bureaucratic vedtape to a business which
i% fxlre}ady adequately regulated is both unwarranted and unreason-
able. : v
The financing of homes constitutes an entirely separate area that
has been recognized by Congres and Congress action to create a spe-
cial mechanism to supervise and monitor institution mortgage and
home lending activities. The fact that the Commission apparently
has found that unfair and deceptive practices exist in certain types of
sales situations is not relevant in determining whether such practices
exist with respect to loans financed by savings and loan associations.

Interpretative guidelines published just before the seller rule be-
came effective indicated that sales of interests in real property are not
within the scope of the rule. We assume that the same would be true
of the proposed rule. However, the question of whether the rule covers
home refinancings is left unanswered. At the very minimum we feel
that all housing and housing related loans should De specifically omit-
ted from the rule itself and that as federally regnlated financial insti-
tutions, savings and loan associations should be treated equally with
commercial banks. »

Ithank you very much, Mr. Chairman.

[Testimony resumes on p. 81.] ‘

[Mr. Trimble’s prepared statement follows :]

STATEMENT OF BURLEIGE TRIMBLE ON BEHALF OF THE UNITED STATEs LEAGUE oF
SAVINGS ASSOCIATIONS

My. Chairman: My name is Burleigh Trimble and X am Loan Officer in chargé '

of Igprovement Loang for Iberia Savings and Loan Association, New Iberia
%ﬂu}smna, and I appear today at the request of the United States League of
Savings As.soquhons.l_We appreciate this opportunity to comment at your Over-
gight Hearings regarding the WTC's trade regulation rule entitled “Preservation
of Co‘nsum,er’s Olaims and Defenses.”” This rule specifies, among other things,
that it shall be an unfair or deceptive act or practice for a seller to accept the
moceegis of any “purchase money loan”, unless the congumer credit contract
made in comlecgion thh the loan contains a prescribed notice that the holder
of the congract is subject to all claims and defenses which the consumer could
assert against the seller. The term “purchase money loan” is defined to include
4 loan where the proceeds are used by the consumer to purchase goods or services
from a seller who either refers customers to ithe creditor or is “affiliated with
the ereditor by common control, contract or business arrangement.”

Application of the rule to sovings and loan associations

Since the rule applies only to “purchase money loans” for the acquisition of
consmner goods and services, its application to the savings and loan business.is
primarily in the area of mobileé home and home improvement lending. To & mueh
lesser .extent, because of their dollar involvement, it would affect loans for
educational purposes and consumer loans in those few jurisdictions where state-
chartered assoclations are permitted to make sueh loans. In order to more ac-
curately describe the involvement of savings and loan associations in' such
%gt;wtxes: as of December 81, 1975, our institutions had invested an aggregate of
w-,-43,000,000'm mobile home loang and $2,228,000,000 in home improvement
lonns, Bducational and eonsumer loans totalled some $759,000,000,

1The United States League of Savings Assoeidtions (formerly the United States Snvi
gggrl;;gun League) has a. membership. of 4,600 savings and lou% nssoelnﬂbué, ge%sresg'gt?fg
RS percent of the assets of the sayings and loan business, League membership includns
¥pes of associations—federal and stote-chartered, insured and uninsured, stock  and

‘mufual. The principal officers are: Robert Hazan, : Presldent, - Portland, Oregon: John

Hardin, Vice President, Rock 3ill, South Caroling; Tom B, Scott, Jr., Legisl

i ) ) . JT., tive O -
?2?}’1 Jackson, Mississipp], Norman Strunk, Hxecutive Vice Presgident. cﬁicnt;o.‘ eIlHIx]l%ii;,
P ‘il:r Bdgeworth, Director—Washington Operations: annd Glen Troop, Legislative
thg%"v' 3;‘1111'.«!1;féggeolﬁ%gg?suilgtﬁsdnrg 1“71;0&1)11 X, Wageker Drive, Chlcago, Tlinois 80801: and
Telentione (503) vanc s 130: cated a: NgﬁYork Avenue, N.W., Washington, D.C, 20006 ;
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IWith respect to the types of loans mentioned above, the FLC's new regulation
would subject our associations to all claims and defenses which the debtor could
assert against the seller when there is o continuing business arrangement be-
tween fhe selier and the ngsociation, or where the seller iy deemed to be affiliated

in some way with the association.

Rule provides “open-ended” lability

One of our chief problems with the new rule is that it exposes our institutions
in those areag mentioned above to an “open-ended” type of ligbility up to the
extent of the face amount of the debt plus interest. Truth-in-Lending, the XMome
Mortzage Disclosure Act, the Real Hstate Settlement Procedures Act, the Fair
Credit Reporting Act and the Imployee Retirenient Income Security Act, ete.
are all Yelosed ended” because both the statutes and regulations exist on a
foderal level and their effect on lenders and their customers can be viewed in
the context of a statute with specific regulatory provisions, The new FTC rule,
however, predicates liability on claims arising under any federal law, state law,
warranty, provision, ete. which, for our purposes, are related to the production,
sale and finaneing of mobile homes, home improvements, consumer goods or
educational loans. A good example of the potential extent of liability concerns
a recent oeeurrence in Colorado involving attie insulation. Insulation, which was
thought to be adequate, was placed in more than 1700 homes before it was dis-
covered that it did not meet thermal performance and fire safety standards and
in faet was responsible for several attic fires. Under the FTC’s new rule, an
association financing a number of home improvement loans involving this type
of insulation would be exposed to significant liability for a defect which could
only be sscertained by extensive tests, Obviously, the PT(s rule can only cause
a significant decrease in the availability of credit for these types of loans, as
well as o significant inerease in the cust of borrowing to the consumer;

Rule provides no reasonable time limit for lenders

In addition to exposing savings and loan associations to an unlimited basis for
liability, the FLC's new rule contains no time limitation on the period which
lenders may b liable other than the actual term of the loan. Federally chartered
savings and loan associations are curreuntly authorized to make loans on the
security of mobile homes for a term of up to 15 years. Likewise, Federal associa-
tions are permitted to make loans for the purpose of home improvement, aler-
ation, repair or equipping for a similar period. Under the FTCs rule, if the sellex
goes out. of business at any time duving the term of the loan, the lending institu-
tion which holds the contract becomes the sole guaranfor of the goods. It is
obvicus that in many cases defects might result from the passage of time and
even though he may not have the power to do so under the rule, the consumer
may attempt to exert his rights by merely stopping payment on the obligation,
In such case, the only way the lender can cpuse payments to be resumed would
involve expensive court litigation. Toward the end, of a 10-15 year obligation
e size of the remaining unpaid balance would not justify the expenses attendant
to litigation. -

Because of the long term hasis for most mobile home and home improvement
1oans the effect of the FTC's rule will be to foree savings and loan associgtions to
deal with onl¥ the most financially sound mobile hiome dealers and home im-
provement speeialists, and avoid dealings with newcomers to the market even
though this latter group may have good products and services to sell.

Rule provides no exemption for tort claims

Another issue of concern to our business is that the ¥TC's rule would subject
onr institutions whieh hold the fypes of consumer credit contracts previously
discussed to potential tort liability. Claims of this nature have no relationship
whatsoever to the type of unfair practices which the F'TC's rule addresses nor
has the Commission produeced evidence which would provide any valid reason
for 1hol;liug'; the lender liable for problems traceable to the manufacturer of the
product, :

The Comnission’s view is, of conrse, that “The creditor stands in the shoes of
the seller” (Federal Register 5/14/75, page 20023) ; however, this disregards the
fact that regulated financial institutions are not in a position which enables
tliem to assume the same risks as manufacturers and sellers, The latter are entre-
preneurs in the striet sense and their shareholders wisk their eapital in return for
profif potential, Financial institutions are not entreprenewrs to the same degree.
They operate with other people’s funds, and must maintain a more congervative

L
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posture which is elearly set forth by the law andwegulation which gov
operations. In short, in most cases it would be illegal for a ﬁnmxciil i‘fﬁ?ﬁfﬁﬁ
o accept the same degree of risk in any enterprise as would a manufacturer or
a seller. ';‘hereforg,. sup}x regulated finaneial institutions should not be subjecied
;ci‘;z I;?:-tgnmal tort iiability for injuries caused by defects in the products they
ance.
Congress has in many instances provided specific exemption from tort liability:
a good exumple_ bei_ng Section 170 of the Ffjr Credit B%ling Act. tW(S ?gglléltlfu’:
sgfhlgseg:emptmn is necessary here in order to maintain lending costs at reason-
able s,

: ;n a relatgd area, it should be noted that the Commission’s regulations con-
tain no requirement that a good faith attempt be made on the part of the pur-
chaser to recover from the seller forr a product defect before suing the holder of
the contract. Such a requirement would certainly not impose an unreasonable
purden on the consumer and would seem to be the most expeditious way to
resolve the consumer’s problems, If this is not the case, many of our institutions
will be forced fo purchase expensive produet liability insurance which will in-
crease finaneing costs to purchasers. The rule should be amended to limit holder
liability to those instances where the consumer is tinable to obtain satisfaction
from the selle}-. It should also be noted that there is precedent for sech rule in
tiie Fair Credit Billing Aet which requires a good faith effort by the consumer
to make an initial effort to resolve his problems with the seller,

Preemption of State law .

Many states have laws which limit holder in due course t*atus, however, none
geem to be as comprehensive as the FT('s rule. The Commigsion apparently in-
tendy that state law be preempted across the board. Unfortunately, there are
many probleras which stem from such preemption. s

Pirst, it is very difficult to write a rule which fits into the Board framework of
each state's statutory framework and causes no unintended problems, A good
exqmple, in. tl.le case of the (s rule, is that some states have Ysmall loan” laws
which prohibit a person from owing more than an established amount to a small
lender. In the event a savings and loan association finances multiple home im-
provement oans for a borrower and concludes a recourse arrangément with the
home improvement specialist, he may not be liable to the association for thé
aggregate amount which exceeds the small loan Timit, Such law would prevent
lenders in such states from protecting themselves by way of recourse agreements,
. The most important point with respect fo the issue of the right of preemption
is that the legislative history of the I'I'C Improvements Act of 1974 clearly indi-
cates that it was not the intention of Congress that Federal Trade Commission
trade regulation rule anthority be so broad as to permit unilateral preemption of
state laws.'.As: you know, this issue i3 now the subject of litigation brought against
the Commission by the Automobile Dealers Association. Legislation has heen
introduced in the Senate which will Iay to rest any lingering doubts on thig point
and we strongly support passage of this legislation.

Rule exceeds intended scope

The explanation provided by the IT'0 for the holder in due course rule ap-
pgared in the May 14 Federal Register nt page 20023, According to the Gogn;lig-
Hfln, their investigation documented numerous cases where consuiner purchase
tr ansact19ns were financed in such 4 way that the eonsumer wag legally obligated
to make full payment to a creditor despite breach of wurranty, misrepresentation
and even fraud on the parf of the seller. The Commigsion’s final rule, however,
d{)es not merely cover breach of warranties, misrepresentation and fraud, it covers
a 1. claimg anq dgfenses which a consumer might have against the seller, By
‘EQi?g b(_éyond its intended scope the rule greatly increases the potentinl for con-
ﬂu, s with state as well as other federal laws. In facf, it is our understanding
nf?iéh% 1;112 'coonﬁmts air%etlv with the FHA Title I mobile home lending require-

. Revisior i1 to - initi y
b the’Commiss;in{Tre needed to confine the rule to the scope initially expressed

Eronomic impact . .
As we previously indicated, by placing an increased burden i
) X L{e eing ¢ on lenders to police
sellers and by exposing lenders to linbility from product defects, the neWpF'.lt(':(g

rule will obviously increase the cost of finanein i i ithi
1 Ous g ! g transactions which fall h
its purview. Since the rule has only been in effect for a little more thunmﬂgrtla%
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t the ultimate impact will be on costs

it i impossible to assess wha s
months, 1t 15 28 LIS ponents of the rule to quantify

and availability of eredit as it would be'for pro he rule
what they heligve its Denefits are to copsumers, To make a prediction as to the
ultimate outcome would be much the same ag trying to predict tl_le benefits qf
golar energy products. Short term effects, however, are more pre(hctable an_d it
should be noted that Wharton Teonometriés Forecasting Associates hm_*e advised
that the new rule could reduce eur couptry’s gross nat_ional produgt thig year b_y
more than two billion dollars. If this prediction is valid, we question whether it
is the proper function of the TTC to promulgate a Tule at cross purposes yvith
existing Tederal Reserve mornetary policy .(ie., to encourage a recovery in con-

sumer spending).

An aren of very special concern to savings and loan associations is mobile home--

lending. In 1974 mobile home manufacturers shipped 329,000 un_its yhile in 15}75
total units shipped decreased to 213,000 units. Much of the decline in production
may be attributable to Iack of available financing. For example, many of our
agsociations have terminated their mobile home programs becz}use.of the increas-
ing number of regulatory impediments in frig ares. To mention just a few, the
TTC bhag recefitly proposed another trade-4« gulation which, if _adopted, would
jmpose-new requirements on manufacture} sland sellers of mobile Tiomes with
respect to the warranties which they provide to purchasers. Thisg rule Woulq. dpve-
tail with the PTC's holder rule and serve to increase the liahility of ass_ogmtlons
which finance transactions within the scope of the holder rule, In addition, the
Deparhuent of Housing and Urban Development has promuigated mo}nle home
construction and safety standards which are tighter than any previous cgde.
These standards include such areas as body and frame construetion, electrical
work, fire, safety and thermal protection. HUD bas also issued new enforcement
regulations for construction standards. TFlood insurance, truth in lending and
Equal Credit Opportunity are other areas where new requirements have been
issited within the past 18 months. The effects of the FTC's new holder rule simply
adds to an already overburdered arvea and will certainly further reduce the avail-

ability of creditin this area:

Proposed rule :

At the same time the FTC announced its rule affecting sellers, it proposed
another yule which would require creditors who make “purchase money loans”
to include in their financing agreements a notice similar to that required in sales
centracts by the seller rule, In essence, the seller rule exposes lenders who engage
in transactions covered by the rule to all claims and defenses which can be as-
serted against th= seller by the purchaser: The proposed rule would go one step

further and impose an afirmative burden on the lender to include the required -

“.motice in his financing agreements, ° : .
‘We oppose the FTC’s new proposed rule for several reasons. First, the Com-

mission has adduced no evidence that savings and loan associations or banks
have engaged in unfair or deceptive practices. Next, the actinns of our lenders -

are closely supervised by the Federal Home Loan Bank Board which is the Fed-
eral financial regulatory sgency specifically charged by Congress with that ve-
sponsibility. To add another layer “of bureaucratic red tape to a business which

- ig already adequately regulated and which is subject to the new requirements of

"RESPA, ECOA, BRISA, OSHA, Flood Insurance, and on-going amendments to

the Truth-in-Lending regulations-is both unwarranted andsunreasonable.

. It should also be noted that ifone of our associations fails to include the pro-
vided notice in its financing agreement and is.found to violate the rule, it would

be subjected to a $10,000 per day civil penalty. We are at a loss to understand

why our institutions should be subjected to such potential liability when no

evidence. has been adduced concerning wrongdoing by them. The financing of
Tomes constitutes an entirely separate area that has been recognized by Congress

and Congress’ action to create s special mechanism to superyise and monitor . outstand:
- outstanding, we rank among the three largest consumer lenders in the

i{nstitutiongl mortgage and home lending activities. Accordingly, the fact that

the Commission apparently has found that unfair and deceptive practices exist

in certain types of sales situations is not relevant in determining whether suck
practices exist with respect to loans financed by savings and loan associations.

The Commission has recognized the need for excluding certain areas from
jts rules and has in fact excluded credit cards. We feel strongly that a similar

exclusion should be granted with respect to'savings and loan activities in the -

area of home and home-related lending.
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ITo summarize our position, let me say that there are several amendments
\thch are necessayy to make FT('s new rule a workable arrangement. Spe-
cifically, some limitations are necessary in order to confine the scope of the
rule to the area of breach of warranty, misrepresentation and fraud which is
the stated target of the FTC. Second, a reasonable time limit is needed for

the period in which a lender might be liable for product defects. Third, tort

claims should be specifically excluded from the scope of the rule. Fourth, iender

liability. sheugd be_limited to those instances where the consumer is’unable

to obtain sahsfacj;lon from the seller. Such limitation would obviously serve

t?lm]?gldtdovgn ltgndmg floigs, nll)s‘ure a readily available supply of credit for con~

8 r transactions an ereby restrain any potentially a rse i

nation’s economic posture. e . 3 adverse fmpact on the
In addition, we are seriously concerned about the FTC's proposed new rule

and feel that its application to savings and loan associations would be totally

unjustified. We also are very much concerned that the FTC has exceeded it
statutory authority .by promulgating a rule which would preempt sta’cedl;v:
on a umlater_al basis. 'We strongly support pending legislation which would
return autho'nty to_the states .concerning the holder in due course doctrine,

We appreciate this opportunity to make our views known on this matter.

Mr. Muremy. Thank you, Mr. Trimble. Mr. McCollister and T were
at the Rules Committee on another piece of legislation and couldn’t
be here for the opening of this session. If the gentlemen would identify
themselves ? : : '

Mr. WIng_MS. I’'m Harding Williams, the general counsel of the
National-Savings & Loan League.

“Mr. DeVor. David DeVol, senior vice president, San Diego Federal
Savings & Loan.

Mr. Brenvan. Bill Brennan, assistant Washington counsel for the
U.S. League of Savings Associations. :
. Mr. Muremy. Mr, Trimble, your statement will be included in full
in the record [see p.77.] ’

Mz, DeVol, are you next?

STATEMENT OF DAVID E, DEVOL

Mr. DeVor. Yes, sir. Thank you. ' :
DM_I'. Chairman, and members of the subcommittee, my name is
a\ndgE. DeVol. T am a senior vice president and the division man-
ager of the consumer services division of San Diego Federal Savings
&Izl Loan Association, San Diego, Calif. I am appearing on behalf of
the National Savings & Loan League, a nationwide trade organiza-
tion for savings and loan associations. : T
. Although the National-League has submitted a technical statement,
] felt, however, it would be most appropriate to make my presen-
tgttlon from an operator’s standpoint on the effect the trade regula-
tion rule would have on the day-to-day operation of an-association
an% would provide an even better understanding of our concern.
; an Diego Tederal is a $1 billion statewide financial institution
ounded in 1885 and with an excess of $107 million in consumer loans

thrift. industry. - - . - .

. The bulk of our consumer lending is in home improvements, mobile
omes, and student loans. Last year, San Diego Federal was the largest
ome 1mprovement lender in the entire savings and loan industry. ‘

pproximately 90 percent of our consumer loan volume is in direct

paper generated from dealer sources. As'such we are most conversant

o
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with dealer/lender relationships #nd well acquainted with the Federal
Trade Commission Regulation Rule on Preservation of Consumers’
Claims and Defenses, the so-called holder in due course doctrine.

As you know, California has long been a leader in reducing the
burden on the consumer by its legislative posture as to the holder
in due course doctrine. I might add, however, that from the inception
of my personal consumer lending experience 17 years ago, I have
with the support of top management steadfastly recognized the legiti-
mate expectations of the consumer and have not employed the due
course doctrine, As lenders we now find ourselves legally bound by
a ruling which we willingly accepted and implemented years ago.

Aside from the jurisdiction implications, we are concerned about
several aspects of the recent F'TC ruling. Most notably, we are opposed
to the open ended nature of the ruling, wherein a borrower can bring
a claim against the lenderyears after the loan origination, and for thht
matter, long after the loan is paid in full.

In this respect, Federal Reserve Board Chairman Arthur Burns
expressed his concern to FTC Chairman Calvin Collier, comr a:iting
among other things, “About the absence of any time limit on t.:: dura~
iion of the creditor’s liability. This may make creditors hesitate fo offer
long-term loans to finance liome improvement projects or mobile home
purchases.” Please bear in mind that many home improvement and
mobile home loans extend to 10-, 12-, and even 15-year terms. -

While we have long protected the consumer through sound and
systematic underwriting of our dealer contractor relationships, the
threat of defenses 5 or 10 years later is of significant concern. We feel
that open ended liability for lenders will serve as & retardant to both
consumer sales and consumer lending, and could lead to a growing
tendency on the part of manufacturers to eliminate warranties.

As pointed out in greater detail in the National League’s full state-
ment, we would prefer that the rulemaking power on this subject be
vested in the Federal Flome Loan Bank Board. If such were the case,
San Diego Federal would propose a time certain limitation to these
defenses. For exarple, 24 or 36 months from loan inception. If legiti-
mate claims as to workmanship are going to develop, most will occur
within this mest reasonable pesd. :

May T quote from the Federal Register of May 14, 1976, page 20023,
“In the course of public proceedings of the Rule, the Commission, doc-
umented numerous cases where consumer purchase transactions were
financed in such a way that the consumer was legally obligated to make
full payment to a creditor despite breach of warranty, misrepresenta-
tion and even fraud on the part of the sellers.” The rule as published,
however, does not cover merely breach of warranty misrepresentation
and fraud, it covers all claims and defenses a consnmer might have
against the seller, _ . . ,

A recent issue of Insulation Reporter discusses a public utility spon-
sored insulation program using materials subsequently found to con-
stitute a possible fire hazard. This provides any consumer participating

in the program with a potential elaimn against the manufacturer of the.

product, the public utility, the contractors and subcontractors who did
the work, and the lender who may hold a loan financing the home
imglalrovement. As one observer pointed out, the list of possibilities is
endless, ‘
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Strict enforcement of this type will, in our opinion, severely restrics
the entry into and development of good small (I:Jontmétors in %m flt;;xgg
improvement field. For the most part, the home improvement industrv
is dominated by thousands of small, yet capable and conscientious
independent custom builders. The BTG ruling may discourage lender-
dealer relationships with many of these entrepreneurs, causifg lenders
in the process to concentrate their activity only among the giants of
the industry. This would raise the cost: to the consumer due to reduction
of competition, at the expense of both the consumer and the small
A hind area of a irage
o 1rd area of concern deals with discouragement of ; ativ
ideas, particularly in the area of nergy conservation. Sevéﬁgf’:;g&:
2g0, we were approached by a producer-distributor of solar heatine
devices. This contractor was soundly financed and appeared to have
a high quality and desirable product. Due to the uncertainty of the
FTC ruling and relative newness of the product in qnestion, we were
forced to decline an otherwise attractive relationship. This will w-
doubtedly be the position of other lenders, and in the long run is not
in the public interest. We might otherwise have been inclined to pursue
this relationship with a reasonable time-certain limitation to our
potential liability. To a certain degree, wo have been confronted with
similar cireumstances in our dealings with insulation contractors and
heating and air-conditioning contractors. '

In still other instances, we have heard of deslers who are seriously
considering the elimination or reduction of all guarantees and war-
ranties whatsoever, as opposed to the more generous terms now offered
Again, this isnot in the public interest. )

Mr. Chairman and members of the subcommittee, San Diego Fed-
eral is in basic accord with a change in the holder in due course doc-
trm(j, 251t affects legitimate consumer protection. We ask that enforce-
menv be placed under the rightful jurisdiction of the Federal Home
az;?a lgz(:)nlk Boaé'din.d thi}rti r%asonable time limits be placed on imple-

n.1n order to avoid abuse and in or he conti
wvailabiitiy ot o o avoid b nd in 91 der to assure the cgntmued

Thank you. o !

Mr. Moreny. Do you have a prepared statement, Mr. Brennan?

Mr. BreExyaw, Welre completed our statement, Mr, Chairman,

Mr. Morery., Mr. DeVol, is the diffieulty you have in determining
what transactmns. are those in real estate and which are not an?r
different under this rule than in any other areas in which the real or
personal property distinction is made? -

Mr. Witriams, Mr. DeVol now is subject to the Unruh Act in Cali-
fornia which I believe spells out in greater detail the differences
between what kind of real property transactions are covered and what
are not. The problem we have had with the rule as promulgated by the
Federal Trade Commission is that it’s very vague and very uncertain
a8 to what might be real property and what might not be, For example,
the original Unruh Act did not specify whether certain loans were, or
were not, realty so that a custom building situation was not covered.

3 Under this rule I think counsel of the particular savings and loan

B e -

association would have a hard time trying to distinomist !
and what might not be real property. rying guish Wha,t might
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Mr. Murpmy. Aren’t there fairly clear lines in common law that
determine what is real property and what isnot?
-~ Mr. Wirzasrs. Yes. ) ,

Mr. Murery. You could always go to those distinctions.

Mr. Wirzans., That’s true, but I believe State laws such as the
Unruh Act is not always clear on this point especially in California.
There were still a number of cases in which the Unruh Act itself did
not cover and subsequent amendments to that act were necessary.

Mr. Morery. Since the rule is not intended to apply to real estate
transactions, why should jurisdiction be transferred to the Federal
Home Loan Bank Board ?

Mr. Wrzrians. Let me say first of all that we have only the FTC
guidelines to reassure us that the holder in due course rule is not
intended to apply to first mortgages on residential property. It's pos-
sible that this could be tested in court. And our point is on that ques-
tion. If the Federal Trade Commission had intended to exclude real
property transactions, it would have been simple to incorporate such
exclusion in the rule. We believe that this would have been done had
the rulemaking power been vested in the Bank Board umder the
original Magnuson-Moss Act. :

Trurthermore, there is nothing under the Magnuson-Moss Act rule-
making powers, under section 18, that would restrict the Federal
Trade Commission from, in fact, making rules applicable to the

savings and loan industry and applicable to real property transactions. -

It gives them a carte blanche in our industry as long as the rule comes
under the umbrella of unfair or deceptive acts or practices.

Mr. Moremy. Have you asked the Federal Trade Commission for a
ruling on this? '

Mr. Wizzams. Yes; we have.

Mr. Murpuy. What did they say?

Mr. Wirrans. We were told by the staff that the guidelines which
came out in May would probably answer most of our questions we had
-on the application to real property. Again, our point is that we under-
stand the preamble to that set of guidelines makes it very clear that
this is a staff interpretation and not binding on the courts or the
‘Commission.

Mr. Moreay. Mr. McCollister.

My, McCorrister. Mr. DeVol, off page 2 of your statement you
state that you object to a lender remaining liable for years after a loan

DRSNS |

is made. Wouldn’t your liability end when the produect warranty termi-

nated ? Your subsequent statement seems to imply that by the reference

to the fact that you thounght it would have an adverse effect on the

length of a warranty ¢
Mr. DeVor. Yes, sir; our house counsel has advised us it could pos-

sibly go beyond the term of the loan. In some cases we have had’con-

tractors who would offer guarantees or warranties that might be for
the lifetime of the borrower or for as long as he owns the home. This
‘could extend well beyond the term of our loan. For example, in Cali-
fornia it’s not unusual to offer a lifetime structural guarantee on a
swimming pocl and yet the swimming pool loans are generally limited
to 10 to at the most 15 years. It is possible that our liability could
extend beyond the maturity of the loan. Lo
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Mr. McCorrasrer. I'm concerned about what this does to the mobile
home business because it is one of the most important sources of low-
cost housing. Can you speculate what the effects of the rule may be, any
of you gentlemen, on the local home industry ¢

Mr. TrimsrE. Yes, sir; I can answer that. On the mobile home indus-
try itself in the Southern States of Florida, Alabama, and Mississippi,
the sales have been curtailed,

Mr. McCorraster. Is that what you call the cotton South 2

Mr. Trimpre. The Sun Belt. The sales have been curtailed due to a
lack of financing.

Mr. MoCorrister, Sales have been curtailed ?

AMr. Triare. Yes, sir.

Mr. Me: . ustER.. Can you document that? Can you give us any
better indication of the magnitude of it.?

Mr. Trrvsre. No, sir; I don’t have the figures at hand but I would
say sales have decreased at least a minimum of 33 percent.

Mr. McCorrtster. I would ask counsel, do we have anybody from
the mobile home industry coming to testify? :

Mr. Xanzrer. No one has requested to come.,

Mr. McCorrzster. Could you obtain some documentation of that de-
ereasg in mobile home sales for the record if we were to hold the record
open ? '

. Mr. Triusre. Even in my own State of Louisiana, that particular

~area, there are only four lenders now in the mobile home financing area.

Mr. McCorrister. How many were there?

Mr. Trrapre. There were approximately 25 or 30 at one time and-

now there are only 4 of us left, 4 or 5 of us left that are still in, and as
you say, it’s a very valuable part of housing.

Mr. McCoriixster. It would be hardly in the consumer’s interest, the
abolishment of the holder in due course doctrine, I mean.

Mr. DeVor. Mr. McCollister, I was in the Florida panhandle yester-
day and had the opportunity to talk to approximately eight dealers
there. T don't hold myself out to be an expert in Florida certainly, but
there is a problem with financing in that area. There are only two
lenders who are active down there, neither one of which is loeal to that
area. Whether this is directly related to the FTC ruling or not, I don’t
know, but financing is an extreme problem in that part of the country.

Mr, McCorzasrer. It's curious we've not had any requests from the
mobile home industry to testify here if the rule has he; chat effect on
financing of mobile homes. -

Mr. Murery. Would the geatleman yield?

Mr. McCoraster. Yes.

Mr. Mureny. Sales of mobile homes have decreased for the last 20
months which precedes the ruling, of course. )

Mr. McCorrister. Maybe they can’t afford the airplane ticket to
Washington.. " :

Do your experiences in States that have abolished the holder in due
course doctiine bear out predictions of restrictions of credit for mobile
homes and other—States that aiready have the holder in due conrse
doctrine?

Mr. DeVor. Speaking for California, it happened a good many years
ago and the effect that took place at that time, frankly, T don’t recall.

e . s g
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Of course, we do not consider it to apply to home mortgages. We have,
for the most part, learned to live with the holder in due course but we
wrould like some time certain limitations in that respect.

Mr. McCorrister. The Federal Trade Commission in their testi-
mony last week seemed to think that everybody would learn in time to
live with it and that the bad effects that some of us feel are inherent
in it, are just getiing acquainted with the difficulties of it. You've
expressed the California situation, what about Louisiana?

My, Trvsre, Well, Mr, McCollister, the effect right at the present
time, in my own shop, we have cut off all direct deals originating from
mobile home dealers who are not signed dealers with ourselves. That
leaves the full recourse with the dealers.

Mr. McCourrsrer. There is nothing to prevent me as a prospective
mobile home purchaser from going to you as 4 lender and making
our own arrangernents on a loan and then taking the money you've
given me and go down to the mobile home dealer? You do not then
have a continuing liability as long as there is not a linkage between
the lender and the dealer, is there ?

Mr. Trivmre. Well, there is a difference of opinion on this thing.
T've been to several sessions that were conducted and several state-
ments were made whereby if you advertised that you made mobile
home loans and a mobile home dealer knew that you made mobile
home loans and the buyer came in to apply for a loan and you asked
him where he’s going to get a loan from and he says Joe Blow sends
him down here to buy the mobile home, then this might create o suf-
ficient relationship between the S&I: and the dealer for the rule to
apply. This was told to me in Atlanta. And to further this along a
little bit, it’s not as bad right now as it could possibly get if the
amendment is enacted to the rule. If the amendment is enacted to the
rule, it’s going to really be rough.

Mr. McCorrastEr. Then for the record would you care to specify
the amendment that is being proposed ?

Mr. Trrarere. Well, the proposed amendment, would require that
lenders place a warning notice in their financing agreements. This
would clearly operate to dry up credit sources. And in Louisiana we
have—Chairman Murphy asked a while ago about real property. We
do have a problem in Louisiana. A mobile home is purchased and
brought in and moved on a lot and the wheels removed, it then be-
icl)lmes real property. So you have a gray area there, We don’t really

NOW. :

Mz, McCorraster, You folks in your industry have gotten rather
well acquainted with the Congress of the United States in the last
year or g0. I'm concerned about the cnmulative impact of many of
the laws we pass, We have had the Real Estate Procedures Settlement
Act, we've had the Fair Credit Billing, we’ve had Equal Credit Op-
portunity and now through the good graces of the Federal Trade
Commission we have the abolishment of the holder in.due course
doctrine. :

"~ How does a small bank, or in your case a small savings and loan
association keep up to date on what your obligations are under various
Federal laws?

Mr. Trivore. We do the best we can. At present T try to follow

the Federal Register and the news coming out of the U.S. League and
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also the National League. Tt is a rather difficult thing. The laws and
regulations that are }?emg promulgated at the present time put a
tremendous burden on the small shop.

Mr. McCorziszr. Disproportionate, is it not, for the small shop?

Mr, Trivsre. Yes, sir. 3 ~

As an example and this is not dealing with just FTC but RESPA
cost our shop avound $25,000 for 6 months, That amount came off the
bottom line. The FTC rule which we are discussing today has already
cost about $6,000 for the printing of new forms and applications.
These expenses may ultimately be borne by the consumer in the form
of higher interest rates. We talk about: product liability Insurance, we
may be forced to go into this. This is going to be another additional
going cost. There’s only one source for such insurance now and I believe
that it is Lloyd’s of London. I think the rate is going to be about 134
percent. All of these developments mean that it’s going to be really
tough on the consumer. "

I think chairman Murphy asked why do we support Federal Home
Loan Bank Board regulations in this area as opposed to the FT(C?
Well, T'd like to take the opportunity to answer that. We are getting
bombarded with all different types of Federal agencies. We don’t reali?
know who we come under anymore. Congress says the Federal Home
Loan Bank Board was designed to regulate savings and loans and
this is who we look to. Now the FTC comes in, Federal Reserve comes
in, HUD comes in, FHA comes in; who do you answer to? I mean it
15 a problem and in a smaller shop it’s really rough. I would dare say
right %u?y in ?}ch holmet%wn that }at least 95 percent of the dealers are
n violation of the law because they didn’t kn i
cmﬁse z}&déhe oy be y - know about holder in due

AMr, MceCorraster, Well, could this possibly have anvthine to
with the relatively low regard the pollspshow %rhe peopley}gavegfof t%g
Congress?

That’s a leading question. I know the answer to that question,

Mr, Murrrry. I the gentleman will yield for a moment.

Mr. McCorrisTer. I yield.

Mr. Morerry. The Congress through the years, of course, makes the
laws and they are supposed to be implemented by the executive
branch. That executive branch in many instances has been Imown and
has been prome to a regulatory system whereby major interests are
usualy heard and the small interests are not covered and protected
and we find the implementors picking on smal businesses and the bur-
den does go down to small business and that’s why this Congress,.the
majority caucus implemented more oversight and this committee itself
hag undertaken far more oversight than at any other time in the
the his*ory of this country and I would wager in the next Congress the -
oversight function of the Congress over those who are not carrying out
the intent of Congress will be far more broadened in an effort to pro-
tect the very ‘peopafe you brought out.

Mr. McCorister. If the Chair will yield back, I was under the im-
g'gsgmn that the Federal Trade Commision was an arm of the Con-

Mr. Morery. The Fe ision i i
Watory hady e I‘odeml Trade Commision is an independent reg-
AMr. McCorrrster. Referred to as an arm of the Congress.




L,

88

M. Morery. Whose commissioners are appointed by the President.

Mr. McCorzrster. And confirmed by the Senate. !

‘We've got a long list of witneses, Mr. Chairman, and you and I—

Mr. Trivmre, My, Chairman, I'd like to introduce one more state-
ment. It’s concerning the conflict betwen Tederal agencies. FELA has
an application form_for the borrower and on the reverse side of that
application form calls notice to the borrower that neither FHA nor

the lender shall be responsible for workmanship or materials in this

loan.
Now, here I sit in a shop trying to operate a home improvement loan

program under FXLA title I and FTC has & rule on one side that I'm
oetting from the dealer saying that I have to insert the paragraph and
TEHA says no, you're not liable for it. We don’t know where we stand.
M. MoCorzister. Does Farmers Home have similar——
Mr. Trovere. I don’t know about Farmers Home. I brought this
uestion up to the two attorneys for the two respective agencies and
% have not yet received an answer.

Mr. McCorraster. I want to wait until the automobile dealers get
in here.

Mr. Muremy. Mr. DeVol, do you favor abolition of the rule?

Mr. DEVor. Yes, I would say so under the jurisdiction of the Federal
Home Loan Bank and with the time certain provisions that we have
suggested. The thing that concerns us is the open ended nature of this.
The acountants have even raised the issue of how we are to carry that
liability on our books. It cou’d be a rather substantial liability. So we
would like to see the time cériain limitasion and we would like to be
under the jurisdiction of the Home Loan Bank Board.

Mr. Mureay. But not the abolition of the holder in due course
rule? . - ‘

Mr. DeVor. We feel we can live with that; yes, sir, under certain
restrictions.

Mr. MoreEy. Mr. Trimble?

Mr. Trrvere. No, sir; not under the present circumstnees. It would
have to be modified greatly to be able to live with it. It’s a situation as
T see it that we're being asked to police an industry or police loans and
it’s going to cause loan rejections and a lack of production. Why put

more people out of work when you have the better business bureaus

and the consumer agencies in the various States? They have a job to

do too, and this should be their funection.

Mr. BrENNAN. Mr. Chairman, if I might add something, I think we
could live with the holder rule with certain modifications. One of these
modification is some reasonable time limit on the period of the liability
of the lender. A 5- to 12-month period perhaps would be reasonable.

Another thing that concerns us is that perhaps the rule has gone
beyond the scope that was initi: lly intended by the Federal Trade
Comamission. The rule was designed to prevent breach of warranty,
fraud and misrepresentation situations and apparently has gone be-
yond that and is an open ended type of liability on the part of the
fender at this particular point. These are: the main objections that we
have. As far as the proposed rule is conferned, we feel there should
be o specific exclusion for savings and 'loan associations as far as
housing and housing related loans are ceucerned. And it also very
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much troubles us that the FTC has perhaps exceeded it essi
mandate with vespect to preemptmglétate%)a,w. { its congressional

%1‘. l%mu’ny. Counsel 2 f‘

‘Mys. Forpus. You stated you would be faced with open ended lia~
bxhif)}if on 3;0111' loants af}dbylrou xdj&scussed with Mr. l\ﬁCollistZg st?}{;e
problem of warranty liability. Arent most warranties limit
D o ¥ warranties limited to

]}\.}1 TIIEIMBLE. Yes. :

Mrs. Forpes. What percentage of sales which this rule would aff
involve long-term warranties or other Liabilities whi oht ex ect
th%}:erm ong-ferm W abilities which might exceed

[r. Troaere. Well, the rule itself is silent on how lor 7
;Zzilyvlmble tfor 1t.t 1It iéla,kes no Ir%ention of a l-year Wa;lTa.n%% 371'0: %3?
warranty or the duration of warranty. There i ion i
thcl"? rule, g ust in. the guidelines. . Hhore 18 o menbion i
ow at a recent meeting I was told by the FTC that the guideli
(‘grt%1n1%1‘ely galfufllehnes and that if we were caught, we Woul%luilaie%i‘?eeg
on £ :mg(sg of the rule, not the guidelines and it has to be specific

Mrs, Forprs. Who would bring a case against you if not the staff of

the Federal Trade Commission who wrote the guideli
1 ho w ines?.

Mr. Trrusie. It could end up in different areas. I think it could end
up in a different heading. This is my interpretation of it. Maybe Mr
Bg{adz:mz%l may hzwe“z; (ﬁﬁ :ﬁent interpretation of it. ) ‘

Mr. Brexnan. Well, the thing is the liability is open end d. You
nlever Imow what’s going to come down the pﬂ:eszr'm thé next feo;v .yZz;,(;}sl
t 1af‘3‘mlght predicate liability. You can’ just say that it’s an expressed
?I'su}anty. For example, the insulation case we mentioned previously
1;1940 fwas certainly no indication there that there was going to be 2
) asis bor liability. The only way you could have ascertained 1t would
1ave been extensive tests which would certainly be beyond the pur-
view of anything that either Congress or the Federal Trade Com-
mﬁio% (cou’ld exlasqct of a savings and loan association.

Ir. Kinzrer. Sir, are you saying the Federal Trade Commission i
supposed to anticipate things that he f et? That is
thie\fm% oo q&estion. ngs that have not happened yet? That is

Mr. Brenwan. Well, that’ proble i
Wlﬁfr’tel%(fzha VAN , that’s the problem with the way they have

Ir. Xovzrer, Well, don’t hi P ' i
cha\x?geén racen. WWell, ds you think they’re capable of adapting to a

Mr. Brenyay, That's ex vhat we'r Hing
be\l}mdiliied e w%.m,etly what, we're suggesting, that the rule
Mrs, Forpes. Do you now have an, to shi ibili
back on those sellers to whom o o ol
g ou 1 hat, - i i
pajzrflf J'%le consmn;r failsto perfz’nm ?end s thot they Wil nitimately

Ir. Trinsie, Yes, at this present ti 1 ati .

re%(,)ruvrse.gagreemenfbs ;\‘:iﬂl‘ﬂle Eelleig. ime we're operating under full
Mrs. Forpes. What is your ultimate liability then?

BIP. D i1 1
Triymre. Supposing there is no seller, then you become the .

seller. You take the place of the seller.

Mrs. Forprs. W1 ‘
. zs. What percentage of the h i
now under the rules are ones—— sollers that you denl with
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Mr. Trivpre. Well, at the present time we have two left that we're
lealing with. The death rate smong the rest in the last 2 years has
been tremendous,

Mrs. Forpes. Are these in mobile homes?

Mr. Trivrere. Mobile homes, right.

Mrs. Forpes. Because the Federal Trade Commission at hearings
the other day cxpressed no surprise that there was a pretty hefty attri-
tion rate in lending to mobile home dealers because those dealers have,
in a large number of FTC investigations, been shown to be particu-
larly subject to these fraudulent problems.

Mr, Trovsre. I think that the rule needs to be more clearly defined
asto what the limits of liability are.

Mrs. Forpes. You indicate a possible unwillingness to deal with
new: business under this rule. We had a report from the FTC that
there was insurance being offered by a Florida concern at a rate of
gbout $4 per auntomobile {ransaction which amounts to about one-
tenth of 1 percent. How does that square with your experience with
Tdoyds of London?

Mr, Trrmere. Well, that rate is fairly low compared to the rate I
was quoted from Lloyds of London. I might mention this, in quoting
the recent periodicals about insurance companies, unless they get a
substantial premium, for their risk, they will not be in the picture very
long._(%n fact, we have soveral insurance companies going by the
wayside.

Mrs. Forpes. Because they have offered insurance in this area?

Mr. Temere. Yes and on hazard insurance on the mobile homes
itself and this has placed another burden on the consumer.

Mr, DeVor. It’s also hard to insure against a risk that at this point
is unknown. You can buy insurance but if the company is not pre-
pared to back up that insurance, then yon may end up with nothing
and there has been no experience in this field.

Mprs. Forpes. That’s true of any kind of insurance, though. There is
always a time period when a new insurance need arises during which

you may not have all the figures to determine all aspects of risk. But -

I don’t see how you could ever get around that problem other than
by never changing anything. o

How is your evaluation of credit worthiness of a new business dif-
ferent now than before the rule? Have you not traditionally made
an evaluation of the financial soundness of the business and the char-
acter of its managers before you lend to them? : ‘

My, DeVor. May T respond to that? We make a very careful analy-
sis of our dealers and we feel that we're experts in analyzing that
situation. We can sit down with the financial statement and we can
pretty well determine the financial strength of the dealer. We have no
way, however, of dealing with the problem that I mentioned of insula-

tion that becomes a fire hazard. That!s something we’re not experts on

and we have no way fo deal with. If ¥t was just simply a case of deal-
ing with the financial statement of the dealer, we would have no prob-

Jem whatsoever in this situation.
Mrs, Forpes, What recommendation would you have for the new

husiness problem ?

Mr. DeVor. Again, I think a time certain limitation. Tf we know

what our risk is and the length of time involved, we can relate that
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to the financial strength of the dealer. We I r in mi

0 1l : f t aler, 1ave to bear in min
we're dealing generally with very small contractors. ITn manlx?c%;elsm;
hmpe Improvement contractor would just simply be a pickup truck.
He’s not necessarily out to defraud the public but he generally is a
izg\zily u%soplnstlAcated type of businessman. L

Alrs. HoLnEs. Assuming the attic insulation kind of area. if

- LS, As ; n 8 ou !

some time limitation for the consumer to raise his claim ofydel:lfe;as%
and he wanted to raise the defense 6 months and 8 days Iater when
his attic caught on fire, you would, in effect, be saying that so long
as the ,r,ruyrpassed ;tlliLt 6 months, he can pass bad paper. .

%{r DeVor. We’re not, suggesting that anyons pass bad paper.

Mrs. Forpes. You were suggesting you can separate his right to
pnﬁvfnerg f.‘x;om 1%71‘7@ d}}t}i tci sell reasonable products. °

Mr. DeVorn, We feel there should be a 1 in;

%%1_&1\1;‘0801«:5. Thank you. . e cextain; yes.

Ar. MeUoLnIsTER. One further question. The prev:

' ) ) ) stion. previous Congress, m
?mall I?};l%l}less Comnmittes assignment included the committee hairinz:
responsibi 1t§f for oversight on the Office of Minority Business Enter-
prise and we've always been concerned about minority contractors hav-
%ﬁg gggﬁ;}fgg&ulﬁlt}% ’%(l) g(it slf{u'tqd 1(111 business. Tt would seem to me that
t 1t of the Lolder in due course doctrine does further in.
Hi?k ’g;)l EIg%folﬁlpsgrtumty ’of inﬁ;ority 1;:ontractors to get started 11111;;1112t

» ki mess we're talking about, home repairs and 1 i
stallation. What has been the experience | fornin Wher s

: . 1 e experience in California wi !
Toeq don. TWhat e experie ) fornia where you've
Smlx\lf o with something approaching this same doctrine for

r. DEVor. Well, we're very caveful § ntra i .
. D Ko in the contractors we aline our-
;gl;bfgx}v;l’lcll; fgllld twe take the aétltude that if they are allowed t01§g:;11§e
» What we are, 1n effect, endorsing their product to a deor

i Tee.

cllgelg ‘gge%n?}ve_r more specifically your questri’on, I WI:)uld, think it would

e nitely Limit any small contractor, be he minority or otherwise, make
: 7trIel'y, very difficult for a small contractor to get started, ’

%Ir. 11&0 Cor,ms'_gn. -’ll‘hat was my impression. '

. Mr. Murerry. Gentlemen, thank vou ve i :
,cm(fje having g here.today,. you very much, we certainly appre-
Natilgx ‘ﬁeyﬁ‘,&;vl;tl(l)efs% lst M1t; Robert Tobey, first vice president of the
Fom. M. T, €Lro1t representing Consumer Bankers Associa-

STgTEMENT OF ROBERT E, TOBEY ON BEHALF OF THE CONSUMER
ANKERS ASSOCIATION, ACCOMPANIED BY DREW V. TTDWELL
LEGISLATIVE REPRESENTATIVE o

Mr. Tosry. With me today is i
. . ‘ v 18 Mr. Drew Tidwell, legislative repre-
:s;ltatl%re of the Consumer Bankers Association and he m:i?i&ig;
I\?Ie of the questions that— ' o
1? lr%thHY.’TWIy don’t you sit over here?
~X. Lopey, I'll be glad to. Let me hasten to add this is not my testi-

- Tony or we ywould be here awhile.

PRI

r. Chairman, as you've indicated i
. : you” my name 1s Robert Tobey, firs
]\nlggtp]remdelnt of the National Bank of Detroit and head of tﬁ?iﬁé&ﬁf
l'eeenh(’)cqn department. With me is Mr. Drew Tidwell, legislative 1ep-
S 8¢0 ;x;: of the Consumer Bankers Association. I am ?estifying to-
~980—77— 7
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day on behalf of the Consuzoer Bankers Association which represents

the consumer lending departments in many of the Nation’s commercial -
banks, large and small. At present our members extend to more than
50 percent of all consumer credit qutstandmg held by banks; national
banks, commercial banlks in the United States. . o
You are concernad with ihe Federal Trade Commussion rule con-

cerning the preservation of consumers’ claims and, defenses applicable

to sellers which was promulgated on November 18, 1975, and became
effective on May 14, 1976, o

Mr, Chairman, attached to my statement are the following items
which, with your permission, we would Iike to be made & part of-the
' 1 The first is the Consumer Bankers Association testi-

official record : eie
rmony which was given before the Federal Trade Commission Nl 1971

when the thought of this rule was first approached. [See p. 95.] In
addition to that, a letter dated March 11, 1976, to the Federal Trade
Commission with a synopsis of testimony on behalf of the Consumer
Pankers Association which was presented by Mr. Les Butler, senior
vice president of the. First Pennsylvania Bank. [See p. 0L |
T addition. the full statement of the Consumer Bankers Association

before the FTC on April 8, 1976 [see p. 1051, presented by Mr. Paul

Stansbury, president of Consumer Bankers ‘Association ; and again, by

Mr. Butler, a revised version of the rule proposed to the Commission

as a possible area of compromise ab & subsequent informal discussion
which was held by representatives of Consumer Banlkers Association

“yith members or representatives of the Federal Trade Commission;

and finally, an additional submission by the association to the Commis-

sion dated May 25,1976 [see p. 114.1

‘Mr, Mureay. Without objection, those exhibits will follow yoﬁf tes-

"timony. ‘ o
Mr. Torry. As you are very much aware, much of the argument

and discussion surrounding this rule is very technical in nature. In
‘apddition, there is' much speculation as to what may, or may not be the
economic impact ¢f the'rule. o o

T might hypothetically ctate that there is evidence that this rule
will lead to some reduction in vonsumer credit loans, the amount yet
to be determined. Even the rule itgelf is in & state of flux since the

‘Cémihission recently found i necessary to issue & statement of en- .
foreement policy and invited comraent from the public on whether

further action might prove necessary. We appreciate the issuance o
this enforcement policy as 1t does olear up several of the problems
Jwith which we have peen confronted, = . . o
1 would fike to discuss briefly four items today in the brief time
allotted to me. They are, one, to restate the position of the Consumer
Bankers Association which throughqut these proceedings has Leen
one of cooperation yith the Commission and the committee. Two, to

highlight areas of coneern to sellers and creditors which we find still -

impose undue compliance and liability burdens and which are not
adequately covered by the statgment of enforcement policy. Three,
to give some brief examples of how sellers and creditors have so far
been affected by the rule; and finally, to raise & question relative to
whether or not the Cémmission may have exceeded
-promulgating the rile and whether both this subject and the broader
issue is not more appropriate for Congress to address directly.

its authority in | i i
ity policy hecause they continue to place, in our opinion, an undue rislc
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On November 18, 1975, the Feder issi
) 3, , t deral Trade Commission pr -
. gated t%le preservation of consuiners’ claims and defenses t;radep;&?fgﬁi
tiont lru e applicable to sellers, which became effective on May 14 1976
A Fd"ée same time, a proposed amendment to the rule applica,ble to
ere qi‘ors “éasl issued for comment, The Commission indicated that the
gﬁf«:réanﬁgt ];c ;e}a apphca(}lmhtl\; of tlfo. rule to sellers was not to be con-
lor  the amendments making the rule equall Ticabl
creditors. While the promulgated rule di O Tl o
cred I gat e directly regulates sellers, i
;ndgrﬁqtly regulates, of course, creditors and .impfcts thbe vlaftf;’ olg
i?(sad{;t éfslliti‘ Eglifr anchpcrtam lloan documents that ave in the hands of
reditors. roceeding o1 the proposed credit Tule was limit d
questions of whether creditors partici i T marating
; icipate with sellers in separating
a conswmer buyer’s duty to pay on a credit D llors
e oo o oo 0 It ~on a credit contract from the sellet’s
y T (l, whether it is unfair or d i
creditors to_do so, and whether the 1 T ora vebaite oot
creditors to, d ule could be more readi -
f)(()zlrgﬁilt 151 tc;eec'éltt(zlrs xlvlere ma%etsubject to it. The Connnissilslélldcﬁg{ Ielgt
rmit interested sellers, creditors » it;
A qu]%stmn the}feller selters, , and consumers-the opportunity to
ecause there was no other forum availabl hi iti
' r fc ava e at which critical issue
gifo xghfl;%lliz ltxlllléa ((3:1{;1211(% be paﬂollclylglscussed,tlle CBA ’cook1 %}}elif;g?
t,  creditor .rule would merely work a
to the seller rule, relevant comm 10 suller rula and e
2 - rule, £ ent on-the seller rule and it i
tion to sellers as well as creditors w i O and s appliea
die:;[cussliqn lors 05 oL o8 o 75 were open issues in need of much:
n this regard, we raised and discussed the applicabilit
‘ ) ; L » e applicability of
i)ﬁ?lluclt‘;u%?agﬁitl;agf:i 1mpos1t1oé1'tof warranty cla%i%ns and %7013} atfllg
: laims on creditors, and the necessity for eredi
to use contracts of adhesion. Wi j ke
. of ag . We explored the fact that experience
in consumer credit and access to informati ilab) D ormel
means to consuniers are less that useful o0 Snavallable by normal
) L1ers ¢ t 0 creditors becanse no viabl
means are provided in the rule to permit credi spmers
of possible seller misconduct witl D e xpas of Ty e
of possikile seller miscond: without the exposure of liability claims
y creditQrs. 'V pressed concern with the C ission’s a
B o n? Foed ¢ the Commission’s.apparent
] S , he respousibility for maintaini
fairness in the markgt e Y oot fh oining
ess place with creditors and the fact £} lo
-provided absolutely no relief T e ot that tho yue
se_r%rlices ; Absolu y no relief to consuiners who purchased goods and
_ The result, at least in.part due to ]

It, in_part our efforts, was tl ase
Ellgarig;g;ﬁzs;ﬁg ggafﬁ%%%bgldlpg thstqfft guidelines whichmaigi;};% }33(:
rity what the sta eves is the intent and scope of t! ]
and the issuance of the recent stat b of the seiter rule

4 ha Tesnamos of the 1 eél statement of enforcement policy.
o oo % ginning, t e Consumer Bankers Association has taken
the p hat were the regulation t it wi
e Dosition that g1 o concern itself solely with:
] g the- effectiveness of waiver of defer isi )
in due course rights, it could not onl ctepiad as o m: e
g o conse op%ra.tion « not only be accepted as a matter of rou-
; : ut would, in fact, probably b
our industry. And all along we 1 4 ot uobably bo supportel by
tive cowse which would of we have attempted to pursue a construe-:
v effectively protect the rights o g
;\ggsl%gg If\n%ﬁly hand adversely affecting the market%ﬂace?fﬁ%nzfﬁfl 1(3;:
with the staff guidelines or the statement of enfoz-celnent;‘

of liability for noncompliance upon the dealers who discount contracts .
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with banks or refer customers to banks for loans and adversely affect

“tho value of such paper in our portfolio.

For example, ene problem which is not, in our opinion adequately
covered, even in the statement of enforcement policy involves the defi-
nition of purchase money loans found in Section 433.1(d) of the rule
[see p. 120]. The seller rule requires the seller to insure that a specified
notice appear on loan documents whenever the seller refers customers
to the creditor or is affiliated with the creditor by common control,
contract or business arrangement. As an example, if a bank financed
the floor plan of a dealer’s consumer goods and purchases third party
paper from the same source and a customer of the bank borrows funds
which were used to purchase goods and/or services from that dealer,

“the dealer could not, without violating the rule, accept such funds in

full or partial payment unless the bank’s loan note contained the notice

“specified by the rule. The problem is that neither the seller nor the

“bank may be aware that the transaction should be covered by the rule.
Neither would seek to insert the required notice an the Joan documents.
The seller would, therefore, be committing an unfair and deceptive
et or practice in vielalion of the rule. Tf the creditor Tule is isyued
and the Federal Reserve Board then promulgates a rule making the
creditor rule applicable to banks, the bank would also be in violation
“of the rule. In this kind of fact situation, the rule should not apply
because the seller has not arranged the credit for the scller, regardless
of what might appear to be another arrangement with the bank and

“the seller.

To insure that Hability should ensue only when the seller arranges

financing for the buyer, we have snggested that the rule be amended
to accomplish this stated aim of the Commission.

On June 2 of this year, repregentatives of the Consumer Bankers
Association were asked to meet with representatives of the Compliance
Mivision of the Commission in order to informally discuss our con-

cerns with the seller rule. At this meeting we submitted a revised

_version to the Commission which is atfached to this testimony. The
revised rule defines terms more precisely to insure transactions that
"should be regulated, are regulated and capable of enforcement. Liabil-

ity to ereditors was made similar to that of credit card issuers under

the Fair Credit Billing Act, A creditor would be liable up to the
amount outstanding at the time of the claim by but not for tort or

product liability claims. Negotiable instruments and waiver provi- -

sions' are made unfair and deceptive when used in consumer credit
_contracts. Most importantly, purchase money transactions would be
limited to those in which the seller arranged financing for the buyer

_with the cooperation of the creditor.

Since promulgation of the rule, many banks, at least in part due to

“the rule, stopped discounting installment sales contracts on appliances.

Some member banks have cut off all home improvement dealers and-

several banks have severely curtailed their acceptance of home im-

provement installment sales paper. Banks are refusing to put the no-.

tice on direct loan documentation, even if requested to do so by sellers

or in connection with some affiliation vr arrangement with the seller. =

‘Many banks are not accepting new dealers because of the lack of an -

“ggtablished track record of consumer satisfaction and are looking with

pavticular concern at the inherent danger and risk of mmollectzﬁ)ﬂit}’

i

A
i
et

%J;ssgeontthe product or services offered by the seller
lazg toas cgasi‘. If)ank recently decided not to make rel;
ke customers of orthodontists becanse of
Sﬂﬁs action with orthodontist would render
gvoouel’ilt Ia:;d subjgct the bank to malpractice ¢l
rou abll evgoa%?lléast th_e orthodm‘lti‘st. In fact, some banks have stiil not
b ool o find zlm nsurer willing to cover all of the risks of the
bl beenf ?ll%efaosstlg, we know of one bank in which the rule
oo AL Posed as a defensge to Payment on at least four
Notwithstanding out
g our attempis to cooperate wi ) i
: ) . with 1 ion:
1tlc;l él;{;?lggc{u ;&g:r;l%lch évo%xlcli be lfallr topall concerned I;nc(lj ﬁﬁﬁsﬁ
\ a Ly afiect the ability of consume: i i
‘ : ) TS {
Z?sg g(fms;nall ?ugmessmen to obta_m credit for their cus?o?}l):?;nwgredlt
al pmm{leig;etgngxsﬁetl‘;g Igo’lﬁn}lsgmg may have exceeded its atithceixélgye
gating + A8 35 Decause the rule divectly nr
zé)ggiaglse o(:t‘ ;lrllﬁglvqugtii anlc_l o conglfressional statute, ilf o{irpéggllﬁgfzs
gives the ( ssig e cirect anthority to preem ’
S:%%ltéc;ﬁ cll)ec(;zgcxlsieéotlgxs Wrule ) vmﬂl{ affects the%nteregfs ﬁ?ggnlsagge?sl
selle € are somewhat surprised i i
selle )3 4t surprised that it has not previ-
ve:fr{ Izsgﬁlslle thﬁlsubject of congressional concern, In the Iasttsgig;;l
ineiﬂ; ,O f e ess hag acted on truth in lending, truth in leasing, earnish
i B %ils’t;qu?}l cresbt opportunity, fair credit billing Fair credit
Debit Collection, Practioes s T nalors Ting passago of an Unfair
X lection i €. L stbmit that the rule con i
;} xll?r?flng ;1?[ (;fl gi@i‘%?gui %%on"gnt any of these act of Coﬁ?grrl;zsﬁ%eg
§ Teason, 52680 that the Congress take some et e
s ugge ng 2 action on t
n(}rl\?lthis(frbﬁ sflggf;;oz;e% ;'(iy'ocagoln. and take up consideraﬁdz?%?‘;}ll%
: rding r i i
cl:}}‘rlns :ind Soation Teg o ho del in dug course and waiver of
lank you for your time and considerati
£ B teration.
[ Testimony resurnes on p-12L] )
he documents referred to follow:]

For example, a
lated loans avail-
the high risk that dig-
& note more difficult to
aims which the customer
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My name is Leslie R, B
W 68 . Butler, T-am a Seni 4 s "
van . L Fe Senior Vice Preside iy
conéffn:?e?lllgngi‘x" Phuf‘.ﬂ.elphm, Pennsylvania, and am reslluoggitb?g fgi'l;cmp el
i an associ atencg activities performed at my Banlk, Accompanying me h o fotas
Bave this opporters e, Of the Bank, M. Leonard §. Goodman, I am miec foaey
i BT L T o bt oy St o 1, DR
Tt is my fiy o Ssociation on this very important topic, )
the simila aim Delief that the I'T.C. and banks are both seeking t aecomplisi
ices. Specifically responding adequately to consumer needs for goods and 5@,
Terform as offere (xlv‘e see that aim as an effort t0 see that the goods and ner;'ig:;
vght to compete and to seglr(;q‘:c trgﬁsom}ble frice; and that the businessman's
8oods and services is nmintaiﬂelnd.I ¢fit which allows him to continue offering the

T: { . |
sbmit that if the interests of evervone affected hy the Rule are not given

 afequn s i i
equate consideration, the Tinle may impaet the marketplace in g manuer which

llmthel we nor fhe consumer (Vl 1 ) e andg a “[e Te le: st will ad
4 ¥ il ﬁnd de‘ il'ﬁl i Ty a ‘[ a
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ke Iﬁce Y O d hG om i - &

. 2 MIis|ion an ‘énl' 0 ha e ntend . N

the Sfﬂfement of Basls and Pul'pose Shlggesfs tlxﬂ.i‘, in at 1=sast some areaﬁkunder B
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phﬂosophic‘agreement. However, our concern ig that the

discussion, we are in
£ the Proposed Rule may nob be consistent with that

practical applications O

philosophy.

According to sogearch conducted for one of our member organizations, at

jeast 89 jurisdictions, sneluding Puerto Rico and the District of Columbia, have

eliminated o 1imited the holder in due course doctrine with regard to consumer
41 -jurisactions, ineluding Puerto Rico and the

obligations. No fewer than
Distriet of Columbia, have eliminated or limited the effectiveness of walver of

defense provisions in contracts. The approach varies from complete elimination
in all consumer transactions to the use of “time-notice” provisions. In addition,
2t least seven states have thus far subjected direct lenders to the same obliga-
tions and liabilities a8 sellers when they knowingly participate in the sale trans-
sction. In Arizona, for example, the lender is subject to claims and defenses when
the seller “arranges” the loan by receiving & commission or by assisting in prep-
aration of the loan docuraents, The Maryland law provides that the lender is
subject to claims and defenses when he knows the seller arranged the loan OF
when the lender, otherwise “knowingly participated” in the sale. Knowing par-
ticipation involves sW h things as making the proceeds of the Joan payable to
the seller or taking a security interest in the goods sold. In Massachusetts, the
knowing parficipation test is supplemented by the “directly connected with”

+ransaction test.

Many of our members are therefore already operating with some form of
Jimitation on walvers or the holder-in-due-course doctrine. We are nok aware of
any unusual burden created on lenders in these particular states or any vast
exodus of lenders from the business. The reaction to the Proposed Rule among
our members was generally consistent on one point:

Were the regulation to concern itsell golely with limiting the effectiveness of
waiver of defense provisions or holder in due course rights it could not only be
acecepted as a matter of routine business operation but would, in faet, be generally
gapported by our jndustry. In its present form, however, we feel the regulation
goes well beyond this.

At First Pennsylvania we have been extending consumer eredit since 1934 and
are considered one of the pioneers in copsumer credit among Banks. We conduct
our husiness in a responsible and regponsive manner. In our experience, had
pusiness is not profitable and business which creates customer dissatisfaction,
delinquency, disputes and suits is clesrly pad business, We +hink banks nationally
share these views and that our experience may, therefore, be representative oft
{he way in which most banks offer consumer credit.,

{n Pennsylvania, the holder-in-due-course and swaiver Joetrines have been
<liminated with respect to motor vehicle paper for many years. Asa matter of
fact, we G0 not accept any form of dealer installment sales Paper containing
negotiable instruments npon swhich the status of holder in due course could be
clnimed. However, we do dely on variovs State waiver Iaws at present, which

i a defined period in which fo raise claims and defens/s.
the provisions of the Pennsylvania’ Home
fraprovement Finance Act, within which to give ritten
notice to the assignee of the contract of the existence of any rights of action or

defenses to the contract, Under the Goods and Sgrvices Tnstallment Sales Ant, the

huyer has 45 days within which to give the sssignee written notice of the 9xist~
enoe of Tights of action or defenses to the contract. Notwithstanding our reliance

con guch waiver laws, ; }
umers claims. In short, as previously noted,

waiver of defense provisions on holder in
due course rights 80 long as thab is the sole concern of the Rule.

I will comnient on several aspects of the Rule where we feel the Commission
has extended coverage beyond what is necessary to protect CONSUMErs and will
make some recommmendations on now the Proposed Rule might be modified to
achieve fairpess to consumers withount unduly penalizing either credifors or
sellers Or cONSUMers. ) :

The Seller Rule which hecomes effective on May 14, 1976, containg two sec-
tions ; Section 433.1, Definitions; and Section 4332, Preservation of Consumers’
Clajms and Defenses, Unfair or Deceptive Acts or Practices. The Proposed Rule
would affect only Section 4332 of the Seller Rule, which prosecribes certain
anfair or -deceptive acts or practices of sellers in connection. with purchase
money loans. or any sale or lease of goods and services. Tiven though the Com-

smission has indicated that it will not,

in this proceeding, reopen the question of

we stress customer satisfaction and require our dealers to .
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the applicability of the Seller Rule t
¢ > er I 0 sellers, I am concerned icabili

(i)lf. \31112 %le %%igln?ule, tm_ any given fp.ct situa’tion, will depend gl;aggg};;l;;z;:blhty
e cgn au:nec} in Section 433.1 of the Seller Rule, For ex ounr}
vague because thg teirlgnsu‘l%glﬁﬁcﬁ%ﬂ,me definition of “purchase money Iggﬁpli‘;
de%ned ol e foumn “reper 18 ot deﬁggd. bqsmess arrangement” are too broadly
tiongiugg‘? uﬂ; ﬁrsostérm%al tg our entire discussion, let me review in som Ai

D e Rufe H eijlilxlls ur;:‘s comments with respect to purchase mone e190~d' .
o siten 1€8 & ‘purchase money loan” as a cash advance the yro m};‘»
o ruiahtd zfselle’ mhwhole or in substantial part, to a purchase of I)o (;ge 5
T oy by comm]c:)nwc o?x trl%tieii ggn;;néers to the creditor or is aﬂﬁliatgeg“,;i?;

C mmon con , ¥ 1 busine ¥ ;

of Basis and Purpose indicates that any seller :rici)u ;gﬁs.g:;:nghﬁceigéa’fcg?%g

customers should be prevented fn i i i
e ot i arré]_n v d from cutting off claims and defenses by means

I quote:

“We have retained the ‘ref
' erral’ test originall,
e ¥y pPropo.
cr]ggfgg?l% Igréi%mggti%s. As proposed, it specified ﬁvIé 011:) iigeafef%ﬁaf o
ereditor, I suﬁicientt t1s record we are persuaded that while the sgo%
referral is s o justify impogition of the rule, provided ,ac. 1
e mas chodsﬁl gogr.;% eog ﬁ;;amc ro];ttin.e or-arrangement, ’there fs no %eégg}f
Because the Seller Rule d ¢ mumber . - o (tolics supnlied.) .
Be Y oes not cover referrals “3 '
1 ey } ] ma
eggltlni% (g‘l g‘{eu;:ggmelg," bpt all .ref.errals by a seller ofdg C(l)rrisgligeiofl:l 2 o'f Titor,
bt 1'eg11fatec1 unola liation with the creditor, it is unclear What? o clechto_r,
Belng ¥ ad what steps g lender can take to st Y e
“eré% ?not o et stop selier referrals should
3 :«‘ 1.’ 03 .
among‘oet‘hSr ?ﬁg’nth“ New Golleg_m’re Dictionary defines “refer” to i
amane ther & attgs’t' to ’§en(1 or direct for treatment, aid, informati iy
o d'oe's no(;;n ion,” The definition of purchase monéy loan ;!13' o o e
g, parsanat o ﬂclomé)rehend any routine course of conduct oi- airgse or e
a partizular creditor R e R nas ‘ngement.
e e r as the source of finanecing, the seller must ing o negests
Pursﬁant tos é);ox;de the Notice specified in the Seller Rule. st Ingare thaf the
the epeerae Notige Orﬁ%%see(}oﬁllﬂg, the lender would have the duty of inclndin
bylgle e ocuments whenever the borrower was referreg. V
many e i i -
by the Bel:iferfligs,r ttI}ngrcrefhtor will not be aware that the borrower was ref k
%’1"1 sellor. thove Iy nrcz)lo; gé S%X}Iisti' tgfer; is some agreement between the f:ie?irt%%
e o e recourse arrangement which would b
by e :l rn _sell.er misconduet costs to sellers. Re § o
grigements Which & quently exist in three-party situations, are not Sresent
IO%tI‘;ned(Ir o nzea éactlons even where there is a referral ﬁursuant t%rgigg
¢ discussion leads us, of i V
Stanshur , of course, right back to the k i &
abgity toy,cgg%;:‘){hg ggggtéstgﬁg (‘)‘i utén; Whoé? concept is ae%rggl%?grg%(}:wlggdg};
Andl pesponeIyoness 1';0 ; T, A im off” if not satisfied with his h
e ponsivenass to egitimate consumer complaints. The 3 amenty
bt amas » f N e referral. concept i
ety aoxiabl D orm and needs to be totally elimi Dore
0 S . tally eliminated or m
For example. 1 gce the 1en,de1. lias no effective means of eontrol ov: "celler.
Purpose ole, Pr,uggest that in accordance with the Statem tover e o
g refef'ra ¥ L (;posed Rule (and. even the-Seller Rul o ?f }_Bams ard
ofoirs e o & S wle) should indicate that
Rrranges 1he Tonn ver ouly those situations in which
ot ahe 1oa and does so in the courge of some defined i the Sl
loan” could bes ncel§s arrangement with the creditor. Thus X rarnage money
the proceeds ofm ically redefined merely by changi g “or™ o “purchase loan,
s i ging “or™ to “and”; as a1
20005 etas of Whle pplied, in whole or substantial part, to & purcha o ot
Fads On sexvices rom a seller who refers consume A o
. S e rg’ to the creditor and i
ment, This vaouid y common control, contract or b o
impose Dbl parallel somewhat the developi s hat attommincsy
pose oy e o coons ping case law that attem:
ab’l‘% tuvg %Lg;stsop T o Wl~(mgdoin;§;tor has knowledge of seller wrongdoing agfzsg
; arrangement” is d i
course of aoar e s defined to include a ! ing,
seller, in cco(ifx}g(l‘%i’o%l a}'trangemen‘rs, formal or 'inforg{tlmﬁ(elf?‘lvset:;l gmr'“ d}_)rocedure,
ing thereof ywnile 1?11 h ghf sale of goods or services to consumer‘qc;f' flltorfand -
: s better to condition applicability of the ;Seller)%ﬁ?: %cr;
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2 3 : o v + IS
¥ b suant to some business arrangement” rather than on bare referra :
b’;_eielsleﬂ:r?%e definition of business referral is unngzqessaml;; brqad and Elnlfeé_'
tain of application. I would suggest that Ehe deﬁm,tmn'of t;usmess nrrang
ment” be limited in accordance with Mr. Stansbwry’s suggesg}pn. " 1 oarbic

The reference in the Seller Rule and the PJ.‘.opq‘sed_Rule to L'ense is p et
larly troublesome. The definitions contained in Section 433.1 1pfg,x: 1o ia eda or
loans and never refer to leases. It is un_clear whether the Commls‘siqn u} eﬁ 1:Sr o
regulate those leases which are the equivalent of extensions of credit or a

s r goods. . .
lea';lexi Oéecf:‘xorﬁzlﬁeofg “fingneing a sale” in the Rule is based on the c?eﬁuglh%ntlc;g
wCredit Sale,” as contained in Regulation Z of the Board of Govemolxstp \
TFederal Reserve System and Truth in Lending, As defined in Regu a,t Hon fAO 1,
“oredit sale” includes a Iease if the lessee contracts tq pay ag compen§a 101% for
use a sum substantially equivalent to or in excess of the agg‘legate v% ne o ;
property and services involved and it i agreed that tl}e lessee will ;alclzome,nor
Yor no other or for & nominal consideration has the option to become, t ; ovtv e
of the property upon full compliance with his obligations under the ?031_. :éc fded

If leases that are the equivalent to credit sales ave the type o‘f leases 11t1 ;31 o
to be covered by the Seller Rule and the Progosed Rule, they are adequa fe ynm
seribed in the definition of Credit Sale contained in th’e Rule and the re: f}.?ﬁ e
to leases shonld be deleted. On the other hand, if the Proposed Rule 1:9 1pte: 1P<
to cover true leases, that is, leases which are not the equivalent _af .cule)dl sa e.i
Y do not understand Iiow the Proposed Rule would operate. Th}s'ls ecausell‘
transfer of ownership from the seller would he to the creditor leSbOI: of t_he g(zo\ S

and not to the consumer lessee. In a frue lease, the consumer 1esse§ is no't. :}:1
and will not become the owner. As the Notice, by its terms, grants debtors get ’tll’l é
rights against sellers, what rights would consumer lessees have a§amst either
seller of the goods or the ereditor from whom he leases such goods? i 1 Rule
Tet me turn your attention now to geveral other aspects of the Preposed Ru
i i e CONCeri.
which glve us 0 WARRANTY CLAIMS

: ckeround materials contained in the Statement of Basxs anfl_ Pur;
po:gé ;t?fexg{ll ‘re?erences are made to a seller’s breach of fvnrr.n{xty as one' Lmld (:t
dishonest practice which should give rise {o a '{)lIl‘ChaSEI: s ability t(') seeLC Tel rei,,v
from the creditor who financed the transaction, I qu?Stl‘()%l whether thﬁa om‘xix S
sion has the authority to impose breach of warranty 1mb1'ht.y on m‘\y other person,
including creditors, than the actual person making the Wpt}en war r‘mfty. b Aot

The Magnuson-Moss Warranty—Federal Tragle Cqmmxsmon ‘mprovement rh(é —
provides that while nothing in this Aet shall invalidate or resfriet any right ov
remedy of any consumer under State law or any other Federal law, a E:onstumstty
who ig damaged by the failure of a supplier, warrantor, or servvlct‘e.con rac Of.eti'
comply with any obligation under the {tct, or under g written x\2\1mnt5:,l1r3pl1 n(r
warranty or service contract may hring sult_fo‘r damages and °t11§l e-bao-

equitable relief if the amount in controversy is in the amounp of $25 or 1111 152
but that no action may be brought pursuant to the Magnuson-Moss Act, un e.t\
the person obligated under the warranty is afforded a reasonable oppormmtyno
cuve such failure to comply. For purposes of the Aet, only tpe v»:arrantor aptlla _y
pinking a written affirmation of fact, promise, or undertaking is deemed fo hav g
created a written warranty, and any vights arising thereunder may be enforce
under the Act only against such warrantor and no otherperson. .

Becauge the Congress intended to imppove the adequacy qf 1nformatlon,l pre‘:
vent deception and improve competition in the marketplace it ereated a scheme

to regulate all written warranties made in the United States or in any territory

- possession of the United States. To this extent, the Magnuson-Moss Warranty
OAleé) %srgger;gts State gnd Federal laws regulating warranties. Thus, it seems ff:
me that thé Commission by means of the Seller Rule and the Propos‘ed Rule is
imposing a new Federal warranty liability on creditors, whe.tfhex: ?y reason of a
set-off, counterclaim or suit for damages by a d_eb?or,, which 1§ . directly grn-
hibited by the law and therefore beyond the Commission’s rulemaking anthont};i

T would suggest fhat consideration be giveu to modifying the Seller»Ruleian
the Proposed Rule Notices to indicafe that they do not cover breaches of writfen
wargnies. POLICING SELIER MISCONDUCT

‘ i is pr ; fon, ¥ her
: the major themes, not only of this pxopqsed regulation, .hut of ot
regl;xil;fenacted fegislation. i« that of “Judicial Review by the C}-edxtor;” For e;.:&
" ample, the Fair Credit Billing Act grants fo cardholders the right to withho
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payment to a third party credit card igsuer pending the outcome of a merchant
dispute so long as the amount in dispute is more than $350, the merchant is lo-
cated in the same state or within 100 miles of the cardholder’s residence; and
the customer has made a good faifh attempf to settle the claim, We are very con-
cerned with this trend to continually interpoge banks and other ereditors between
our customers and the various “sellers” with whom the customer chooses to do
business. :

The Commigsion has stated that the ereditor is always in a better position than
the buyer to refurn seller misconduct costs to sellers, the guilty party, and by
reallocating the costs to the party that generated them such costs are reduced to
a minimum, Some of the reasons given for passing this burden to creditors in-
clude: (1) experience of creditors in. consumer credit; (2) access to informa-
tion unavailable {o consumers; (3) recourge to contractual devices which render
the routine return of the seller migconduet costs to sellers relatively cheap and
gutomatic; and (4) the creditor possesses the means to initiate a lawsuil and
prosecute it to judgmeni where recourse to the legal system is necessary. In our
judgment this line of regsoning will not prove effective in practice.

A eraditor’s access to information that is nnavailable to congumers is useless as
a tool to police the marketplace unless the creditor is given some viable means to
uge that informatfion. In three-party situations, where a creditor buys existing
credit contracts from sellers, the creditor can stop deing business with any
sellers with whom he does not want to do business and, to this extent, such in-
formation is useful. But, when the dealer who always rendered good service to his
purchasers dies, sells the business or runs into a customer who unreasonably
refuses to accept actions by the dealer which would appropriately adjust the
claim, the creditor iy left with ingtaglment contracts whose value is dependent on
how the new owrer runs the business, This is especially a problem in connection
with long-term obligations such as home improvement paper where the maturity
of the obligation may be 7, 10, or even 15 years awsgy. A reserve or recourse
arrangement might be totally inadequate ta cover the losses sustained by a
oreditor if the succeeding owner proceeds to run the business into the ground.

Thus, a ereditor’s use of information to cull dishonest dealers from ifs ranks
does not altogether reduce the creditor’s risk. The Proposed Rule nof only penal-
izes ereditors who deal with sellers whose misconduct is known, but also penalizes
those creditors who have made efforts to do business only with highly reputable
nmerchants. Among other things, some effects of the Rule may be to cause a re-
duction in the terms available to consumers, a rednction in competition because of
the creation of a new, artificial barrier to entry for new firms in the markefplace
who will not be able to obtain financing for their-customers and higher retail
prog};ct costs to consumers due to additional recourse reserves required by
creditors.

In the two-party situation, access to information about a seller’s previous
misconduct is of absolutely no help to the creditor, even were it avalaible,

If the consumer credit applicant is creditworthy, can a ereditor, without risk
of Hability, advise the applicant for a purchase money loan that the dealer from
whom the purchase ig intended to he made has @ prior history of unfair dealings
with consumers? Because the tule grants no immunity to liagbility, a creditor who

© voluntarily takes it upon himself to advise a consumer that the dealer has a poor

history of resolving complaints, or no such higtory, ean expect to he held liable
for sueh advice. And yet Regulation B of the Board of Governors of the Federal
Reserve System requires that we tell applieants: the reasons for a credit denial.

Even though the thrust of the Rule iy to have creditors police sellers and
thereby, minimize seller misconduct, in the f{wo-party situation a creditor has
no effective means of contrgl over dealers. In fact, the credifor will find himself
in violation of the Proposed Rule if he refuses to include the Notice whenever a
dealer refers an applicant to the ereditor for a loan. Beepuse creditors would open
themselves to suits for libel whenever they advised an applicant of z dealer’s
hgsﬁ)ry of poor service to consumers, lenders cannot reasonably be expected to
give such adviee to loan applicants. Lenders are therefore unable to change the
Dractices of the marketplace and must extend credit to creditworthy consumers:
Notwithstanding this inability to advise applicants, creditors who continue to
make purehace money loans will find themselves subject to claims of disgruniled
horrowers beecanse the Notice must be or should have been ineluded on the loan
documents. The alternative to this dilenuna, that ereditors stop making pur-
chase money lofins, is nnatiractive to all concerned. )

1 see the Proposed Rule as unfair to creditors and in need of substantial
darification. Contrary to the ability of a card issuer to charge back to a mer-
¢hant the amount involved in any dispute under the Fair Credit Billing Act,
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i X eferral loan, as this
is no creditor recourse to sellers in g purchase money reiciral )
tt?:ﬁ:::it?on s defined in the Proposed Rule, and -Wlﬁiecéeﬁﬁéﬁ gc;siesrsesfilhl%
finaneial means to sue for losses the consumer mAay X ) !
) i i ties to bring suit. This
of seller misconduet, creditors are not the proper parti Joring i
i ause the loan and the sale are separate tramsactions. Cou 3 -
i?mg?ﬁ;{gshom that, without the existence ﬁf sogle confﬁggt or gﬁl}gﬁg&)ﬁuzgg%i ;ghtxo
i 0 between the creditor and the seller, the creditor 1s 1t standing
g\?(lxl ?tl%aler who referred a consumer to the ereditor in order to vindicate that
eo}iﬁ:ﬁﬁ; ii;%hlt&k for a moment at the Commission's cxon'tentipg that “seller
miscondtet” costs will be transiated by tha creditor into “a more ac%‘«.l-l‘_age p;‘.}g%
for consumer goods.” YWithout the e‘xistel;;:‘é}:of' t’glge p;'gposgg 5.1]131‘% i‘;lvgsg }f g% gozs{lo r
ith our dealers on customer satisinction. ILs g0O S8 th
%ls?sggfgltuna’tely, we are finding @ smalu but gr?wmdg ixilcxgénegtta Otji) gpggge(s)glcéxéﬁ}
consumers” who uge the rules and regd ationg alteady in et e of ¢
i ‘ to avoid legitimate obligations
gitmerism, and the probable cost of suit a8 a way O oA e r eltion.
and to get more than they ave entitled to. To protec tl ) Z e e
i 3 111 be occasfons when alleged misconduct costs Wi S
it?illlé)ks tfg1 gl% Zéller put will be absorbed by the ayeditor even though recourse Is
1 1 * - * . x . -4 9y i
av'ill‘%gbc%mmissmn says that there m_aytbeIa “Slqlghféf r%(il;mgg; e‘lélt egglfl’;tl:ly; ;ﬁ?é
respect to “consumer misconduct” CoSis. res%nec £t suggest, tha, the prife
fhat ail consumers must pay is higher costs of credit, % o o e mar.
even credit unayailability. As creditors absorb more cggts ‘t‘; O O oid. we
oins we must reduce the risk of loss by ralsing credit s . S e
[t : deninl was as the result of a slig
611 those constumers we turn away that the as 1t )
ion i i 1der-in-Due-Course Rule?
reduction in efficiency caused by the new FTC Hold ; e
licing ketpla the Proposed Rule and the o
"If policing the marketplace is the aim of Pr ] nd fhe Bel
1 C ission i tg trade regulating function in ¢
Rile, then the Commission 18 abdicating 1 e e i 38 taking 710
transactions by making sellers and creditors market p 1{; e sul) : ng no
icti 1 jeet to mercha
dction whatsoever fo protect cash customers who are Jusi as e T et
secontiuet. 'To the extent that eredit gustomers are given Aoty ig
gx;:c;(r}é};ﬁted cagh customers the Rules diseriminate unfairly against cash cus-
tomers and have the effect of discouraging thrift.

ALTERNATIVE METEODS OF ACHIEVING THE BAME RESULT

; Bli i ; i ; r ¢ and the Proposed
frmly believe thit promulgation of the Seller Rule and :
R‘]geeegzgie Q:Iaugc juore harm to consuiners than is intended, buﬁ that actioildmgsii
be tuken to rid the marketplace of jmproper practices by se ters, I wml{ hsﬂi{e
gest the foliowlug courses of action a8 wz;gle %’ﬁegalt;;r:sth é}g eagiggli%o?s She
Commission’s aims. These alternatives would not pena e, t‘the editore e
“fo deal only with reputable merchants, yould not atfec arketplace
‘:gerc%gpdggﬁilm%ng of c(msulmers, and yet would -tmur;oﬁn; .the marketplace of
e sellers and ereditors who engage in improper practices: .
th%;e) sgé%zxg%he definitions in th‘e RI(‘%% andd%q};?ug?{iz\;mﬁogif;n&gg’tﬁ;g%séé
; and services” “creditors,” “eredit carg, rehas ' ]
;;%Ggggegﬁg,’?e}“ggtmmng relationships,” *lease,” “dontrol,” and “buginess ar
rapgenent j i olel: issue of making it an nn-
€ jule go that it deals solely with the ssue ol m
1aé%%i%§vzlsé%g§§ve aét ar practice for a seller to take a negotiable instrun%ggt
or to include in any instalment sales contract yaiver provisions in conneetion
i e cpedit sale of goods or services 10 a consumer. ) )
ng)tggagg‘;g o reasonaﬁle Hime limitation }C%Jon tlthﬁxc‘)lghltg glf;\ig rcg;x;;}zae:v gopgz
sort his defenses against the seller and/or the creditor. I A e e o
jmiting the right to raise defenses to “fhe warranty per -
léé’iee};ﬂfnfegr gooﬁsgor service§ or dnring the period up to three years from the
date of the consummation of the credit contract, whichever is less.

(4) Prohibit practices such as “gragging the hody” or the like, by sellers in * -

, o : o inst credi-
oxdes 11 the provisions of the above rule and impose liability agains
g;gsgzq'%ggédstiﬁa%ons wlhere the creditor knows, or shovld bave lmowz;hﬂtlgg
the seller engages in improper practices, or the creditor participates o §
underlying sales transaction.

: i it i tive loan ap-
i reditor, by affirmintive regulation, to adyige prospec 0 ;
pﬁ(eg)ﬁg;%ﬁ%g gona figes of any dealer from whom the loan appligﬁnt' ;ntegé: .
to purchase consumer goody or services, in whole or in part, with.the proceets .
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of the loan. Reguire suech advice when the ereditor is asyare, or should have heen
aware, of three (four? five?) instances of seller miscohduct within a preceding
one (ortwo, three) year period.

CONCLUSIONS.

For all of the above reagons, I ask-the Commission to review the Proposed
Rule in order to reassess the Penefts; to some consumers against the costs alb
constmers must bear, Being 4} consimey finance officer, I know that creditors
will have fo take steps to minii\xize tlie risks of loss inherent in congumer paper
which contain the preseribed Notic/. While these steps may mean some belt
tightening and resfructuring of our present practices, we will not go out of the
consumer finance business just beesuse of the Proposed Rule.

The Rule iz a half-way measure which diseriminates. against those persons:
who purchase for cash. It attempis to interpose the creditor as a policeman
whenever credif is utilized to accomplish a conswmer purchase, without giving

the creditor the tooly to exercise such authority and without relieving the-

creditor from Hability that may result from suits by disgruntled credit applicants
or sellexs. The Rule will inhibhit persons from going into business as sellers, be-
cause few creditors will buy indtalment paper from a seller when the seller has
1o track record upon which to appraise the xisk, Fiually, it will be an added
burden to those persons who would seek to become creditors, because it creates
an sdditional complance burden which, along with the other lgws, rules and'
regulations affecting econsumer credit, ¢osts time and money for which creditors:
receive no compensation in return,

To the extent, that the Rule places seller misconduct costs on ereditors, whether:
falrly or unfairly, such costs must be made up in sone way in order for creditors
to-maintain profitability.

TFIRST PENNSYLVANIA BANK,

) March 11, 1976,
Re Holder in Due Course—=Synopsis of Oral Presentation.
Wixiad D. DixoN,

Assistunt Direcior for Rulemaking,

Federal Trade Commission,

Washington, D.C.

DeAr Mgz. DixoN; The following is a synopsis of those arguments I intend
presenting to the Federal Trade Commission (the “Commidgsion”) at the hearings
on the proposed amendment (the “Proposed Rule”) to the Trade Regulation Rule
on Preservation of Consumers’ Claims and Defenses (the “Seller Rule”) which
are to be held in Washington early in April of this year. My comments will be
presented in conjunction with theose of Paul Stansberry on behalf of the
Consumer Bankers Association (the “CBA”) and represent the views not énly
of the CBA but of my employer, First Penngylvania Bank N.A. {(the *Bank").
At the present time, I am employed by the Bank ag a Senior Viee President
and Y axm directly responsible for all areas of consumer finance.

The Seller Rule which becomes effective on May 14, 1976 containg two sections ¥
Seection 433.1, Definitions ; and Section 488.2, Preservation of Consumers’ Claims:
and Defenses, Unfair or Deceptive Acts or Practices. The Proposed Rule would
affect only Section 483.2 of the Seller ‘Rule which proscribes certain unfair
or deceptive acts or practices in connection witl: purchase money loans ox
any sale or lease of goods and services. Bven though the Commission has indieated
that it ‘will not, in this proceeding, reopen the question of the applicability of
the Seller Rule to sellers, I am concerned that applicability of the Proposed Rule;,
in apy given fact situation, will depend on criferia found in the definitions
contained in Section 433.1 of the Seller Rule. For example, as Mr. Stransberry
will indicate, the definition of “purchase money loan” is vague because the terms
“oontract” and “business arrangement™ are foo broadly defined and the term
“refer” is not defined. Fnrthermore, Section 433.1 does not contsin a definition of
“goods or services” go that certain real property transactions may inadvertently
be covered by the Proposed Rule.

. LEASES

T Yaye an additional question with regard to “leases” of goods or setvices
Wwhich are covered by Section 438.2. This term is not defined in Section 433.1 And it
15 imelear what kinds of leases are intendeéd t6 be regulafed. The definition of
“finaueing a sale” is based on the- definition of “Credit Sale” as confained in
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dex hich

lation 2 of the Board of Governors of the Federal Reserve System, w
wa{rgiud%‘awn pursuant to the Truth In Lending Act. As defined in Regulggxonle,’
“ieredit sale” includes a lease if the lessee contracts to pay as compensatmré tg
use o sum subtantially equivalent fo or in excess of the aggregate} value O g
property and services involved and it i agreed that the lessee will bteé:ome: OI
¥or no other or for a nominal congideration has the .optl‘on to becomg, e ot:s ne(7
o0f the property upon full compliance with his obligations un.de1.~ the con 1‘8.(‘3)9.
Tf leases which are the equivalent of credit sales are what 1s‘_mt1encgad tcgb e
covered by the Seller Rule and the Proposed Rule, they are sufficiently elslc? te(1
in the definition of Credit Sales and the reference to leases should bgl © %‘ner
from Section 4332 of the Seller Rule and the Prpposed Rule, On the % t§
hand, if the Proposed Rule covers true leases, that is, leases which ﬁrtla no 1&
equivalent of credit sales, I do not understand how the Proposed lgfe W({u a
operate, This is hecause 4 transfer of ownership from the scller, t1 sgc lse
transfer occurs, would be to fhe lessor and not to the lessee. Ina y&eteﬁn e
the lessee is not and will not become the owner. As the l\otlce,l by i 0e ert}
grants Debtors certain rights against Sellers, consumers who lease prop
would be confused by the provisionz of the Notice.

WARRANTY CLAIMS .

i i i i 's Statement of
g ackeround materials eontzuped in the Commission’s ; )
Bzf;;stggdBPurﬁse for promulgation of the Siiuea ﬁu?ssifgggg gsggﬁc%cigh?ég
made to 2 seller’s breach of warranty as one kin i i
i i d ili k rediess from the creditor who
should give rise to a purchasers ability to see s from, the orec o ity
ransaction. I question whether the Commission as ority
ti:i(;'1 ?El?(flssli)igach of Warran(tlfy liability on any ofher person, ineluding ereditors,
o making the written warranty. L
thaTiéh%&eg‘uson-Moség Warmnty———.Feaerag. Trz}deth%oix;mss;?:ﬁ %ﬁ%ﬁieﬁi
Act (the “Act”) provides that while nothing mlder Act snall davalidate, o7
vestriet any right or remedy of any consumer ul Y ny other
! vho i z the failure of & supplier, warrantor,
TFederal law, & conswmer who is damaged Dy the 1al e, warrantor,
servi raci ; ¢ obligation wnder the Act, or.u
or service contractor to comply with any ob : 1 1 : und
i i - ptract may bring suit for
A written wareaaty, implied warranty or service co . bring ¢ o
gl & i olief if the amount in controversy »
dnmages and obuer legal or equitable reliel ot et £ the
the amount of $25 or more, hut that no action may be ] s to the
3 i he warranty is afforded o Teas
Act unlegs the person obligated under ¢ y 15 e B e the
i X to comply. For purposes o e s t
D otually ey Sy i tion of fact, promise, or undertaking
warrantor actually making a written affirmation » prom’™ l, s arismg
1 ed to have created a written Warmuty, and . any 8 orisi
?Iig%z};?dgg?ﬁay be enforced under this section only pgainst such warrentor
. person. . .
anﬁélc%gl;ﬁ%z Congress intended to mxprge thg.L %Sj:%lllzil:g iotf éx;ggﬁgiago:é ﬁ)erlix;ergg
T 9 e v
deception and improve compgh’cmn in the m rke ; o S enitory
rri 7 s de in the United States or i
regulate all written v,am:antles ma e e tha Act D e State
or possession of the Um@ed States. | ? i L se’e e At D e Com.
and Federal laws regulating warranties, Thus, it s L itule T s new
LS ans of the Seller Rule and the Propose sing 7
%g;gﬁ tx;)\svra;}]rgnt; liability on cr%diltgrs, W%)ﬁectl}:eié ?l‘xr‘e?:%f;% ro; 12111)?&1:&0{)1} cglt;niﬁt
claim or suit for damages by a deb czr, W 1a disectly 2 1)
Levefore bevond fire Cormmission’s rulemaking awthoriiy. . .
aniiil fs}éiﬁ(ﬁfgggc that, in order to complg \y1th ﬂie A({t, y{{u consider modifying
the Seller Rule and the Proposed Rule Notices as follows:

NOTICE

i i is subject to all claims
E: older of this consumer credit ccmtraqt is 31} je 1
;?g ;xllefenses, ather than for breach of aeritten warranty, which the
dentor could assert against the seller....

POLICING SELLER MISCONDUCT

indi s alw i hetter position than
: ission indicates that the creditor is always in & be ‘
th’én{)‘?uggfl gliilto\in seller miscondutcﬁs gosts tx?q ts‘?él(&sé n&h:ugl\lné%s;tga;g, 1%?1%c%

g i s to the party that generd ; cedl
133,?05{1%&? ég;fe of the geasons given for passing the bgrfien ﬁté;nc‘igg::iri
:include: (1) experience in conswmer credit; (2) access to informa
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able to consumers; (3) recourse to contractual devices which render the routine
return of seller misconduct costs tn sellers relatively cheap and automatic; and

(4). the creditor possesses the means to initiate a lawsuit and prosecute it to
judgment where recourse to the legal system is necessary.

Access to information unavailable to consumers i useless as a2 tool to police
the marketplace unless the creditor i8 given some viable means to use that infor-
mation, In the three party situations, where the creditor buys an existing credit
contract from a seller, the creditor can cut off those sellers with whom it has o
record of poor experience, or vefuse to do business with those with whom it has
no experience, However, how does a ereditor protect itself when the dealer who
has always rendered good servide to his purchasers dies, sells the business or
runs into a customer who unreasonably refuses to accept actions by the dealer
which would appropriately adjust the claim? This is especially a problem in
home improvement paper where the maturity of the cbligation may be 7, 10 or
even 15 years away, A reserve or reconrse arrangement might be fotally inade-
quate to cover the losses sustained by a creditor if the succeeding owner proceeds
to run the business into the ground. In this regard the Proposed Rule not only
penalizes creditors who deal with sellers whose misconduct is knowxn, but also
penalizes those creditors who have made efforts to do business only with highly
reputable merchants. )

In the two parly situation, access to information about a seller’s previous mis-
conduct is of no help to the credifor, even if it were available. If the applicant
is ereditworthy, can the creditor advise the applicant for a purchase money loan
that the dealer from whom the purchase is to be made has a prior histery of
unfair dealings with consumers? Because the rule grants no immunity to civil or
eriminal liakility, a creditor who voluntarily takes it upon himgelf to advise the
consumer that the dealer is no good can expect to be held licble for such advice.
Even though the thrust of the rule is to have ereditors police and minimize seller
misconduct, in the two party situation, the creditor has no effective control over
the dealer. In fact, the creditor will find itself in violation of the Proposed Rule if
it vefuses to include the Notice whenever o dealer refers an applicant to the
ereditor for a loan, This is beeause, as Mr. Stansberry will indicate, the definition
of purchase money loan is 0 vague as to render the Proposed Rule incomprehen-
sible and difficult to follow. Beeause creditors would open themselves to snits for
criminal or ¢ivil libel or slander whenever they advised an applicant of a dealer's
history of poor service fo consumers, lenders cannot reasonably he expeeted to
give advice to loan applicants and are therefore nnable to c¢hange the practices
of the marketplace, Notwithstanding this inability to advise applicants, ereditors
will find themselves subject to clnims of disgruntled borrowers because the Notice
must be included on the loan documents. The only other rational choice for
creditoriis to get out of consumer lending.

I see the Proposed Rule as unfair to creditors and in need of substantial
clarification. There is no creditor recourse to sellers in a referral loan, as this
transaction iy defined in the Proposed Rule, and while creditors possess the
findneial means to sue for losges the consumer may have suffered as a result of
seller misconduct, creditors are mot the proper parties to bring suit. This i8

hecause the loan and the sale are seperate transactions. Courts would invariably
hold that, without the existence of some contract or other business relationship
between the creditor and the seller, the ereditor is without standing to sue the
dealer in order to vindicate a purchaser’s rights. :

Let us now lock for 2 moment at the Commission’s contention that “seller mis-
conduet” will be translated by the creditor into “a more accurate price for con-
sumer goods.” Without the existence of the nroposed rules we already work
closely with our lenders on customer satisfaction. It's good business for both
of us, Unfortunately, we are finding a small but growing incidence of “professional
consumers” who use the rules and regulations alveady in effect, the age of con-
sumerism, and the cost of suit as a way to aveid legitimate obligations and get
more than they were entitled to. To protect ifts valid dealer relationships there
will be nccasions where the creditor’s costs will not be passed back to the seller
but will be absorbed by the creditor.

. What are the ramifications of this eventuality? The Commission says that
fhere may bhe a *“slight reduction in efficiency” with respect to “consumer mis-
conduet” costs, I respeetfully suggest that the price that 99%% of honest, straighi-
fnm:ard consumers may pay is higher costs of credit, reduced. terms or even
credit unavailability, As we absorb more costs which eut our profit marging we
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must reduce risk by raising credit stanfards. Should sve tell thase cinsumers
sve turn away thal the denial was as the vesult of o slight veduetion in officieney.

It pohgmg_the marketplace is the aim of the Proposed Rule and the Seller
Bple, which iy indicated in the Statement of Basis and Purpose, then the Com-
mxss_ion is abdicafing its trade regulating funetion in credit transavtions by
making sellers nnd creditors marvket policemen, and is taking po fetion to
protect cash customers who are just as subject to merchant misconduct. To
the extent that credit customers are given additional rights not accorded eash
customers the Rules discriminate unfairiy against cash customers and have the
effect of disconvaging thrift,

AUTERNATIVE METHODS

Becanse I firmly believe that promulgation of the Seller Rule and the Pro-
posed Rule may cause more harm to consumers than benefit, but that action
should be taken to vid the marketplace of improper practices by sellers, T would
‘suggest the following courses of action as viable alternatives to accomplish
the Commission's aims, which wonld not penalize those creditors who deal with
reputable merchants, swould pot unduly aifect the marketplace, and yet would
tendfto rid the markeiplace of those sellers and creditors wlio engage in improper
practices,

(1) Promulgate g frade regulation rule making it an unlawfnl or deceptive
act or practice for a seller 1o take a npegotinble instrument or to include in
any installment sales contract waiver provisions in connection with the sale
of consumer goods or services, and net requiring sellers or credifors to Include
‘a8 Notice such as is contained in the Proposed Rule.

{2) Prohibit practices such as “dragging the body” or the like, by sellers in
wrder to aveid the above rule and impose lability sgainst creditors only in
those situations where the creditor knows, or should have known, that the
seller engages in improper practices,

(3) Permit a creditor, by an affivmative regulation, to advise prospective loan
applicants of the bona fides of any dealer from whom the loan applicant intends
to purchase consumer goods or services, in whole or in part, with the proceeds
of the loan. Require such advice when the creditor is aware, or should have
been aware, of three (four? five?) instances of seller misconduct within o pre-
ceding one (or twa, three} yearperiod.

CONCLUSIONS

Tor all of the above reasons, T ask the Commission to veview both the Heiler
Rule and the Proposed Rule in order to reassess the henefits to some ¢onsumers
against the costy of all consumers must bear. Being a consumer finaiice officer,
I know that creditors will have to take steps to minimize the risks of loss
dnherent in consumer paper which contain the prescribed Notice. While these
steps may mean some belt tightening and restrocturing of our present practices,
we will not go out of the conmsumer finance hHusinegs just beemuse of the Pro-
posed Rule, )

To the extent that the Rule places seller misconduet costs on ereditors, swhether
fairly or unfairly, such costs must be made up in some way in order for us
to maintain profitability. A creditor epgaged solely in the consumer finanee
‘business would have no alternative buf to raise rates (if the credifor was not

already charging the maximum rates permitted by law) or reduce the risks of

consumer clajms by (i) cutting out marginal or unknown dealers from those
persons from whom the ereditor swill purchase installment sales contracts, and
(ii} raising credit standards. But, as disenssed above, no action can be readily
taken by creditors to protect a loan portfolio when dealers vefer applicants for
purchage money loans. Banks and other ¢reditors which engage in lending activi-
ties in addition to-consumer finance will, from time to time, loock at the profit
ability of consumer finance paper and, in addition to taking steps to minimize
risks of lower profits, may allocate thelr resources out of cvsumer finance.
Because I have no way of foreseeing the future T cannot predict what actions

creditors will taken when confronted with a bad loss problem in any given
period. Suffice it to say that if the Proposed Rule causes creditors to leave the -

consumer credit market or to reallocate resources to commereial borrowers which
Tesource Should have been earmarked for consumers, the Proposed Rule eannot
be-changed in time to reverse a process which will be highly detrimental to

consumers seeking credit, And because of the vast amount of laws, rules and o
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regulations which govern conse her credit toda

&) 4 o1 ey 3 Yy 2111(1 th i

exposure for even the most technical violetiony, 1yt is ﬁx)ﬁk&yglgﬁ;?g:nn&%tu v

tu}ll‘ lcretiutorsx _w;ll be found waiting to fitl the void o ¥ petene
Thank you for this opportunity to e S5 i i

angwer any questions yon may have, FOTERE Ty views. 1wl be happy fo

Yery truly yours,
Lesuis R. BoTiee,
Senior Vice President,

STATEMENT OF PAUL L, STANSBURY, PRESIDENT, THE CONSUMER DANKERS
ASS0CIATION

Gentlemen: I am Paul L. Stansbur i i i

) : L. Stang ¥, Senior Vice President an
gfoe(x;gsxﬁfzrohﬁen;giggpDﬁilsw? céfTCL‘he Valley National Banlg &lii?z%ﬁf J‘?If,

nix, H resldent of The Consumer Bankers Associati A com
panying me today are Mr. Leslie R. Butler, Senio Vi >resident of Iiess
Penngylvania Bank, Mr, Drew V. El‘ihweu Le i 1 tir He Ple&da’lt O e
Consumger Bankers Association and My, \Ii(’.‘hfi F'S Moy Dpsentative of The
Sonsulne 1kers Assoel; w2 el 8, Milroy, o lawyer wit -
lins, Blliy, Burrug & Kipwit of Phoenix and coungel to They k’alley‘gifﬁ?gg% I%gl?k

Of & 37, 0 . it L » H
sub}ei:ltf na. We appr ecmtg this opportunity to present our thoughts on ‘this
In presenting my statement today, I wisk to fir i
In ing my 3 st addresy the var i-
E:lelg fg{;ré?nlgntﬁeg?;t} 433&1 af ;hg Fédez-al Trade Commission Traziili%ggu‘}gggln
lating t ceservation of Consumers’ Claims and Defenses. T jewi
these definitions, and atterpting to s * the mponlieatios
X , 4 peculate npon the gcape of th Heati
of this Rule by reviewing the definitions. we h v’ Br Boint that
{ i 1 A ope to demaonstrate our point that
we quarrel not go wuch with the general reason o d £ - rad
Regulation Rule as we do with thg seo teability of ot pobosed Trade
_ 8 4 seope and applicability of th ’
ti(;xi‘xn-&té% ;m{:;z sgecxlt‘xlc. u}ldt in dealing with the firgt imp?;-tunt ggﬁzﬁi‘ggge&%g}f
3.1, we would peint out that the “consumer” which is here
brofecied is one who acquires “goods ar services” fo ity o o
: S & T personal, f -
1‘:(;11;1{ I?Sg('ngge l};hgx;g{:‘%%ods or services” cgn encampus% literaﬁy zg;xéis; ‘;)ll‘zfc(ill;f;e
1 be > by o consumer, ineluding construction or nure
honme, a swimming ROOY, Or a permanént addition to that consuxngr]:l‘??g.si%e‘fcé

 The Real Estate Settlement Procedures Act should. give sufficient and desired

ety tent L At ;
s S e SRS S B8
ot D e e e S
}gﬁ))d:)s; ::)lmsee f‘lei;g;t’mtxéalpgx&xﬁ% Whi(:{l w‘ou%l, (I?)lxv' gg:gl;?g,e 1%g$;i%€13§;egnﬁt
sonal property which are or are to%fﬂ‘gi?eg%uﬁﬁ?g’;ﬁpggrilxlffl ?:gggdszg:g

necessarily be aeenmulated to complete ' i je

. iy umy 4 construction pr f

‘1‘110‘11)9&3 items ‘trachtwnally thought of as “goods or sefvi?eescf' glléfl girst.i?slﬁ
washers, carpeting, alarm systems, aluminum siding, apnd similar itemé {and

while exempting from coverage the pumn welli
; 2 erag purchase of dwelling and the major congty
;1;1!; é‘&% ;é?g;gv&;’x:;&t Ea%;g_cts r_slating to dwellings, which ge’nerallyJ alrc{e3 %oi’t;l}g
@ 3 ing ingpeetio 's 1 i "0 visi
nng:ther censEmer pmtectiongdev 1{(1: esfl n codgs, contraetor's lcensing provisions
© can readily imagine the long-range impact of a seemin 1. priate
" P 3 ¢ - ya oD -
fr\lggn pro’cectmmst‘ Adevice which reaches out to cover theg.par}:)irgpgtl:ilgrgegfp 111
fmr}ha:’ and especmu:.ja bﬁnlnng; institution, in the financiug of a consumer
A, lofnnigggdlgz;n ;glit’g;ef%cqmsltxqudof fafpersonal residence. Such a mort-
. 3 e w T a period of from tiventy to thir a1
Il)l;.'lg‘{'l(l)t ;’e ge{)imtea for the purpose of sale ultimately to g govemmtgngtfl ng&%gf
hnlc’iew tzlnoytt,‘agp banker or other lending institution. To deny .those ultimnte
dostans thm existing protections of a holder-n-due-course would almost certainly
b sniab'le' ;ﬂlﬂblhty of that mortyage loan; further, if you care not to consider
poni i ity of that mortgage loan, consider-then the rensonable value which
¥ity ‘evulﬂsg_lgnedyto,-that mortgag@losgn for asset evaluation or collateral seeu-
Aination ;purppses.- The unedrtainty of the possibility to-interposed eon-
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sumer . defenses—especially over the long period of that mortgage loan—oeould
very conceivably have a striking and long-range impact upon the money manage-
ment and money brokering technigues which have been devised and perfected
over the years by polifical subdivisions as well as the business and finance sectors
of the economy. Although we will intentionally refrain from making any state-
ments that we cannot support by gtatisties or affirmations by appropriate
enl;cities, we do not feel that the foregoing statement is intemperate or irrespon-
sible. ’

The home improvement loan presents a more difficult guestion. These loang
are generally written for a term ranging from § to 15 years. For example, in the
construction of a permanent addition to & eonswumer's - pergonal residence, as in
the construction of a swimming pool or similar improvement, which should be
eonsidered to be & major underiaking, there seems to be a logical distinction
between, expected abuses of constimer rights in that avea when compared with
fhe expected abuses of consumer rights in sales and installation of earpeting,
alarm systoms, aluminjum siding, ;texture coatings and sealings, and roofing

saterials. Because of the amounts generally involved in major home improve- -

nient projeets and the necessary ferm of amortization of such a loan, the Com-
mission’s Regulation would be tantamount to making the creditor acquiring a
consumer credit contract for such an improvement au absolute insuver of the
advisability, iness and quality of the construetion project, as well as the work-
manship and the ninterials inecorporated therein. A lending institution would
probably look asay from wndertaking such a long term responsibility, especially
o responsibility of such magnitude, Whetlier lenders would decline to make this
type of -credit except in {solated situations involving highly reputable con-
tractors of nnquestioned financial strength can only be a matter of speculation;
nhowever, that speculation would have to melude the thought that the Regulation
would necessarily force lending institutions to favor the financially strong, long-
established companies over small, new contractors and that further leads one
to speculate on the monopolistic overtones that accompany that kind of dis-
cussion or speculation. ;

Turning to the definition of foveditor” under Section 433.1, we find what
appears to be an exclusion from the operative definition of any credit card
issuer which is becoming a creditor by a specifie credit card transaction, with
the apparent benefit that the prescribed notice would then not be necessary and
waivers of defenses would continue to be available within the permissible and
practieal limitations of the Fair Credit Billing Act. The phrase “credit eard
issuer” is a defined phrase under Section 433.1; Bowever, we do not find 2
definition of the phrase “credit card” and we do not find any point of reference
from which we might obtain a definition of that phrase. We yecommend that the
provise relating to a credif eard issuer be set aside by stating it as a separate
sentence under the definition of dareditor.” We strongly recommend that the
phrase be given further specific meaning by including in Section 433.1 a specifie
definition of “eredit card” to add clarity to the entire concept that this fype of
consumer credit purchase mouney loan is exempt from this Regulation,"To ohtain
further uniformity, it is snggested that the definition of “credit card” found in
Truth-in-Lending Regulation %, Section £226,2(r), -or a substantially similar
definition be adopted by the Commission so that the phrase *eredit card’ would
mean “any card, plate, coupon book, or other single eredit device existing for the
purpose of beinig used frem time to time upon presentation to obtain money,
property, labor or services on eredit” The phrase “eredit” as found in the pre-
vious definition might also be adopted from Regulation Z, Section 226.2(q), to
generally cover “the right granted by a creditor to a consumer to defer payment
of debt, incur debt and defer its payment, or purchase property or services and
defer payment therefor.”

‘As the Commission pointed out in its Statement of Basis and Purpose, credif

card issuers can and do undertake to intervene in consumer disputes with sellers -

and consumer injury from reliance on the standard form of waiver of defenses
in credit card contracts is infrequent: consequently, there is no reason to believe
that the Fair Credit Billing Act will not afford adequate protection to con-
anraers af the present time. We fully agree with the Commission's conclusion on
thig point but seek to go one step further in supporting the adoption of a rule
containing language which will not separa te & buyer's defenses from his obliga-
tions to pay under any holder-in-dune-course or defense waiver theory and, at the
same ftime, will not place undue strictures on issuers of credit cards, check
gnarantee cards, debit cards and other cards which are now and will goon be

g
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upon the scene as additional tools of s 1er g :
cr%lﬁt . ' of access to consunier fpnc1s and to consumer
© There are additional problems ‘with this concept and those probl
cienfly complicated to indicate that the pmp'oseg solution aflagdigl;lst;aesﬁgl
dehn}‘tmna} phrases is probably too simplistic in its approach. Fur example, 4
true “credit card," such as Mastey Charge, BankAmericard or American Expréss
wonld seem clearly to fall within thé exclusion under the phrase “creditor >
Granting that as a fact, we get into variations on that theme which would sen;n
fl?cfggglf& e?;s t%ng. ;»'ery (Iﬁgst, that the phrase “credit card” Le defined to clea;lv
cre FOgTam i i i
tioﬁl‘ml A progr. by -an instrumentality pthgr than the fradi-
or exaiyiile, there are many banking institutions across the ‘cou 3
a check-lin: dtem which can be written in favor of a merchant, ?wllllgge?‘ 3&'&2%
that merchant is partieipating in‘the credit eard program by prior agreement,
in payment of pu.rchase of consumer goods or gervices from that merchant ami
that check is debited not to the congumer's general demand deposit acepunt, but
to his credit card account as a cash advaunce or loan. Similarly, a creait card
grmn.gement with & consumer can be such that there iy s *loan checking™ or
credit reserve” feature appended to the cousumer’s regular checking account
so that any ch'eck written I_)y the consumer which would normally overdraw that
delxlnaml’ ’deposm account will not operate to create an overdraft but will trigger
a lpan from the credit card account, as a cash advance, which will be azxto-
matically disbursed to the consumer’s demand deposit account to avoid the
occurrence of the overdraft., The loan made under the credift eard account is

payuble on o deferred basis acecording to the terms of that particular credit ’

card plan and is another instance where the “eredit card” is not t iti
::pla-smc" but is some other instrumentality. Added to that fact iz ?fegﬁ%gﬁﬁ
faet that crgcht card. accounts ean, in many instances, be accegsed by appropri-
gte te@eghomc or mml_reqpests, both of which do not involve presen%ation of &
p]ns.tw . Or any other,dgx{lce evidencing the existence of a credit cdrd acecount
A:%ldga Afrom the definitional complications involved in these concepts an(i
variations on these concepts, the ultimate point to be made is that these programs
can and should be logically excluded from the operation of the Regulaﬁoxi for the
reason that they are adequately covered by the Fair Credit Billing Act, which
the C:orn;msmon"has recognized as affording adequate protection to coﬁsuuiers
aj& this i‘:xme. Going one step further, and at the same time moving to the defini-
tion of “purchase money loan” under Section 433.1, we have additional motives
in urgieg the _mclusmn of a“check guarantee card or Similar program or device
in %he definition of “credit card” so that such device and program could I:e
excluded from the operation of the proposed Regulation since, without such
specific exelusion, sueh a4 program could become subject to the Regulation by

virfue of the definition of “purchase money loan.” Let me explain this statement, .’

Tse by a consumer of o check guarante i i i

¥ e¢ card, in connection with a check

gzggvn ém tl&a@ consumer’'s demand deposit aceount, could serve to overdraw that

ae unt a:n , if thg Banlk were to permit that overdraft and honor the check
an gecommodation and not as a part of an overdraft banking program, and

levy an overdraft or itemn handling charge against that transaction, it could

eagily be said that the Bank hgd made a loan or a “cash advance” which was

received by the consnmer in return for a finance charge under.the meaning of

Regulation 2. Assuming that check obtained proceeds whi i '
’ . ¢ s which we
gllg contsumer in whole or spbstﬁmia} part to g purchase of go‘gdgeoipgegﬂcgsy
gnarﬁt of »tl;g de_:ﬁmtmn will be satisfied sinee the seller honoring that eheclé
guar ’eedcg _Wl_ll, almost certainly, be doing so under the assurances given
“i)usi(:x é.sz;r aﬁﬁgﬁ,ﬁ’é‘ﬁf torthxilit mjerchaut by a check guarantee agreement, or a
ch_g‘e}}{*acgei‘pting merehan”t.p eviously ' entered into hetween fthe bank and the
. The only factor in this definition which might be susceptible to '
g ;v;ethqr the overdraft charge could be said ié;’ro be a “ﬁga?x?g lghz:(l)’gg’];g::'zliﬁ
impmggmng of Regulation Z and, it is submitted, thal uncertainty need not. be
e 1_upfm enders when a _much more cerbain and equitable solution to that
ilel{:) npélc;plem can be obtajned through an appropriate definitional change.
g ls”r_a‘ther narrow. point, let me point-out further that .the phrase
b Ad egnee ' m.cl’uded‘mthm the definition of “purchase money loan” should
Py ‘an lec to indicate the cash advance in question is actually the advance of
fu‘n s S h.e pmceed_s of 4 consumer credit contract, and are not the consumer’s
:; ;:h are being disbursed or released to him or on his behalf pursvant
80-930-—77T——8
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i his demand deposit
in the form of his personal check drawn upon
ﬁ%eﬁfn?gﬁgr?thgt checlc might,p as poiqteglltol?t ?;iv%)%ui{égbe%mtrg?bg? .?Lv%x;élgggg
and hear an overdraft charge which might be - be ¢ Heped & ﬁmne} Jinanee
c that such transaction technically became a “purchase an
W oeats b oty 1 ne iy ntent o fo Tolatin,
There s a much more fundamen s o chase
£ reat Ll 15 g the lack of dis n
B e e i Yoy a‘;‘C“:.p’lzll?er through a .three-party dealer
Regplation, between dealer tiedn loang- (wheth rough B threels ey
g jon o; a direct loan transaction) and a legit » genuine
&%’gaﬁ%ﬁiﬁgﬁnﬁ gg:ect loan transaction, all or ajpart of which loan praceeds
ig] sed rchase consumer goods, . ]
mlxh’ilfllfegz ?ieedcgﬁ’&lﬁlﬂ hag gelected $he geller and th% .,,crqdltorfoxé égggeg ;pix;‘plzneg
not actively participated i ticalar extension of 0
B e o th’;'lt pmt": n the seller and the consumer, a
way encouraged that sale trunsaction between : tW S Conanner &
tui itt -party direct loan transaction between the consy
e o e o, e p’arty ("t hovld not destroy or dilute legitimate
D i e o lbdnit: there is much .or as little logic
holder. -in-due-course protections and .we syl { R T
in continuin impai der-in-due-course protections in a legiti
in continping unimpaired those holder‘_m, > O o A aogithinato
irect here is in making a lender or creditor un ‘pu :
fol;g(’:’t ;?La%n%ifg' rofl the seller's .per.fom(xlmgme and representations under that
i the Regulation would do. . , ]
sg},l‘eegi?igﬁ?o?ﬁigssﬁuld limtrue eventth(:rttlgh ﬁlgh%ti) g%délt;{;ﬁ%{l :;lzg thxorggggg?
& LR . " 3 at > ) I ; :
e O e s anmngex;alen W1l gic of the digtinction between which
B D ooEh e Oi:l‘ 1d ﬁavé holder-in-due-course pro-
transactions with that particular Slealex should hi O b oaurse pro-
etions any i : ly pales nnder the light of reasa
teetions and which should not ad,mwtfzdﬁ ales w t O
‘ i : b agon,is powered by . >
ever, I should be quick to point out this gﬁ 0 i is L be pOncent
4 ] i ; y ; we mist not forget it is t
of lender or creditor conirol over that sel ?r‘aél) e e o e
ultimate goal of the Commission to mpke certan the ilers are whol'y responsiye
iti nsumer complaints and the sellers, and not the ders or (
ﬁgrieg;?én&fg gges wl?o should yltimately respong to-and ,adn_ust any legitimate
s 1ai ‘tS. » v ry )
co@ﬁ%&ﬁ%ﬁ?gm in ming, let::a ,ﬁrsht deal s;1§]3 11(&)1;% ,.,co;ixggi %f eéﬁgﬂﬁiaﬁ
. s 3 2 o ones ! : 3 nds
lender or creditor in a regulated purchase mo i e alale o
i K - used to purchase goods
o refers” e o to the lender or creditor. The
irom 2 seller who “refers” a . conspmer fo f e lends e e
, gl ig i in that it provides no predicts
concept of referral is mappropr_.mte T e oictepiity for
1 lender or creditor. Fiven more importan iy, 1 &11) 0 aplly of whe Jondar
or creditor o coutrol its own destiny mél ; g‘dntmi e JE e e
since activities wholly ontside the knowledge. or ntro the Jender ot areditor
p ] editor in a position which he migl
can be used to place that lender or ,clra 2% n 2 Dosiilon which ho tight chioose
not to oceupy insofar.as tha,ttpartmu r seller ) g ] P Heler conld
p i 4 § Jlender.or creditor under circum!
make referrals in favor of a particulélr | R o (e
T ey d}d,no enc(iurf getor could, hy a development of
even know of those referr,als._ Yet that §013 ,s;c o o iri, b enfi)rcemexit ATt
facts subscquent to a transaction .qomplmne_ c;? ’ct I)e.é:n a?iﬁtrticipmit’ﬁuder ity
decreeing that such lender or.crealto,xl hp.d, .mha n exteﬁ L participant under the
definition of “puxchase money loan” to such .an ¢ 1L that i 1 avered
i has then only.the alternative o 1ud
B et i i ok Sl tequired notice, in which case it waives
in every .one of its loan documents the requiref 28, in 3 b ang 1t walves
k in-due- i /hich it might be fully entitled and migh
bolder-in-Que-course profections to whi ight ’ ed_and might
i ¢ g the pregerihed notice,
not choose to abandon, or it refrains from including the p e e, |
i ] . -the-fact development pf circumstar .,_JE,
which case it could find that, by an after-the-fact ¢ e
it gh ve i tice ‘in its loan dqocumentation. i
1 Shoud indeed oo cluded fab o th of thege alfernatives aje
ref pilty of a deceptive trade practice. Both of these alfernatives )
fgfgﬁgrgh&oﬂp{able and alternatives which are imposed upon a lender‘m:a
rossly i iate and unfairmanner, - . . : 7
& ‘Eil{&?é“% goggncept,pf referrals is b{%s;(}&l}S’ il,tlao%;g?é ezltlrtlld 1Lxmmrm,t %gggggéigé‘(ﬁ
ECanse. . v ', v rongly recommend th b 1cept
an enforcement  standpojnt, we very stre Tmend That. the concept be
G uggest that such could be done witho g Vil .
%ﬁ‘%ct%é(tlfélrxsagg. csonc;%mens legitimately sought to be seeured. It becomes an even

more obvious anomaly when it is understood thaf, the other set of getions of a -

a seller ax } 1 under syhsections
redit o interfaced with a seller ave fully defined u ler suh
c(rfe)dggg ?E’ )19({}d§taction 433.1. Coxmequeytz}y,tn 151’1de?t§r ':;rggllllar :i;t’;lnl‘ybgé)ilsegz
: will be deemed to be a “contract” with a s T or o “husin
}gfglggggﬁt"" ﬁ}nﬁ a seller; however, the most uncontrollable act which serves

H
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“the eredentimly of that seller—especially in states
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altimately to prejudice a ereditor or lender iz not in any way .defined or. ex-
plained or characterized so that g, creditor or seller might predict what level
of action or inaction might operate to ultimately foree .the conclusion that a
dender or creditor was subject, as to that transaction and future transactiony
{and, maybe, as to past transactions) 1o the force aund requirements of the
Regulation. : . :

A premise of ‘the Commission contained in your Statement of Rasis dnd Pur-
posé s to permit full defenses to consumer obligations when that obligation arose

¢hip between a seller and a creditor, The touchstone. of this whole .concept is,
it seems, a creditor’s or lender’s ability to . CONTROL o seller and “eut Lim off”
if not satisfied with his honesty ~and responsiveness to legitimate consumer
eompigints, : .

Clearly, 4 lender or ereditor should have the privilege of consenting to become
-an insurer of a particular seller's performance under g consumer credit contract
.and that consent would normally. be based upon the evaluation of a particular
seller in light of a creditor's or lender's ability to .control that seller by the
terms of a recourse agreement or other dealer agreedient, or at least upon the
basig of an ongoing financial arrangement, by which the lender of creditor coulil

compyints and malke -appropriate adjustments,

Obviously, if a lender or creditor is made the insurer of a seller over whom
that lender or creditor has no control and was made Ansurer s :
of o “referral” (which could deny the lender or . creditor bis right to congent
to become such party’s insurer), the basic thrust .of the Commission’s Regula-
tion has been ‘misdirected since there may exist no manner in which the lender
Or ereditor can foree that seller's respousiveness; rather, through no conscious
«hdice by the lender or the creditor, or by a Regulation which serves to deprive
that lender or creditor of g conscious choice, that lender or creditor Lecomes
assigned the rule of an insurer of a seller with which that lender or ereditor
might, on an informed and voluntary basis, ehoose 1ot to do business,

An gdditional practieal problewm is-the Regulation does not: require connection
of & ereditor or lender to a specific sale transaction, which 48 .where the Jender.
«or eredtior has taken A security inferest iu the £00ds sold or the proceeds of the
loan are made ‘payable directly to a seller gr the geller is receiving a.commission
or-has agsisted in brepaving the loan documents or formulating the loan concept
Aand loan transaction, . :

It seems fair to say that, under the Regulation, a credifor orlender would have
to know what would he done with the procseds of the loan and, if the use were
to pay for all or a substantial part of the purchase price of consumer goods
-0r services. from whom such 800ds or services had been or would be purchasged.
‘The “Statement of Purpose’ which would have t0 be pbitained by each creditor or
lender proceeding in 4 prudent fushion would then force-that lender or creditor
to make what miglht prove to be an unsreleome invasion of an individual con-
Sumer's privacy with regard to the use of loans which, on their face, would
invite no suel inguiry—such 48 111 those instanees where n loan might be un-
secured or.might be seenred by assets other than the items being purchased Ly
the proceeds ot the proposed loan. The only other alternative is to include the
breseribed notice in -every debt instrument used or received by a lender or a
.credito;-, which necessarily forces that lender or creditor to -abandon’ certgin
holderin-due-coruge protections under circumstances where that lendey or ereditor
nght otherwise ¢hoose 1ot to do so and might otherwise not he required to do
S0, just to make certain that the infection of unknown “referrals” had not built
up toa lpvel whereall.loan transaetions with g particular seller would he subject
o cowpliance with the Regulation, ‘

The Commission must recognize that there are instances where there is no
mifiliation with the geller, no common contral or businesg arrangement and no
C‘Jnfl'ﬂGF, even though the sellex ‘may have “referred” that consumer to a lender
ar ereditor by an unencouraged snggestion and not because of any tle-in, An iso~
lated referral, - without maore, gives. a lender or.creditor mo reason” o check

where lenders or creditors
have numergpg branch offices and an ¢onsumer credit . contracty generated by
.’thut. Seller would not come to the attention of any one office--and the lender or
«ereditor certainly .would bave no “coutrol” over that geller . under thoge eir-

‘cumstanaes, Following this line of reasoning, -it seems fair to classify “purchase
Juoney loans” as: : B
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(@) “indirect-dealer paper”
(b) “direct-vendor-relaied™
(¢) “dirvect-non-venor-related.” .

Most, creditors or lenders should have vio conceptiual or control problems with
the indirect loan or “dealer paper” function. Using “control” as the key point
ones again, it would seem fair to surmise creditors or lenders would have no
inghrmountable control problems or conceptual problems with the secoud category,
the “vendor-related direct loan™ function, 4f that creditor or lender is dealing
with affiintion by common control; contract o1 business arrangement, Here, we
are suggesting ehimination of the prineiple of *refers” and change in the definition
of “business arrangewment” to generally mean any understanding, procedurs,
course of dealing, or arrangement. between a lender or creditor and a seller hy
which the seller acts to arrange for the extension of eredit (within the meaninz
of the Truth-in-Dending Act and Regulation Z).

The thrust of this concept would then mean all sellers with which a lender
or @ealer had o written dealer agreement, or a course of prior dealing, or contract,
or arrangement whereby the seller received a fee or commigsion or some other
type of compensation (other than the sale price of the goods or services sold)
for generating that eredit, or prepared loan papers for ihe ender or creditor
or otherwise asgisted in getting the lvan “booked” for the creditor or lender
would be deemed to be controllable by that creditor and subject to the full force
of thé Regulation,

The third category, that involving a “non-vendor related direct Joan,” perhaps,
in practical occurrence, dves exist and should be dealt with as a separate part
of the Commission’s deliberations, If a particular seller is not tied to a creditor
or g lender by a course of ‘dealing (swhich certainly is a more tangible and
predictable concept than “referral”),.or dealer agreement, or contraet; or by
an “arrangement” (a3 one might define that term) ond if that seller is not an
arranger of the eredit but simply receives the purchase price—without more——

there can be no principle that would be sufficiently important to compel over-
riding holder-in-due-course and defense waiver theovies to impose unpredictability
and expense upon a lender or creditor—especially with Magnuson-Moss Warranty
protectiong available, Repurchase agreements and “dealer reserves” and “cost
of credit” and “avallability of credit” argnments are fine points for philosophical
diseourse, but ave not practical answers to the problem at hand.

As an ultimate Yractical matter, a lender’s or creditor's experience with a
particular dealer over the history of that relationship will govern and tha¥ is
the point the Commiysion has recognized——Dbut only in passing. We should ail
take care that the basic question, which is how we.can make sellexs responsive
to legitimate consuner complainis so all persons perform as agreed, must nof
be lost in the course of these diseussions. As a part of that thought process,
we must also avoid lengthy dissertations on who can best bear the cost of non-
performance, 'which becomes a matter of concern only when  you -have
abandoned the main point and purpose of this Regulation and indulged in
the expedient of assigning burdens upon presumed ineffectiveness of the Regu-
Jation in causing the seller to perform as agreed. Again, the touchstone is “eons
trol” and if the creditor or lender cannot control a seller as a prectical matter
and cannot be fairly charged with any responsibility for a seller's misadventures

(as in a genuwine “non-vendor related” dirvect loan), upon what aunthority and

logic is the lender or creditor to be made to bear the hurden of a bad bargain
not his-making simply because he has more money than the consumer and is
-therefore preemptorily assigned by the Commission the role of the one best able
tostand the loss? , ‘ ’
As we mentioned, we would suggest amending the definition of “business
arrangement” slightly to make if clear that there was included within that phrase
the concept of an “arrangement for the extension of credit,” as that term is defined
in Truth-in-Lending Regulation Z.-Even with that change, however, there is stili
the residual difficulty presented by the retention of the concept of “veferral’* as
it might relate to a non-vendor related direct loax. On the ofhier hand, and
again using the concept of lender or ereditor “control over the original seller,
any. consumer <redif contract sold by a particular seller to a lender oy creditor
would generally be conveyed and transferred by the execution of a selier's assign-
ment and warranty. Under those circumstances, the language of the seller's
assignment and warranty would generally have at least minimal protections that
would be analogous to a dealer agreement or repurchase agreement so that there
would be at least some degree of direct and contractual control that could be

F
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exerted or exertable by the lender or creditor u; riginati
ert § pon the originating seller. Tn thi

gabe there is at least knpwledge of the seller whase performance Iﬁay be insureds
Just as thg.re would be if the lender or creditor seeks to fake o security interest
in the _con&umer goodg being oh.tained with the purchase money loan. Under these
two examples and without evidence of any afiiliation. Lietween the creditor or
}enger and seller by common control, other contract or business arrangement,
that lender or creditor could very well and fairly then be argued to be connecteti
in some way to that seller by & “buginess arrangement.” This would leave the
pure and genuine non-vendor related direct loan outside the scape of the Regula-
tion (assuming th@ ooncepig of referral is eliminated) except in those loans where
the,'lem_ler or creditor obtains or seeks to obtain a security interest in the godds
or tervices acquired with the purchase money loan proceeds,

‘151 also appears that any single act of making a “business arrangement”
x?:.;f d forever cause that lender to be an insurer of, and responsible for, the
a ire 332315113?&1; glilgoomgInIadMngbsener since there is apparently no manner in v}hich

) T or T could subsequently terminate any “business ar y
with such a seller. If that is actually the case, and it t mmreacey

! - IE. the : appears no -
§Lle to assume that thig ig precisely the manner’ In which this Regu%atmeﬁggt
2 interpreted, the only alternative that g creditor or lender would have would
;E:e éio :mtlgt_e the procedure of a purpose. statement from every - consumer
;%ei'c I?:’fs él ad;le(éli.l égana;o gicgggmnée the proposed seller, and, the reason for the

3 pass ju ent not ouly on the consumer’s abilit i
that credit as presented, but tpon the desirabili an6 the Jader

: ; sirability of the seller and the 1
or ereditor’s desive to do business with that particul iginating selles. 1on
take s to ifs logical extenston, you vwould ﬂlpzu fu o & londes e ooener. =
the position of approving a propésed consume: eug)i ety lend_er Y mor In
: ¢ redit but denying the extensi
of that credit Decause vttl’xe seller was not acczcgbl t Yo editor.
Obviously, this type of judgment décision ig og o e e IenQer e o
Ubviously, this ¢ Jud; g to be viewed in some cirel
43 discrimination and, in light of the general, I fon to beine
called & “discriminator” and in 1 5 Tinciple of fhe By on. bo being
shi of the principles of the Boual ¢ di
uertunity Aet, which are now sought to be ex ] fiher, sach o
jurtunity Act, w A panded even further, such dig-
crimination s going to have to be based upon full and logi rasti t N
1 2 ] ical jastifi

::he lc1rcum:sztanqes, it appears the Commission’s Regulaﬁgr)nué,t letxs%aigoﬁie%%?j
ﬁlgius‘?tﬁ%(g;r t(;?m 1tzeﬁperamo§11-:%ctually requires that kind of diserimination ag
ag ers and thig i
rag&ﬂy ackomlennsy is purpose of thr; Regulation shoum be forth-
-We now turn from discussion of definitions to the fa mmissi

. et the Co ]
g;}gasi%i t:;)élg a(;oxégergxé to;rgr the “boiler-plate” nature of cergain ii?s?l"ﬁgg

i : nsutuiing contracts of adhesion. These adliesio; )
fgfp;ilglﬁﬁte;l 3{)0?6515??3 ‘Commissigli Statement that imposes almgl ogtcgﬁﬁf;?ﬂg

5] Y] ender or creditor to “control” sellers or b
i(;f &?y r{gsg;z}psgng’ out of the failure to control those selley We mu?s{gagtfm??g
%x’actg ;ﬁuﬁgillxss‘mx}’s actqal mten}: in making these statements fo criticize *con~
foae adhesion only_ in -th_ose 1ns§ances where such contraets permit sellers to
foree ©. congumer equities in credit sale transactions while at the same time
3 gmél tq cut oﬂf. consunter defenses against third party financers, -
mari: e e (}ommxssmn bag stated, consumers are not in g position 1o police the
b a'b :;;er%‘ (l)(:.vguiieldovery seuez:lg,t ortw'ndicate their legal rights in cases of
o . : GeL ov. creditor to-effectively and correctl ¥
%(;i\llgel 1((]»1?1 terms and ghsclosures~—&s they must under '.I.‘ru‘th-ini?Lg;)11(1111£1}1(g),*'1 f&»g
toe musl{:ehéta(g%%ﬁttx:}xégyp;&%t, _i})nd ot,heé.' regulationsg, those lenders and credi:

t " 'eseribe use of certain recognizable phy: -
giﬁ?&g&ﬁﬁn‘?ffgﬁf&fﬁﬁ‘;“‘ﬁs‘ ﬁl’it%l} the oiler-plate notices of tﬁiei’rf;fuggﬁ-
088 Warrant, . 115 Regulation, among others, the onerous “adhesions”
Zﬁﬁ%ﬁei’g slhmxc &itegncg- gfggagg_eld solﬂ}cat c%nly asmte law provigions and %?ilg)li-sm

; 1 boiler-plate items no i ) g -
en'%ﬁ%ﬁie, unconscionable or uncongtiimtiomﬂ reméixiet ;eﬁsed o% foemed 1
, ADEL consumer eredit contracts as “contracts of adhesion,” offere !
%Sl?lgglln gn a‘ ta;;e it or leaye igz basis, intimates that the creditor’ or lexfdgrtgnzgggs
e predatory Dractice in order to ‘squeeze svery right from the consmmer
s egog;%i ieél;.g&fz‘ll):tsées_lfou%d 1:4;(>1 (ixist in the marketplace. This is specious.

1D r Ay ale oflered to consumers on a take it or it hosi
X]s ?Illles élge because to do otherwise would be expensive, imprudle%%a;ﬁétrli)glig
Tosos aﬁlgu.sswn can certainly appreciate, the proliferation of laws, rules, dig
and mem regulations in the consumer credit area that require modification

pecific phrases to be included-in consumer credit contracts mnkes it even
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) 1 itgr redi tract forms that are re~
itical that a lender or creditor use credit con o ! -
e, e o Tl i Ly e (80 S o i
ment whieh will be used and accepted } O O e
ing its business. To this engd, this Regulation wi v s eifect o
gg?gﬁe‘igﬁgtﬁf Ill)ecesgity tor creditoré am%l 1ender.]-ts,i £1111sl(1 sellers to wse Loiler-type
- invio rm contracts in consumer transactions, y ; N
angﬁgvﬁgﬁt&f&t%f discussion relates %o t]lmle pretscglzl):%lﬁgtlll%eﬁgg §§eg($ aﬁi?;;goi
the Regulation. We would very strongly charscteri notice 9 Lontainng o
i te provision relating. to ‘clair
completely onerous angl inapprapria ong g oy limitme the
defenses.” The Commission bhas gone ‘.f‘gu' hey O Y eroit oeitrnat
effectivenesy of a waiver of defense provision 1‘n af F e gation b
or limiting the creation of & holder-in-due-course of a _ B
- fr in; g duty to pav from the s
prevent the seller fromr _sepamtmg a ec»msume.t D e Ty
duty to perform. The claimg and defenses asserta must be rela e
B 'ty warr ches opriate rescission and restit
to. personal property warranty breaehes and appr y rl
i i igi pay L ¢ credit contraet covering
tion rights ariging out of a partu_:ular consumer cé' e onihastls domiog ang
(efective item in gquestion; all residual claim§ must | ek pecif A bt
| Ly tice, For example, it cannot ¥
clearly excluded from the language of_th% 1‘30 e e
the Commission’s intent to decres, by this Notice and 1 31 O D oran
certain consumer credit contraects, that a lender or cre or' s 2 C perer
i itk s fraudulent misrepreseetation not pa
liable for punitive damages for a seller’s frau : resend: r
ici i 4 i ] or badily injury or wrong-
ticipated in by the lender or creditor, or for damaglf_s n b d )
i y g onsumer goods which
fut death resulting from the purchase or ownership o A
i inei by that ereditor or lender.
might eoincidentally have been ﬁnancec} : A e e e
g e the suggestion .of the Commission that he phrase t
égx?;le%?’ lc)zovers evzfy possible and smceivab}e aspect of g c?nsunéer’grp:é:&ﬁi,
uge, ownership, control, custodythér' é)osse§51q1;n%ﬁ Sf:tcgmtlegxé& ggoB :SisiS S Pu;':
It seems apparent in rending the Commissi 3 e Novem
] iddle colummn, page 53524 of Federal Register, Vol. 40, No. y
{:giels(,mllgéﬁ that thé Il)n'réservation of claims and defeuses was m*;itni;) ;g ii;l;l(.'le’
for a consnmer Only the performan«e from a seller fhat was nut}‘a '5 p I{fe cdn:
In speaking of the Regulation, the Commission stated t}mt fmna)t i
sumer’s standpont, this means that a const:mer} _c{m1 (11]?1 ggia(;rx,i%tatﬁgﬁsé lfer“ z):s N
: ent of an obligation Dy raising a valid clain nst 1
issg%-oli)fstyg;& (2) maintain an affirmative aqgon agéag;sﬁta '].Sli:dlg‘gtre ;\;hlgeg}lx:ﬁr‘;
ceived payments for a return of mon(’ays paid on ace u:b :t e that’a AR
will be available only where & seller’s breach is 50 sw & aIf B s
rsuaded that rescission and restituiion are Jjustified: hl S 8 g by
%ﬁgqé%nigission is actually the foundatign ?(115 {c)he l)inégf;lgg;%ya;gdﬁte%ng g({ g:g
Naotice, then it is suggested the Noti7e should be specifiea v ‘
histlorv of the Regulftion specifically footnoted to the extent necessar_yet(i)ggigg
certain that all who might deal With. tthis q&u;shaqxlli ém; ggggztft:lgea?ﬁgsseﬂ e
ature and seope of the responsibility an iability: 1 "
Ji]; ggﬁer and th% transferee of the seller’s position ip any cons%ngler f:ire‘,glpt Clcﬁ
tract. If, on the other hand, it is the Gommwmqn’s mtentmq to strike 03 t-; pm&
ity of contract concepts, negligenge and coggrllbélto?g nxgilgi‘iﬁgget fgtl:u;fgvgb‘een
other very complex bodily injursf and wrengful death p 't‘b O e e
leveloped over decades of agonizing court battles, then g e : 510
gﬁa:ﬁl; sg state in certain and specﬂ?c terms 5o each sene;_ azul each Iend'grt;islzil;il‘
each credifor can evaluate and accept its dqsmed-‘tevel of nslf and :cesporxe,s lite
and formulate its business plans and . intended ' -warranty . coverag
dls\c’e’lﬁféegi this point, we would simply note ﬂyat it seems —complgte_ly rg%sgﬁx;
able to suggest that a clear and concise statem:ent:h:i the -COmméssxon o
fact that “all cluims and defenses” means precisely that mthoud an}rﬁ'{bi‘ﬂty
tions whatsoever will have a considerable impact upon the cost an %v.;s Lwh()ﬁe
of credit and will have far-reaching impacts not only upon those se eell w aﬁd
business ethies 'and honesty might be questioned. but alse upon those se ‘% 1; and
manufacturers who' are ungnestionable financially anc moml}s;respo_ns; oty
who deal in or manufacture consumer goodg or services W;n{:;} arle ni herar
thought generally to be of a high risk or high injury pos{slbmty‘ leve! - ccutved
Certain other points should be raised in connectiop..with the pr

Notice, For example. we would suggest that it must be specifically stated by 5

issi imi “fhege st ] %, whether the dollar

- mission, for reasons similar to these stated_ abovs, w. he | -

%meig%?;n agparently stated is applicable to the part;cular cgnsumqac;glﬂ; :nngr
tract covering the defective item, or to any contract entered iato wi e
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in question. In that regard, although it seems somewhat clear tha't the limitation
is related to that particular consumer eredit contract, the final word “here
under™ in fhat notlce might probiibly be deleted and ¢he following words added,
“tothe holdet of thiis consumer credit contract,”

We would also’ suggest that, since the limitation on recoverdible amounts
appears te be actually designed to permit rescission and restitution, this fact
be more explicitly stated so all-will kuow the scope of their responsibilities and
can measure their barticipation in consumer credit contracts.

In connection with the point made concerning “all claims and defenses,” we
would assert there i no golace or comfort in the limitation on recovery without
& Specific limitation on type and extent of ¢laims assertable. We would further
subniit that a consumer can assert his claims on whatever basig the Iaw now
Dermits, and that it is totally outside the seope of g project to prohibit the sepa-
rfation of a buyer's duty to pay from the seller’s reciproeal duty fo perform as
promised to insert an ellcouragement to assert claims and an anparent Com-
mission-decreed “right” to assert claims it & situation designed to preserve g
constmer's remedies i fhe nature of withholding payment as a “defense” tonon-

adjustment of legitimsate consumer complaints. In that counection, a proposed '

revision of the prescribed otice is suggested-

“Any holder of this consumer credit contract is subjlet to-all rescission and
restitution rights, and all defenses, whicl the Gebtor could assert against the
geller from which the subject goods or services were obtained pursuant hereto:
or with the proceeds hereof, Recovery hereunder by the debtor shall be Emited
to amounts paid by the debfor to the holder of his sonsumer credit contract.”

1a passing, it/ Should be noted that, because of the modification of this proposed
notice, specific treatment of any funds paid by a debtor as a “down-payment” on
a puarticular consumer credit contract would have to be preseribed by the Com-
mission as being included oy excluded from the definition of “amounts paid
under the consumer credit contract.” While that point ix not completely clear
uuder the Commisgion’s Proposed notice, we would assume that theé general tenor
of this proposed Regulatior: is snch that rescission and restitution would com-
pletely restore & consumer ty liis original position and that, therefore, the amount

less difficuity in enforcing their rights under a consumer credit contract contain-
g an appropridte notice and go sellers, lenders and creditors: would be more
Tully apprised of their duty and responsibility under the Begulation,

Finally, we would like to comment briefly on the fact that the Regulation
Dlaces 1o reasonable fime limyitation upon the rights of a consumer to aswert hig

restitution, We are aware fhe Commission considered suggestions of some which
would require the congumer fo notify the creditor: or lender of any defenses
within a gpecified period and that sueh an affirmative responsibility upon the
consumer wag réjected Dy tlie Commission, While we do not advoeate a “com-
plaint period” approach, we do very Strenuonsly suggest that a lender or a
ereditor must not remain exposed to the threat of defenses, reseission and resti-
tution for the entire term of the amortization program on a particular consumer
credit countract; or for some indeterminate time extending past the satisfacton
date or originally scheduled satisfaction date of that consumer credit contract,
There appears now to be Ho time Hmitation whatsoever and it would seem fair
o put some limitation upon the fime within which a consumer. could assert
defenses and restitution or reseission claims and it would further seem fair to
Hmit thit time period to a specified term, We would suggest that, especially in
View of the disclosure provisions of the Magnuson-Moss Warranty Act, which
the C‘ommi_ssion has statutory authority to oversee and regulate, a creditor or
lender could pe subjected to defenses and claims of reseission and restitution
only during the period of full or limited warranty coverage offered by the seller,
butin no event longer than three years. .

Thiy ferm would generally bé velated to the “average installment eredit” term
that would be used in constmer eredit contracts and would allow lenders and
creditors to dvoid the obvions agony -of assigning a defense peridd coexistent
WltI{ the particular term-of a contract, regardless of the nature of the consumear
credit contract, in thoge instances where home improvéement loans and purchase
noney mortgage lonm;f‘érj‘*sﬁ_‘gute the constimer credit contract in question—unless
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the suggestions made previously about exemption of this particular type of
eredift would be received and acted upon favorably by the Commission. We offer
this as a reasonable alternative to the *complaint period” approach and submit
that it would not be unreasonable to provide in the prescribed Notice that the
debtor can raise such defenses and rescission and restitution claims against the
holder Juring the warranty period which covers the consumer goods or services,
or during a period dating three years from the date of the consumer eredit con-
{ract, whichever is less. .

In conclusion, and at the risk of being accused of meking the expected self-
serving statement, let me assure the Commission that the Congumer Bankers
Association does not condone unethical practices of. either sellers or lenders who
purchase consumer credit contraets, and members {who conduet their business
in the various states) have been operating under varying forms of limited holder-
in-due-course and waiver of defense theories for some time now, which they
generally have expanded to the projected benefit of all concerned to assure them-
selves that they get involved in the fewest possible number of consumer-seller-
lender disputes, Our comments are not meant to be argumentative; rather, we
submit these thoughts in hope of obtaining these consumer protections without
cauging oxpensive and massive revisions of loan making and “policing” proce-
dures. There is no reason to believe tnese zoals are not compatible and our
;\ssoci%t‘ion will cooperate with the Commission in all ways necessary. .o accom-
plish this.

TaE CONSUMER BANKERS ASSOCTATION,
May 25, 1976.
CHRISTOPHER W, KELLER,
Presiding Oficer, Bureaw of Consumer Protection, Federal Trade Commission,
Washingion, D.C. -

Dear Mg, Xerrer; During the appearance of The Consumer Bankers Associa-
tion before your panel which was holding hearings on the Commission’s proposed
amendment-to 16 CEFR 433.2, you and members of the staff requested that this
Arsoecintion furnish additional material on various issues raised in our testimony.

WARBANTY  CLAIMS

On April 8, 1976, representatives of The Consumer Bankers Association argued
before the Commigsion that the Commission did not have the authority. to
impose warranty liability on lenders pursuant to Sectivn 110(£f) of the Magnn-
son-Moss Warranty Act (the “Act’). Asthe Commission is aware, Section 110(£)
provides that any rights arising under the Act may be enforced only against
the person making the writteh warranty and ne other person. Without going into
the guestion as to whether or not the buyer of ¢onsumer goods from a seller who
assigns an instalment sales contract to o creditor could raise warranty claims
against the creditor, it is clear that in many jurisdictions today the buyer could
not raise warranty claims against a lender who made a loan to the borrower to
enable the horrower to purchase the goods for cash.

Furthermore, even though there are 11 states (plus the District of Coluyabia)
which impose varying degrees of liability exposure upon lenders who partitipate
in or are directly involved with the underlying sales transaction, to the extent
that the Preservation Rule (the “Rule”) would extend warranty liability to
lenders in those 12 jurisdictions who would not otherwise be subject to liability
under state law, we are of the opinion that the Commission is exceeding its
authority under the Act. hat is, 88 no existing state rule imposes liability on
lenders for a buyer's claims or defenses, including warranty claims, on a mere
referral of the buyer to a creditor, the Rule will create a new Federal cause of
action. .

Another question raised by the Commission in connection with warranty
liability was whether a buyer could seek to impose warranty claims after the
expiration of the period stated in the warranty. Sections 104(a) (2) and 108(b)
of the Act deal with limitations on the duration of implied warranties and
impose minimum standards to which warrantors must comply. In connection
with full warranties, ‘weetion 104(a) (2) provides ‘that a warrantor may not
impose auny limitation on the duration of any implied warranty. For limifed
warranties, Section 108({b) provides that a limitation on the duration of implied
warranties is permitted, unless it is found to be unconscionahle, unclear or not

. promiiently displaced on the face of the warranty. Such implied warranty would . -
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apply against the person making the written t i
; L warranty and, in accords i
stx?l?olfnuz{%e :g;n‘x‘lst tl}e c1ed1to’:’c who purchases the instalment safgs lcdoan;;iic‘zlg;
Who Jna ﬁa In&e:gieext;%?ml]ga&d See;hthaix (,;ommission’s Rules, Regulations, State-
1 o ion er ilie Act contained in 40 Federal Ree N
251 of December 31, 1975, at page 66168 speci liscussion g o, O-
ﬁ&?:é‘l ontilmpliegl “raiiantie’s begin?ling at ﬁa?édfigi’?gmany e dlscussion of imita-
or the reason *hat it would be extremely diff ] i
L on. #1 y diffieult to treat i
f?:tgfpg?&%ea?;i?sntc? Q"hﬁff w%rranty linbility under the %ul«lann}zlllx? lrzfglil’tﬁ‘i)g
reditor from those instances where it ;
suggest that the Notice contained in the Credifor Ruls be amenaen o, ok e
! £t C tor Rule be amended '0vi
that it does not cover claims arisin it Furtheorovide
. s g from written warranties. r y
ﬁbgiﬁtséric%iéego?;@g;nst?gsse‘,v(\;v?dbelielz’% that buyers of goods af&l 1;;1;3;:3;;}%]:;3
; : uld seek to obtain satisfaction f hose pers
who make written warranties and would i it faty op eoobersons
\ L war not consider it fair o i
impose warranty lia ins itor i i i e, o
Irfhose wa ¥ 1l bmty against a ereditor who is not involved in the under-
CALIFORNIA UNRUH ACT AND HOME MORTGAGES

The Presiding Officer presented a dir i
resi¢ icer pr ted s ect question to the A: iati ‘arding
?égﬁléff)gt?trlﬁg c‘i,fng&gfffﬁmpml-‘gh Ac(z)t ﬁgo morteage lensgiogéag)gnrggig;elﬁ;}&
estate, > y ¢ Presiding cer being that si ! y
Course with regard to mortga ing 1 abe 3 1n Cagiferam-Due-
£ ge lending had been abolished i iforni
sequently there had not been any adversg e g tiabili Cahfom;a ey
or%glmatgd mortgages in tpg secondary mortgtfgg g}z;g;gtl'le,,otmblhty of Galifornia
applle ttfzilrgﬂi Act,‘as originally bassed, was not ¢lear as to whether it would
appl? s?ncenig gr?; tgﬁggmé[(‘lh%ogenexial aslsumption was that the Act wbuld not
" Sir £ sed apoiy only to “goods and services™ r
automobiles. The Attorney General in Calif st deod o tront
ornia ruled that a first 4
on property was under the retail instalmant sal i y chags arrust
paid to a contractor in instalments obve' D ._sa ¥ l_a Years mud rehase price is
is added to the contrack price in arrivhi "2t the fane cos and & service i
i act ing at the face amount of th vhi
1s fecured by the deed of trust [Opinion of Cali i orat (Do
1062) Nov (5 noenesd of tr tlie i of California Attorney General (Dec. 2,
Connt o oo d681. T o Cal ornis Court of Appeals and the Supreme
. ; pinion and held that a t
struction of & residence by g contracto Plusntie oo ool
Uction : 3 q land owned by plaintiff
& retail ingtalment sale subjeet to the rl i  Carah et srentuted
. : equirement: b Ac
R%ﬁancﬂqrp.: [69 A.C. Cal. 919, 73 Cal, ‘Rent. 508 f)lfsglé(? ]t.’nmh Act Morgan .
's alifornia Assembly quickly reacted to this decision by exempting realty

glt':lqcleaogi tflt(l)llél gggglélfg%[ g%ly% }fggsl]g(tfg;g ina its report on this measure specifically
ated y v. 7 Gorp. was being overruled. O Y
Primary reasons for the California Assembly® i p blom that wote
iman sembly’s action was the problem th 1
arise in the secondary market for first 't neial institation to
Californts eeoondary o atlet mortgages. Many financial institutions in
: i £ages were subject to the Unrul ir i
ability would he impaired. [Note: I. Vo. 2101, Appromalk negofl:
1969, eitagtive ay AL . [1 969].‘ aws 1969, A.B, No. 2101, Approved J ply 18,

INTERLOCKING TLOANS

The Presiding Officer question '
_he Pr questioned the statement our A inti i
Il)izi,;l;dmg }oan statutes of various states. Listed below 1£.u'e Sti%c}:tftlg s haé.l o
afe sections from the states' code ‘ HeR and appre-
ArxzonaT—Sec. 44-145 Ariz. Res, Stat.
anngcucut——Laws of 1972, P.A. No. 937,
District of Columbia—Sec. 28-3809.
Towa—1U.C.CLC. 3405, :
{Krgpsas—;“& C.C.C. 16A~3-405.
ine—3ee. 3.404 Maine Consumer Credit, Cod
;\fazyland——spc’ 12-309 Commerecinl Law Amticleé.
Nélk:s%ch}lvsetts—-(?}lapter 253, Sec. 121, General Laws of Mass
é § :1‘1-1 ork—Sec, 253, General Business Law, Ol 20, Avt, 15.
Westl Vgiﬁ?il;a_éiicgg ilg,_ ?03 ggnsumer Protection Code.
e 5 e, 3 A, s ¥Y . "’v . 3 redi y 81 :
“}:&031;1137590‘ 1422’ 408, s V. lﬁercffé?umer Credit and Protection Act.
' strong ission revi
considoman T pr‘op};) ;‘ggomggc; 21111411:11 the Commission review these statutes when
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TORT CLAIMS

An issue which developed during the hearing on the proposed amendment
related to the inclusion of tort claims, ag well as the length of time g creditor
would be liable for such claims,

As the Commission is aware, the Congress in the Fair Credit Billing Act (P.1.
93-495) in Seetion 170(a) specifically excluded credit carg issuers from tort claim
liability. In light of the fact that the authority of the Commission (if it has such
suthority) rest upon 25 Act of Congress, we believe that the Commission should
take notice that when the Congress decided upon an issue similar to that which is
before the Comimission, it excluded tort claims. Therefore, we suggest that the
Commission follow the stated Congressional policy of excluding tort claims.

During the course of the hearing, the Commission staff and several consumer
witnesses who were invited by the staff stated that it was a question of state law
as to whether “claims and defenses” included tort claims. The leading authority
in this area, Profegsor William L. Prosser, has stated, *“The rule that has finally
emerged is that the seller is liable for neglizgence in the manufacture or sale of any
product which*may reascnably be expected to be capable of inflicting substantial
harm if it is defeective.” (Prosser, Law of Torts, Sec. 06, Chap. 17, 4th Ed.). Also,
the Commission should be referred to the following cases:

Pitts v, Basile, 1965, 55 I, App. 24 37, 204 N.1. 2d 48, reversed on other grounds
1966, 35 111, 24 49, 219 N.I2. 24 472 (child’s dart) :

Steward v, Virtue, 1942, 20 Cal. 24 410, 126 P. 24 345 (chaiy) ;

Smith v. 8. 8. Kresge Co., 8§ Cix. 1035, 79 T. 24 361 (hair combs) ;

Carter v. Yardley & Co., 1946, 319 Mass. 92, 64 N,I%, 24 698 (perfume) ;

Simmons Co. v. Hardin, 1947, 75 Ga. App, 420, 43 8.1, 24 553 (soft bed).

- Sinece the rule is firmly established that the seller is liable for negligence, this
rule has been extended to strict liability in tort and was recognized by the Ameri-
cau Law Iustitute in its drafiing group of the Second Restatement of Torts, With-
out running afoul of the statutory limitations on warranty, it drafted the follow-
ing Restatement:

Special Yiability of Seller of Products for Physical Harm to User or Consumer.
(1) One who sells any produet ina defective condition unreasonably dangerous
to the user or consumer or to his property is subject to liability for physical harm
thereby caused to the ultimate user or consumer, or to hig property, if
(@) the seller is engneed in the business of selling such a product, and
() it is expected to and does reach the user or consumer without substantial

~ ehange in the condition in which itis sold,

(2) The rule stated in Subsection (1) applies although

(a) the seller has exercigsed all possible eare in the preparation and nale of his
product, and

(b) the user or consumer has not hought the product from or entered into any
contractual relation with the seller, (Restatement, Tort 2d Sec. 402A)

Sinee all these labilities fall upon “sellers” the bank conld be subject to the
same liability under the Rule. Reference was made by the staff to statutes of
limitations of various states as to providing some degree of protection, However,
little comfort is afforded to the lender in this area. In the recent case of Vicior-
son v. Bock Laundry Maechine Co., 373 N.Y.8. 24 (1975), the Court of Appeals
of New York ruled that the period of limitation with respect to striet product
linbility claims by remote users for injuries arising out of defective products
beging to run at time of injury. Turthermore, the Supreme Court of South
Carolina in Mickle v. Blackmon, 252 8.C. 202,166 S.1. 2a 173 (1969), held
that even though a vehicle was over twenty years old, the subsequent purchaser
had a 'cause of action in strict liability in tort. - '

Tor thege reasons the Congress properly has decided to exclude tort liability.
We believe that the Commission should follow this lead since there is no logical
reason to place lenders in the same position as sellers with regard to this sort of
claim, Frankly, the contention is too tenuous to logically support the imposition of
liability for product liability. ]

On the practienl side of the question the only possible way for-a lender to pro-
tect himself would be to pass on the quality of all produets, This ig not possible
and certainly not the Lusiness of banking. To require the bank fo tell the consumer
which produets it will finance is beyond our general duty to determine eredit-
worthiness and properly secure a loan.

B
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PRIVACY

In line with the concept above, we believe that the consu g1l i
pr}wt;acy is(})%%ngt unnecessarily in’wxded. onsumers xight to financial
t is sad that in 1976, a bicentennial year celebrating freedom for eri
o federal agency shounld choose to impose a concept mandating a “Biénﬁrlgtclggﬁ
)I:.f()\lze é(;r the private sector. Surely, it would bring wry smiles from Orwell and
Tuxley.
If o customer seeks a personal loan and is creditworth v
If a custor : ¥, why should a finan-
cial institution require that he disclose what type of prt’)ducty and the deﬁgz
from whom he is purehasiing?v’i\} comply wifh the ¥TC proposed amendment
and to proteet the ﬁnancx_al institution, this information will have to be ob-
t:luued.. {&s bankers, we believe that if the customer has demongtrated the finan-
c_ml ability to repay thp loan no further information should be elicited. The same
situation would exist if the loan were secured by savings gecounts, securities,
or real property. We do not argue that many times a banker hig a need to knov;
in order to secure a lon.n..However, when {here is no need to know and the Joan
wgu}d have algeen made without such a disclosure, why should the bank compile
thlgqv'hmg‘mgmion»otn the private affairs of the consumer?
ile the courts have not extended the right of privacy beyond a very narro
seope, t.he Congress in the Privacy Act of 1974 (P.I: 93-5%9) recognfzed rtlhzg:
there. was a need to proteet individual privacy from unwarranted invasion by
t}le governnent, Furthermgre, this legislation established the Privacy Protec-
h9n Stndy Commission which has held hearings on the financial recordkeeping
{»}z\chces of hanks. Specifically, the Commission was concerned with the neces-
;é?nr?{fqlz)%vflilxlf to rlegulz;tte ;he activitigs of financial institutions “to prevent the
X ancial institations from being u. intr indivi
pe}ﬁonul rivace g used to intrude upon an individual's
he Commisgion went on to state: “Americans have lon helie
e ! : t: ved that th
detm}.s of the_u- personal. finances are nobody’s business but %heir own and tlga?:
the information they disclose to depository and lending institutions will not
fravel much further._'l‘oday, however, there is a growing feeling that this belief
may nn I_onger be valid. Because it is difficult today to avoid taking adavntage of
thlo‘ geches that depository and lending institutions offer, and hecause of the
{-3) :)1‘; talt 1(1)2 elg(eztrome ﬁdl%nds tlgansfer technology, serious questions are being raised
avour the adequacy of existing legal protections for the records that fi i
msrf\lmttlgns maintain on their individual customers.” £ fnanciat
‘or these reasons we believe that the Commission should earefully consi
the impact this regulation might have on individual privacy. v dex

TRADE LIBEL

During the Comunission Hearings two torts;, Injurious Falseh an -
fepel}ce with Contractual Relations, were allu(’led J’r.'o. We beliesxifeogl?ag tgeIggfxg-
;z]nssmn should care@ull:v'review the impaect the praposed rule would have on
dé(;:;fé é}ff&?f ﬁgcftﬁf;te légz)mgy sh%ce, in many instances, lenders will be forced to
lax% Realor or pooise. y do not want to warrant the performance of a partieu-

‘nder the provisions of Regulstion T of the Federal Reserve Boar 0
.I?)O2 )y tl’l’e creditor must provide all applicants with a “Statemegt ofaRdea(slozng ?{&
Oomnl. _[12 CFR 202.5(m)] Furthermore, the recently enacted Equal Credit

pportunity Act An}endments of 1976 (P.1. 94-289) provide in section 701(d) (2)
afxd (3) that a creditor must provide in writing the “specifie” reasons why credit
(‘;as’ denied, Undoubtedly, one of the reasons for denial might pe that the credijor
loes not approve of the seller’s products or his workmanship. It can easily be
59%1 t.hut,va.rmus causes 0? action under these two types of tort could occur.
e as:cal.l‘y, the tort of injurious fqlsehood would oceur when it is shown that
poy aspersion r_eﬂects'upon the quality of what the merchant has to sell, or the

aracter of his business as such. As usual, that ‘proof of damages must be
}:II‘OVGI.I is esgential. However, if the bank refuses to extend credit to a consumer
0 t?mchasgf goods, da_mages arve easily shown. The requirement that the publi-
C{t.ﬂon has induced third parties not fo deal with him is also easily proven, As
Z\(l h a1l types of slander or libel actions, malice must be proven. However, many

mrts have presumed malice from the mere fact of publication, while other courts
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have found malice when there was no more than intent to publish with lack of
privilege. [Prosser, The Law of Torts, Chap. 25, Sec. 128, 4th Ed. (1972)1.

To give the ereditor the needed *privilege” the Commission should amend its
rule to state that it would be proper for creditors to deny credit for the reasons
cutlined above. On the practical side of this issue is the problem that the bank
will have to compile financial reports on all msrchants with whom it has an
“affiliation.” Algo, it will have to publisht a list of merchants to whom it will not
extend credit to congsumers to buy these products or services. If the FTC is goinz
to impose this burden with its potential liability then some form of “privilese”
must be given. '

The bank could also be liable for the tort of Interference with Contract since
by refusing to extend credit to a borrower who is going to purchase goods from
a business that has an “affiliation” with the bank, it wounld be a third party in-
terfering with economic relations between two groups. While the requirement
of malice is again present, courts have tended to weigh economic factors in
reaching a decision in this area.

In the typical small merchant versus bank situation the weighing of factors
would easily work against the bank. Many actions have heen allowed under this
doctrine where the defendant’s actions merely prevented the performance of o
contract, or made performance more difficult and onerous, Clearly, when a bank
refuses to loan funds to a customer because it does net want him touse the funds
to execute o contract with a particular dealer, this shows intent to interfere wirh
contract. Again, we trge the Commission to state in its regulation that banks ara
privileged in this and have a legitimate purpose to engage in the type of conduet.

VAGUENESS

One of the primary reascns Congress has delegated authority to a.. neies to
write regulations ig that it would defer to the expertise in various agencies {n
draft explicit and technical regulations. The main purpose of regulation wriring
should be to make implementation of the law clear and understandable, Unfoy-
tunately, a reasonable and prudent man, reviewing the present rule or propos:i
rule, could easily be in douht as to whether a transaction.falls under the ambit
of this regulation. Many bankers and their attorneys are completely confused a3
to when the required “Notice” should be inserted in contracts where the proceads
possibly conld b used in g purchase money situation.

The terins used to define “business arrangement” are exceedingly vague, What
iz meant by “comrse of dealing,” “understanding,” “procedure,” *“formal or in-
formal,” ete. Tasily, it can be said that reasonable men can differ, The same criti+
cism would f£all on the definition of “referral.” .

The general rule in this area of vagueness was stated in Eliis v. United Stairs,
206 U.S. 246, 257, as follows; “If a man intentionally adopts certain eondnet in
cerfain circumstances known to him, and that eonduct is forbidden by the law
under those circumstances, he intenfionally breaks the law in the only sense in
which the law ever considers intent.” :

Undey that test 8 businesman or bank violates the rule and commits a federal
offense for whiell he can be fined $10,000 if hie Joes an act which some conurt later
holds as violating the rule. e has violated the rule though his motive was pure
and not intentional,

The Void-for-Vagueness Doetrine has usually -bheen applied in the aren of
criminal law and restrictions on First Amendmsnt rights. However, the (om-
mission can impose substantial penalties upon sellers for non-comnlinnee anid
if' the proposed rule iz implemented, the financial institutions could he liahle
for substantinl penalty. Therefore, we urge the Commission to caretully review
this area and se if the present or avaposed rule meets the standard set by fhe
T.8. Supreme Court. )

The court has found serious due process problems when a statute fails to give
adequate guidance to those who would be law-abiding, A usser v. Utah, 333 T.5.
95 (1948). A common rule is that men of common intelligence should not Le re-
quired to guess at the meaning of an enactment, The vagueness may come fromn
uncertainty in regard to the persons within the geope of the Act or with regard
to the applicable test to determine if an action violates the Act. Winters v, New

York, 333 U.8. 507 (1948), Recently the court addressed the problem of vaguer |

ness and stated: “The root of vagueness doctrine ig o rough idea of fairness. It -
is not a prinieple designed to convert into gconstituiious] dileniag the practical -

diffigulties in drawing criminal statutes bhoth general enough to take intn no- !

. cout a variety of human conduet hnd sufficiently specific to provide fair warn-
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ing that certain kinds of 'e prohibited.’

10;3. i Cortaln of conduet are prohibited,” Colten v, Kcntuckz/, 407 U.S.
1 a cage that is gHIl cousidered good law, the co i

I , ] 8 g urt held that a stat

::;gzsbgat.aiutsse nllte ::;lsq . ?nza(%?fg, that xtnen of common intelligence mugtsﬁzggg‘:a‘x";{l‘?

Fres er i ication.” i

z:tr&"fionhc'a-, 56 U 5. Sy ek )zts 0 its application. Connally v. General Con-
Also, the court has set some basie values that m i}

, e court ] e ba ust be assess i
;?Fﬁfﬁs:ﬁes‘ sIﬁfl?t E;J'pbail'cb _It)imncxple of due process that an egge&gggs%gexx?orilg
ag rolibltiony are not clearly defined, Va 1 )
oral important values., IFirst, because we ass : Eis trom by o sev-
: 8 ssume that man is free to st -
tween lawful and unlawful éonduct we insist th i on of b

ween 3 s at laws give the

nary intelligence a reasonable opportunity to know t i Rbited op aE
o ay att e i Tea Vang pobortunit 10w what is prohibited, so that

€ I b ingly. q Y trap the innocent by not idi i
warning. Second, if arbitrary and discriminator. rcement 16 tp g fair
v 5 _ar Y A s enfore i -
; ; ‘xirei(}ml)zr nsJigigflty ptlc?lude texplll)mt standards for tlfose Wlfoezlli;(lxglll; égelir? Eevs})g‘fe
law ) legates basie poliey matters to poli jud

auries for resolution on an ad jioc and subjective hasi With tho Sttmanes, fnd
7 >solu noadh basis, with the at

gers of arbitrary and diseriminator € Sentio " Gy  eedant dan
L;‘g%‘i. 912 -‘SI;CI‘C- 229%’1 aay 22,21,\(71 ;’lgg))l'lcatmu. Grayned v. Rockford, 408

rmly believe that neither the vresent nor propos

) posed rule m - i
Q;Ahw;)x(xllé;'lghg ctouxt'p and we Wou_ld urge the Commission to (:larifytﬁltg g:leet(}it %:zliil'd
ifl&leA ) Rn s ‘es imony we pointed out how this could be accomplished' d tlis
qrmqraf ei?w_a Board, in its memorandum to the Commission out]ineflln ;
;1 »'i'rxvitp cof gsx@. Therefore, we strongly urge the Gommissiofl to redr. g:l mllly
Agpr }‘011; 0; x‘uchase Money Loan, Contract and Businesg Arrangemen% the
o e gga;glgf IFII;%‘ 'ea.‘gg;xn%irétbt;gléthe FTG staff hag published guidelines
“ ¥yt . s ng communi i i
;zi ? l(i )aplx)pll_ctm Letters and. we have found Eourts nﬁf;?yt?ggsﬁ%?eggﬁmeqce s
Iu ﬂhern: olry on the 'crechtor. Ives v. W. T. Grant Oompany, 522 F.2q gg;)axigpgn-
T mo e, me, recently decided case in the Northern Distl'fct f G( ¢ s
<ta§f v owg n'za.nce, the court stated that opinion letfers issued(l)) temgia,
&tqif " &?ellilliles%i:;l‘glg bof geag difference by the court For fhese reisgﬁ; B;gg

aff g ; y the Commission’s stafr b i :

& 0y | C Al cannot safe
. tﬁoggly, eqt&n it there is an interpretation issued by t;%f%ﬁn?xiils‘epm Shiel:
Troule Bo;ggsz ferggw%ﬁcml,’]’)lés validity could be challenged, The 0:18;21101? Jg'l 5;1

3 . ernors, D.C. Comm. Civ. No. NT6-1d (Fan 7 oo 1

gi?etr ;?;ﬁgpﬁt gi(lmc?n‘lll;uig fg}gﬁm tge tiultest lof the Adminislﬁtag%ui):acig{&)e’s lx)léi
it ther wey 1k ca oo ued that the interpretations of the Commission
ente considzred official, must follow the Magnuson-Moss Act relqss;(r):-’

Fer these reasons this gssociati issi
esplicit as possible when issuing tllcl)ée1 Iilggiggdtgilgommzssmn to be as clear snd

CONCLUSION

In this Association’s i |
In . ? S Drevious presentations to the igsi 7
;?grmz‘?é)‘gén(’fi) the objective which the Commission s (s}ggllxlirg;mt%n@%}? affirined
fn the consumef' LeY:d 'tthat th_e present rule has only tended to cause ‘::‘ot;ifH?Wi
conld be dhome tcé dit ‘market. We feel strongly that mueh of this fusgon
£l the policies whith hpe 1o oy .0, e the proposed rule 5o that 1t
oo | ~ ve been set forth by tl io
St tar goactd st by s S, e varon
rulé conld 3 : siion should give serious consideration to + i
e rnéﬂé}o}ﬁ{ﬂfi 3}; the National economy. We feel that it isl ]ggzob:c 1i11?r§§ o t%lll :
{redit might drt;‘I; ﬁna%%rﬁtsiaefgag;éhﬁl?ﬁ" Dresont ruir o, fact that cgg;]&ln);‘
Fol. TV LOD £  be € present rule or t1 sed ¢
Greer, D géqaé\%?o;ﬁll %%nglg;smﬁ?ngélt ionsumer Fina‘nce—-'l‘telc?n?ilgﬁ?g Sggulci?gg
C’"ﬁﬂ"}f{ Goods Credis Market, 1. 813 Cioo} " Hconomic Analysis of the Other
-ommission recognized and dismissed thi its
end : smissed this fact in its Stateme 3
Purpose. However, we believe that the Commission slllu)lng?d%tlifl?{;c:?a% iﬁatﬁz

- POy i i
b ! ulgatlon Of the cedltor‘ ru]e that, asa matter Of Naﬁollal pollcv it end()rses
S

and i '
W approves of the drop in credit available. Furthermore, the Commission

recovery :
¥ and have an effect on employment, If thers is a ten percent drop in

eredit, it 15 1, :
affecteq  OPTIOUS that those at the lower end of the eonowmis ladder will be

el
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Also, it should be pointed out that those whom the ;FTG desires to protect will
probably be the ones denied credit. The FTC should face these Lacts and state

if this resnlt is gceeptable to it *
As always, this Asgociation and its staff stand ready to meet and eonfer with
the Commigsion and its staff in order to make the rile more workable and to

mitigate its adverse effects. .

Sincerely yours, Drew V. TIDwWELL
rEW V. TIDWELL,
Legislative Representative,

SeerioN 4383 DEFINITIONS

) *Commerce” hag the same meaning as iz contained in the Federal Trade
{ommission Act, o L

{b) “Consumer” means g natural person to whom credit of $25,000 or legs is
offered or to whom it will be extended for personal, family or household purposes,
other than a comaker, surety or guarantor. - i

{¢) “Consumer credit contraet” means any document which evidences o evedit
sale of goods or services of $25,000 or less by a seller to a consumer,

(&) *Oonsurer credit obligation” means a consumer crédit contract or the
note or other form of contract document taken in a regulated purchase money
loan transaction. : -

(e) “Contract” means & promise; or set of promises, Tor breach of which the
law gives a remedy, or the performarice of which the law in some way recognizes
as a duty, whether formal or infermud express or implied, executed or executory,
or enforceable, npenforcenble or voidable,

{f} “Oredit card" means any card, plate, conpon book, or other gingle devire

existing for the purpose of being used from time to time upon presentation to -

obtaiv money; goods dr services on credit,

(g) “Creditor” means g person who, in the ordinary eourse of business extends

‘domgumer credit which is payable by agreement in more than four installments,
ox for which a finance ¢harge is or may be requiredl, whéther in connection with
sales OF goods or Services br regulated purchase money loans, but does not include
third party credit ¢ard issuers, whether or not the payment of 4 finanes éharge
i or may be required, nor the person -who honors a third party eredit card, nor
persons ofher fthun the seller ‘who exiends credit pussuant to opern end check
credit or overdraft check credit account agréements,

(%) *Credit sale’ means any sale of goods or services With respect fo which
-eongumer credit-of $25,000 or less is extended by tHe seller. The term inelndes
any contract in the form of a bailment or lease if the bailee or lessee contricts to

pay a8 compoasatich for use a sum substantinlly equivalenit to or in excess of °
the aggregat: ralue of the godils: or-servidey ifivolved 4nd it & agreed thaf the | .

bailes or lessac will become, or for no other or for a-nominal congideration has

the option to become, the owner Of ithe ‘goods upon full complipnce with s : .

obligations under the contraet, The term does nof, include credit extended in con-
nection with any third party credit card, check, overdraft check, or other open
engd credit deviee {ssued by d person other than the geller,

{4) “Geods” medns tangible persondl property used primawly for personal, i
family, or household purposes, whether or not.in eXistence af fhe time the trans-

‘action is entered into, but doss not mean goods used or intséuded to be used for

ggricultural purposes. - - ‘ L
{#) “Open end credit” bag the same niegning de eontgined in the Mruth in

Lending Act and Regulation Z of the Board of Governors of the Tederal Reserve

System.

(%) “Regulated purchase money loan” meails any loan offered by o persen ° |
‘other than a seller, to enable 2 consumer to purchase goods or serviees with !
all, or substantially all, of the proceeds of such loan, which was granted to the
congiymer pursuant to a contract between the creditor and.the seller the, purpose & !

of which is to enable the seller to arrange loan financing for the biyer from

the creditor; or in which the geller is affilisted svith the ereditor by commm '
control, or is related to fhe creditor by blood or marriage, unless the relation- |
ship is remote and not a favor in the trafsactiony or the seller gunavantees the ;-

‘payment of the loan to the credifor or otherwise assunies the risk of loss by the
creditor upon the loan; or.the seéller prepayes the loan documents (other ihan

applicdtions for credit) which evidence the gonsumer's ohligations to the ereditor .
and Has knowledge of the credit terms imposed by ﬁhe creditor, A contractbetween 1 |
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a creditor and a seller in connection with an
2 ¥ regulated pureh
ey, T e SOnAet sepeement, pcaie 0t coucse of Gk
4 the c J S {d :
zl?:(%iogr g&(z)lnvgpdes tgi 2 consumer, but arranges the ﬁnane%nsgelégzrggft forx(x)lg ?:gni
. re'ulatéa rlhem on that Wou}d Support a contract in connection with aa
bﬁakeraﬂe 181; C fase money loan ineludes, without Hmitation, any col:nmissit:1 y
Lo i; e ?e erral fee paid by the ceditor to the seller or the seller’s parti 5
: e tmance charge earned by the creditor, Regulated purchasepmf)hg

(1) “Seller” means a person who, 3 i i
or(sez)'vices.s 0 cone ; iu the ordinary course of business, sells goods
(m) “Services” means work, labor and “se
¥ ¢ W and other persona i
ggﬁgegggﬁru\}gilalt,hgoglalﬁeeroclmieggi busjijness use, including sl'ersv?é“:sc%?xrﬁgghgghg
¢ y A * r o v { i
1m?;({vggjl§niaand he Jule. o acrt:ivities(.) 8oods, edueation, physical culture, self-
“Third pavty credit card” means any eredit i !
‘L ' cre ! card issuer ¥
iﬁ not, in the sme cu;cht sula tr_ansactlon, also the seller of tl?é ;?g:)gsp:; Z%n. "Vho
i consunmer who uges the aredit card to cffectunte g purchase. pervees

SecrTion 433.2 Ruim 'PRESERVING RIGHTS OF Cm#smmns

In. coutnection with any eredi ;

1 b 0 With ¢ it sale or regulated purcha 7 sn, i
?&e%%mé, eggﬁ:ngr%% %g és If‘{éldggﬁlg‘rﬁd %acepti‘ve act g‘r praci‘i}cgl Xg';:]ginl célllllé’nllgagi;-'

) € A [Lhe rade Commigsion Rule for 5 s :

(1) o obtain ‘a“tonsumer credit obligation or arrange ar x?égtggi—ai purchase

signature:
. NOTICH-THIS CONSTIER. OREDTT OBLIGATION I8 NON-NKGOTIARLE
, Bolder of this consumer credit obii ’ :
¢ ) gation tak i .
égfl}:;’fo?&nemrﬁdﬂaims‘) ‘and defenses which the buy{:s ciguﬁbgg‘s}‘gr?aggin{gg ifglls
obligntion o Ij;;:o,o S Or gervices obtained pursudnt to or with the proceeds of ﬂj‘e
.0 é%editn' . te buyey may withhold payment from the: holdér up to-the a(z’n’ mli?:
it oy gufs anding with respect to tle, goods or services which gave rige Oth
‘made a gogae‘é‘iﬁl‘i%?é’eﬁp‘é‘??é%ﬁ&‘; the date of the sale, if the buyer has irst
-feI}:f)e; ';i;i‘)ag)ntg to the gbot:isor'ééi-v:ice's frﬁrs sﬁéczglerfsoluﬁonv of the claim or de-
3=) -0 Obtain 3 negotidble instrument (other than a theelk falcem 3 s
payment or do 1 2 3 & -Check taken in tonditiondl
Cr(z%i)t contract. wopayment) in connection with or-embodies in any donsumer
\8) To inclnde any prévision in a eonsumer eied 3 ‘
Apres g roy AL a conSumer - ¢rédit contract wherei i
cfé‘gg;scgg t‘;vawe any claims and ‘defenses againkt any hﬁl&e;v of.erteﬁg Zlcly% ?w%
e : act that may be broughit against the seller, Fne
M, égmm Thiank you, Mr. Tobey, Mr. Tidwell,
gy D;ZPELL I Isdfon t have a statement, 3r. Chairman. '
et Conicty s e o ok opped diseousting -
fLGny contr o1 A S and home improvement loans?
J mI‘tfr Tosry. Mr, Tidwell can give you, T think; more detailed infor
fllt Ilém_ on: ﬂ}‘.‘t’ sir, than T can. , - : )
; ) an u e on this matter, We wrote &
Mmembers aslking them pr om0 | natier. We wrote to all our
as o write back and the gen end in th
aren. _ g ul baciand give the general trénd in ¢
- a%h %zr{t}ig; b@ﬁ:ﬁs, 3} ;21;111;;3};1' of tl}b‘tim.large ialpSt coast banks iufoi'lmilg
the possiiia y.n oo Wscontmmng their appliance dealers beeatise o
,eaﬂgo:f?ﬁ?- C%;;ms that could be brought there. We feel that it's rsghgf
o G oyl gﬁthsgbzg‘ do 'faﬁiy f(ligmﬂed analysis since we think it might
the othep, ot ore the full effects of the vule was felt-one Wy or




Mr, Moremy. Mr. McCollister. Lo

Mr. McCorrister. Mr. Tobey, on the last page of your statement
you discuss several aveag in which the Congress has acted to regulate
consumer contracts terms. Is it your position that the rule should have
been a matter for congressional action rathér than administrative fiat.

Mr. Tosey. Mr, McCollister, yes, L do. - ;

Mr. McCorrister. What do you feel would be the economic impact
of this rule as far as your ability to purchase installment sales contracts
from dealers?

Mr. Torey, We have amended our position with dealers. We operate
in what we refer to as without recourse market in Detroit and up until
this time we’ve bought contracts from dealers with only a few war-
ranties, as to the validity of the contract, the enforceability because
of age requirements, et cetera. We have asked dealers and have insisted
that dealers who will continue to sell paper to us have signed an in-
demnity agreement that indemnifies us against loss because of a valid
or legally valid or legally enforceable claim or defense that has been

dictated by court action.
Now this has allowed us, with some apprehension, I might add, to

continue buying third party paper from dealers. We obviously are .
going to be faced with a substantial increase in cost because the legal : -
actions involved up to and including the unenforceable claims and
defenses which we feel will result from this rule are our expense and '

arenot passable alongto the dealer.

Mr. McCourister. Can you identity the additional administrative B

costs or the additional risks in terms of an intercst:pereentage added -

to what ywould otherwise be the normal interest rate prevailing?
- Mr. Toser. It’s almost an impossibility, sir, for the simple reason

“that we do business in a rather wide area and where we would often |

use house counsel in attempting to resolve the difficulties, we may find .
it expedient and necessary to hire local couusel which becomes an ex-

pense in addition to that which we already incurred.

Mr. McCorrasTer. Are there States where you're alveady lending at

the maximum rate where it would be impossible to raise’ the rate to .

"cover the increase in costs? :

Mr. Topry. We have what we consider and I’'m sure every bankin

every State feels the same, but at least in our case we feel that our .
rates are inadequate. We are lending at the maximum rate. Any ex- &

pense that we incur will, of course, be a reductionin the bottom line :
and cannot be passed along to the consumer. Consequently we have | -
taken action to reduce the buy ability, if you will; of a certain per- -

centage of our paper. This was not done with any specific aims in-mind

but we feel, anid again it’s too early to tell, that many of the claims . |

and defenses that will subseqeuntly prove to be invalid will be raised

by the lowest strata of credit customers and as a consequence, as a way -
-of reducing our expenses and potential loss, we are reducing. our .

ability to buy the borderline paper, We are going to move toward
a tighter screen on the selection of credit. - :

Mr. McCortaster, The premise on which I think the FTC oijemﬁﬁs

is that that borderline paper is most often a dishomest or fraudulent |

dealer and my position has been that it is very often a new guy getting

started, the new entrants to the business under which they now must '
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operate with considerabl ter di :

ment on that? . 3. greater Chﬂiculty - Do you have any com-

- Mr. Tosey. My reference to the restriction of credit wac b ;

Diyor, mot b (ot ’ estriction of credit was to the retaﬂ
Mr. McCorrisrer. I see. N

Mzr. Tosey. I estimato that we will be extending credit to about 10’

percent fewer people, retail buyers, than we have previo
. il tviously been s
to do because of the additional cost, the additimlla,l expen)se a;a‘%)}}e
potential risk that this will present to us, ' ©
%%r. BTIGCOLbﬁm%hBecause those are direct loans?
Mr. Lopey. Noj these are dealer loans. But.if thev are productive
' Tor ; loans. But. re pr
oj;- & great number of claims and defenses that may pgove igvgililcll‘}tég:
expense that T incur in handling that situation ig just as great as if
the claim were as eloquent and this is the expense that we are not in a
position to either absorb or pass along and consequently we must im-
pr%}*e tvl\lf %uahty of ogfportfolio bysodoing.
Mr. MoCorrzster. Of course, I was ignoring thai as i |
Mr. ' 2 i as Ig the ect
thinking about the impact it had on the Tnargh?al dealeleut Oﬁéthand
to %zrx,cr(:%-se the quiahty of your portfolio.. - 7 e
Mr. Loery. The marginal dealer, there's no roomn for him 3
’ ng aler, there's no room for hi
g:)a; ifgfglé}(:;llggga%s]f egeil if he signs my indemnity agreemenﬁlérxln?gi
littlIe ound- eedt him' and 1f he’s gone, then the agreement hag
Mr, McCoruistrr. Do you have any ience
’ ISTER. Do ) ave any experience as to the effect
consumer eredit, the : ‘ der 1 o8 hod
ins%her ity 1bo¥131nnent of the holder in due course has had
{r. Tosry. Well, in our S i S i
. OBEY. , 10 our State, in the State of Michiosn. op0-
iﬁf%t%lrﬁﬁ?;%ln ;hce; holder i? due course doctring 0%1 e,vzivtel?i;n-
b aute nanemg something over 2 years ago, In other wop:
glzegt,a 1t:g cigfv o%aﬁgéogﬁ;ﬁp%rﬁl;t diﬁ’erence in the ?anguap:e im}g?\l’gg:
Stat ed this change stated that defenses ¢
be raised by the consumer } ‘ e fai ho product £ pd
§ vecause of the failure of the product ¢
form. ov e puey el ] ] oz the product o per-
. perform or service ta pert This impli
that if we as a financial instituti P gty o oy mplied
g stitution attempted legally ¢ " ;
ment, then this would be a viable 1 ey by porce Diy-
] ) § means of the consumer to brine pros
sure to the situation and therob justi his rle aleo Sobe.
r e situation and by get justice. This rile also -
passes claims which, in our way of iterpretation, indicate indzl;){;(l)zlg-

- ent action that ean be hrought against us because of some other action

f(fnz:?i cgggl%iigr f};ﬁ s:}l{le; Z}_‘herewas Some comment earlier about how
e ISK exist. In our opinion, we have taken g sl
different approach to thiis. W ing forcod or will be. b0 orl)
( : - We are being foreed or will be. to ine
In our contracts a paragraph that says, wi [ for Tt e
our pa; 04t says, without question; tha :
subject to any claim or defen et isod by the puretae
any « ~defense that can be raiged by th,
against the seller. Now, there ime limi T, ok o theos
St the s ; ; thereare no time limits on this, nor is th;
any distinetion as to what kind of claims or défenses w’ve %ifhtthgrrle
ght en-

TS & clai [
- coutitpr, These conld be tort claims or warranty, failure of the war-

ranty elaims to perform, impli ' i '
ant; o pe s implied warranties as well as state -
%ﬁgtgil 1Thgllr§t1sl g.&)\ggtc}; Specltw]? :?f risk as we see it and, %fe.(cizog;{;z,
g aX6s 1 50 hard. for us to vnderstand is tlint
oS fl ?ty’,an.d 1~1wb;11ﬁy does extend vaiougly to funds uir;l;;:h oxlvlg
customg%l received, which includes the downpayment which the
: | as paid to the.dealex:, which include any types of $oes that
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are involved in the transaction and in some cases may increase our
exposure by thousands of dollars. It is not uncommon with an
expensive automobile to have a $4,000 or $5,000 downpayment and
this again becomes a part of our liability. I

Mr. McCorrister, How would good accounting practice require
you'tgidentify that potential liability or how do you create a re-
serve? o :

Mz, Torry. Well, we do establish reserves for losses and thankfully
our reserves in the past have been adequate to meet the losses en-
countered. ' ,

Mr. McCorpisTer. Isn’ this the bottom line really ?

Mr, Toney. Yes, it is. It may prove to be the bottom line as to
wh&t{-her our operations are profitable or not depending upon the
results, '

Mr. McCoruaster. One final question, do you know of any other
rule pending before the Federal Trade Commission, that independent
regulatory agency, that would have an adverse effect upon the con-
sumer credit? , '

Mr. Toegy. Well, I’'m sure you and all the other members of the
cominittee recognize there are 12 additional items under considera-
tion, 2 of which tend to boggle my mind. In the event of the retaking
of collateral, we should immediately apply against the balance due
the fair retail market valae. I suggest that it is impossible for us to
determine, first, what is the fair retail market value and, secondly,
in 35 years of disposing of repossessions, I have yet to realize the
fair retail market value from any one of them. So this T really would

find hard to understand, :

Second. some prohibition against the collection of legal fees in the |
event. that we must of necessity take legal action to recover our |

investment. I don’t recall the exact details but if the interest rates
exceed a given figure, then no legal fees can be recovered. I think
this takes a lot of soul searching and a very hard look to make cer-
tain that from the standpoint of the creditors and not—we have a
saving in our part of the country, “Ain’t it awful.” You know we

can sit around the hot stove in the middle of the winter and worry ¢ -
about' all the things that could happen to us and thank the Lord, /-

most of them do not, but jf a few of them do, and really in all seri-
ousness, I think it’s possible that we can fiddle with an extremely

important instrument in terms of the American economy, which is |
the extension of credit, particularly at the consumer ]eve}. And Pm
not-saying we shouldn’t be subject to regulation and legislation but ;!

T firmly believe that any such practice and regulation and legislation

should be carefully thought' out and searched in depth  and with i
every possible piece of information added to the weight of evidence |

before rules such asthis are promulgated.

Eventually some day-—it is not beyond the realm of possibility,‘

that the availability of credit for consumers could be severely re-

stricted. - ‘ S
Mr. McCorrrster. We have a statement in the record, I pub it in |

the record last Thursday, the Wharton School estimated that this |-
would have an adverse impact on our gross national product of aboutb | .

$2 billion. The FTC and others suggested that the Wharton stud
really wasn’t very authoritative. I didn’t know at the time and it !
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would haye been the trump card to i
1 : play then and s i
gg%ei)léxg; 1111(;) nl;(_)w, ::Ihg,t fbh;{dn'ector of tl;ls;t study Wacé ?&?{gégr%:gs’
1¢ adviser, Mr. Lar i ]
to;ﬁfﬁﬁy i » Mr. Larry Klein, and, of course, that ought
Ar. Murery. We're going to have to suspend. We're woi
- a 0 y ; e '
lt\%cs(‘g:ﬁ?s tl; 1;0135511’101‘ a ii’;ewrtnllmutes. A nevs) chairman w%?lu}la% g?l hfg‘e
r 1ave to take up a bill with Committes,
so we’ll be in recess until Mr. Brodlll)ead l'etlz?ns%l the Fules Commitice,
%m%f Tecess. | )
Mr. BropEEad [presiding]. Well ¢ ' i .
m'i(;s couBJ‘:xsel, Mr%r Foldes fgl:'l questioxfsﬁme foorlar, The Char e
oIS, LOLDES. You indicated in your written statement that |
leolzlder.avho. lfi——well, let me see—T guess I had better go glacklzﬁitréﬁa%
Zl oy rsfs;l a,ocl (?u )E ;filésus what ~irvas In your written statement, in order to
h't}zlfe brl'l§ diﬂello:ent. points, Your oral and written statements were a
Mr, Lopey. I think I added a ph : i
re%}rmf_% to, “ancllr ?ur?hased reta,ilppafg:i " ek 1 oy dhio sectian yous
15, YoLoes. That’s right. You recognize that more bank i
of&e'aler inventory would not be suiﬁcffwt to constitute a{l re?;'?:{ldc}lng
i\ I. Topey. Yes; because of the enforcement policy. ' o
l\g s.T}i;c;I;;);zs.T ’];lhcé taldng of paper is the key factor,
am;af,ré oy at was clarified by the enforcement policy. We are
Mrs, Forpes, Where a bank has difficul taini i
_ a ba obtainir :
y(i? said there were certain aspects that xt\zare -diﬁic1 tti?; tcélvlrselxl'mfﬁl‘lgg
W. ﬁfxz ﬂ%l(l)lB%]S d%fygu ﬁgd coveéfage difficult to obtain? SR
:, vy, understand your comment properly, T think i
iiﬁ?c%ﬁ%edts% rLttl;«Satitﬂ;ement that é‘is included lﬁ oﬁr %’Ii{ra,ct islgl?i%g
ad ¢ ta We are, In effect, subject to any claims or d.
which the seller could raide againsh hich, g o e
against the seller, My point ther%, is th&t‘gh v miS aoyor ould, miso
versation relstive to the limitation on wh tew W'!Il)‘cls cluitns could e
and my counsel is of the opinion that ¢} o 15 mo o s could exist
this is a wide open area *\ghich is simlar to the i 11mltat101_1, that
m%%e b};?the prexX)us 2o whic 1s simlar to the comments that were
IS, TOLDES. Are you talking about limitati time?
Mr. Tosry. Both. Limitation on ti inttotion o
‘ . Both. | on on time and limitatio . Thi
;%:fgﬂz;m@ﬁlgslgi gx%ell ti?os implied warranties, Thlérgni:{{)estgglgs
I lity ¢ attorneys across the country that I°
n touch with feel that tort claims ca Iso be incl ded T o e
anything in the order of claims tha‘?. ’ 1?130 risen. Thaf du sbout
frything in f ler of cla hat could be raised. That essentiall
o at it says. It’s qu1t§ cle@r and distinet in the limitations tha{
Mrs. Forpes. There - ime limitations in Stats laws ’
ckiigs%nd e gfx% ;;}ma limitations in State laws on warranty
poiitib 1 oBEY. You -qould be right, but T’m not so sure,. T’'m 1ot in a
Ir. Tmowerr. With regard to tort clajms. ¢
. 3 't claims, there are sever isi
that have recently come down from the Court of Appeals %alllvc;g? 1%3?1?

vhich haye held that as far as tort claims are concerned the statute -

of limitation time does not begin to run until after the injury has oc-
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- eurred. So as long as the elaim or the contract is still valid, you would

be subject to thot or the lender would be subject to that claim.
Mr. Topey. Let me gét back to a point under the warranty claim.
It's pretty common now for automobiles to have & 12-month or 12,000~

“mile warranty but there have been numnerous cases recently where cx-

tensive rust damage on vehicles 2 to 3 years uld have been the subject

~of a lot of controversy, In fact, some of the manufacturers, I believe,

have, without public statement to the effect, have corrected these de-
ficiencies after 2 or 3 years. So 1'm not so sure that the stated war-

“ranty period of 12 months is truly a binding warranty period. It woukl

really be up to a judge. Here is the customer with his antomobile and
it's badly rusted, and if you will pardon the vulgavity, the alr showing
through on the trunk, for example, and T’ve seen a few like that and
he says he still owes 2 years’ payments on the car, Forty-eight month

“financing is now a common place happening and in certain parts of the

country and you're fortunate you don’t live in one, with tlie rust piled

"alkle deep on the streets, it does not-take long for these automobiles to

start to come apart and I don't care whether it's a Ford or a Cadillas

"oranything else.

My, Bropurap. It's the foreign types especially that are bad, isn't
it? . ’ , :

Ar. Torey. Oh; yes, definitely. ‘ '

They're all subject to the same thing, unless they’re made of fiber-

glass, 'msorrytosay, ) S )
Mrs., Forpes. Have these kinds of things been raised in law swits

or have they been—— , . o
Alr. Tosey. It's really too early to tell. Again we're back to ain't it

“ayrful and what could possibly happen to us. We're not really looking

_for things to come out of the woedwork, but by the same token, when
_you invest literally millions of dollars in financing of this type, then
it behooves us to atempt to measure the potential problems that we
" could encounter. s
Mrs. Forpes. Let me ask you one other question relating back to
inventory financing. As 1 understand the example you gave, it woild
be possible, in the case in which you, the banks, had an afliliation with
a dealer/seller, for a consumer to come to you for o Joan, then go back
to the seller, and for the seller in that situation to have to inelude in
" the notice where neither one of you knew it was required?
Mr. Tosry, That’s true. - ' -
Ars. Forpes. It's my impression the enforcement policy statement
“ states that if the seller has no reason to inquire where the funds came
from, where there’s nothing which should tip him off, then he has no
* duty to inquire or to include the notice. ~ :
~ Mr. Topey. Yes, I would agree with you on that. T take exception,
however, and during the interval while we were waiting for the meet-,
_ing to start again, 1 had a brief diseussion with the FTC representa-
* fives over hiere. My point is more pertinent to this sitnation. Let’s say
" T do business with a dealer as obviously I do and that we are, over the
' course of years, buying retail paper, three-party paper from him. By
the very nature of the%ausiness he controls only a small percentage of
_the time sales that arise from the sale of automobiles, perhaps, 50
percent, and there is another 20 percent that actually pay eash, take ib
out of savings accounts and pay for the automobile and there is this

B -
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great unwashed 50 percent that nobody controls. They control them-

selves. Now, many of those will do business with my bank, or our bank,

and consider themselves to be customers, n

: ISR w , not of Art Moran or of any
other dealer, but of our bank and they wander of their own free will
and accord into one of our branches and sit down with the branch

manager and this may be the fifth car we've financed with them, and.

arranges the finarcing of that automobile.

Now, the way the F'TC rule is written, that set of circumstances, the
fact that T do business with. a given dealer requires that we put the
langnage in that contract or requives today that the dealer insist that
we put the Janguage in the contract. ;
blli\gfs. Forvzs. But only if he knows that money comes from your

Mr. Torey, Well, our normal practice is th ?

» , . s 5 s that we’ll make a check
jointly payable to the customer and the dealer or aslk the dealer to make
certain that our lien is on the title which is in our State held by the
customer to profect our position against the borrower. )

T nnderstand what yow're saying and I think I u k .
¢ 3 >y 8¢ I nderstand the rea-
son behind that posifion but the truth of the matter is that where-

you hgve the circumstances as I've outlined, then there is nothing un-
i'a1‘1' or deceptive in the practice and I really question why it is neces-
sery for the bank at that point with that dealer or that customer,

what the bank should be required to take on that additional responsi--

bility. S

Mrs. Forpes.-So vour reaction is to th !

Murs. . 490 3 he concept of two-party paper
being covered by the rule? ‘ RS DTy pHReE

+

Mr. Torey. That's right. Now, if the dealer had arranged for the

customer to come down to the bank to borrow th

customer had obviously no arrangement with the ba?ﬂ?zgsnfg 1?1%%12%3

financing or othe?j dealings with the banlk, then that should be covered

This is really thid-party paper with only twe names appearing on

g:agstzlxi t\g}:ax:([a flit ilstthf culstomer’s insistence or he instigates the entire

bransaotior éovell}ed% ard to understand why that type of a transaction
Murs. Foroes. Just a couple more questions.

+

- Did you say that your major de¢rease in lending is to lower income

customers in the sense that they are the ones dealing=—— . -
. I?Il Tosey. Not nccesarily lower income but poo%er credit risks,
] ere is a certain number of pedple that we do busines with and
ve in the past that are chronic colliction problems. For some strange
reaicin they don’t like to pay on time and we haye always had this
-J[?)robelr)n’andee probably always will. Not everybody pays on time.
fr?uha ly 10 percent of anyone’s portfolio. that will produce 90 percent
f 1e expense incurred in collections and a large percentage of the
osl\sIm 3igpossessi§ns that a bankis going to have. = .-

Irs. Forors. Do most of those customers fail : i )
calﬁe o{‘ e et 5 ustor ‘ers f4il to J‘gay on tnng be-
ob}\i g{.htiogx'my. Cowld be or impulse buymg oryoverload-ing or over

Mzs. Forpos. T guess my point is this-~two ol 1, i -
orpzs. I gi : —two'of them. One is that yo
zté&gf glelsi‘xtt mé Michigan th% “holder” doctrine has been repeallcszd inso%e;lf
e ricts a consumer’s right to raise defenses in a collection pro~.

it
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Mr. Tosey. That’s on everything bub automobiks. Th(i l;géglaé\;;‘;
is vex;y confused. At the same time this rule wag: pr‘(c)firll)‘llegiledsiation
were in the process of attempting to arrive :}t alcccige} Lo PR
governing the elimination of some form of the mmzm L e ates
fr rtnlh, A o coue e M S e 5

: at 1 reviously enac g ¢ :
gﬁ?{ J(};}tofligﬁfﬁsion as to which one prevails, whether it’s the FTC
Tule or ¥ it’s the State law. . ) |
rulﬁr%r %‘th)lfgal:.rWVell, have you had any problems ?}th tllxs T;l;creased
pumber of deadbeats who won’t pay under the Mic higan Jaw! e do

M, Topey. As it pertains to the other type of ﬁnanu?mm he
which covered home improvement and mobile homest

11‘\\}?"11‘2%1;«3?51\%{;&?5 much as we frankly had initially z]mt]icips}ittehd,oaié
fhough thererhas been a substantial increase, partlcutitr-); %‘nancinrr
oreanization because of the publicity that arose f;'otm bletlzrooked ing
of the home improvement dealer that pr'oved no 1 ?' e rooked k.
more inept than he should l{)ave baen Iltl rhe}cﬁgl?% ﬁ 1;11(;;11 ;e  the o

4 oblems and it became quite Widel g nd
32;161‘1t.,hi?lgleigrexperience in terms of complaints and defenses raised,
gr%}vmal}});igg%) ‘gounds Tike once they know their rights, they exert
ﬂ]?\lﬁz Tosgry. Or ohEe they know they ha.vgi ?Inother %}egs]?efogﬁegéﬁ%

-y Yo i e valid ones. Mo

ayment. Not all of these clamgls are yab | ones. Most DT ave tho
admit that the reason they dont-pz;} is because t Y domt e e

i » hav ttle something else tha
money. They would like to have a li e O Ehemselves
1 m their point of view so they tend to delud ]
?ﬁggat:gggfig doesn’t Ezork or it didn’t it or whatever the case might
appens. : . . ’
bei\g‘lslfl %%lgfse T'm sure it lmplllaens. I wlonder, gfl;igggﬁs lllf‘, c’{’lf}tltec}f:%ne 2
Jenp in the situation where you have nOt &
ﬁsﬁéﬂgﬁﬁsﬂm Don't people who have comploints about products
: ayi ow? , . )

Stq’\%f %22%1? For years cusX)mez:s have hag j[;r:):()}e%s }}Y:-}EB :Z)utrglzﬁgv

‘Jos. particularly our fine American cars because ave so man]
blcliférps}stle(;ns and some of these iend t{O l(iimse 3:1 ggo{lc)fl%rlxeonggkmo?;}ﬁlg:é

Jut the dealers for years have been tasing ¢ D B aeinl

i 1 he customers have contacted fina
complaints. Many (%% for 1d we intercede in their behalf
instituti asked us for help, would we 1nte oeh

;I:f&l‘;gg}ggi&%dvery happy to go S’O'f onlur poﬁﬁ; ;i :zg}lle’aa.;{f&g: i g;ls;_;‘

th vhe the situation had been falriy we d among

E?Lgfenﬁijs’ifessmen without the necefstlt‘,y for further legislation.

N ws. I have no further guestions. - .

%}II:S'IE;?OLI?HEAD. The Chair recognizes counsel for questions.
Ms. Norp. I think Pl pass. | |
1}5 %%ﬁxfmn. Is thege anything else that you want togdd?
Mr. Tosey. No. o :
Mr, BropEEAD. Y OU, SIT¢ -

. Mr, Trowerr. No, thank you.

clate iti

Mr. Broommap. Thanks very ‘much, for being with us ‘We appre-
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We have also waiting to testify today, in. addition to Mr. Vaughan,
Mr. Charles Maddox. Are you here, sic? All right, and Mr. James
(oldberg and Mr. John Pohanka. We have four people here. I’'m not
sure how long we're prepared to stay, but unless we shorten the presen-
tations, I'm afraid someone is going to be left out. Mr. Vaughan, pro-
ceed, please. :

STATEMENT OF WALTER W. VAUGHAN, VICE CHAIRMAN, INSTALL-
MENT LENDING DIVISION, AMERICAN BANKERS ASSOCIATION,

ACCOMPANIED BY RON R, TULLIS, ASSISTANT LEGISLATIVE
COUNSEL

Mr. Vaveaan. I am Walter Vaughan, vice president of the Lincoln
First Bank in Rochester, N.Y., and manager of consumer loan serv-
ices for that bank. I also serve as vice chairman of the installment
lending division of the American Bankers Association, I am accom-
panied today by assistant legislative counsel of the ABA, Ron Tullos.
It is my understanding that our prepared statement will be entered
into the official record i its entirety and I will take the time allocated
to me to share with you some of the concerns that we as consumer
lenders share either as a group or as individual members of that group.

Qur association was particularly appreciative of the concern ex-
hibited by members of this subcommittee for the serious problems
created by the FT'C seller rule and the proposed creditor rule. The
effects of the FTC trade regulation rule in question are of paramount
concern. to our industry as this rule and its proposed amendments
affects millions of consumer credit financial relationships and
agreements: ‘ ‘

Commercial banks have total consumer loans in excess of $80 billion
or nearly 50 percent of the total market and it is obviously our desire
to maintain this share of the market. But we also feel a very strong
commitment to provide a reliable input into this issue with our assess-
ment of the potential impact of this rule.

Obviously there is a significant and real economic concern as we did
not develop our penetration into the consumer marketplace overnight,
but hopefully as a result of a sustained effort to effectively enter into
a competitive market, properly evaluate the needs of the consumer and
develop and price a product that would satisfy those needs in both an
equitable and profitable way after properly evaluating the elements
of risk and potential income, ' :

Increased risks combined with fixed interest ceilings narrow any
margin of profitability and cduse a continued review by asset. and
ligbility management of our hanks as to whether the investment of
bank funds and consumer loans represents the most effective use of
available money. This situation receives increased emphasis when we
are involved in a loan restraint period. Obviously intelligent senior
management is aware that our business from a profit viewpoint has
to be evaluated cyclically but the margin based on cost of doing busi-
ness is becoming very slim even under optimum money cost conditions.

I have no intention of trying to convince you that the needs of the
consumer will not be served as I am very convinced that they will, if
not by our industry, then by the lending industry as a whole. I do feel

<}
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strongly, however that any significant withdrawals by the banks will
result in an increased cost to the consumer.

The FTC has said that the banks are not assuming any real risk by
the enactment of this rule as they can properly protect their posi-
tion either through the use of reconrse or heavy reserve requirements
of through insurance helped to underwrite this risk. ‘ :

Let me treat the insurance situation first and briefly by asking who
is going to pay for this protection, the bank who is already concerned
with its profit margin or the dealer who will provide this insurance asa
consideration to the bank for doing business with it. No, I don’t believe
that either one of them are going to ultimately pay for this insurance,
I feel that the only one that can bear the cost in one form or another is
the consuming public. .

Let me talk again generally about the concept of the repurchase

agreements that have been spoken of so often by the Federal Trade
Commission. I think it exemplifies a lack of reality with what, in fact,
goes on in. the marketplace. The banks attempting to afford themselves
protection in several areas inclusive of New York State did, in fact,
prepare an indemnification agreement for the dealers which basically
said that in the event a claim by a customer was not resolved by the
dealer within a specific period of time, 60 or 90 days, then the bank
would ask the dealer to assume responsibility for the contract. Ford
Motor Credit, General Motors Acceptance, and Chrysler took the posi-
tion similar to ours with the one addition, that they would litigate any
claims to the point where they were determined valid by the court.
Obviously a dealer would much prefer to sign with a captive sales
finance company under the condition that the litigation expense would
be borne by the captive sales finance company rather than sign that
agreement with the bank, and here within the District of Columbia
one of the primary lenders who had 22 dealers did, in fact, attempt %o
enforce this type of indemnification situation. Several of the dealers
signled but two of the principal dealers of that bank were lost to that
bank. :

I am aware of a sfsuation in Kentucky where the bank did atterapt
again to adopt this same type of indemnification and ran headlong
into Ford Motor Credit and General Motors Acceptance, the captive
sales finance company approach and either stepped back from their
position or took no position whatsoever as it related to that indemnifi-
cation agreement. "

Another thing that came up in the reality of the marketplace is that |
as long as the seller was not aware of the relationship between the cred-
itor and the customer then there was no obligation on the part of the '

- seller to make sure that the official statement was included in the
papers. It is obvious common practice within our industry on direch :
loan transactions to make checks payable to both the seller and to the !
customer for the purpose of establishing a purchase money obligation !
as it relates to the lien recoxdation. We want to indicate to the dealer .
that, in fact, the proceeds did come from us and I think that it isa |-
prudent practice and T think it may be a practice that helped keep

deyvn the cost of credit, but I in turn, feel that that practice if fol-

Jowed through would be evidence of a dealer, or could be construed as

evidence itself of a dealer relationship.

I
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We also find in the FT(’s new regulations or their new statement
that they speak to the fact that inventory financing of itself does not
bring the conditions into play. But I really wonder why a lender would
engage In inventory financing if they weren’t trying to attract the
getaff product and I'm really confused by why they made inventory
financing an exception, why they were specific to exclude that. I would
have to say based on 20 years of experience that there are few, if any,
banksthat enter into inventory financing drrangements without expect-
ing the retail sales contract as a collateral benefit of that relationship.

I guess I’'m tr%i.ng to illustrate that I don’t feel the Federal Trade
Commission has been sensitive enough to the real world of the market-
place and, frankly, I came before this committee in 1971, I believe, rep-
resenting Consumers Bankers Association and American Bankers As-
sociztion, exhibiting a great deal of concern about the FT(s involve-

ment in the economic affairs as it related to banking. Right then the
most eritical issue was affecting the negotiability of checks but we did
indicate thut perhaps they were going into uncharted waters that could
prove very dangerous and that could have o significant economic im-
pact. I’ve carried that opinion all the way through and I still fecl that
the Federal Trade Commission, whether by intent or not by intent, is
going to have a measurable economic impach as it relates to banks and
consumer credit. ;

Again, in the interest of time, I would like to go over the role of the
small business in this whole scenario. I couldn’t agree more with Mr,
MeCollister that this is going to have a serious impact on the small
bnsiness pexrson, particularly that small business person that is at-
tempting to enter into the marketplace. We're all well aware that the
survival rate, at best, of small businesses isn’t quite that good. So when
we talle about the fiscal responsibilities and the financial statements
of these small businesses run by honest people attempting to enter into
the marketplace, taking the risks of that entry, when we start talking

about dealing only with those people that are truly financially respon-
sible, then I don’t think they meet those criteria. When we start talk-
Ing about the home improvement contractor--my associate from the
Savings and Loan League spoke of the home improvement contractor
with the pielup truck. He may take $12,000 or $15 ,000 out of his busi-
ness but he may be one of the few true coaftsmen loft and certainly ha
will not meet any of the financial responsibility criteria that could be
lmp,osed if you were looking to analysis of financial statements, - -

I'm also concerned with the mebile home area and I would like to
not talk against what appeared to be a persuasive argument, but the
banks did, in fact, go out of the mobile home business for the mosh part
4106 months ago and some as many as 2 years ago. One of the primary
reasons 1s they had chosen, in many cases, to underwrite their risks
through service companies, service companies that were backed up
with insurance bonds, all risk type of bonds, These insurance com-
panles came on hard times, their requirements became mors stringent
as to the payment of the claim, the effect on yields by pro rata pa,;oﬁ’s
instead of an accrual method of rebate had much more significant im-
pact on income than anyone imagined when they entered into them.

So T really think when we're talking about a decrease now in sales
fhg‘i; goes back 20 months, it’s not because of the Dreservation of claims
ant defenses rule. But T notice now that banks are now looking into
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the mobile home business much more aggressively and I feel this is a
definite stumbling block to their reentry mto the mobile home business,
a definite stumbling block. T think we have even se¢en the curtailment
of some terms by lendergithat are in the mobile home business.

T’'m also concerned that 45 of our States have acknowledged to par-
ticipate in coordinated efforts based on industry, financial commiun-
ity, and legislative efforts within their States. They have recognized
_ #hat there were injustices that were created by a broad application of
the holder in due course rule. But I think they treated them adequately
for the needs of their States, or at least I have to fecl that they did
not treat them with an understanding that their treatment would be
unsatisfactory or that their treatment would be contrary to the in-
terest of the people within the States. ) i

I am deeply concerned by the confusion that exists. We have with-
in our bank and within the previous bank that I was with, we have
bankers that do not understand the implication of the regulation and
the rule. We have lenders who try to comply with it but really don’t
understand what they’re doing. We have the public that becomes in-
volved in it and they are rather confused. I'll illustrate it by an
example. A very reputable dealer within the Washington trade area
trying to completely comply with this regulation sent a statement, a
letter and a copy of the security agreement on every customer that
bought a car that was financed throngh the bank, to.the bank that
financed it and asked that notice be placed on the direct credit in-
strument. Our bank at that time, and I was with American Security,
called this dealer and told the dealer that we had no working rela-
tionship, we had no inventory, we had no dealer agreement, and
although he was a foreign dealer we had not enjoyed that type of re-
lationship and, frankly, we weren’t going to do it, and other banlks
did the same thing. If produced utter confusion on the part of the
consumer because here the consumer had been commissioned to come
in and get, this done and the banlk said no, and the consumer 1s sayIng
vou have an obligation to do it, and we can’t get lending officers and
platform officers to explain properly where that obligation does or
does not exist. That’s just a specific exazaple of the contusion that can
be created by well-intentioned, well-meaning people. R

T don’t think that Congress, in fact, understands the regulation o
the rule. T really don’t. I.think perhaps this oversight commuttee evi-
dences the <leep concern that is felt. I think it is shared. I can recall
beirg at a Feception and having a Congressman come in to me and
say, “Hey, I just heard on the news that something has hapgeqed
that is going to create 21l sorts of conflict in the consumer credit in-

dustry. Help me out, what is this that’s going to happen.” I said,
“TWhat is going to happen, happened today. You, a Congressman who
T think is pretty alert to what is going on. are being exposed to the
preservation of claims and defenses rule on the day of engctmenj’;
and it seems a shame to me that you have to talk to me about it now.

I had pushed very hard in whatever associations I had had to insure

o

some form of oversisht to this type of regulation and ruling.

Again, I would like to summarize, if I may, by saying that the
American Bankers Association does applaud the responsibility and
the concern shown by members of this subcommittee in scheduling an

oversight hearing on the effects of the FTC rule in question. We do,
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in fact, remain confident that after the issue has been carefully re-
viewed and the facts surrounding the FTC action made clear, that
this subcommittee will promptly initiate corrective legislation. Inm
fact, various bills have already been introduced which have addressed
this problem.

We strongly encourage this subcommitiee to recommend to Con-
gress a permanent solution to this problem such as that proposed in
HL.R. 14685 and Senate bill 8652 where the authority to determine
what claims and defenses will be available to-a consumer is properly
vested in State law. However, because of the widespread unfamiliar-
ity with the intricacies of this issue, we realize that House bill 15082
which would suspend the rule until it could be further studied may be
more intriguing to many Members of Congress. Therefore, we would
welcome the relief which this measure would grant or any other
responsible proposal which addresses this vitally important issue.

Thank you. ‘ ' .

[Testimony resumes on p. 142.]

[Mr, Vaughan’s prepared statement follows:]

STATEMENT OF WALTER W. VAUCHN, Vice CHAIRMAN, INSTALLMENT LENDING
DrvistoN, AMERICAN BANKERS ASSOCIATION

Mr. Chairipan and distinguished members of the Subcommittee, I am Walter
W. Yaunghan, Vice President of the Lincoln First Bank in Rochester, New York
and Vice Chairman of the Installment Lending Division of the American Bankers
Association on whose behalf I am appearing today. Accompanying me is Mn
Ronald R. Tullos, Assistant Legislative Counsel of the American Bankers Asso-
ciailon. Membership in our Association consists of approximately 96% of the
nation’s 14,000 commercial banks.

The American Bankers Assceintion welcomes this opportunity to provide
assistance in identifying and describing the unfortunate results of a vecent
%‘ch Trade Regulation Rule concerning Preservation of Consumer Claims and:

efenses. : ) P

The Trade Regulation Rule (TRR) in question (16 CFR 433), which became
effective May 14, 1976, is & classic example of a regulatory agency attempting
to carry out its perceived responsibility and drifting dramatically astray. in
the process, ;
Background information

The May 14 rule to which we refer is designed to prevent an allegedly “Unfair
or Deceptive Act or Practice” created by transacfions where an unserupulous
seller of goods or servieces, trying to avoid responsibiilty for a defective produet,
leaves the unsatisfied consuwmer in the unfortunate position of having a legal
obligation to continue payments to a. third party who has purchased the contract
gvidencing the debt. This situation, which initially seemsinequitable, is an
unfortunate ramification of a major legal doctrine known as "Holder-In-Due-
Course.” The concept of holder-in-due-course is a reflection of more than two
hundred years of case Iaw in the area of negotinhle instruments, Briefly stated,
the doctrine declares that a third party who takes a negotiable instrnment for
value, in good faith without notice of any claim or defense against the seller,

ig not stibject to the later claims and defenses of the buyer against the seller.

Thig’ doctrine of ¢ommercial law was developed in response fo an economic

need for merchants wishing to engage in volume sales. Sellers would sel debt
instruments to lenders, usually at a discount, and hereby circumvent the
liquidity problem normally created by waiting for each credit purchaser to fully
perform on the sales contract. This practice contributed -dramatically to the
growth of our economy by allowing each party o do what they did best—sellers
selling and lenders lending. What made this concept work, -however, was the

-

_eritical provision which protected the third party buying the contract from any

subsequent, -disputes between the buyer and the seller. This protection was
tleemed necessary because the third party never inspected the produet being sold.
orinvolved themselves in any manner in the sales transgetion, - -~ -~ %
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However, in recent years as consumer protection has become increasingly im-
portant, most states (45) have chosen to partially restrict the protections of a
holder-in-due-coursa of a consumer sales contract. These decisions were mide
largely in direct response to the situation mentioned earlier wheére a buyer had
to continue installment payments to a third party even though product satis-
faction could be obtained from the seller. Without discussing (at this point)
the various approaches taken by the respective states, or reasoning therefore,
it will suffice to say that each state legislature addressed the problem and re-

solved it in. the manner determined to be dppropriwte for the unique needs of .

the consumers in each state.

Roleg of FTC ra: Abrogation of doctrine of holder-in-due-course

The Tederal Trade Commission, acting under ifs authority and directive to
prevent “Unfair or Deceptive Acts or Practices™ focused on the above-mentioned
side effect of the holder-in-due-course doctrine dQuring the approximate time
period the respective states were considering the same problem. Subsequently,
the Commission, after apparently concluding that state law ‘was not enough,
acted under authority granted by Seetion Five (B) of the FTC Act and pro-
mulgated a proposed “Seller Rule.” That rule requires that sellers of gcods and
services insert in all sales contracts a prescribed notice stating that any subse-
quent purchaser of such contract was subject to-all claims and defenses which
could be asserted against the seller, However, the FTC chose to take two addi-
tional steps which took the reguiation well beyond the scope of a “seller rule.”
Those steps were the inclusion of the “purchase money loan” and: the simul-
tansons proposal of npplicability to all “@irect loany.” .

The FTC, in including the “purchase money loan” under the scope of ifs
May 14 Trade Regnlation Rule, rationalized that such a step was necessary o
prevent circumvention of its stated seller rule, The vreasoning was as follows:
that a seller wishing to continue business as usual with the parties to whom
he regularly sold installment sales contracts, would simply advise a progpective

buyer to obtain the finanecing direct from certain lenders and thereby preclude -

any lender responsibility to warrant the merchandise in question. » ;
The second step was to propose for comment a regulation which would subject
. direct loan contracis to the same requirement as sales contraets. This proposed
regulation was released al exactly the same time gs the above-deseribed *seller
ruie’ which included tue eoverage of “purchase money loans.” However, the
propoged regulation, issued simultaneonsly with the final regulation, was pro-
- mulgsted nnder a different grant of authority, [the PTQ Improvement Act],
whickh vequires the Federal Reserve Board to promulgate a similar proposed
regutation to be applicable to banks. '

To aid sellers and Jenders in compliance with this sweeping regulation, the

FTQ offered only vague and ambiguous unofiicial staff guidelines, After extensive
agitation by those seelking to gain compliance, the FTC, acting on August 16,
four months later, published a Statement of Fiforcement Policy which fell
dizenutagingly short of the expectations of the affected parties. - - S

The FTO premised ity decision to go forvrard with the rule in question on
the conelusion that lenders are best positioned to “police the market” and that
®uch a procedute iy sociatly desirable, The FT'C has tenaciously held fast to
this premise through a series of appeals for reconsideration and delay, including
that of Federal Reserve Board Chairman Arthur Burns, The Commission further
attempts to explain the social poliey issue by arguing that the thrust of the rule
i* a reallocation of the costs 7 “seller misconduct” away from the “innocent
oconsumetr” on to the lender who is better able {o bear the burden.

Practical effects of FTO rule T L

The Commission by administrative fiat has succeeded in confusing lawyers,
lenders, businessmen, and consumers by promulgating a rule fraught with un-
certainty both asto its validity and intended effect. The rule restructures millions
‘of financial relationships in a novel attempt to force the nation’s consumer credit
mechanism to eliminaté a comparatively small number of seller abuses which
the T'C hag vtherwise béen unable to correct.

Any serious consideration of this FTC regulation must focus on the effect a9
perceived by lenders in comparison to the technieal steng-setually taken by the
“FTC When the FTC promulgated in final ferm-thé “seller rule” (complete with
‘purchase money loan coverage}; it simultaneously proposed for comment its
fareditor rule” applivdble to all direct loans. Although the technical result on
.Mer 14 was only the partial abrogation of the holder-in-due-course doctrine,
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‘order to promulgate a regulation which squarely contradicts the stated legis-

lative intent of that same act. Approval of the I'TC action would be te ganetion

~a classic disregard for Congressional intent,

A Trade Regulaion Rule is proper only if the ¥TC has the power under itg
enabling statute to adopt such a rule and if it follows the requisite administra-
tive procedures. It would appear that the Commission lacks such power and has,
in any event, failed to proceed properly so as to provide due opportunity for
affected parties to participate. More specifically it is not clear that the ¥I0
has the authority to promulgate a general rule to define as “onfair" a broad
sweep of acts and practices, many of which are specifieally sanctioned Ly state

statutes.
While the ferm “unfair acts or practices” is undefined by the Act, it is clear

The Commision is hardly free to write its own law of consumer protee-
ton and antitrust, since the statutory standard which the rules may define
with greater particularity is a legal standard. . . . [and] the standard
must get [its] final meaning from judicial construction. National Petroleum
Refiners Association v. FI'0, 482 1.2d 672, 693 (D.C. Cir, 1978) cert. denied,
415 U.B. 951 (1974). ‘

. MTherefore, the FTC should legally justify its implied declaration that all of

the acts and practices covered by the rule are *unfair” in all of the circum-

stances covered. We understand an earlier FTC analysis revealed that most

‘state legislatures feel an across-the-board prohibition (such.as contained in the

proposed rule) is neither desirable nor necessary to prevent substantial injury

Lo consumers, .

The effect of the TI'('s action as interpreted from the lenders point of view
ig that the Commission has determined “to occupy the fleld” and “to wrife ifs
_own law of consumer protection” on the gulject of consumer claims and defenses
on the broadest possible basis, ignoring in the process long-standing state legis-
lation and differences in local and regional practices as well as necessary did
‘tinctions based upon the nature of the credit extended and the parties involved,

This cavalier treatment of both state law and Congressional intent ecauseys great

concern for lenders, and we anticipate that it will be of equal concern to this
Committee in its ¥1C oversight capacity. An offensive precedent will be estab-
lished if a regulatory agency i allowed to manipnlate and stretch its amthority
by the regulatory preemption of state laws, particularly in view if explicit
legislative intent to the contrary which directs the FTC to not preempt state law

in the aréas of consumer protection.

Anti-trust questions prompled by rule i

The ITC desision that it is a desirable social policy for lenders to serve as
policemen for their horrowers will often result in horrofers being told where
they should or should not make purchases, Forcing lending institutions to favor
one seller over another, because one is financially strong with o history of good
borrowing practices as compared to a new seller attempting to establish a husiness
‘réputation, appears to crente strong anti-trust implications.

How shall the lender deal with a new entrant.into a particular business, an -

entrant who, by definition, does not have a reputation-—one way or the other-—
for fair dealing with buyers? How shall the lender deal with a heretofore repu-
table irm which is suddenly the subject of a series of complaints, justified or nat?
Tow shall the lender deal with a heretofore disreputable firm which now rep-
fresents that it has conformed its practices and policies to more acceptalle
standards? : i
"It would appear that there are but two alternatives. The lender may deal with
these merchants, taking the risk that they will deal fairly with consumers. Or,
the lender may refuse to deal with these merchants. To adopt this course, how-
ever, could result in the erection of a major barrier to full and fair competition
“in the market area in question. How can the prospective new entrant into a busi-
ness begin to establish a reputation for fair dealing when he is denied needed
finaneing at the outset—financing which he could have acquired if the lender's
‘risk had not been increased? Mow can the reputable dealer resolve temnorary
: problems and reestablish his reputation wlen the lenders cut him off at the first
-sign of trouble? .
. Obstacles to free competition are fo e avoided, purely as a_matter-of puhlic
policy. But, of course, when obstacles exist, they will be challenged undev the
vanti-trast Inivs: This possibility is perceived as a very real danger by lenders.
1Group boycotts or concerted refusals to deal are viplations of the anti-trpst laws

e o S s s a3t oo e
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chase indirect consumer loans. For example, 31 percent of the respondents
indicated that they reduced the number of dealers from- whom they purchase
consumer loans by an average of 6.6 dealers. Only 14 percenit of the respondents
increased. the number of dealers from whom they purchased consumer loaus,
by an average of only 6.2 dealers. Six weeks after the I'TC rule went into effect,
survey respondents had reduced the number of auto dealers from whom they
purchased consumer loans by #n average 2.5 perceut, Although the full impact
of the FT'C rule will not be felt for at least several months the ABA survey
is the only information about this aspeet of the FTO rule currently available,
Thus, we consider this six-week 3.5 percent declinie in dealer-lender relation-
ships quite significant. : : .

A.SBA study of the impaet of this rule was requested by a member of
Congress to determine the impact on small business. The Small ‘Business
Administration study found that small business concerns and their high-risk
enstomers were most significantly affected by the reduction in consumer credit
regulting from the elimingtion- of holder-in-due-course in several states, Pro-
fessor Greer dlso indicated, in-testimony before the IYLC, that low income;
high credit risk consumers were most strongly affected by the elimination
of holder-in-due-course, The effect is likely to be either higher interest rates
or less-available credit or both. The Greer study, for example, indicated that,
on the average, interest rates had fallen somewhat in those states shich
eliminated lolderin-due-course. He made it clear, however, that this does not
mean that those ‘people who still get credit receive it at a lower rate. Accord-
ing to Greer, the average rate fell because some high interest rate (i.e., high
risk) borrowers were cut out of the market, which in turn léwered the aver-
age interest rate. R

The third option ig for lenders to require dealer repurchase agreements and
reserves. THis passes the costs imposed by the FTC rule back to the dealer,
who will, in turn, pass these ‘costs' on to the consumer. However, some less
competitive smaller dealers may be forced out of buginess by the additional
costs. “In addition, imposition of reserve and recourse agreenients will act as
financial barriers fto entry in the retail seector. Yet, strong competition within
the retail sector is the best mechanism to eliminate the abuses to which the
T rule is addressed.

Also, whether or not repurcha¥%e agreements can be imposed on dealers de-
ponds.on the financial institution’s market power vis-a-vis the dealer. In many
situations, lenders simply do not-have the leverage to impose such requirements.

However, a lack of repurchase and reserve agreements may lead to- even
more serious problems. The bankruptey of a retailer -with whom a hank is
heavily involved could impose large warranty responsibilities and loan losses
on the bank. A retail bank with a heavy concentration of consumer credit would
be dramatically affected by such a situation.

The FTC rule also changes the incentives for borrowers who may be able to
use the rule to gain additional service or reduce debt, even when the dealer has
performed satisfactorily. The T'TC rule will slso provide a readily available
}'emegly;for borrowers in cases where dealer abuse is less than elear-cut or even
imagined. Thus, lenders may find themselves deluged with claims, only a portion
of which represent genuine dealer abuses. Handling such claims will significantly
increase the cost of making consumerloans. : ) )

The Rule a0 increaseés the lender’s debt recovery cost. The lender may have
to show that the seller performed satisfactorily in order to recover a contested
debt. This will increase his investigative and legal expenses. For small Toans,
these expenses could well exceed the amount to be recovered, leading the lender
to write-off the uncollected amount, This in turn may lead to a large number
of nuigance claimg—baseless claimg which the borrower ‘feels the lender will
find too small to contest, o e

The viaguetiess of the FTC rule increases flie probability of a large number of
unfounded or shady claims, The éxpansion of claims generated by the Truth-Tn-
Lending regulations illustrates the volume of Iitigation that results from vague
regulations. And the cosfs of litigation are either passed on to the consumer or
avoided through reduction of volume consumer-credit. : N

Another example of costs related to this rule i» found also in the ABA survey
The data’ gathered reflected that the initial cost of compliance with the rule
averaged approximately $7,500 per bank. If this figure remains an accurate indi-
cation of average compliance costs (forms, attorneys’ fees, ete.) the total compli-
ance cost for all banks would exceed $105 million dollars. :
80-930—T7-——10
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In view of the foregoing mformatmn (-meful examination must be given to
the FI'C argument that the benefits of its rule outweigh the agsociated costs,
Should the economy be forced to bear a five-to-ten percent reduction in retailer-
originated, consumer installinent credit, higher interest rates, and a reduction
in compefition as the cost for trying to eliminate a comparatively small number
of ungerupulous sellers of goods and services?

‘We think not. 3

Shifts in the consumer credit market

Results of a recent ABA survey atiempting to measure the effects of the FTO
rule were identified in the earlier economic impact section. The questionnaire,
however, containg one question which asked for a general yerponse on the effget
of the rule in that respective market.

The following quotes are taken directly from the completed questlonnanes and
prove quite valuable in identifying the subtleshifts occuxrmg in the market-
place—shifts which are still most difficult to identify in a quantitative sense:

1. Kansas: “We have found the independent used car dealer has been seriously
hurt by this rule—some have suffered a 50 percent decline in busmess a8 a result,
If the aim of the government is to concentrate the entire business in the nation
into the hands of a few very large companies such-as Sears and General Motors,
the\e types of rules are the guickest and most effective way to do it.”

2. Mississippl: “Used car dealers are closing due to inability to obtain finane-
m,, Banks here have ‘tightened® eredit policies on small ticket items such as sew-
ing machines, apphanoeq ete. ' We only buy auto (direct or indirect) paper from
franchised dealers with service departments "

8. Michigan: *Tt is owr opinion that it is too early to know what effect ihe-
Tederal Trade Commission’s ruling will have on the eonsumer credit field. Up to
this time, the regulation has had the effect of curtailing new entries in the con-
sumer field. We mean by this that new dealers mshmg to enter the field of
installment credit by discounting their contracts are heing .discouraged until
the banks know their true liability, which will be gometime in the future.”

“We have been holding steady. and in some areas, cutting back on long term
contracts, which has heen depressant on the mobile home and the home improve-
ment field because of the Federal Trade Commission’s ruling,”

4. Alabama: “As a result of the T'C Regulation, we feel it necessary to sereen
the dealers from whom twe purchase paper from much more closely. We also talke
a closer look at the collateral we finance and we feel it necessary to now screen
out all the borderline credits.” .

5. Illinois: “As the consequences of this regulation heeome known to lenders,
the costs of loang will be inereased and passed on v the consumer, Thisregula-
tion will be extremely costly to the consumer affording him little or no additional
protection he does not now have from legitimate sales outlets.”

8. Arkansas: *“Wp have rejected new applications from home improvement and
mobile home dealers to buy their paper due-to the additional burdens imposed
on. the lender with the aholishment of the Holder in Due Course Doctrine.”

7. Kansas: “Ag a result of this amendment, we lost 6 auto dealers, 1 RV dealer
and 1 TV dealer, These dealers chose not to sign the amendment. Therefore, we
no longer buy RIT paper from them. In addition, we do not feel that we can
take on any used car dealers because of the liability involved. This would also
apply to small consumer goods dealers and any type of dealer Who does not reflect
a very strong financial statement.”

8. Wisconsin ; “We raised rates %% of 1 pexcent The price on oon<mmer goods
are up especially new and used ears—Ilocal dedlers have put an adchtionul “pack”
on each sale to cover the possible cost of litigation.” .

Virginia : “We have increased our credit standards.”

10 Rhode Island: “The management of this bank has decided to increase the
amount of reserve being held for each dealer which will have some negative
effect on the dealer’s cash fow.”

11, Texas: “We have discontinued solicitations of small dealers, especially in
the hoine improvement area, becanse of inability to prediet ability of dealer to
perform throughout life of contract——’rhe FTC ruling has had the effect of gen-
erally hampering the ability of the small businessman to sell paper, As you ean
see, we dlastxcally redugced our dealer list ; not beeanse these were not gond busi-
nessmen, giving good service to their mw['omow but because they were not

ﬁnanclally strong enough to indemnify their total portfolio of future business.”

12. Jowa : “Marginal borrowers are now being forced to pay finance company
rates as a result of FTC regulation,”

Vit s

141

-18. Wyoming: “We find that our dealers feel that asking customers where he
or she is getting the money for the down payments or the total purchase price is
an jnvasion of the customer’s privacy and are not asking them fhese pertinent
questions,”:

14, Idaho & Utah: “Theré have been numerous compames approach the dealer
organization with a Warranty Repair Insurance Policy costing on scutomobiles
from $15.00 to $65.00 per contract, and on mobile homes up to.-$365.00. We have
been unable at this point to find out how substantial these companies are who are
offering these warranties, and ‘as of this date, we are not finanecing the cost of
these warranty policies. However, it is an additional cost which will have to he
passed on to the consumer hecause of the Holder in Due Course Doctrine.”

15. Texas: “We have found that a number of smaller dealers, to avoid any
complications, are referring their customels to a direet basis rather than han-
dling a retail instalment contraet.”

16, Ttah: “Due to the FTC Ruling, customers are bem" sold wamanty pro-
grams by insurance companies which cost $15.00 to $6a 00 This is an added
expense to the consumer,”

A7, Arizona: “Smaller banks reducing their emphasis on indirect paper, leav-
ing the larger banks with specmhzed dealer ofﬁces to compete for the profitable
indirect paper.”

18. California : *Qur philosophy has been, and will continue to be, to solicit
good dealer business. Send out another questionnaire in 6 months—have not had
time to see how the new rules will effect us except very expensive to change
forms.”

19, Pennsylvania: “As a vesult of this regulation, it is most important that
the bank deals only with well-established dealers who have excellent reputations
in the community. As the IFirst National Bank is now liable for the quality and
condition of the goods or services (if the seller does nof perform on problems),
we want only to do business with dealers who will stand behind the products they
sell, Consequently, we are not actively soliciting business from new dealers or
from dealérs whose reputation is not of the highest quality. We algo feel our
hank will be very cautious about taking on a new dealer or new business. It will
‘be a bairier for entry for someone trying to start a business that required dis-
counting ingtalment gales contraets.”

Adﬂ'tzonally, we are receiving at the ABA, as no doubt your respective offices

are, advisory Ietierd as to the adverse impact and effect this rule has created.

A Vuglma banker writes: “The Federal Trade Commission regulation con-
cerning ‘holder-in-due-conurse’ has created minor problems for us to date only
heeanuse we have not felt the full force of the regulation. Ag of April 1, 1976, we
Imd finaneing agreements with 250 dealers in Virginia and we have canceled
agreements with 25 dealers since that date because we felt they were too small
or weak to protect us from the additional 11st unpoted by the ‘holder-in-due-
course” regulation.”

This particular letter goes on to point ont even more dire consequences if the

propoged “ereditor rule” goes into effect,

A banker in New M(xxi('o stateg: % ., In view of this fact [FTC Rule] and

“because the bank as a lender of money is in no position to be a warrantor of
‘products. or a party which should sustain losy because of product deficiencies or

nlleged liability arising therefrom, this bank, which is one of the prinecipal con-<

-sumer lenders in [the] County, has elected. to discontinue completely the pur-

chase of any retail paper from any dealer whatsoever. This can only serve to
eventually harm the consumer because it is limiting the source of funds which
can be used for consumer financing. We regret this actlon is necessary, but quife
frankly, it is the only sensible course of action we can take at this time. Qther
bankers with whom I am acquainted are slso considering similar policy changes.”

A diqturbmg conclusion to be drawn from these comments is that if very many
lenders react in this manner, the nation’s consumer credit mechanism could be

placed in'an intolerable position,

Stmmary

The A;menca‘n Bankerq Association applaud@ the responsibility and concern
shown by members of this Subcommittee in scheduling an oversight heanng' on

‘the effects of the FT'C rule in question,

We remain confident that after the issue has been cmefullv* rewe.wed apd the
facts surrounding the F'TO action made clear, that this Subcommittee ‘will
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prompily initiate corrective legislation, In fact, various bills have already been
introduced which address this problem, such as H.R. 15082, HLR. 14685 and
3. 3652, c . ‘

" We strongly encourage the Subcommittee to recommend to Congress a perma-
nent solutior to this problem such as proposed in H.R. 14685 and S. 3652 where
the guthority to determine what claims and defenses will be available to a con-
sumer is properly vested in state law. However, because of the widespread
unfamiliarity with the intricacies of thig issue, we realize that H,R. 15082, which
would suspend the rule until it could be further studied, may be more intriguing
to many members of Congresg, Therefore, we would welcome the relief which this
measure would grant, or any other responsible proposal which addresses this
vitally important issue; : .

Our Association feels that an equitable case for legislative relief has been made
in view of the many serious questions which have been raised. A partial sumumary
of those questions are: : .

1. Whether the FT0 acted under proper legal anthority ?

2. Whether the FTC disregarded Congressional intent?

3. Whether regulatory preemption of state law will be sanctioned?

4, 'Whether the T*I'C conclusively proved the need for this rule?

5. Whether the social policy decision ig correct in view of the potentially dra-
matic economic impact and anti-competitive effects?

And, finally, we must raise an issue which is of paramount concern to every
bank in this country. Is the Congress reversing its clearly stated position—that
the FTC is not a regulator of the banking industry? - )

Under the Federal Trade Commission Act, the Commission does not have
authority to regulafe banks. This legislation does nothing to chamnge this
situation. House Report No. 983-1107, 98d Con. 2d Sess., June 13; 1974,

Even though the principal issue before this Committee is the FTC rule on
Preservation of Consumer Claims and Defenses, to allow the FT'C fo regulate
banking by allegedly “indirect” means such as the “Seller Rule” sets forth a
precedent direetly contrary to the intent of Congress in enacting the FTC Im-
provements Act. A review of the facts makes it clear that the TTC has succeeded
quite handily in construing their authority (on thigissue) in & manner which is
affecting the entire banking industry. The guestion then becomes—what other
areas will be subject to the BTC's reach as defined by their own interpretation of
authority. We regpectfully ask that this Subcommittee, and, ultimately, the
entire Congress, rectify the eircumstances cregted by the FIC's May 14 “Seller
Rule” and proposed companion “Creditor Rule”; and by the manner this is
accomplished, make the record explicitly clear regarding FTC jurisdiction.

Thank you very much for your seriousy consideration of these views.

Mr. Bropueap. Thank you, Mr. McCollister.

Mr. McCorrrstEr. Mr. Vaughan, last week Congressman Annunzio
pointed to a recent ABA advertisement as evidence of the rule having
no effect, Are you familiar with the reference? :

Mr. Vaveran, I'm familiar with the testimony, ves.

Mr. McCorxzaster. How do you respond to Mr. Annunzio’s statement.

Mz, Vaogmran, My fivst response to that is to indicate the time frame
that was referenced to in that release. That survey was completed
through the end of March. It was fabulated and released to the press

in May. When related to thig it seems to be very unfortunate timing

but, in fact, it did relote to a veriod of time prior to Mav 14

Mr. MoCorrister. The F'TC stated in their testimony last Thursday
that no effort was made to clarify the effect of the rule or except shortly
before it went into effect because they didn’t know that anybody had
any questions about it. Did representatives of the banking community
male any effort to get clarification at any point before the rule was to
become effective? : '
. Mr. Vavgman. We spent considerable time and we did from the
ABA’s standpoint and T know from the CBA’s standpoint-to engage in

some formal dialog or informal dialog with the Federal Trade Com~
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mission. Some of the personal experiences that T have had would indi-
cate to me that there was truly a lack of definition even within the
staff itself as to certain parts of it. Maybe they feel, maybe it was felt,
that definition will come about as we move forward into enforcement
-or the period of time under which this rule would be in effect but we
did, in fact, at the Installment Lending Conference ask that g repre-
sentative come to the installment lending conference and speak on the
issnes and obivously that would indicate an interest and some dialow
prior to that date, : : °
Mr. McCorrastor, As you know, under the Magnuson-Moss Act, the
rulemaking procedure is changed insofar as the element of cross-ex-
amination is concerned. Do you believe that some of the unexpected
effects, at least a5 far as you're concerned, might have been avoided if
there had been cross-examination during the period of rulemaking?
Mr. Vavemay. I would prefer to refer that to Mr. Tullos if I may.
Mr. Torros. Yes, Mr. McCollister, definitely. That is the intention
that I think you and other members of the committee had in passing
on legislation like the Magnuson-Moss Aect, was to allow this cross-
examination and full development of the record.
Mr. McCorrister. The FTC said theve was an opportunity for cross-
3, Tozres, Well d
Mr, LOS. Yell, you must understand that there is a basic premi
here that T don’t think everyone understands. The FTC in goglwngéi?
ward with the rule referred to it as a seller rule, There has heen some
reference, as you're referring to, that the FTC might not have been
hearing from the credit community. I think most members of the credit
community will be of the opinion that they were not to be affected, that
It was, in fact, a seller rule. No one until near the very final day of
May 14 realized that the purchase money loan was to be included and
certainly there was no anticipation of 8 proposed amendment to in-
clude the creditor rule to include all divect Toans. . R
'mtsio'I tg}mk i?lme membexés oif th§i credit community simply were not
antieipating the scope of th al B \ nd 1} :
ntic; c]lment%. I - the nal FTC rule and its proposed
Mr. MoCorraster. The Magnuson-Moss Act provides that the new
rulemaking would not apply to proceedings that have been substan-
tially completed, I think is the language. Ts it the opinion of the ABA.
?3%2 t&vls rul%ma‘k}n%; ,[zr(ﬁedure was substantially completed and there-
fore, was not subject to the provisions o :
m’&w I%E-;vnuson-l\ffoss  he ?p ) £ the new procedure developed
_Ar. Touros. Well, T think it’s very difficult to satisfy the areument
ai to whether or not the rule was substantially cbmp]iz:e?d., Thgll‘l(:n w::s
]0 viously a pretty good period of time between the conclusion of the
Jearmgs on the rule and the promulgation on May 14. However, T
don’t think we can accurately ascertamn if the rule was substantiaily
%Ompletcd, but I do think we can point you to an dnteresting device
imt was used. They used a particular section of the Magnuson-Moss
-Act to say that they could go forward with the rule but at the same
time they did not heed the legislative intent of that same act saying
%ﬂt‘ Congress specifically intended that State laws not be preempted,
e have difficulty understanding how you can proceed on one clause
mder the law while disregarding the legislative intent of that law.
Mr. McCorzister, Well, do I not infer from what you said a moment
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| ] 1 when the purchase
That the whole impact of the rule was changed w! ] :
,fﬁlgg,‘lfogf ;gg:sitigil became & part of it which might s{:}gge%tttha’;
the rule was not substantially completed prior to the effective date 0
9’ g . ¥ s, .r 9
Paﬁig?fmmsﬁ T would agree with you on that conghml?n. I 1?9%1.4@,
the difficulby in solving that argument, however, I think t'l?reé are- ':;c;
basic questions that this committee and ultimately the entire L ongres

‘must look at. and that is “whether or not the FTC is disregarding con-

. . - . . v Al
tond b p=3 g

Congress is going to sanction the preemption of State Taws in the con- |

i 3 jon of whether the FTC
otection aren, as well as the basic guestion 0 7]
iﬁf@%ﬁg&;m@ﬂv ,on social pghcy‘. Im sgeakgkgcggm e(;f;l;%f\l;;}g
. wcl 5T 5 Ner TRLLS
the burden to the lender rather than usimg oth Cee
he T such as cease and desist proceedings, st, lai ourts,
fz(z)lgl ]gt%g%evices rather than the lender becorning the pohcengfm. ;
My, MoCorrasrer., Well, for those two1 re‘aslqns, the pﬁeelrg%.i?lnngt
. e o jort that the rulemakimg procedure i
State law and the contention i il Do aced o
stantially completed, Mr. Broyhill and 1 hav e
%Sﬁnwsl?lgh ;lddre,syses its%lf more to the procedqra,l aspects _(f.f ’rh}f }.ul‘e
than of the more basic question perhaps. There 1s a bill pending be .{)}ﬁ
‘the full committes on another ¥TC sudl‘:qect to which T think our bi
ight be o if offered as an amendment.
mlﬁi%iv?w%i?i%le, either in the committee or on the floor, to an‘r}%m%
the other bill to cause the FTC to go through the proper p;"esmit ed
procedural requirements, do you think that many of these daﬁi‘ » cax les
now prevalent might be resolved by such a new hearing proceaurt:

Mr. Torros. Yes, siv; I do. I think as the representative from the |

i i loating
3 last Thursday, the goal of the FTC in promuiga
:g;glcr ffszlﬁ;as one of simp}ic’:ity and ease of compliance. I think the

confusion that has surrounded what has happened shows that: they -

missed that goal. I think te go forward under the provisions of Mag-

muson-Moss would allow the FTC to do what they originally bhad in- |

tended to do much more effectively, if that ig their utlimate goal and

we certainly would encourage such 2 legislative move as T think all

Dl industry parties would join us in doing. ..
re%&%:n%deomIsmgPOne Jast question. Do you have an opinion aboufg
whether it’s a basis of judicial review on the rule that is now in effect!
Ts it the arbitrary and capricious standard or is it the substantial evi-

Jence standard of the record taken as a whole that the Magnuson- |-

ss Act requires? . L ’
M(ﬁié’gm%s. T heard you raise the same question. on Thursday an%
T think it’s an excellent question. It’s kind of & 50 percent g}lallce 0
1 rrect. , .
be%\%i.cfic(}oxmsmm Those are better odds than T get normally.

Afy. Torros. I would prefer to research that very carefully and pro-
vide g statement to the committee that gives a full statement ot q\}lxl
opinion on judicial review. I personally have a Tittle difficulty wit
‘what the correct standarg shouléi b(i}n this case.

AT, MoCoruisTER. And very inally—- . o

%gul\ﬁa(ﬂ}?e a comment ablgm the Wharton study 1n your Wl‘lttEle
gtatement. I you were at the hearing last week, you may have hear
the FTC discredit that study. Is there anything that either of you
can say inits defense? ‘ . :
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Mr. Vaveman. I would prefer; if I may, to speak to the whole
subject of surveys and studies. I think right now it is pretty early in
the game to make any true determination, The American Bankers
Association in its efforts to measure what we felt may be the impact
of this, have tried to track this. We have made a comparison study
based on two given dates by surveying 150 banks, over 80 of which
responded. We would be happy to make that survey available. But
even that isn’t positive evidence that this rule has measurable evi-
dence as to the economic impact this rule may have on banks.

l\?. McoCorriseer, Mr. Chairman, I yield back the remainder of
my time. ‘ R

Mr. Broburap. Thank you for your generosity.

Mr. McCorxssrer, We had the FTC going for 1 hour and 20 min-
ntesthe other day. '

o

Mr. Kinzrer, Mr. Tullos, if T understand your testimony correctly,
you state that the whole rule became a significantly different question
at the point at which vendor related loans were covered; is that
correct ?

Mr. Torros. Yes,sir, . ,
© Mr. IGnzoer. At a point at which. obviously, the American Bank-
ers Association would have been involved and active in terms of
discussing the rule; is that correct ? ‘

Mur. Turros. That's correct. : : ’

Mr. Xinzrer. Do yeu know at what point in time the FTC pro-
posed such a chiange ? ' ,

Mr. Torros. The snecific time T do not. :

Mr. Kinzeer. 'Well, let me suggest to vou that the specific time was
after the first set of hearings and before the second set of hearings in
1973. Thereafter, they held hearings in two or three cities and I would’
cetréxinly think you would have had input at that time; would you
not? ‘

AMr, Torros. Well, sir, vou're referring to something specific that
I do not have, but I’m also basing that conclusion on the—you see,
we're the conduit for lenders who.are members of our association
and atthough there can be a staff fransition where you do not neces-
sarily know what went on before vou, technieally yon do realize-—how
the FTC rule is registering in the marketplace. Now, if there was-
some failure in staff transition to make this known to the lenders,
that's a staff problem. The lenders in the marketplace did not under-
stand this rule was going to anply to them and that is a fact. We are -
getting at the time period which T have conveyed to the coramittee,

Mr. Vavemaw. T think we do have atecord going back to 1971 where -
we evidenced some very serious reservations as to the intrusion of the
Federal Trade Commission into hanking affairs and T think we also
spoke at one of these meetings. We frankly don’t feel and T cant feel’
that we’ve been listened fo. -

" Mr. Kmwzoer. That’s a separate question from the matter of what.
kind of rulemaking procedure was followed, isn’t it? That’s a ouestion
’?f ;vhether they Yisten to you or not and that we can’t mandate them

odo. | : A B v = ‘

- Mr. Vavemay . Right. o o : ‘
' Mr. Rrxzzr. We're not going to write a_provision that says the-
American Bar Association’s comments must be accepted by the Fed-
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. T on-Moss
i \wmmission. The question here is, has the Magnuson-N«
igt]; g:er;?%o(fﬁwed in spirit and lett%*f a(111d yo%zrgps%ggfit%,s I nﬂ:’rlazlli‘
i : did, indeed, participate ;
quite correctly, that banks did, D I e wxtent
Defore the Commission because they were O Bt 0 e .
g articipated, they were afforded the same Tights ol cr _
Eﬁ‘ifog, fc‘he %‘eder’a,l Trade C(thm%smmnttellsrgi,s SS x\%?;ll}id Sgcggtla;d%%
“the Magnuson-Moss Act, What P ssib
g(idvzl(‘i by go’m%r back through the Magnuson-Moss Act again? -
Mz, Torros. 1 certainly don’t think that the TTC could p(ism ly
have anticipated the confusion and concern that the mag'kcjtp aézet lii
reflecting, We should go back and go through the proce ulfasf of t o
Maglmsgn-l\{oss Act. The business c:om?mmtj{ fto }(*;]:rfl;c;%”It é 8 n(ghsg;e
he ¢ s to which this entive group of people testiiying tocay Aave
t}ﬁfﬁ}%ﬁzt will be brought tobear if they go through all the proce
imm of the Magnuson-Moss Act even though those pl‘oceclurfsj
Mr. KINzLER, "So, you want at least two bites at the apple an
maybe thr%e and muyllaf flc.ré‘r———{ apple
My, MaCoruster. A differen . ) : i
%\g, }%foés. 1 think eonsideﬁrmgthis magilntude of twhat we're dealing
<ih. 3F ik takes two bites of the apple, it deserves 1t . ‘
m;/f{'.l%lnonmw. The gentleman from Nebraska and T hg{» e \%_0 %o ég
#ho floor, and I believe, counsel has some more questions. Ms. Nord,

, some questions? . . L
yoi\lf}sl.a X‘?o;(i)). I %vill be quite happy to submit them in writing in view
o i informally while we're

Mr. Broonan. Why don’t you discuss them informally 3
vozilgg?%e’ﬂ be back within 10 minutes, but please go ahead and
discuss ,’tfhem. ]

. RS8. E . . _ o
lr\gl%n?gfmw [presiding]. The hearing will come to order. The
Chair recognizes counsel, Mrs. Foldes, for some questions—— .

Mus. Forpes. I have a couple of questacgls %ela‘gngstzgl ‘éh;r (s);i'l::hgt
studies which vou cite in your statement. As | undersian ‘
i‘?\? 15?3(?; ealrl jer, youw're not sure, first of all, that any studpes: af(‘,qu a:ﬁliz;
Toflect what has happened or what will happen imder this rnle. Is

approximately——

Mr. Turros. Yes. T would restate that for the record. T think the |

i ‘ 3 ) £ Congress on

rv studies that have been referred to, a Member of Cong
:i‘ixgrsdw referred to-a study that l%e (11{*(11 :}cnd I\Sigé\gcgl(glﬁggé; Bﬁféﬁ

o his own study. The FTC has referred to a study and rhen we ¢,

giu‘ 1ssthguamem; agd the Tndependent Bankers as well. T think our 121.1%211‘1,
position, as that of the Tederal Reserve Board, is that it is I(;ntlghﬁ
too earlgr to get an accurafe register as to the economit impach : Iuth_nk
is not to say that we think we should wait until thc%tt;i frlxogid a 1t nk
the initial signals that we're recelving, as we read B o the
3 o v, ' - " . T){LG s

nists advising us read them, s that the economic
;§§:}(§;1g to be -andgwill be quite significant and,‘therefqrgiw\fe necd
mlﬁ'fs Forpes, How would you compare the Commrission-contracted

H
11
%

i
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i

YVankelovich study. which indieates that the rule appears tobe having

Tittle or no effect in the marketplate in terms of credit clislogatiqn, to

the Wharton study ¢ -

i

i
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Mr. Torros. Well, speaking first to the study released by the FTC,
I think they indieated that o3’y 38 comumercial banks were involved
in only 4 States. it

Mrs, Forors. 127, T think it was. : : o

Mr. Turros. Institutions, but commereial banks from the perspective
of which we’re speaking. So we're speaking of a very limited number
of commercial banks in a very limited grographical area. I think that
possibly as I am suggesting, that that is not a fair cross section from
which to measure, I would suggest that probably the same thing will
ultimately be proven true from what I have learned during the course
of this hearing about th¢ Wharton study. I would say in our own study
which does register a cut back in lending and decrease in the number
of dealers with which we’re doing business represents some 100 banks
from all 50 States both in a geographic location and size distribution.
So even though I would not refer that to you as a benchmark for con-
sideration, I would say that that study might be more representative
of the marketplace than either of tho twoe you've asked about.

Mrs. Forpes. I'll have some specific questions about that study, but
are you aware of the Wharton forecasting statement on the holder in
due course rule contained in it’s forecast review of August 11%

Mr. Turios. No; I'm not. B

Mrs. Forprs., Well, that stated and T quote from two places in if:

We continue to foresee only minimal and temporary reduction in expenditures
aceounted for by the holder in due conrse rule,

Then came g second stitement:

We assume that the effect of the FIC ruling will be to temporarily depress
rurchases in certain durables categories while dealers in retail and financial
markets adjust to the new regulations. .

The forecast estimated at least a coming back to zero, if not a posi-
tive forecast, by the second quarter of 1977 in terms of economic
dislocations. ‘ ‘ L

Mz, Torros. The diffieulty in o study trying to measure this is that
you are measuring o unique market, The consumier eredit market, and
Mr. Vaughan can speak to this much better than T, has been depressed
and we are tryving to measure the market while it is on an up-turn and
I think that is going to be particularly difficult in using any econo-
metric model o rany hasic survey, to get an accurate reading. In other
words, we're trying to measure a decline as we relate it to the FTC
holder in due course rule but we're trying to measure it in an up-swing
consumer market. Mr. Vaughan alluded fo that in his statement in say-
Ing that let’s measure this in a time of loan constraint rather than a
time of open solicitation of lending and see what the effect of #tis and -
we think there is considerable credence to that point of view. .

As T say, I hope the committee in making its-decision looks at some

of the more basic questions vegarding FTC authority and legislative
intent, than to try to take an individual economic survey now and say
based on what this survey said, we’re going to make our final decision.
I think commonsense conelusions based on the remarks expert financial
witnesses are giving, are the best measurement—that’s why these peo-
ple are here, They wouldn’t say these things if they didn% helieve
them. They’re putting their own personal reputations on the.line.
Commonsense leads you to believe what they’re saying is that there

P
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is going to be a down-turn in credit in the marketplace. I think thatis
a morﬁ accurate register than any econometric study that you’re going
tolook at. .

Mr. Vaveman. I thinlk there are two issues there. I don' know of
any bank that wasn’t ina loan restraint environment up until 8 or 9
months ago and that loan restraint environment may have existed fora
period of 2 or 3 years in sbme form or another. Banks are beset by
problems, Personal bankruptcy reached an all time high, business
failures were predominant and banks were dedicating their efforts fo-
ward liquidation of assets, trying t+  stablish nes payment bases, and
trying fo survive that economic crisis, Obviously the time has now
turned towards the continuation of earning assets because the well is
getting dry and X think that is what you are seeing right now.

" Mr. Bropmeap. The Chair observes the time of counsel has expired.
Tharnk you very much for being with us. : :
- Mr. Vaveman, Thank you.

My, Bropmoap. Mr. Charles O. Maddox. Thank you for being with

us today. We're sorry to keep you waiting so long.

STATEMENT OF CHARLES 0. MADDOX, JR., PRESIDENT, INDEFEND-
ENT BANKERS ASSOCIATION OF AMERICA, ACCOMPANIED BY
RICHARD W, PETERSON, LEGISLATIVE COUNSEL

Mr. Mappox. T am Charles Q. Maddox, president of the Peoples
Bank, Winder, Ga.. and president of the Independent Bankers
Association of America. T have with me My, Peterson, our legislative
counsel. TBA A greatly appreciates this opportunity to appear, realiz-
hias many irons in the fire.

. We are an organization of about 7,300 commercial banks, hetter
than 50 percent of the country’s total, which are mostly rural and
suburban, locally controlled, and less than $25 million in size. IBAA.
“has a total stafl of 19 and only 1, inhouse attorney, Mr. Peterson.

As an organization of small businessmen, we feel this body should
be comumended for paying attention to a subject which is causing
great, perhaps insurmountable, problems for small enterprises such as
ours. ‘ .

In the last 4 to 5 years there has been a very noticeable increase in
legislative and regulatory activity that is making our affiliates, which
-are usually run by a very few officers, cope with rafts of elaborate mate-
rial that really can only be understood by a limited number of super-
- specialist Jawyers and nften even'niot by them. Because of this trend,
great frustration is now strongly evident among our members who
worry constantly over whether they are hehaving legally, especially
- sines their liabilities for mistakes canan from stockholder derivative
suits to'eriminal penalties, Thisuttitude is made stronger by their com:
mon belief that the economic and social analyses which are nsed to
justify or excuse the spread of Federal legalistic minutiae are unsound
;and because they do not believe that gigantic Government demon-
strafes much real concern with their educational needs. v
The FTC regulation under discussion todav is a prime example of
~what is causing serious alienation among small businessimen. o

&7
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Qur ¢oneern arises not only because our studies of the FT (s action
show serious economic difficulties are resulting hut also because we are
deeply distressed over the rule as a symptom of how the Commission
intends to handle its powers in the future. This first major FTC ven-
ture into the core of general business practices has been marked by
great consternation in the commercial community. A host of issues haye
arisen that range from the FTC’s implications that it can, under the
Moss-Magnuson Act, supersede or substantially modify acts of Con-
gress to the confusing process under which the action has been
conducted. , : S

If the formulation and implementation of the rule shows what can
e expected down the road; then TBAA believes that Congress must
immediately begin to consider steps to insure that does not happen

gOur written statement has detailed quite a few of the problems which
have made this an almost nonsensical situation. I would like to touch
ot three major ones this afternoon.

First, nearly ever State has a law modifying the holder in due
-course doctrine to one extent or another for consumer credit and these
statutes vary greatly from one jurisdiction to another. They have been
erafted by elected legislators to fit into a State’s overall scheme for reg-
nlating consumer credit. However, only New Hampshire and New .Jer-
sey come even cloge to what the FTC has done. :

In the main, these many laws have heen structured to prevent con-
sumers from having to pay for products which have gone bad. On the
-other hand, the I'T(Ys regulation, in effect, is saving to a Jender: “If

- you want to finance consumers by purchasine their debts from sellers

-4 . A o . - Y ¢ L, @ . o ) e o
ing that the hour is late for this Congress and that this subcommittee. of goods and services, you must also agree to insure those goods and

services toa considerable degree.” - ,

+ This is so because the “notice” which the lender must accept cer-
tainly seems to provide, one, that the creditor can be sued for an affirm-
ative, monetary recovery and cancellation of the debt; and, two, the
ceiling of monetary recovery, which could be based on any elaim the
buyer could assert against the seller, including torts, will be everything
up to full purchase price of the good or service. '

For one likely example, let us suppose a buver comes to a mohile home
dealer. He has a trailer for trade-in which is worth $3,000. The seller
wants another $1,500 in down payment. The home to be purchased
-costs $20,000. This leaves a balance to be financed of $15,500 by a bank.

Not only is the financing bank liable, given the FT(¥s wording, for the
cancellation of the debt, but, immediately becomes liable for the $4,500
value which it did not even finance,

The Commission has put great reliance on recourse agreements as a - -

mechanisin to alleviate this burden on the financial system. In our writ-
ten statement, we have explained that there are many reasons why this
s unfounded and, should there be questions on this subiect, we will he
glad to respond. However, I would like to mention one of the most

~ Gbvious. Recourse only works as a buffer if the seller is still around.

Thousands of merchants go bankrupt, into insolveney, or liquidation
every year. Many more thousands ars always on the verge of such
Serlous trouble that recourse on them is not dependable. In the great
majority of cases, I would estimate, this has absolutely nothing to do

Al e
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with shoddy merchandise. Merchants who sell quality, but not infal-
lible, goods and services go out of business, too. .

1 emphasized the word “seems” several paragraphs back when de-
seribing what the 'T'C notice provides. I did so because it is still quite
unclear whether the explanatory material the Commission provided in
its Statement of Enforcement Policy of August 13, 1976, means that
State law can modify what the Commission has done. They said there,
and it stands as the extant official position of the FTC: “The manner
and procedure by which a buyer may assert claims and defenses is
governed by the terms of any contractual obligation and by applicable
State law.” : : .

One is, therefore, caught in the *Catch 227 situation of not being
able to determine whether the Commission has or has not preempted
State law and, if it has, to what extent. Since the rule can legitimately
be interpreted as forcing ereditors who buy paper into the insuring
of goods and services business, it seems inexcusable to us that the de-
gree of risk cannot be determined from the rule and that consequently
the creditor cannot determine what premium he needs to charge or
whether he srants to write the policy at all, ~

Incidentally, if you think our comparisons to insurance are fanlty,
it is interesting that insurance companies gre trying to figure out how
to write policies to cover liabilities arising from the ¥TC rule.

Our second major objection is the process by which this rule has
been implemented and its implications for how the Commission in-
tends to handle its powers in the future. SO

The Commission used its pre-3oss-Magnuson powers on the
grounds that act had not compelled it to follow that statufe’s pro-
cedural guidelines and was specially exempted.since proceedings on
the rule were.substantially completed prior to passage of Moss-Mag-
nusan. In our opinion, the Commission itself admitted it had not really
completed its compilation of data when, on the same day it promul-
gated the regulation which is now in effect, it proposed a superseding
rule on the grounds that it had reason to believe the regulation now
in effect was inadequate since it did not dirvectly include ereclitors.

Be all that as it may, the more important point is that if the Com-
mission had followed the routines Iaid down by Moss-Magnuson, it
is more probable that what ensued after November 14, 1975, would
not have occurred, : S

To begin with it was obvious that no one conld nnderstand the rule
because, among other things, of its treatment of affilixtes and referrals,
Ten days before the effective date, the staff of the Commission issued
guidelines. These however, contained a diselaimer of authoritativeness
which made them of little value. On May 5. Chairman Arthur Burns
of the Federal Reserve formally requested a delay because of the
confusion. Tt was not granted. Finally. on August 13, 1976, the Com-
mission itself issued the enforcement statement which addressed some
of the major confusions but left other untouched. Part of the enforce-
ment policy. it should be noted. is going to have the practical impact

of making the seller agk a buyer who already has the money to make

a purchase, “Where did you get; this money #” a question which, T sus-

peect, many: consumers will resent.

Is this any way to regulate a $150 ‘billion credit market which is

dependent on people knowing their rights and obligations.
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Two additional points should be made on revelations which oe
curred during the implementation as iesion’s notions
‘abi)‘ut fature %se of itsp powers. for e t};e Comm13519n " nakions

‘irst, the. Commission tacitly claimed it could alter i
States Code should it find that the code was perrni{ftiflo{fhl?ng:ilr%ti%
deceptive acts or practices. Moreover, it evidenced na prgblems with
varyimg from established trends of congressional paliey. For instance
the Fair Credit Credit Billing Act, which containg a. holder rule for
eredit cards which the Commission elected to exclude from the regula-
tion prevents tort liability and sets creditor exposure for flawed gaods
and services at outstanding balances which are owed at the time the
Iimllquve}[‘ Inomlf‘i’%scthatl banlk which issued the card of claims and de-

enses. The FTC rule i r : poroache nder
ac&mmtabili’ty. e | $ contrary to these approaches to lender

Becond, it 1s apparent from the congressional commi orts
the time Moss—\{(agnuspn passed that%tl; was not iﬁifencﬁge;: %Oztrt;ﬁg
to the FTC to federalize large areas of law customarily lefh to the
States. On the other hand. it is obvious now, when this rule and ather
announcements of the agency that it is think'sg about codifying case
law principles, that such federalization istheir goal. B

I would like to turn to IBAA’s study of the economic impacts of
the rule. We realize it has its imperfections but we do call attention to
the fact it is, to_our knowledge, the broadest sample yet taken. It
echoes the Yankelovich stucy, done for the FTC, as far as the deé‘l'ee
of ereditor dissatisfaction with the rule, but differs from it in that it
shows significant ereditor action, We would be olad to work out: with
ﬂ}lew sqbec;mnuttee stafl' methods of providing the raw data, a,bsent‘tl'le
;1(: j‘()ls;f‘e(é[ ; respondents who ,wgre told their anonymity would be

The survey was conducted of our 7,500 member hanlk:

1976 to determine the impact of the FT(’s holder in clulgsa'{:})lrllriux%i;?flz—,
fions. It produced 1,784 responses. The survey souelhit to determine the
mpact of the HDC regulations on new and used attomobile loans.
mabﬂn home loans, small business loans as well as the anticipated fuo
ture effect of the regulations on these Joans and on the ‘cost-of these
loans to consmners for our members, Tt is to be emphasized, the study
was not contrived to gage inflacnces on the gross national i)roc'{u‘ct or
»oel{‘:}xjtllndexes of na§ional economic trends,

v1ith respect to loans on automobiles, the survey reves -

tween May' 14, 1976 when the HDC regulations beydame e}‘fecit?xlrzta?l%
early Augnst, 1,097 hanks, or 61 percent of the banks responding, had
curtailed lending due to thess regulations. With respect. to loans on
new antomobiles, 76 percont of the banks reported loan curtailment
of up to 30 percent. The curtailment of lending on used ears as a con-
‘ ;}equence of the HDC regulatipns was more severe. This is revealed by
119 fact that 83 percent of-the banks reporting had curtailed these

oans by as much as 50 percent. While 51 percent of the hanks ve-
%zg}i‘;:flcltcg}‘ta1l1ne%t Olf mptl{ﬂe home loans up to 50 percent, almost 40

reent 0F these banks eit aking ) “

thw{n b 0 ohese e moro.ler stopped making t}}gse loans or rech’xced
. AS to those banks which did not report & curtailment of their londs
g since the issuance of the TIDC x-eg{)ﬂations, most'oftk;hgfng?gli ;?:Ielgs
to reduce their Liability by the use of recourse agreements, this coverad
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588 banks,” and/or by tightening their lending policies, 758 banks.
Furthermore, most of these banks, 692, ant‘:mipate_d that the HDC
regulations WO 4 force them to curtail their lending in the future

and that as a consequence, new small businesses and purchasers of used.

automobiles and mobile homes would be most severely affected.
Tn response to the question, has the increased liability you are ex-
posed to as a resulb of the FIDC regulation forced you to increase your
{ending rates, only 396 of the 1,501 banks shich answered that mquiry
replied afirmatively. Tlowever, the survey indicates that at least 500
of these did not engage in buying or selling consumer paper and, thus,
would not have felt the full impact of the rule.
1t is IBAA’s conclusion that Congress should, with respect to the
Commission in general, egin to provide it with more explicit and
restrictive guidelines on its powers. With regard to the rule itself, we
believe thats at & minimum, it should be suspended until the Commis-
sion has reviewed it under the procedural safeguards of the Moss-
Magnuson ach and with due consideration for the position of the
Gtates in the consumer credit arena.

[Testimony resumes on p. 163.] o . ;
[Mr. Maddox’s prepared statement with appendix A follows:]
O. MADDOX, JR. PRESIDENT, INDEPENDENT BANKERS
"ASSOCTATION OF AMERICA

My name is Charles 0. Maddox, I am president of the Peoples Bank, Winder,
Georgia and of the Independent Bankers ‘Association of America (IBAA). Rich-
ard W. Peterson. i the Association, accompanies me, IBBA
greatly appreciates this opporfunity to appear with respect to the Federal Prade
Commission’s Trade Regulation Rule, Preservation of Consumers’ Claims and
Defenses, 16 C.F.R. 433, promulgated on November 14, 1976. N

The IBAA is a national trade organization of approximately 7,300° state and
national commercial banks, better than 50% of the Country’s total, The vast
majority of members are in rural and suburban communities ; locally controlled;
than $25 million in deposit size. Put otherwise; the Association, in main,
y CQrir staff con-

represents a group of small businessmen in non-urban settings.

STATEMENT OF CHARLES

sists of ten persons Wi
port and clerical assistants, We have only one, in-house, attorney, ki, Peterson.

Tor many years, TBAA has devoted most of its efforts to preveuting inordinate
deposit concentrations in fewer and fewer panks and to ameliorating consequences
of certain advantages that gavings and loan associations, mutual savings hanks,
and credit unions have over our equity based constituency. Txperience i these
areas, despite gerious problems, has long accustomed the Asgociation

members . o having governme financial
practices such a8 interest rates on loans and savings, capital adequacy, 'and

fundamental jndustry soundness. thile we might not h
policy, we could. understand, even as small businessmen, Low to jmplement if,
and we did not normally need a platoon of attorneys to advise us on what was

or was not the sgtraight and narrow.”

However, in the 1ast four to five years, Federal legislation and its regulatory
progeny have been evermore rigged t0 dictating where
cross the “v's” and dot the “t's”. This Jas begun to force our affitintes, which are
usually Tan by & Very few officers, to conform with rafts of elaborate material
that really can only be seamed together by lawyers who are, .in faot, super-
specialists on a given subject, Mr, Peterson, who has closely monitored these
jnnovations, tells me that he doubts & there are more than four hundred lawyers
in the Nafion who are really able when it comes. to, say, the Consumer Credit
Protection Act, & major dypamo for fabrieating rococo regulations, and that
mogt of these work for the Tederal government or large husinesses. They  CET-
tainly arve not accegsible to firms 1ike ours, dependent for advice on 1ocal, general
practitioners who- eannot normally even be hanking specialists, much less con-
sumer finance experts, Yet, even more difficult than the sptensification of admin-
sstrative activity jtgelf have been the facts that: it is frought with

and its:

it is permissible.io:

80 many’

ith executive responsibilities and approximaﬁk{iy nine sup- |
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ambiguities ; demands so much
. 33 ds second guessing ; i i
nessman w. inim ‘ and :
o g:ﬁlﬁgn? (1’1%1 .Ton‘g?h of eflucational eﬂafo’rt bylsthi'!glsi‘ee(éggfhgusfl o st
isllixéoisand Vigiting Scholaflmll\xrérig'?nnc%;s'IPrOfessor o v Umvg?:igacgf.
L e e S, & ar Foundation on the éonsum Ci' i
Frotection A enate Committee on Banki vusing o el
isaprﬁne ea)z? 28, 1976.) és we .wul discuss shortly. the'm,%lﬂuusm,, and Urpan
2 riine Ofa%f}; é’f t%ese iiings, y : subject of these hearings
eCaus ig trend, frustration is ' avi 1,
ot boak fre now strongly ev.
munity B 1; 'nfcr: ttlxlle:tﬁ goz}:}xzfié:onstanﬂy over whethgr."clig?,nflri:aml;)elilgaS_mall,~ com-
ing cannons—ean run ﬁ-olm :ts'o_c_kgil:fd% digeetly ey o thegén%l};glegg’
Ing cannons—can 1un fron r- derivative suits to criminal fes.
These sentiments are coi pounded by the fact that, like many smalt penalites.
» Y e , s many small entrepreneurs;
spread of legalistic minutiae {, 3 Are deployed to Justify ov oxc :
D o oo Tovinthan e {; éunsound. Further, they are discoura e e
. ' o X $ d becaus
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directly to the problems which have arisen with respect to its:use in the con+
text of consumer ¢redit transactions, only one of the numerous varieties of under-
takings it covers. IR . : DI :
Under “elassieal” UCC provisions, a seller. of consumer goods may-act as the
original extender of credit to the buyer of consumer goads, The seller execufes 4
retpil installment sales agreement with his buyer, together with a promissory
note in negotiable form. He then sells the contract and/or vote to, say, a finapece
eompany: or bank. Assuming the sale finance company. or bank-takes the instru-
ment in good faith, pays value for it, and has no notice of defenses-or infirmities
arising from the transaction between the obligee {the buyexr) and-origitial obli-
gor (the seller) the finance company or the baulk is a holder in due course. Iu
thig sitnation, if the goods or services turn sout, the Luyer might have a cause
of action against the seller because of the mom-delivery or faulty character of
what was sold, He would still have to pay the finance company or the bank
sinee they would have become holders in -due course. .The buyer could defeat
the HIDU onty -on grounds of the aforementioned. “real” defenses which are
mnnsual and of limited applicability. (Phiere is 2 yvariant on this theme involving
“waivers of defense’” which is also sanctioned by *“classical”? UCC law, but the
differences are mostly technical in nature, See UCC 9-206) ’
The ratiomale for this “classieal” approach is that if a person had gone
directly to a lender:and simply asked for a loan, received the funds; and speat
them as he chose, then there was nothing for which the lender had responsi-
bility, and be still should be repuid. Likewise, if a person went to a seller, made
a decision to buy x or y and signed a promissory note, which wds eventually
uegotiated. to a. finance company or bank, these ultimate lenders should have
no more responsibility for the quality of the wares and services, selected atf
the buyers discretion in the marketplace, than if the person had simply borrowed
funds from the finance company or bank directly and employed them fo pur-
chasge defective produects. - - ] i . k
Yet, even as the UCC proceeded through state legislatures, several decades
past, tze of the doctrine for consumer credif peg: 4 to come under heavy criticism,
The grounds were, generally, some creditors . :0 received the promissory notes
from sellers and who were protected by the doaiirine from assuming accountabil-
ity for the goods and services were reaping henefits from their intercourse with
merchants who were peddling shoddy material to the lower middle class and the
poor. Moreover, opponents-of the doctrine claimed that even where there was no
getual trangfer of a note from o geller to a HIDC that abuses arpse where the
vendor was “related” to the financer. By this term it was meant that the vendor
rag affiliated by some sort of 2ommmon control with the lender or that he referred
the buyer to the lender in such g mauner that the buyer almost had to obtain
the finaneing from the referrent. The lender in these circumstances did not need
the HIDC status since he could claim that the: formnalifies of the borrowing
were thos, of a direct loan and whether the goods and services were defective
was not his responsibility. : : -

On the other hand, proponents of the TCW asserted that abolition would result
in increased costs and lower availability of consumer credit for the public at
large, because the lender would, in effect; have to guarantee vendor performance
if the insulation of the doctrine were absent, Put otherwise, credit would con-
tract and/or become more expensive since a “preminm” would have 1o be charged

"by a pass through to the buyer for the lender's guarantee. These advocates also
noted that buyerJoan rates-and charges were confrolled by State usury Taws apd
that, during periods of high interest vates, these ceilings would add considerable
strain to the granting of eredit that didnot carry the HIDO shelfer, They furtber
maintained that néw, small businesses could not finance fheir sales of merchandise
and serviceg to consumers’ if ther could not megotiate promissory notes given
them in exchange for produets to holders in due course. : o
~All these questions,-plus many more affecting consumer credit, were covered

in the report of 'the National Commission on Corgumer Finance (NCCF), “Con-

gumer Credit in the United States” which was ‘made public in January, 1973,
Among the vetommendationg are proposals to abolish the holder in due course
doetrine and to restrict vendor-related loans. However, the NCOP also urged on
. 167 of the report that at least four years elapse before Congress hegin to act
and then only if the Stateg had not moved on the study groups’ vonclugions. (The
Comumission deted on HIDC a Tull year prior to that date.} Mdreover, the NCCF
also declared on p. 24 that diminution of lendeis’ recovery remedies: should nof
be attempted piecemeal but should be coitpled with States allowing creditors

to charge higher rates,
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insuring of ‘goods and services business, all the way from autowobiles to, say,
orthodontal work, it seems requisite that the degree ot rigk which the rule im-
poses should be clear, and it is not. : :

71 PHEE MANNER AND LEGATITY OF RULE IMPLEMENTATION

It is quite obvious that with the passage of Title IT of the Moss-Magnuson Act,
15 U.8.C. 57a, the Congress delegated a massive legislative power. to the FIC
while at the same time cutting back on claims to even more donminion which the
Contmission had made good in the Federal courts. Therefore, we believe it's ex-
tremely important for thiy subcommittee, with its responsibility forreviewing the
Comunission's activities, fully to:be aware of how the deputization is being
handled by the TTC which, it is no secret; would have preferred to retain its
wider license, A review of 16 C.F.R. 483's adoption, therefdre, seems in order.

The Commission promulgated pursuant to Section 6(g) of the FTC Act (15
U.8.0. 46(g) (Supp. 1976) ). However, this was after the Congregs had enacted
Moss-Magnuson. That Act created 4 new section 18 of the L0 Act, 15 U.S.C. 57a,
which specifically granted to the Commission the power to make substancive trade
regulafion rules to protect consumers agdinst unfair or deceptive trade prac-
tices in or affecting commerce, subjeet to procedural constraints. In doing so, the
Congress revoked the Commission’s power to enact such ruleg pursuant fo See-
tion 8(g) which had previously Deen recognized. See Nuationael Petroleum Re-
finers Ass'n v. FTC, 482, ¥. 24 672 {D.C. Cir,, 1973), cert. denied 415 U.S. 951,
{ é:)g}ig It did so in Section 18(a) (2) (codified ag 15 U.8.C.A. BTa{a) (2) (Supp.

{ M : : v

(2) The Commission shall have no authority under this Aet, othey than
its authority under this gection, to prescribe any rule with respect to unfair
or deceptive acts or practices in or affecting commerce.. . .

" However, Congress made an exeception to this withdrawal where the preo-
ceedings under a proposed G(g) rule were subgtantially completed at the time
of engetment :

.« » Any proposed rule under section 6(g) of such Act with respect to
sueh presentation of data, views and argumentis wag substantially completed
before such date may bepromulgated in the same manner-and with the same
validity as such rule conill have been promulzated had this section not heen
enacted, (15 U.8.0.A. 574, note) -

Consequently, the agency ‘Qmﬁ the ability fo act under the wider, pre-Mosse
Magnuson law only if a substantial presentation of data, views, and avgumeunts
had heen made with respect to that rule. R

It is our contention that the presentation of data, views, and arguments on
16 C.I\R. 4383 had not been substantially completed at the time of the passage
of the Moss-Magnugon Act beeause the Comiission, by its own adinission eleven
montlis later, had rot fully explored (1) whether creditors engage in the acty
or practices which the holder rule is designed to alleviate, (2) whetlier inclusion
of creditors in the rule was necessary for proper enforcement, and {3) the eifect
of the inclusion of creditors. Presently the rule only svorks directly on sellers
althongh it obviously has a very heavy indirveet effect on creditors who buy con-
sumer paper, See 40 Fed. Reg. 53,530, In short, by the Commission’s own admis-

sion it bad not congidered, prior to adoption of Moss-Magnuson, rudimentary
ramifications of issuing & rule to “preserve buyers' cloimg and defenses.” :

Be all that as it may, the more important point is that though the Commission

had, indeed, held some hearings and received comments on the general subject
of holder in dpe course, it did not observe the spirit of the Congressional signal
in the MMoss-Magnuson Act that the Commission should not. function on a ecarte
blanche basis. Rather, it should operate under a number of procedural protections
aimed at assuring that the evidentiary and legal elements upon which it hases
substantive statutes are of high guality and not a set of unverified and uninves-
tigated *horror stories” nor wanting in jurisprudential considerations. Perhaps,
most important among these isthe right of eross-examination. In any case, if the
Commission had followed Moss-Magnuson procedures, it is more probable that
what engued after November 14, 1975, would not have ocgurred since these
safeguards, one has heen led to hope, will ¢omnpel the Commission to be thought-
ful and thorough when legiglating. o : . : .
It was immediately clear the rule wag go ambiguous it would be unsworkable,

However, not until May 4, 1076, ten days prior to the deadline for a regimen that
would have great impaect on an installment market of better than $150 billion,




158

i 3! ion in the form of slaif guidelines,

wer e significant steps for clarification int L m of staff
‘I\;ele. t-gglihilygr(z%ntamed o disclaimer which neufratized their utll‘g::))\'1 } it inter-
mw".[‘lfe gtaff of the Commission has receivgd, many %quizéerg ?es e e o
ret tiZ)n and applieation of the Riule. This pgunphle a Fy p(1 S
&lgni; of fhese as possible. The gualysés 55(-3 énic;qcxlxgx é).élm )Iili sZion yNor that

i rmally reviewed or ado . ! L
%fnl;{tllihl;gohlger?aﬁ(t);r o::yameud either the Rule px the official Statement of

i ig ith it. :
PBasis and Purpose published with1 x Lo Tederal Reserve Boaxd, sub-
On Muy G 1970, et B, e ?)mmentation until the numerous

e ‘m
mitted o fort e l(Tclttlolgegg;;ed out. Some we have touched on.

confusions which bis SR S man fetter and the Board's gtaff memorandum,

A L0 e D hzcxgg El e‘a? ggégll)ﬁﬁfthemselves. Not until August 18, 197 0, nine

A T i 3 ot 43, did the FTC itsell speak in o
fter tion of 16 G.F.R. Parf 43, d e t |
:ltﬁgllllﬁlei (tllllgftl cgfi({glg}:g(?o;sidered authoritative via the aforementioned Statement

i . i . > " oine
of I“hl_foi'cgtxnen(fo{:\gxl;ceskt ag nlready explained wag pm‘r}lanly addxé&ﬁg?eéoxggxlnz
’llus1 u erlmn a se‘u:er had to include the nviice . he was (%1 lated with
e z‘nn w’efen"ed buyers to a lender, the provisos which tll'.:lu fat o B
e onnd. ar one the most nebulous. e have al‘ready coveyed % Rc433 ne ot
h?d fot‘:lnille?i%t‘(a:;che many problems surrmmdipg interface of Jiﬁ ?1 a' Iiumber of
dul‘nof unwworlm One might also add that _d to une (zge o e e
st.aie. r{.l I)iems éiwh as whethen agrienltural credit was 11‘1(1’ S A
e mg'ﬁicuﬁv which is mentioned on page 14 {)f the Board’s aft + wm{ e
mle—? 1' erflaps the greﬁtest predicament wlx}ch Dbegan to shur él(smmission’s‘
o ev§1: Ii'er Jretation ariseg from its explanation of when t e "tuatimhx ie‘
A et I}t o are essential in « certain referral or afiiliation s;t i c’re‘ﬂ'i’-
words of f%}larﬂthe véndor and creditor are connected ; the bnyer.goe‘zs' % h }g i
o on B¢ gre; \sg'.’rhout having any reliance on the vendor-grgdxtmllenu v;h?éh b
o I{rs owxlléeimmy pefore even going to the vendor, ohtains afoginforcemenc
:cilxllgﬁ (‘glql;se 1(;8 mak;: purchases from the seller. The Statement o
a i follows . . .
Dolicy nddvesses these clxeREinCe b siintion velationship with 4 ereditor, A
huz"er. osrfhisiaown, goes to the qreditor to obtain a loan to purchas
o seller%’,tﬁ?[g E%%f&?ﬁgg 2%1:L"rangement wherelgy he refers hlz‘s‘cu?t('nagﬁg
Compgﬁ(;: all Toan contracts hetween that creditor and a ?ng? :lln i
tq 5 ctjie ro’}*eeds to purchase goods from th_at seller mustf1 ntain e
1\’I\A:(()?tsice“’).l‘lf)e Ffotiee must be in whether the particular lonn CONATACL Was
1 ' : ' » » »
produet 'Oilgr: effrf lﬁ-tﬂfr ng;. protect themselves from 1iab;1;ty, ;I;giug;g;gl
- {&hei'm'{’ﬁ&xzs “ﬁve begun to ask customers about the sonrces o m(()l o'ﬁg A
N hon th 1"tr;mex: is jn funds at the time of purghase, They taie thé e
1‘)‘223?111%2‘& ci%bsr;ould oceur, quite extranfoudséy, ig:;téiggglﬂglo&%s vegdor v ;smi
se ¢ i " o . . - 1
vendor, and genféelé Itah 1‘?_6453, %ﬁf§n§§Q£§510u attempted to mo@fy_ tl}c}s’ ereé,(\)lg
;111 l)gfgllgégorgemenf ):’olley by describingdan ?lﬁtﬂsiosﬁaﬁg s%lgfc 1111—:1 © e
i N not have in
%f)lxgzi;uggge:v ]:111(;:1; %ﬁe?%ﬁ?&gx;ngﬁ it is going to be much easier and

g \ he con-
indeed to protect against violation, necessary for the dealer to ask t

gumer: “Where did you get
to appear in the off s of some
to diselose

Senators from buyers who are upset over having

IBAA is particularly wor
Srila these dilemmas prove troublesome engqgh, : Y
ﬂgﬁllﬁﬁé’?ﬁ“ﬁﬁ;y \'vinpbe treaie% in ’Ec}ée f&e(}as eegél;zg;gﬁ :ef(flc{rt. On p. B2

N : , TFederal Register ge 43 . -
o ,ﬂ{e %‘gzeglgjn(i:n:ilgéi%?glslo anticipatzs a éubstantml congumer education effor

f its . Py 23y >
gc"l:l:e}l igggtngble detion via the media to publicize the existence . of

7 Anrouncements
: v it means to consumer Luyers. Al
%?)(:1111‘i‘sﬁagommunity will appear in the Spanish language.

S amer groups, and , o
fgéeuitgoggkm,,t gredito’rs and gellers, and as the courts thus become

2 i ( { - considerin,
véceptive and acenstomed to consicer]
saleptmnsactions, the rule will enjoy 1nc
paxt of oll consumers.

the yule

As legal services

this money?” We understand letters have begun ]

R i invasion. :
thig information on the grounds of privacy Imvasio o

staff after enactmen of thig yule, We will direct our staff to §:
directed at the &
individual consumers test the rule by periodic 3

i ities i sumer g
o competing equities in cONS 3
Dreasing knowledge and use on the k-

159

TThis Association feels very strongly that Defore the Commission hegins fo stir
up litigation through the media, that sellers and creditors have g right to some
education as well, So far, we are just beginning to get, at least in official Con-
mission statements, the full import the regulations for actual daily commercial
operations. Distributing this information in comprehensible form to the Nation's
pusiness community is another matter and, considering the size of the task, the
surface has not even been scratched. IBAA hopes that this subcommittee, at a
minimum, will take appropriate action to compel the agency to assist the small
businessman in understanding the decree, ) )

Two additional points relating to legality and implenientation in the context
of the Commission paying heed to the tenor of the grants of power in Moss-
Magnuson are worthy of mention.

Tirst, the Comunission excluded bank cards from 16 CERR. 433, However, in
doing g0, it was quite obvious that the agency considered it within its jurisdiction
to include them if it wo chose. For instance, on page 53517 of the Federal Register
on the daté of promulgation, it said :

The recently enacted Fair Credit Billing Act invalidates waivers of de-
fenses in eredit eard contracts where o card is used to make a purchase of
more than 50 dollars within the state where the user resides or within 100
miles of the place where the card is issued. The Commission has no reason
to believe that this legislation will not afford adequate profection to cop-
sumers at the present fime. (Bmphasis added.)

This comment, when coupled with explanatory material immediately. preced-

ing it, is @ tacit claim that the Commission can interpret Title II of Moss-

Magnuson so as. torallow it to overrule Congress on subjects about which the

National agsembly has spolken in quite specific terms. Moreover, the Commission

seems fo have no probiems with variances from established trends of Congres-

sional policy, For instance, the Fair Credit Billing Aect, at 15 U.8.C, 16614,

specifically excindes the tort claims of a eredit card holder (a buyver) against a

credit card issuer (4 bank) which was used to aequire goods or services from a

merchant, Moreover, thiat statute specifically adopts the stance that credifor ex-

posure for flawed goods und sevvices is restricted to outstanding balances which
are owed at the time the borrower nofified the bank of e¢laims or defenses. In other
words, the bauk is nof responsible with regard to money already paid on account.

16 C.WR. 433 ig contrary to these approaches to lender aceountability.

Second, and to return to the imbroglio concerning SBtate law—through in the
context of Congressional intent as to its place under the Moss-Magnuson Act—it
seemgs patently true that both chambers did not want the Commission fo move
without giving, at least, heavy consideration to the consumer protection poli-
cles and legal struetures of the States. H. Report 93-1107 is illustrative of this
purpose : .

The amendments made by Section 201 will permit more effective regula-
tion of the marketplace by the TLC by placing within its reach unfair or
deceptive acts of practices which, -although local in character, affect inter-

-~ state commerce. The expansion of the FT(C's jurisdiction made by this sec~
tion 201 ig not intended to occupy the field ov in any way preempt State or
local agencies from carrying out comsumer protection or other  aetivifies
within their jurisdiction wlhich aie also within the expanded jurisdiction of’
the Commission, } . : )

Manifestog such as this make it plain: that Congress was, at’a minimuny,
telling the agency to treat states’ rights swith great deference when using the
mandate of the Act. They Tucidly demonstrate that 1o authority was granted to
the PT'C to federalize large arveas of law customarily left to the states, some-
thing which is hot guite apparent they plan to-do, given such indiecations as this
rule and the codification project mentioned on page 4 of this testimony.

In summary, the FTC's first truly major venture in imposing its standards on
core commercial practices through legislative rulemaldng has been a *‘poor show*
insofar- as demonstrating o willingness to hew to the U.S, Code and Congres-
sional purpose and an ability to communiecate Commission: actions coherently
into the corpug of the law. Perhaps more alarming, however, are the conspicu-
ous, ‘though indireet, ¢taims to as much dominion over commerce a§ is techni-
call,s{ feasible under Mosy-Magnuson and o decided effort, to return as far as
Dossible, to the broader plaing of posver that existed prior to that Act. Tf this iy
what Congress iy going to have to contend with in the future, the IBAA sug-
gests the ¥TC Act might have to be forther modified to keep the Commission
Inline with Congressional will.

e
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IV. BECOURSE FINANCING

To repeat a previously mentioned quote of the Federal Reserve's staff memo-
randum: ) )

The rationale behind the Holder Rule assumes that creditors and sellers
will enter into some type of recourse arrangement so that eredifors will not
be requived ultimately to bear the cost of seller misconduet.

We will not here enter into a detailed discussion of the complicated field of
recourse financing, Mowever, a few observations are in order since the Com-
mission has placed so much reliance on it as a mechanism with which to cushion
lender reaction. = ‘ ‘

Tiprst, it must Le realized that, heretofore, there hax been 4 great deal of ¢i-
versity in recourse arrangements. Some of them are conducted under a blanket
agveement between a dealer and a lender. Others are organized on a per loan
basis. In some cases, they are combined with actual reserves of the dealer held
by the lender. In other words, e assents to keeping a deposit of a given size with
the lender to cover losses on paper the lender holds whieh goes scur. In otler
cases, there is no dealer reserve, ‘ )

Second, this, diversity is due to a combination of factors resting on stafe or
federal law, the cash needs of the dealer, the overall finaneial stability of the
dealer—quite outside of the quality of the goods he sells-—and the general eco-
nomie condition of a community. ™

Third, we doubt that the Commission devoted mnch time to surveying how
these arrangements work in small lending institutions. In larger firmg, they tend
to have uniform characteristies, but this is not the case with smaller institn-
tions that try o match their services to the diverse needs of smaller businesses,

Fourth, since the rule envisions heavy reliance on recoursability which. in
turn, is dependent upon actual flows of notes and contracts between merchants
and lendevrs, it is very diseriminatory against the veferral method of doing
business. In other words, heretofore, recourse was simply nof, germane to re-
ferrals since the referred loan was made directly Ly. the lender and, conse-
quently, reecourse rarely accurred since -there was no dpeumentary nexus be-
tween vendor and ecreditor, Denler reserves were equally tmealled for. Iow-
ever, under the Commission's scheme, such a paper flow will have to be insti-
tuted and reserves will become more commonplace. Indeed, we cannot see how
typical referral arrangements will remain at all. Since veferrals did not involve
dealer expenses in the transaction, they were often cheap methods of financing

for the consumer and should have heen treated as such by the Commission.

Fifth, IBAA is concerned over the interplay of the recourse agreements con-
templated by 16 C.F\R. 433 and a number of banking statutes. For instance, 12
T.8.C, gtates: : .

No national banking association shall at any time be indebted, or in any
way liable, to an amount exceeding the amount of its capital stock at such
time actually paid in and remaining undiminished by losses or otherwise
plus 509 of the unimpaired surplug fund, except on account of demands of
the following nature: (EBmphasis added.) :

The subsequent list dpes not incorporate the type of guarantees contemplated
by the FTC. Consequently, if the Commission’s holding is overlaid on thig clause,
it would mean a bank’s consumer lending portfolio partakes, to an indetermi-
nant degree, of 4 potentially forbidden concentration of liability. At some point.
then, a national bank would have to eurtail granting consumer loans because they
would exceed the restrictions of 12 U.S.C. 82, : e :

While it iz true that hanks in many states are subject to cireumgeribed ex-
posure for product failure by their current HIDC law, as covered above, that
hurden is-very rarely fashioned as an explicit credifor warranty, Ra her, it
is merely a provision of State law that yields a potential defense or cause of
action. Another national bank statute which could cause “+ochnical” wviolations
of the law and which is frequently paralleled in State structures governing State
banks, is 12 U.S.C. A 24 (see notes 200 and 201) which forbids g, national bank
to guarantee the perfvrmance of contracts of another party. Agdin, though na-
tional and State banks are vulnerable under certain presentmentsat State law, it
is an nnexplored question when the contract itself includes words of surety by
the bank for hoth the claims and defenses of the buyer, including responsibility
for trade-in and downpayment value and torts,

+IBAA i8, for these reasons, very dubious over whether recourse arrangements
can be worked out with the ease and economies that the Commission predicts
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Tourth, we have summarized a survey of our 7,300 member which produced
1,784 replies, In our opinion, they indicate lender reaction which impeaches the
rule on the grounds that its utility cannot be justified given this-—disruptions
it is causing for consumers and small businessmen obtaining finanding.

It is IBAA’s conclusion that Congress shonld, with respect to thef;‘Gommi; sion
in general, begin to provide it with more explicit and restrictive g};idelin{,s on
its powers, With regard to the rule itself, we believe that, at a minimuny, it gaould
be suspended until the Commission has reviewed it under the proceduril safe-
guards of the Moss-Magnuson Act and with due consideration for the position of
the states in the consumer credit arena.

APPENDIX “A”

CHAIRMAX OF THE BOARD OF GOVERNORS,
) FEDERAT, RESERVE. $YSTEM,
‘ " Washington, D.C., May 5, 1976.
Hon, Cavviy J. COLLIER, N B
Chairman, Federal Trade Commission,
Washington, D.0.

Dear Omamryman Cornier: I am writing to convey the Board’s urgent con-
cerns regarding the likely impact of the Commission’s Trade Regulation Rule
entitled “Preservation of Consumers’ Claims and Defenses,” Based upon nume-
rous eomments received from lenders and our staff analysis of this rule, we
believe that the consumer credit business may be seriously disrupted if the rule
goes into effect on May 14, 1976, as scheduled. Such disruption, if it-occurs, could
have harmful cofisequences for the economy.

The Board g d not investigate the issue in detail or comment when the Com-
mission initially propesed the rule hecause only sellers appeared to be affected
and no regulatory action by the Board was required. When the Commission
adopted the rule and also proposed an amendment to cover creditors, it frig-
gered the Board’s respounsibilities under the Federal Trade Commission Im-
provement. Act. Therefore, the Board on February 3 published for comment a
substantially similar version of the Commigsion’s proposed amendinent relating
to banks.

The Board received 1,080 letters of comment on this proposal, of which only
8 favored if. The adverse comments, many of which were quite specific in
character, brought to the Board’s attention the adverse ramifications of imple-
menting the rule as written at present. ) : :

The most serions problems concern the definition of a *“purchase money loan.”
The Board believes that the definition is overly broad and will create uncer-
tainty about the applicability of the rule to several important categories of
consumer credit, The rule as drafted will greatly complicate the signature loans
that banks and other financial institutions commonly make to their'most credif-
worthy  applicants. The rule could also unduly complicate overdraft checking
account systems, which millions of consumers are using today. :

The Board is concerned also about the absence of any time limit on the
diration of {he creditor’s liability. This may make creditors hesitate to offer
long-term loans to finance home improvement projects or mobile home purchases.
In addition, a creditor’s Hability for claims for personal injury #and properiy
damage ariging from the goods or services purchased should he eliminated, as
it is in credit card purchases under the Truth in Lending regulations.

I am enclosing a commentary by the Board’s staff elaborating o these snd
other issues raised by the rule? The ¢omments propose remedieg to riégolve many
of the problems related to these issues, which we believe mierif your gerious
consideration, . : ’ s

~The Board is sympathetic to efforts to promote consumer credit terms that ave

fair to both horrowers.and creditors. It appears to us that this goil would be
served more effectively by issuing simultaneously the rule. applying to sellers
and the rule applying to creditors. Accordingly, the Board sirongly urges that

the Commission defer the May 14 effective date of the rule adopted, for sellers..

so-that the necessary clarifications and technical refinements can be considared

for both ruley; : R S g
Governors Jackson and Parted, on behalf af the Board, will be 'pleased to

meet with you and cther members of the Commission if further discussion of

1 See p. 182 for text of enciosure. ¥
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this Important matter iy desired. Of course, i or,
pctively with the Commission's staff in exar?ini%u; f?ltlf;%el"v ;ﬂrbfon%ggistgegfrﬁf
ing the Commission’s rule. . N
Sincerely yours, ;
- Arraur ¥. BURNS,
: Choirman.

Mr. Bropmmap., Thank you. Under the rules of the committee the
gentleman from Nebraska is entitled to be recognized for 5 minutes.

Mr. McCorraster. Does the Chair have a stopwatch?

Mr. Bropmrean. The Chair is looking at the clock.

Mz, McCorrrster. I can do it very readily in 5 rainutes, I think, Mr.
Bgaddox, and I would take the first part of that 5 minutes to compli-
ment you and your association for some excellent testimony. I refer
In particular to two parts of it that seemed to me to stand out. The
survey that the independent bankers have taken match almost the
survdy I took of Nebraska bankers, many of whom I suppose are
affiliated with your association since we’ve basically a small-bank
State. T think the results of that survey would indicate the impact is
going to be something that we’re going to have to contend with,

Secondly, T want to go to what T think is the most interesting part
of your testimony and that is the comment you made that the FTC
did not follow the Moss-BMagnuson Act procedures which you belisved
they were required to do. The FTC last week testified that they
followed, if not the letter, certainly the spirit of the act in that all
Interested parties were given the opportunity to both fully testify
and cross-examine witnesses during the various sets of hearings that
the FTC held. How do you respond to that? : =

Mr. Mapvox. If I may, T’d like to refer this to my associate, Mr.

" Peterson. He's very well acquainted with the -whole procedure back

to 1971 when it wag initiated.” .

Mr. Prrerson. Well. I think one has to return to the history of this
regulation, back to 1971, when the rule was first proposed and the
banking community began to address the issue. Given analysis in .
1571—and at_that time I was the assistant counsel of the American

Bankers Agsociation and did considerable work in this field—the .~

rule woulgl have?})/hd some much more patently absurd results, than
the presert one. 7or example, the check clearing system would have

-heen imphired Since the legal structure that underpins it .would

have collapseds The rule even went 'so far as to say that whenever you
had a credit-card transaction—you lmow those little receipts that
You get—every one of those for every purchase—swe even read it so
that it applied to food in restaurints—you would have to have
appended to it a rather large statement: “Do not pay this hill if you
were dissatisfied: There was even a good deal of discussion of mak3ng
1t in the languags of the purchaser.One might allow how that might
be done in Spanish, but in Sa;” ¥ ancisco we found some trouble
with Chinese, Quite literally that s the situation. ' '
Most of the comments at that time when dealing with the specifics
of the rule dwelt on just analyzing the legal consequences. The state-
ments were also made in the conext of Jitigation that was then in
Drocess, the National Petrolewmn Refiners’ jfuit, andthe Tact that early
renditiens of the Moss-Magnuson Act were moying through this sub-
committee and over on the Senate side. The cantext WasM&OInpletely

Re
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different in 1971-73, At the same time, yes, there were hearings and
many members of the financial community did appear and comment.
I think, however, that the belief was after the passage of Moss-
Magnuson, that any promulgation of a rule of this nature would he
precluded by Moss-Magnuson and that they swould redo the rule
after a reading of the established record and after what would be
legitimate cross-examination. ’ SRR

T well recall the cross-examination procedures that were in effect

in those hearings and were drawn out of allowances that were in the
Administrative Procedures Act at that time. Those cross-examination
procednres were not what T would call discourgive cross-examination in
which vou could dirvectly cross-examine. ¥What 1t anpunted to was you
could submit questions to the hearing examiner which he might or
might not place. As far as any direct followup to the cross, to
figure out whether you were dealing with a horror story, to follow
through to the conclusion of the case that was being presented, the
factual situation, no, that was not there. ;

So I think the issues as far as the procedures under Moss-Magnuson,
we thought we were going to have a crossed record before promul-
gation of the rule and that the Commission would not issue this kind
of a regulation without going through Mess-Magnuson.

Mr. Bropuzeap, The Chair observes the time of the gentleman has
expired. Thank you for being with us, Mr. Maddox.

Mr. Mappox. Thank you very much.

Mr. BropaEad, Mr, James M. Goldberg.

STATEMENT OF JAMES M. GOLDBERG, COUNSEL, ON BEHALF OF

~ THE NATIONAL RETAIL HARDWARE ASSOCIATION, PHOTO MAR-
KETING ASSOCIATICN, RETAIL JEWELERS OF AMERICA, AND
WESTERN HOME FURNISHINGS ASSOCIATION

Mr: Gorpeere, Mr. Chairman, my name is James M. Goldberg. T am
& partner in the Washington law firm of London & Goldberg, and
I am appearing here today on'behalf of four trade associations whose
members have a great interest in the Federal Trade Commission ac-
tion with respect to its trade regulation rule regarding the preserva-
tion of consumer claims and defenses. '

These associations, the National Retail Fardware Association,
Photo Marketing Association, Retail Jewelers of America, and West-
ern Home Furnishings Association, have a combined membership of

-more than 30,000 companies. Most are small, with annual sales volumnie
well below $1.million. ‘ ‘ -

The previous witnesses who have testified here today have all been
from the lending community and we appreciate the opportunity to
express the views of retail sellers who are subject to this holder in
due course rule. : :

Our concerns with the so-called holder in due course rule stem not
so much from its contents, but the imprecise manner in which it was
written, the misleading publicity concerning its applicability, and
the timing of its implementation. ‘ SR

- Let me explain, :
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IMPRECISE DRAFTING OF. THE RULE -

The rule as promulgated makes it an unfair or deceptive act or
practice to take or receive a consumer credit contract which £ails to
conbmﬁl the specified notice in at least 10 point bold face type. The
ﬁerm, . consumer credit contract™ is defined in section 433.1(1) to mean
-any mstrument which evidences or embodies a.debt.” ,
. This definition is most confusing because the typical retailer operat-
ng an open-end eredit plan, a term I will define Tater in this statement,
uses a lot of instruments to evidence a debt but he may not use a
contract in the context which ytgzq and I think about a contract; that
15, & written document, a document; signed by both parties.

For example, when you go inte @ retail store; be it a hardware store,
a photo supply store, a jewelry store, st a homg furnishings store, you
open a credit account usually by fif’mg out a.credit application, and
b1 many cases you sign nothing. Later, as required under the Federal
Truth-in-Lending Act, you receive a disclosure statement detailing the
terms and conditions of the retailer’s credit plan. Question, is this
disclosure statement an instrument evidencing a debt? =

- When you malke a purchase, you typically sign a.sales slip. Now I
don’t know how many of you have read théss sales slips recently but
very commonly over the line where the X is for your signature there
~will be some language which says, “T hereby agree to pay for this pur-
chase nnder the terms and conditions of the—name of the store—eredit
plan.” Question, is that an instrument evideilcing o debt?
At the end of the month, you receive a statement from the retailer

. detailing your purchases, and totaling the amount owing. This is the

monthly statement that we're all familiar with, Question. is this an
instrument evidencing a deht? : : -

_We submit that the Truth-in-Lending disclosure statement, the sales
slip and the monthly statement all constitute instruments evidencing
a debt and, under the terms of the rule, the 10 point bold face dis-
closuze would have to appear on all of thése documents, ‘

Such a requirement is, in our view, a clpar example of regulatory
overkill. The Federal Trade Commission apparently thinks so, too,
because when it issued staff guidelines on the rule it indicated that
the notice only had to appesr on one docyment and not on each and
every one and this, in opr view, clearly contravenes the express lan-
guage of the rule. TR S : N
. Incidentially, it should be noted that these staff guidelines were
1ssued on the very day the rule was scheduled to take effect. Mr, Me-
Collister, I think, pointed out last week at the hearings that the guide-
lines had a May 4 date on them and, in fact, they did have g, May 4
date but it wasn’ until May 14, which is the day the rule took effect,
t]inq they appeared in the Federal Register and therefore, became an
official document, for whatever status they had. The timing obvicnsly
couldn’t have been worse if the FTC was really trying to help facili-
tate compliance, \ : ‘ .

S MISLEADING PUBLICITY

. The second problem Vfaced_ by retailers in connection with this rule
18 the misleading FTC publicity surrounding its promulgation.
Let me begin by explaining that retailers generally offer two types
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. . e or s the
redit. So-called open-end credit which I veferred to earlier is t
gjfpfigilzhswhich mos% of us are familiar. Tt's oft?n called re}folwzll%
credit, option credit, or department store credit. It’s the tyﬁeto ’crleé;
'tvpiﬁéd by the charge plates you and T carry in our wallets, wh ke
we have a continuing accounthwmh a Tetail store and ‘we can make
g om month-to-mont. . . L.
pu’fl[‘(ﬁleaziig type of credit is closed end or installment creglt. T%lllsni
term of art which identifies the kind of credit extended -9;‘ a ou‘z-—
purchase, an gutomobile purchase, or some types of furmtgr}eegule
chases. A fixed amount is borrowed or owed and a repayment sc ﬁl ule
is worked out; 36 month financing on an automobile or 10 year Illxan -
ine on & home improvement situation. or 90 year financing gn a hom
mgii'gage; fixed monthly payments, fixed amount borrowe ‘i N
When the FTC promulgated the holder in due course rule in o
vember 1975,"it led most everyone to believe that the mle“wdﬁ Ont"
applicable to the latter type of eredit; that is, installment cr.?1 dit, ?':r-
withstanding the fact that thcg{, rule 1tsegl'fia%s I have explained garier,
appli any instrument evidencing a debt. :
“P‘lj%‘l(ie%ﬁstrgte, let me quote from the first paragraph Oflt‘he'F’flC
news summary No. 48-1975, dated November 21, 1975-.‘ ’%‘ns is &e
agency’s weekly compilation of announcements and press releases maae

during the previous 7 days. The news summary says 1L llar: : -
oylation rule designed to protect CONSWINErS

rigaltl:: fgﬁ?ngg Zeﬂiﬁt%%:ntﬁﬁggﬁ&s .szhase on credit and become obhgated
{o make payments to a finareial institution.

The agency compounded the error in the 10th paragraph and here
it gets worse: : . o

The Commission’s rule will requive selleys to insert a spemﬁc notice in any
insfallment sales contract used to finance tetail purchases. )

Since most retailers with open end credit plans dqn"t sell or ﬁsslf.&“l;
their accounts to third parties, as is more often done with ms’fa ﬁcl’n
credit contracts, is it really any wonder that most rgtmlers read this
and concluded that the rule is napplicable to them? En adc}}ulon, no
Jess an authority than Consmumers Report in Mray of 1976 ea;%lec & olmi
page story captioned, “New Rights When You Buy 'on ime” and
in this story what Consumers Report said in part was:

i ; i rehants to inctude
An FTO rule that goes into effect on May 14th requires mert , .
this notice in all installment sales contracts they ‘rite for customers. .

: . : e '
Tlsewhere in this story there is a discussion of the holder in due.

ourse doctrine, all conched in the context of installment sales con-
(t:;};zt‘ts and for retailers that means the type of closed end contracts
a d about befere. - , L
thl\gc;[\:axltlf{l%h i)*esp'ect to this confusion, an FTC staff letter was written
in mid-December, indicating that the rule was, indeed, ?fpphcable to
open-end credit situations, but the author of the letter was an agenc_{
attorney with little authority to make such deferminations ;a.ndql
simply constituted a staff letter which was not even conched with the
nsual T'TC disclaimer about the letter representing the best view of the
staft and is not an expression of agency opinion. Tt was nob until é‘h‘é
staff guidelines were published on. the doy the rule was to take e (ilc
that the applicability to open-end credit Was formally and officialiy
announced.
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Now, to be fair to the FTC, let me say there have been meetings
held with officials of the Bureau of Compliance to discuss this prob-
lem, and the problem with making the rule applicable to consumer
eredit contracts which are not intended to be assigned so third parties.

Out of these meetings, it is our understanding that some retail orga-
nizations have filed o formal petition for exemption with the FTC
asking that the applicability of the rale be suspended in ths case of
retail credit transactions meeting certain criteria, That petition has
not vet been published for comment in the Federal Register.

In the meantime, the rule has been in effect for more than 5 months,
and retailers are still as confused today about its seope and applicabil-
ity as they were last November. The F'TC has made little effort, save
for a mid-May letter to many trade associations containing the text
of the rule itself, to explain some of its intricate details. This letter
was written on May 18th, the day before the rule was to take effect.

Mr. Bropuuan. Mr. Goldberg, I'm afraid at this point that we’re out
of time and PIl have to ask that the balance of your statement be
entered into the record. 2

Mr. Gorppereg. That’s fine. Thank you very much, Mr. Brodhead.
[Mr. Goldberg’s prepared staternent follows:] -

STATEMENT OF JAMES M, GOLDBERG, ON BEHALF OF THE NATIONAL Reram Harp-
‘WARE ABSOCIATION, PHOTO MARKETING ASSOCIATION, RETAIL JEWELERS OF AMER-
ICA, IWESTERN IHOME TORNISHINGS ASSOCIATION '

My name is James M. Goldberg, and I am appearing here today on behalf of
four trade associations whose members have g great interest in the Federal Trade
Commission’s action with vespect o its Trade Regulgiion Rule regarding the
Preservation of Consumer Claimsg and Defenses. )

These associations—the National Retail Hardware Association, Photo Market-
ing Association, Retail Jewelers of America, and Western Home Furnishings
Association—have a combined membership of more than 30,000 companies. Most
are small, with annual sales volume well below $1 million,

Our concerns with the so-called Holder in Due Course Rule stem not from its
contents, but the imprecise manner in which it was written, the misleading pub-
licity concerning its applicability, and the timing of its implementation,

Let me explain. : : iR :

‘ IMPRECISE DRARTING OF -THE RULE

. The rule as promulgated makes it an unfaiv or deceptive act or practice to
take or receive a “consumer credit'controet” which fails to contain the specified
notice in at least 1G-point Lold face type. The term “consumer credit contract” is
fefined, in Secton 433,1(1), to mean: “dny ingtrument which evidences or embod-
ies a debt . . . (emphasis added).” ' : .

This definition is most confusing because the typieal retailer operating an open--
end credit plan—a term T will define later in this statement—usesa lot of instru-
ments to “evidence a debt”, but he may not usea “contract”, in the context which
yon and I think of a contract (that is, as a written document).

When you go into a vetail store, be it & hardware store, a photo supply store,
a jewelry store, or a home furnishings store, you open a credit account ustally
by Blling sutb a credit applieation. In many eases, you sign nothing. . . o

Later, as required under the federal Truth-indLending Act, you receive a dis-
closqre statement detailing the terms and conditions of the retailer’s credit plan.
Is this disclosure statement an “instrument evidencing a debt” )

‘When you make 2 purvchase, you typically sign o sales slip. Is this an “instru-
ment evidencing o debt™? ‘ : I .

At the end of the month, you receive a statement from the retailer detailing
Your purchases, and totaling the amount owing. Is this an “instrument evidenc:
ing a debt™? e -

We submit that the Truth-in-Tending disclosure statement, the sales slip,
and the monthly statement all constitute “instruments evidencing a debt” and,
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undey the termy of the Rule, the 10-point bold face disclosure would have to
appear oy all of these documents. '

Such a requirement is, in our view, a clear exanple of regulatory overkill,
The Federal Trade Commigsion apparently thinks 53, too, because when it issued
Staif Guidelines on the rule it indicated that the notice only had to appear on
one -gfocument, and not each and every.one. This clearly contravenes the express
language of the ruale, . 4 } .

Incidentally, it should be noted that these Staff Guidelines were issued on
the very day the rule was scheduled to fake effect, (41 Federal Register 20022
et. seq., May 14, 1976) six months after it was originally promulgated. The im-
ing couldw't have been worse, if the FTC way really trying to help facilitate
compliance, ‘ .
MISLEADING PUBLICITY

The gecond problem faced by rerailers in connection with {his rule iy the
misleading FUC publicity surrounding its promulgation,

Let me begin by explaining that retailers generally offer two types of credit,
So-called “open-end” credit is the type with which most of us are familiar, It's
otten ealled revolving credif, option credit, or department store credit. Ii's the
type of credit typified by the charge plates which you and I carry in our wallets,
where we have a continuing account with a retail store, and can make purchases
from month-to-month. :

The other type of credit is “closed-end” or installment credit. This i3 a term
of art, which ideutifies the kind of credit extended for a home purchase, an
aufomobile purchase, or some types of furniture purchases. A fifed amount is
“borrowed” or owed, and a repayment schednle is worked out.

When the FTC promulgated the Iolder in Due Course rule in November, 1975,
it led most everyone to Believe that the rvule wag only applicable to the latter
type of credit, that is installment eredit, notwithstanding the faet that the rule
itself, as I have explained earlier, applied to “any ingtrvment evidencing a
debt,” - . .

“To fltustrate, let me quote from the first paragraph of FTC News Summary
No. 48-1975, dated November 21, 1975, This is the agency’s weekly compilation
of announcements made during the previons seven days, 1t says:

“The TTC has adopted a trade regulation rule designed to protect consumers’

vights against sellers when consumers purchiase on credit and become abligated to-

mglee prygments to ¢ fingncial institution (emphasis added).
The ;- 3ney compounded the error in the 10th paragraph: :
“The Comnission’s wule will require sellers to insert a specific notice in any
instailment sales contract nsed to finance refail purchases.” (emphasiz added),
Since mogt retailers with open-end credit plans don’t sell or assign. their ac-
counts to third parties, as is more often done with installment eredit eontraets,
is it any wonder that most vetailers read this and concluded that the rule is
inapplicable to them? .
An PRC staff letter was written in mid-December; indicating that the tule

was, indeed, applicable to open-end credit situations, bmt the author of the

lefter was an agency attorney withlittle authority to make such determinations,
Tt was not until the Staff Guidelines, discussed eaxlier, weve published on the
day the rule ~ag to take effect that the applicabilify to open-end credit was
formally annolredd. o , : ‘ '

“To be fair t the FTC, there have been meetings held ‘with offieials of the
Bureatt of Compliance to’discuss this problem, and the problem with making
the rule applicable fo copetymer ¢redit contracts which. are not intended to be
assigned to third parties. ] \ . ' < K ‘

Out of these meetings, I 18 our understanding that some retail organizations
have filed a formal Petition for Exemption with the TIC, asking ibat the ap-
plicability of the rule be suspended in the case of retail credit transactions meet-
ing certaiw critevia. That petition has not yet been published for comment in {he

Federal Register, - . ‘ »
In the meantime, the rule has been in effect for more than five inonths, and

vetailers ays still ag confused today about its scope and applicability“as they

were 1ast jvovember, The TTQ has made littie effort, save for a mid-May letter

to many trade assoclations containing the text of the rule itself, to eéxplain some-

of its intricate details.
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EFFECTIVE DATE WAS POOR TTMING

Finally, 2 word about timing., While we are appreciative of the si )
lead time provided between issnance of the final Igfe and ifg gffectii'esgalt%mifrg
zu‘% Iet;sﬂ1 than ﬁ)leas]e}d (’;vith the final timing of the rule. ’ '

etaners have had to make numevous changes in their forms
several monilw, chianges necessitated by Congressional action silf vggsgﬁfgp?l?:
Fair Credit willing Act, and the BEqual Credit Opportunity Aect, and changes
mandated by the Federal Reserve Board in issuing regulations to implement
these provisions and others contained in the Truth-in-Lending Act. k

Frankly, Mr. Chairman, retailers are “snowed under” with 'these forms
changes, We need some relief, 'We have suggested, for example, that formé-
changes dictated by #hese laws be maude only orce o year on pre-established
dates, so the cost of constantly changing forms ean be reduced, and papersvork-
sharply curtailed. Is it too much to ask that the Federal Trade Commission check
wm{ the Federal Reserve Board, ‘which is responsible fop most of the federal
gx‘erht regulgitmn_s affecting -vefailers, and establish some coordinated procedure
tmI- ffnc%?f"?e’pé" new requirexﬁents and putting them into effect?

-onclusion, many small retailers feel that the Federal Tra Hssion-
has mishandled this rule from the very beginning, Retailers are a(;exiggwbcs;g?
Py with any federal requirement, but we need specificity, simplicity, explang-
&(S:e z;rlxlc}ego‘z:'x: im%lr&f cotor?}l%illlﬁontlﬂe‘;ween federal agencies, in ordei‘ to make

; Tk, Without a ese thin here wi i g ipli
ance and the consumer will be the Ioser. &% ¢ 919 il be: widespread nef-eomptl

Mr. Bropueav. Mr. Pohanka, we're goine to have to h vour
statement entered into the record; TWe're out of time agd 3v£3; %ﬁiﬁﬁg
to schedule this at another time, We will enter your statement into the
record and cireulate it to the other members of the committee '

Without objection, so ordered. : : , .

[Mr. Pohanka’s prepared statement and attachments follow:]

STATEMENT .0F JOHX J. POHANKA. DresipENT, NA’rmN.-xt i
AurostopILE DEALERS ASSOCIATION S

Mr. Chairman, I would like to thank the Subeommittee fop thi i

, : , | § T this oppor 3
E«?"Iln*resent the views of the National Automobile Dealers Association o%ptngu Ii“lglv
eral Trade Commission’s Rule concerning Preservation of Consumers (laims and-
D%‘ngfg which \gerit into gffect this past May 14, 1976,

for the record, Mr. Chpirman, my name is John J, Pobanka, and I an-
I(’)l‘ds_molnle and-Fiat dealpr in Marlow Heights, Maryland, T an curréntalsl? thg
t1ézsulen_t of the l\atmnajr Automobile Dealers Association: Accompanying me
I(') ay %Le 1\_Iessrs.T Frank !%E'. Mcg}arthy, NADA Executive Viee President, and
Atevm. . Tighe, NADA Liegislative Counsel, The National Aufomobile Dealers
2 5;soe1gt1on (NADA) is & nation-wide trade association representing over 20,000
éﬁﬁfﬁﬁgd new car and: truck dealers in all fifty states and the District':fof

This past May 14th fhe Tederal Trade Commission’s Trade i

. This 1 1o, ; : ‘ sston's Trade Regula
E‘ oncerning Pwsqrv'atmn of Congumers Claims and Defense (or Iﬁ)%degﬂil; Igl‘zlls
t;}ourse Rule, as it is more commonly referred to) went into effect. I would like
effm%ge for the record, that NADA haq formally petitioned the ¥TC fo delay the
e lee ive date ~of its rule at least‘ until such time ay the issue of whether the
plértac'jE;ZgSI% &1;)% dz}spgg) _tgttéle ﬂvlamo?s creditorg involyed in financing consumer

C Ject Lo the rule was decided. This i : i
denvled by the #1'C, and fhe ruleisnow in eﬁect.g : ’ pagt;on fo;f * Oelay was
folll\oz‘&vlis)f&. would first lke fto summarize its major concerns with the rmle as.

{1) The rule has resulted in 2 reduction in the avaiabili ’

. he availability v evedi
mgx ;-e;gic% t%. conf?egﬁnémﬁng of antomobile purchasgs.'m oF eomsmmiey eredit
wiags The Federal Trade Commission, by administrative rulemaking, has over--
ivﬁa(éen the duly considered laivs of the several states with respect to the holdeer
ma‘m? course doctrine and waiver of defense clauses, despite the fact that. n

Jority of the states have already acted on their own to modify the previous
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commereial law concerning holder in due course and waiver of defense clauses
in consumer finance transactions. o ‘ o

in ((:g) s()nly sellers are presently subject to:violating the rule. tI;‘here is p}es’?l:l:xt{y
no legal requirement on creditors to insert the necessary notice even in those
cases where the rule clearly applies.

I. INTRODUCIION

e i ourse Doctrine has its roots in English Commereial Law
ofgi‘:lllng If&{}%éﬁuﬁ%? g‘he Doctrine developed to insure qrecht availability fmd,
protect innocent assignees of negotiable iustruments‘ taking without notice of
claimg and defenses of the debtor against the seller/assignor. it . 'u:t o

This doctrine, along with waiver of defense clause, bqume an integral I{LC 0
American commercial law and is recognized in the_[fmform. Clommercial Code
which has been adopted by 49 of the 50 states (Lomsmpa bLeing the sole excep‘-
tion). A number of states in recent years have substantlally.modlﬁed_ the‘a U.C.C.
law pertaining to waive of defense clauses and the Holder in Due Course Dpe:
trine with respect to consumer finance transactmqs. This action by 2 maaont{
of the states wag taken in light of the modern American consumer crgcht eco_pox?m
and the need to protect consumers from unscrupulous ‘fly-by-night’ se_llem who
utilized both the HIDO and waiver of defense clauses to separate th.eu' vduty to
perform under the sales confriict from the consumer's duty to pay for the con-
sumer product. o , . 1 o

i g taken by the individual states to modify the commercia) ;
inDt%Siglt:rg.e ?gegdequatelyy protect consumers, fro;p this type of apuse Whlki
insuring a continuing steady flow of adequate credit to consuwmers, the I«jederl?
Trade Commission commenced a rulemaking proceed_mg in 1971. to abolish, y
administrative fiaf, the Holder in Due Course Doctr}ne apd waiver of def:efg_.?g
clauses in consumer finance transactions. NADA testified in both 1971 and 197
before the Commission in opposition to its proposed rule, Qur obgechpng Wﬁfe
twofold We felt strongly that thig area of the law should remain Wltiltlmh (;x
jurisdiction of the individual states, particularly since a number of states ?th
already faken action, or wwere about to take action, to cure the problems \:1 ;
which the FTCO was concerned. Thus there was no need for the FTC fo ac '-a
all in this area. NADA also stressed that the' abolition of the H;(DG docgune
and waiver of defense clauses in consumer credit transactions, particularly if no

* time limitation was included, would have an adverse impact on the availability

of credit to consumers and would significantly add to the cost of credif, particu-
‘ d rginal credit risks. ) .
1&111){15?;;1 tﬁggplériocd of time between promulgaﬁop of the ‘1:u£e '(1;1/1%/7_5) agdﬁlts
effective date (5/14/76), NADA continued to advise the PO of its serious 1eselr~
vations with the rule, particularly since tl%e. rule g promulgm;ed would apph{
only to sellers, not to creditors, NADA petitioned the Commission to delay §L1
rule’s effective date until the issue of whether creditors shogld also be included
within the scope of the rule was resolved. I would note that NADA. was not alone
in strongly urging the Commission to delasf the effective datg of the rule, Chair-
man Burng of the Federal Reserve Bonrd in a let}er to Chairman Collier of the
FTC dated May 5, 1976, also urged that the rule’s effective date be postponed.
Chairman Burus specifically states in his letter that: . ;
*The Board. is sympathetic to efforts to promwote consumer credit terms thad
are fair to both borrowers and creditors, It appears to us that thx§ goal }voul'
be served more effectively giy'tissg’ing gimultaneously the rule applying to sellers
rul lying to creditors, : . o .
an&fgﬁﬁﬁﬁaﬁ’rﬂs %md NADA also indieated to the F'ITC.problems concerning
the definition of a “purchase money loan” for purposes of fhe rule. Under the
rule as promulgated, it was certainly unclear to NADA am.i chers asg to Wha‘t
specifie activities between a slellemﬁld g}:editor would come within the parameters
C rule’s purchase money loan situation. C , _
O£.‘g£11>i?: tS:hlzese problems, the 'O went forward with its_ rule as promulgated
on November 14, 1975. As of Muy 14, 1976, NADA and its mémbers have at-
tempted, as best we can, to comply with the new FTO requirements., The fol-

lowing is a detailed discussion of what has occurred in the “marketplace” as.

a result of the new FTC rule and what steps NADA would urge the Congress
to take to rectify the present disruption in the consumer credit field Whi_ch has
resulted from the FTC’s Trade Regulation Rule abolishing the }E[older in Due
Course Doctrine and waiver of defense clauses in consumer credit confracts.
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. tredit risks. NADA also believes that this unfortunat
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T. REDUCTION IN AVAILABIEITY OF CONSUMER CREDIT

Immediately following the effective date of the rule NADA received a flood
of telephone calls from its members making inquiries as to their proper com-
plisnee with the rule. One state in particular, Pexas, had a pressing problem
as to whether the ongoing procedure between ga seller and lender in order to
perfect a lien constitutes a business arrangement for purposes of the rule. The
Comumission issued an immediate advisory opinion on this issue clarifying the
fact that this situation does not constitute a business arrangement for purposes
of the rule. While the Commission’s action with this particular problem proved
most helpful to a limited segment of the NADA membership, calls continued to
pour in regarding the applicability of the rule to other situations.

Letters followed phone ealls, Over 1,500 dealers wrote NADA advising that
their creditors were in some way medifying the terms of their traditional credit
financing arrangements. These modifications ranged over a broad spectrum, in-
cluding, hut not limited to requiring dealers to sign strongly worded indemnifica~
tion agreements. These indemnification agreements even went so far as to require
dealers to indemnify creditors if there were merely consumer complaints about
a-car that went umresolved within a short Deriod of time. In addition, NADA
received over 150 letters from its membership indicating that their creditors
were ceasing to do business with the dealership ag a result of the rule, I have
several of these letters which will be submitted ith my statement, one of which
I will read for the Subcommitiee's information at this time.

NADA pelieves that this information which it has received from ity member-
ship is indicative of a very serious trend in the consumer credit market, With
creditors dropping out of the dealer paper market the obvious result will be 5
restriction in the availability of consumer credit, In addition, there will be less
competition within the creditor market which will also result in g lessening of
credit availability to consumers. NADA. believes the Subcommittee should also be
concerned with a reduction in credit availability to eertain classes of marginal
risk consumers, It iz reasonable to assume that various lending institutions,
becnuse of their increased potential liability, will scrutinize loan applications,

particularly from the marginal eredit rigk, much more closely, If kending institn-
tions are refusing to accept dealer baper at all, as noted above, it seems obvious

It should be pointed out that prior to the promulgation of thig rule, many
major credit institutions have gotten out of consumer credit financing due to the
nsks_ involved, It is reasonable to assume that more federal regulation on these
eredit institutions will simply give them further reason to get out of the con-
sumer credit market. In light of the fact that approximately 75% of new cars
are financed by consumer finaneing, it is critical to the automobile industry that
the availability of consumer credit not be restricted.

In summary, NADA feels strongly that the first three months actual experi-
ence under the rule has borne out what NADA strongly argued in its testimony
before the Commission in 1971 ang 1973—that is, adoption of this rule would
result in a decrease in the availability of consumer credit and a conseguent
nerease in the cost of congumer credit, particularly with respect to marginal

15ks. ] e trend will continue and
have serious impact on new car sales in the future,

- . TIL EFFECT ON STATH TATW
NADA and i‘fs“memberg are particularly concerned with the action of the

Federal ofﬁcials_ of Congress and the President to decide that state law should
be changed, It is quite another thing, in NADA’s view, for unelected Federal

bureaucrats to decide that “the know better” , ecte
of the state, Y know better” than the elected representatives

; While the rights ang remedies which 4 constumer can nosw exercise against both
he seller and lender remain a matter of state law, the F'I'C rule does change the
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substantive law of the various states with vespect to when a seller can include a
waiver of defense clause in an instaliment sales contract subsequently assigned
to a lender, and whether a lender can claim holder in due course status with
respect to a negotiable instrument. Let there be no uncertainty on this point—
this rule promulgated by tlie FTC overturns the law of the states and the District:
of Columbia. E

The action of the FTC is particularly disturbing when one examines the recent
changes which a number of states have already adopted in this area. A majority
of states have now abolished or modified the holder in due course doctrine to
provide consumer purchasevs additional protection in the case of sheddy goods
or the so-called ‘lemon’ situation. A number of states have also, either legislative-
Iy or by judicial decision, limifed the validity of waiver of defense clauses in
the case of consumer sales. These actions by the states generally are reasonable
attempts to cure the ‘fiy-by-night’ disreputable seller problem while minimizing
the adverse impact on the vast majority of consumer finance transactions where®
neither the HIDC or waiver of defense clauses ever becomes an issued. In short,
many states have molded & limited and specific cure for a limited \and specific
problem, WY

It is very unfortunate, in NADA’s view, that the FIXC chose not to'let the
individual states continue to formulate appropriate solutiony in their own juris.
dictions to these problems, i

1V, APPLICATION OF THE RULE T0 SELLERS ALONE
s

The same day that the Federal Trade Commission promulgated its rule with
respect to sellers, it proposed extending coverage of the rule to ereditors. Since
May 14, 1976 when the yule went into effect with respect to sellers, the FTQO hag
in a sense required sellers to be their ‘policemen’ with vespect to direct loans
subjeet to the ‘referrval’ or ‘business arrangement’ purchase noney loan situation,
That is, in the situation where a consumer obtaing a direct Ioan from a lending
ingtitution and nses the proceeds from the loan o purchase a car or other con-
sumer goods, and the dealer or other seller has ‘referred” customers in the past
to thie lender or has a ‘business arrangement’ with the lender, then the seller
must insure that the lender inserts the appropriate notice in the lender's credit
instrument. If the lender doesn’t put the notice in, the resnlt is that the dealer
cannot sell the car, otherwise he will be in violation of the rule, :

If the direct loan is subject to the ¥TC's rule and the notiee is'not placed in
the credit instrument, then the gseller—and only the seller—is subject to a severe
fine (up to $10,000) for violating the rule, R ’ o

It seems a matter of fundamental fairness that both the seller and the creditor
should be equally subject to violation of this rule. As noted before, both NADX
aud Dr. Burns of the Federal Reserve Board strongly urged the Commission to
delay the effective date of the rule with respect to sellers until an appropriate
decigion was made (by the FTC'and the FRB) as to whether the rule should
also apply to creditors. Unfortunately, the I'C did not agree and permitted the
rule to go into effect on May 14, 1976, with vespect to sellers. :

NADA continues to feel that this piecemenl approach tov implementation of
the rule has been, and econtinues to be, highly unfair and discriminatory towards

sellers.
v, THE “PURCHASE MONEY LOAN"” PROBLEM

The FTC rule effects two types of credit transactions, The first type involves
a finance agreement hetween the consumer buyer and the seller. The evidence of
indebtedness could be in the form. of either a negotizble instrument such as a
promissory note or a non-negotiable instrument such as an installment sales con-
tract. These instruments are normally assigned by a seller to a lender/ereditor,
The seller receives his proceeds from the lender/creditor assignee, and the con-
sumer purchaser then pays back the lender/ereditor. In this type of transaction,
the seller must insert the appropriate notice in the evidence of the indebtedness
if the purchaser is a consumer, This type of finance transaction has not presented
a problem for dealers at least to the extent of knowing whether the notice must

be inserted in the finance instrument, however as noted above, it has presented a’;

problem hecause banks are getting out of the dealer paper business.

The second type of transaction subject to the rule—the purchase money loan
situafion—has presented serious problems for dealers. This type of transaction
involves a direct loan from a lender to the consumer purchaser. :
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fya ey
The consumer purchaser then pays the seller with the proceeds of the loan

and pays back the lénder according to the terms of their finance agreement, In.

825%% 2;1?;%%}; %:é}l%rﬁ}?%i i;s ggﬁi\ge«ig {ﬁfslggfﬁi gﬁd t%le consumer purchasey the
hitrumens i thers s o ;@%ﬁ%}%};@iﬁ;ﬁg@ ‘hebeen the seller Ma s, this
it mpam, e, o Sl s L e ST,
gglt’;%l}gseggﬁ’w;iicgégg‘c}%ﬁ ?&Kleqwithgl t%e_ gco;eeé}n éﬂgszvgé%];ﬂ(ggg?(}fo ?g{'l:ll;ll:;s.

€ als. second serious Droblent arose when the dealer

purposes of the rule. The dealer then had t
5 ¥ X ; 0 try and ascertai 1
(151‘1(:?11111 l:.di) gﬁﬁx;ltseed thg fq;;rectt nioﬁlee in the lenders ﬁmmcz g;i'%lelxlxlglltl;e;};?ﬁ t):tllxlee
PO T, and if nof, then
leri(lel' to inser't the ;,Jecessary nl;tice?n the dealer 'had {0 uttempt to persusde the
direz*‘togrl)g rilgs‘rﬁﬁ :gl&%as‘fﬁotg‘gtlgggir get%)reselép ru{e it is the seller (even in the
contract. "With the ambiguities and va uex(: {10 1ce'1s Ot 1_ng1udeg Thahe Joan
what constituted a ‘-busiz?ess urran"emeg;xt‘ N qf' .{h‘% dﬁﬁmtm}ls i, Giaoe of
ments naturally arose between va;}ous sellor ! 1efe1raL‘ ors b oip, disagree.
\ 08 £ d creditors as t h
direet loan transaction was subject £ ule an 3 Cnotite Srorns
; TN S 0 the rule and the neces i
be included in the loan instruirent hetwee 0 the. conace Should
e ! s 18 reen the lender and th -
¢haser. In unclear situations (and there w nd other Sl
would argue that the notice should be in e xpany), dea}ers o o, Rellers
" K cluded in order to ins that -
nr other seller was not in vielation of the rul ditors, o the cnier
hand, would argue that the fransaction v 'ae ot Subject 1 pedttors, on thie e
and, : g > fransa y t subject to the rule and 1 i
ditl not need to Le placed in the loan in‘;ti oy "had & Stake
( ? : strument. Lender/creditors had e
in not placing the necessary notice in the inst i i g the naties
would expose them to liability for an s And. defensn aing the notice
t | y claims and defenses wbich th b y
might have against the seller Additionally, lend redit n resonily
subject to the rule's requireménts and facy’ ’en_e‘r_/c.leditors Olating b ently
bjec rule’s S e no lability for violating fhe rule’s
requirements, It is important not to forget that sellers Stalethas
‘ ; ] selle S0 hav stalk 4
nu&‘hﬂgﬂéﬁi to % %1%020 fine for viclations of the 11'313 150 have & stake—they
o ctacement of Enforcement Poliey, Feder&l‘Register'Au ast 16, 197 i
fﬁiegg;?lg;s‘?ﬁlefgﬁenrm gggzl)jc(;dthas 1etssisted sellers and glznder;’c?ed%tg}élig
( w] iplies to a direct loan situation. NADA. beli thi
is a very positive and helpful ste; ) 20 10 8t Celios
] nf: D on the part of the Commission + i
and lenders in the consumer credit market in {08 the Scope wod ¢ e
nd -underst E i
utan of the ‘purchase money loan’ requirements ofs?tl;l gglli fhe scope and appli-

VI, NADA RECOMMENDATIONS

~r ) N . . B
Colisier, BER 0 SopimorLish, hos been futiodueed by Consressmen e
“ollister, a . 5011, s legislation suspends the  off
Commission rule unti] the General Ac i 7 E oDDortantty
: 3 ; 3 counting Office has had an cbuni
report to Congress as to the effect of the rul i oot g
€ on copsumer credit market: a
present avenues of consumer redress for grie risi \ Sale:
Tha VTG wouts they amer vedress for srievances arising from consumer sales,
L pporiunity to review the veport of +h
f!tnnduct a new rule xpak}ng Drocedure to repeal tife present;lrule gis;e(aiﬁ%ﬁgc%rilg
i qI 111rf:q‘elllt:t fgrg, or give it effect in an amended form. ’
. 1ghe o1 the present problems with the rule and ihe strone possibili
gt 0ssibil 8
22 1111:32 mdeefll,. hm;e 2. long range adverse impact on the availa%iﬁty t'uidltgo;i{l%g
’fhis %f) rfcrl?l dxet,s l:n%':%%e})vglg(ll urge -ghe;gongress to speedily enact H.R. 15082
I 1des ret remarks. I would be very-ha t ¥
s 1 ¥-happy to answer any
o ; nrllzsy‘g&mh the members of the Subcommittee may have. ’
- PAxN A%ERIO.-\N BAanxk or OrMOND Bracr,
Re Dealer contracts, | zn%ozzd Beach, Fla., October 81, 1975,
Mr. LEg SPENOE, President,
Spence Chevrolet Qo., I ne.,
Daytona Beach, Fla, B

DEAR M, SPENCE: Now that the Federal Government hag thoroughly fouiéd

up the p__utomobile industry,,they have‘ turued their attention to the finaneial
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industry. In the same manney- that their vain efforts to legislate clean air has
actually created side effects that are intolerable, their attempts to ‘protect’ the
consumer are now creating side affects.that will eliminate many of the con-
sumers from the financial market. . :

With the advent of these new consumer laws, several that are about to be
enacted and receut court decisions, we find it necessary to take defensive action
that will act to the consumer’s detriment, your detriment and our detriment.

Our dealer financing arrangement with you bas been working well, and we
certainly appreciate the fine co-operation that yon and your staff have ghown.
Unfortunately, we mus! digscontinue purchasing paper written outside our office.
Weo know that this will work a hardship on your sales staff because, fo close a
deal, it should be handled in your office ag quickly as possible, T0 send them out
of your office, potentially decreases your chances of making a sale, To help offset
this potential loss of sales, we offer the following procedure to follow for our
customers who kave borrowed from us before: )

(1) When your‘'salesman has made his deal, he should call us immediately,
while the customer is there, if we are open. He will then give us the terms of
the sale; trade-in, description of the new vehicle, amount to finance, ete. He then
will put the customer on the phone so that we can get personal information up-
dated for our records. We ywill then process the application and get an angwer
back to you within 30 minutes, while the customer waits. The customer can then
come directly to the bank to sign the papers.

(2) I we are closed, the salesman should call us immediately .on our next
Dbusiness day giving us detailg a8 set forth in step one, except personal informa-
tion. He will give us o phone number where the customer can be reaghed sndwe
will toke it from there. We will notify you when the deal is approved and again

when it i8 closed,

]

<

OAX PARE, TRUST & SAVINGS BANK,
Oak Park, IlL., MLay 18, 197%6.

Re FTC regulation holder in due course. B

MAoLONEY CADILLAC, :
Elmhurst, Il . . E

Drar Siks: As an active participant in Retail Installment Financing, Ouk
Park Trust & Savings Bank is under the Jurisdiction of the Federal Trade Com-
mission’s New Regulation, *Holder In Due Course”, which beconies effective
May 14, 1976. The Ranmifications of this New Regulation has made it necessary
for us to reappraise our relationship with our Dealers and our position in the
Retail Finance Market. : )

It is our understanding that this New Regulation calls for some modifications
in our contracts, both in type of print and content of langnage, Also, it is our
understanding that if o Buyer asserts a valid claim against the Seller, it becomes
2 valid defense against the Folder, ie. Oak Park Trust & Savings Bank, for
Non-Payment of his Loan. This New Regulation will constitute some change'in
our business relationship. To what extent, has not yet been determined.

As other Pinancial Instifutions ave making their decisions, e also are formi-
lating our decision. Some Banks gre asking for Full Recourse, some Repurchase,
gome are going to buy Prime:Paper only, and others are pulling out of the market
altogether, At the predent {in) until we can firm up & New Policy for Oak Park
Trust & Saving Bank, we are agking for your cooperation on a feniporary sus-
vension in business commensurable on May 74, 1976. Qur experience in this
market has been good, and we expect to resolve this matter with a Yimited delay
in businews, We are seeking to make the right decision, one that will venefit all
concerned. ‘As soon as our New Policy has been established, we will contact
you with reference to any changdiyin procedure or liability. :

Very Truly Yours,
GERALD R, MARSHALL,
Vice President,

. Herenrs STATE BANE,
. Houston, Tep., May 20, 1976.
FronTiER Forp Sarms, INg, o -
Humpble, Tex, ;
GERTLEMEN : Due to the new Federal Trade Commission ruling involying con-
sumer credit contracts, you are hereby notified that our agreement with your
dealership to purchase retail automobile contracts is terminated,

TS A5 s AP e 8 A i
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We regret having t 5 i i 1§ ti
othes aoret hay z .o take _Atlus stgp, but we feel that at this time we have 1o
We appreciate the business th 2 s way i &
Tours voss il 2t yout have gont ouy way in the past, ;
Harrey I. Bowps,
Vice President.

[

CIrcLE BOUILEVARD BraNOm,
. C’ITIZEI:?S BANR or Corvarizs,
Tows & Princ's Tovors, Txc. Coreallis, Oreg., Aay 14, 1976
Unreallis, Oreg. ’
(Attention: John I, Nussbanmer and Philip K. Doud).

Drear Jonw Awp Priv: Recentl
D b ) i ¥ the Federal Trade Commissi
é(l)ltlli?sea&dc :ggm;ll:;ét;o;fm\){mchm {g‘novsd lender's protection as ?1%%1(]}1&{11'5 i{;lasggg
: C 3 il ing ent noteg and contracts. Chis ol i
legislation pertaining to Consum i orcod. our bank Lo mr g other
er financing has forced. o bank -
our policy ag it pertains to dealer-generated transactions Conseqnontie oralunte
Immediately, Citizens Bank of Corvallis i e ons, ConSEquently, oicetive
2 ‘ i s advising dealers fr i
rurchased consvimer contracts that it will lon i b g Ry
chase consumey: retail installment ‘nox cnter Infy s nditectly pur-
cOm $ ent contracts nor enter int i
could pasarmer Liment cor no 1to any transgction that
couid preted as o relationship by which consumers dre refered to the
This action does not chiange 0
1 ur bank’s pres i isti v
ap{g}llgﬁ;l‘fst? ﬁnugme consumexa: goodson a dixﬂlé.l;t?l?;:g oliey of assisting deserving
> ery be i ‘aining is
sianeg & (] any. questions pertaining to this, please contaet fhe under-
Very truly yours, BRI
Wit J. Cosre, Assistant Manager,

BURLINGTON BANK AND TRUST Co,,

Tatponr Mozons, Burlington, Towa, 2 ay 20, 1976.

Burlington, 10w,

i f‘iﬁfhéﬁm Ai?l %Igew(i]% Jﬁq@;ﬂ% 0\z'te §eé1t yIm:l 1‘11 letter on April 28, 1976 regard-
Our Legal Deparimane Course Doctrine, which went into effect Aay 14, 1976
: as reviewed thig Goctrine & Wwe h: )
Do forec to st rey ctrine and as much as we hate 10
& our policy “on purehasing contracvs >
Wo bave zfn Sttt o o £ coniracts, we have no alternative.
: st o discontinue gny owxigti
therefore, il g moiiss any existing dealer agreements and
f e to purchase confracts fi i
Wo ioeorons e { acts from you until further noti
¥ appreciate any customers you have p in the past.
' . ; an . referred to w 1
R I‘.uﬁu;uggogl(z’u ’S({:eu r%lc’zll)ilz(:acfht?tt%ﬁ' extremely difficult decision tgi;nh?:ie t{)\a'f)té
u 5 ] at this may canve you some i veniel i
lm%go’x élslvlayndme,ar? sorry for any inconvenience caused‘om eonenieles, a5 1t
tionsl cﬁxgs é‘d (i)u}' tllcegfslr:;fors‘ Wwill be convinced someday of the serigus ramifiea-
. Ietté;' o vogr ;é;rze‘-sgﬁﬁ%?g’ andlavxll conrider soma amendmenty I’(‘I‘]H;I)S
tte 3 ntative wou X ST 1t T
feel ,f;:og to-call if you have any questions.euwumge SReh en ameridment, Please
Sincerely, i '

RoBeRr J. Armrrrs,
Vice President,

TIRST NATIONAL BANK, -

Drcx Banssz, o, Houma, La., May 133 1978.

Howma, La,

GENTLEMEN: The Federal Trad isst ; ‘

N: T ¢ Commission has issned a ve i i
ﬁggne;ss ezﬁ;gt;v;ql{(flﬁg iﬁl’di27§6u?;;ﬂ?r"' t})&is_rigulati(_m the bmf!‘;ﬂ%vt:ﬁdvil;sg ?tes-
Yol under oy el Ll ¢ 1 connection ‘with the paper received from

: gement. Ypur customer could sue us i
0(1‘1311'3 ggﬁc%idﬁ?ct or.alleged defect: in the firoduct purchased froLSl 52)11t1]“§n(:1v$é1:
Topane vably be lable for the amount of the loan and would also incur
] ROrously opponsed and protested this regulation ; ioweve
come effective. We have, therefore, decided to limit ony cons:amer loal;siic{] %181(;0:(;
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j ifying” is action by this com-

i in nature snd we are notifying you of this ac ca
gjﬁif&?}f n’:é’cet regrn?t thattwe must terminate .oyzxr.prt}vmus armnge&ne}r)xt W;E:'
you, where{n we have been taking papeyr evidencing indirect Ioang made by ¥«
cu%?én Ie;;%e had an excellent relationship with your firm in dth({a: gas&r ePEgé “{';
greatly appreciate all of the courtesies which you have exten % iu f:lonn e, of
course, interested in making direct loans to your customers, as a direc
not be subject to thsTegulation. ;

Sincerely yours, WagReN H. BOURGEOTS,

Brecutive Viee President.

et

. ClouwTe Sereor BMPLOYEES OREDIT-UNION,
Boron Govr= § Gdessa, Tea., May 21, 1976,
Mr, Toay THOMPSON R Y
Sales Manager, Scwelz’l?orrl Ine., Odessa, Tex. ok dae o the e “lmlder-ih-
2 Ir. THOMPSON : We regret fo inform you tnat Cne 2 € :
du]ggé?u];g;"{ﬁ?;flatiﬁn adopted by the Federal Trgde Commst§1ci>nag:é1§:n E;:;tg
County School Employees Credit Tnion can not continue ta pzﬁ 1(:1\1;1. o
discount program offered to the members of our credit wnion thru I, Waylan
P",Bﬁé réﬁson for not.payrticipating beiéxg 1thﬁ€1tﬁ %ltht%tigh Izg%% g 2‘% ‘%%nt{)gez gg
i redit union and Four flealexshin, LB ‘ could Le ¢
s‘tz(;fe%. z?slea %ifsi;ess arrangement b%v'sgeel}c o ilsleltl}g %ggegugﬁﬁséggags%gtgﬁ
do not wish to participaie 1 1 ). ;
taﬁzllglgg%?ﬁdwg) continue to fingnce earg for our members when they make &
purchase from your dealerghip.
Thank you for your Service. : .
Sincerely, .

\
\

Boarve KINSER, President.
K THE PLAINS NATIONAL BANK, )
Lunbeck, Tex., April 21, 1976.
Arpersow CADIILAC, INC, .
Taubhock, Tew.

N .
ided oy i t purchase.
Drar Sms: With regret we have decidedito cancel sur retail contraet purc

agreement wih Alderson Cadillac, Inc., effective May 13, 1976.

"“We were foreed to this decision because of the possible effect that the “Holder

3%7€“m§snmgé’i“}é‘ﬂf’“"““?né’as°‘in§°”§%§%§“%%h2t§§e%§§é f:lf
.iﬁgﬁiti’éféﬁf 2331?3?33 ;nsyt}:l’&flil;e;ra&fgzzskwﬁich the debtor could assert
ag%é{l: ttllll?sé?gc?:éased é}?posmé we do;not, feel dblitge%v 2%%23?3:& i?&sgrtlg ffgi—g
pcﬁﬁ%%?aggﬁ ggiolggi?ﬁ;xgﬁiggglasgd?gg%?;%ﬁf we can he of service Fo you
in %ivsg{fgrg:gany further discussion or hayve any questions re;garding‘ this letfery
‘or m{y other problems with which we may help you, pleasg gonmct mej v

Sincerely yours, FanrAN LAMBERT,

C s . Vice President.

Swoxie TausT & SAVINGS BANK, -
E Skolkie, I, Aprit 30, »19'7’6.
Wavrox 0¥ DEupsTER, ING, » :
Reokie, I, ... : . o
, g ' ise ¥ : 1976 the Skokie
B snEN ¢ This letter is to advise you that as pf May 14, ¢
Trﬁgg iﬁ%mgfmgs Bank will not be purchasing Retail-Installment-Contracts duve
to the new law going into effect. o ; i . :
Theee instructions are from our Board of Directors.

Very truly yours, Viorer WESTERLAND, -

Assistant Vice President.
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- DEL Rio Bank & Trust Co,
N : o . . . Del Rio, Tew.,; May 20, 1976. -
Town & CouNrrRY FORD,

Del Rio, T'ex. :

(GENTLEMEN : The Federal Trade Commission has issued a Trade Regulation
Rule concerning the Preservaiion of Consumer's Claims and Defenses whicli, in
effect, does away with the Holder in Due Course Doctrine which has permitted
this bank to purchose Retail Installment Contracts from you in the past. Under
the provisions of this F.3C. Rule, certain Retail Installment Contracts may no
longer ba prudent bank investments. Since our first priority must be to safeguard
oy depositorg funds, we have no alternative but to terminate our “Dealer
Agreement” with you, and cease purchaging Retail Installment Contracts from
you ax of this date. o

Yours truly.

Joryw P. Sarz,
Senior Viee Pregident.

DoucrAs NATIONAL BANE,

. Roseburg, Oreg., dlay 19, 1876,

Naprier ToyaTa, : o ,
Rasebury, Oreg. : ‘
{ Sttention of Jobn Napier). ,

Deart Mr, Xarrer;: Due fo the recent ruling made by the ¥ederal Trade Comni-
mission, coneerning the Holder in Due -Course; Douglas National Bank will no
longer be buying any dealey contracts: - : ‘

We are very sorry that this has been brought about; however; we do hope
that we can continue fo be of service to:you. We have very much appreciated
your business in the past, and sincerely bope that we cun continue a Dusiness
relationship with you. . . g .

Sincerely, :
‘ LESTER OCUMPAUGH, )
Asgsistant Gashier,

BURLINGTON BaNK anp Trust Co.,

Burlington, Iowae, May 20, 1976.
Derzeir Mortog,

Burlington, Iowa. ;

GENTLEMEN ! As you will recall, we sent you a letter on April 23, 1976 regarding
the Holder In Due Courgse Doctrine, which went into effect May 14, 19876. Qur
Legal Department has reviewed this doetrine and as much as we hate fo Ve
forced to change oux policy on purchasing contracts, we bave no alternative.

We have been instructed to discontinge any existing dealer agreements and
therefore, will be unable to purchase conttacts from you nntil further notice. We
siugerely appreciate any customers you have referred to us in the past, I am
suye you can appreciate the extremely difficult decision this had to be for onr

"*penﬂeg e realize that this may cause you some inconvenience, as it hag for vs
and we are gsorry for any inconvenience eaused.

Hopefully our legislators will be convinced someday of the serious ramifi-
cations caused by this regulation, and will consider some amendments. Perhaps a

. Jetter to your representative would encourage such an amendment. Please feel
free tv eall if yon have any questions, : :

Rincerely, . - . : : .
ROBERT - J. ALBERTS,
Vice President.
LANDMARE BANEK OF ORLANDO, :
: Orlendo, ¥la.,, May 14, 1976,
 Mr, J. JonEs, . o

. Mo¥Namare Firancial Services, Inc,

Orlando, Fla,

Dear MR, Jones: Please be advised that effective until further notice Land-~
mark Bank of Orlando is cancelling all dealer contracts covering retail install-
ment papers. The reason for this cancellation is the recent Federal Trade Com-
mission Holder-in-Due-Course Ruling,
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This banl will be happy to assist you in anyway with your financing needs;
hoswever. until the ruling'is clarified we regret that it will have to e on a direct

basis. . .
Thank you very much; and we will contact you in the very near future.

Yery truly yours, . ) :
W, A, BARWIOK, Jr.,
- Hwecutive Vice President.

OAR PARK TRUST & SAVINGS BANK,
Oalk Porls IlL., May 13, 1976,

Re FIC regulation holder in due course.

CzARNOWSKI LINCOLN MERCURY,
Chicago, Il .

Dear Sms: As an active participant in Retail Installment Finaneing, Qak Park
Trust & Savings Bank is under the Jurisdiction of the Federal Trade Commis-
sion’s New Regulation, “Holder In Due Couxse,” which becomes effective May 14,
1976. The Ramifications of this New Regulation has made it necessary for us
to reappraise our relationship with our Dealers and our position in the Retail
Finance Market. g

Tt is our understanding that this New Regnlation calls for some modifications
in our contracts, both in type of print and content of langunage. Also, it is our
understanding thiat if a Buyer asserts a valid claim against the Seller, it becomes
a valid defense against the Holder, i.e. Oak Park Trust & Savings Bank, for
Non-Payment of his Loan. This New Regunlation will constitute some change in our
business relationship, To what extent, has 1ot yet been determined.
* As other Financial Instituticas are making their decisions, we also are formu-
Jating our decision. Some Banks are asking for Full Recourse, some Repurchase,
some are geing to buy Prime Paper only, and others are pulling out of the market
altogether. At the present time, until we can firm up a New Policy for Oak Park
Trust & Savings Bank, we are asking for your cooperation on a temporary sus-
pension:in business commensurable on May 14, 1976, Our experience in this market
has begn good, and we expect to resolve this matter with a limited delay in busi-
ness. We are seeking to make the right decision, one that will benefit all
concerned. As soon as our New Policy has been egtablished, we will contact you
with reference to any changes in procedure or liability.

Yery Truly Yours, .
GERALD R, MARSHALL,
Vice President.

Firsr NATIONAL BANK or DALy Crix,
) Daly City, Calif, May ‘¢, 1976.
Re “Holder in due course comment” (The Preservation of consumers’ claims
and defenses . . .).
MassAGL MoToRs, INC,
Daly City, Calif. .

GuaTLeEMEN : Under the above mentioned act, which is effective May 14, 1976,
it is unfortunately necessary for our bank to suspend all dealer contract business
as of the ahove date. ; .

The Federal Trade Commission is presumably attempting to put lenders in a
position to be regulators and to use finamcial leverage over sellers to guarantee
goods and services.

This rule pertains not only to contracts, but also to consumers referred by
sellers, which in and of itself will be impossible to police.

We regret this decision and hope it to be only temporary pending further
scerutiny by both the Federal Trade Commission and the Federal Reserve Bank.

We will keep you informed of any policy change appliciible to First National
Dank of Daly City.

Very Truly Yours,

AMicHARL R. WYMAN,
Brecutive Viee Prasident.
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, . VALIEY BAWK,
Srocxer Forp, Kewaskum, Wis., May 6, 1976.
West Bend, Wis. R

-Duar Tony: Until we réceive further clarificats ‘ '
\R " 1 ( cation on the new ¥ ¢ ¥
Sv?l?l{;l:;s%%ibﬁht%gq%n pg:eservatioix of congumers’ defense, wgv 15,‘(;3:; ntlhg“én\%:
» 1 accept any contracts or referraly for any 1 fr ;
dealership. As you will realize after readin 4 Jetter, from Taps
: ; 28 4 g the enclosed letter '
and Lalfiner, to the Board of Governors of the Federal Resctag?é gg?sltx:leg oi‘eig
s A 2 4
We hope that a new ruling will: : y i
ﬁnétﬁcelcotlzltracts Wi yon & Will be amended shortly so that We can once again
€ last day on which we will buy contracts is M I :
1076 we will no longer accept an t ’ ay‘ o, A 0o May -
please ool frer o cogtact me%) Y contract, If you have any further questions,
Sincerely,
ROBERT A. DANIELSEN,
Loan Officer.

[The following letter was subsequently received for the record:]

NATIONAL AUTOMOBILE DEALERS ASSOCTATION,
g;m' Jomx M. Monrary, L AeLean, V., Septembcr 3, 1976.
tairman, Subcommittee on "G’onswrier Pr i inar
otection and Finance, Hou nter-
state and Foreign Commierce Commitiee, Washington, D0 e ?)LtE)

DEar Mr. MURPHY : On Tuesday, August 31, ¢
D U : 0 A & » L was scheduled to testify before
igg;rg&!gcoglxgxt;c;% :cril: boegmg othlée Nlatggml Automobile Dealers Ass%cigg)c:s
egardin e Federa rade” Commission’s new lati
eliminating the Holder in Due Course doctri ‘ i dotonsos. o
X € d waiver of def S -
fortunately, the hearing was adj Just prioc o5 Wi
tu 3 t: Journed just prior to our appear Whi
waiting to appear, I did have the opportunity to h o witnassas, e
: ‘ A : A 11 of ‘the witnesses; The
witnesses ‘who were permitted to testify. ; Montally. o ditors
Y, Incidentally, all represented credit
and not sellers (who are the only ones coverad by the At time).
It was interesting to note, however that ’r"’""“»e" litors' nssescmantons ot tme).
1 S f e, ho . hereditors' assessment of the i t
gg ?1112 151{1111% t:)z% 31;(;;101;] 31*;'%11abnty and cost was the same as our OWS.OTVtitfl lrlggzﬁ%
0 the ¥ - 11es, our assessment is that the BPC reeulation }
stricted the availability of retail credit i1l certai I'to the coxt o
re?}il lcreréit T e ity of future.e it and will certamly add to the cost of
inclosed in our prepared statement that we would like § i ¢ |
g y ; ineluded in the récord.
ggnlljzgz dgf:tlils]s%tci(ztk?oglswqitﬁgemgnt sg]tteen (16)-sample letters sent tloe éég?el\?q
; E: unci 7 i r act
ln%t?il instalimant e wcing the caucellation of f{ealeil contmcts cover-
ile waiting to festify before your Subcommittee, T had i
, ad th y
1ta?) f}égaxﬁ not onlyf the lpz_repared. statements of the various witnesssq,ogggrguﬁzg
el | %gk%ugﬁ;ogi pg’;ltsed'tbyttheSub(&ommittee members and ‘staff, I Wouid
i Jovportunity to respond to these questfions in vriti i
gilgtn&:‘,AI}f;X? theuapp_nrfumty to do 50 orally. T think it is particuI;;f;ni%:Séﬁggn{
S answers to these questions bie inserted into the record since they

represent tl iews .
rezulation. le views ‘of sgllers and problems related thereto under the new

- QUESTIONS 0F WITNESSES RY SUBCOMMITTER MEMBERS AND STATE

Question 1, Has the new FIC regulati i
uestion 1, ] ation alterved in g ¢
jni‘ X;%Tonshlps betyween sellers angcrl1 lenders? rerin Ay way traditional finane-
i response. Yes. NADA in a survey it conducted of ity m
X 2] 5 mber:
%Egt}f)ag:ggq;g\in%se ;nqgecé result of ‘che{}7 rule have demanded th%t t%les (f((\)}\]lgg
sear) | neation agreement with the finaneial instituti imi
1 the one T panden 2 g svit neial institution similar
Ally received from the National Savi X
(copy attached). This and man: iTar ndemmifiontion Lo company
) c] . any other similar indemnifieation i
Dosed by creditors on dealers require that, * T ot tha o
Hoced by crec I eq rat, =, oo, In the event that th ’
asserfs a cInnn allegmg a breach_:of any warranty by the dealer or tth: u{)gm
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facturer and the buyer's complaint is not satisfied within ninety days, the dealer
must repurchase the contract for the balance outstanding.” ;

Prior to this regulation, 809 of my retail fingneing was with the National
Savings and Trust Company, since I found them to be more competitive than
GMAQ which is the financing subsidiary of my own manufacturer. For obvious
regsons, since the enactment of this regulation I lave found it necessary to
tliscontinue this relationship beczuse of what I consider to be an. oppressive
indeminification agreement, This type of indeminifieation agreement could
result in any dealer, including myself, being subject to repurchase of portions
of hig retail consumer credit contracts based on allegations raised by a customer,
the validity of which have not been determined at that point in time. NADA
guestions whether it is the intent of Congress to allow, through the implemen-
tation of this regulation, the placement of a seller in the position of not only
being a vetaller of his produets but now & financier of his own credit sales
a5 well,

Question 2. ¥as there been any adverse impact on the availability of con-
sumer. credit to date? )

NADA response: TWith respect to new car financing, dealevs ave experiencing
a reduction in the number of credit zources available for such fingncing, The
maore creditors available to dealers for financing the better the chance that a
new car purchaser, narticuiarly one that is a marginal credit risgk, svill be ahle
to obtain financing. This means that in some instances people will be denied
the opportunity to buy a mew car because of the implementation of this rule.

Another very important consideration is that because of the reduction in
the number of credifors offering financing on new cars due to this rule, there
is less competition and financing rates will go up, This will add to the cost of
those purchasers who do obtain financing, :

Question 8. What {mpact has the rule had in the direct loan situation wherein
the bank customer purchases a new car from a dealer who hasg an existing
husiness relationship with that bank? :

NADA response: This situation presents the most rediculous result under
the rule. In such cases, the dealer must request that the bank insert the notice
required by the rule in the instruments accompanying the loan fo the bank's
customer. In most cases, the bank refuses to insert such a notice, because they
are not eovered by the rule, and not subject to any penalty. In such cases, the
dealer is left with two completely unseceptable cholees: .

(1) to refuse to sell the car to the customer, or

(2) %o sell the ear and run the risk of a §10,000 fine because a notice was not
placed by the bank in making a loan. ‘

I have highlighted in this letter some of the problems dealérs are experiencing
from the implementation of the ITC rule. We strongly urge the Subcommiftee
to take prompt and effective action as recommended on Page 13 of our pre-
paved statement hy supporting the passage of H.R. 15082. Relief must be pro-
vided in the very near future unless the Congress and the FIC is willing to
runt the rigk of a substantial decrease in new car sales with the resultant ad-
verse impact on the nation's economy.

Sincerely,
Jourxy J, PoEANKA, President.

Mr. Bropurap. This hearing is adjourned. o
[The following letters and statements were received for the record:]

BoARD OF (GOVERKNORS,
TFEDERAL RESERVE STSTEM,
Washington, D.C., August 26, 19%76.

Hon. Jonw M. MurpHy,

Chairman, Subcommittee on Consumer Protection and Finance, Commitice on
Imterstote and Foraign Commerce, U.S. House of Representatives, Wash-
ington, D.C. .

Dear Mr. CamrMaN: I am pleased. to respond to your request for the views
of the Board of Governors regarding the Federal Trade Commission’s Trade
Regulation Rule on Preservation of Consumerg’ Claims- and. Defenses (fhe
Hoider or Seller rule). The Rule, which went into effect on May 14, 1976, pro-
vides that it is an unfair practice for a seller to take or receive a consumer
credit contract or the proceeds of certain consumer loans unless the contract
evidencing the indebtedness includes a provision preserving the consumer’s
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vight to assert any claims and defenses the consumer may have against th

seller against” any holfer of the contract. The CommiSE}i()fl has pr%%osiztdtt:

amend this Rule 50 as to include ereditors. Should it do so, the Board would be
requived by the Federnl Trade Commission Improvement Act to consider adoption

:ﬁ g iﬁgﬁ:ﬂéﬁ fgxe- coﬁu;lmercii'll bagicst.: The Board is concerned that the competi-

g tween: financial institutions n di i
ru}&? i%this by | : s not he, disturbed by the adoptgon of

The Board’s intevest in fhe Ilolder Rule, howerer, goes beyond thig specifie
regulatory responsibility, The Board must be attentive to any 3(rlevelmpmen?: that
may bave a significant impaet on the performance of financlal miarkets or the
general economy. ‘In the context of this broad concern, Chairman Burns wrote
to Chairman Colljer of the Federal Trade Commission prior to May 14 in grder
to convey the Board's view. that, without certain interpretive clavifications and
technieal refinements, the Rule might prompt a disruption of the consumer eredit
D‘lar}{et and thereby adversely sffect the course of the economic expansion,
Chairman pums transmitted with his letter a docoment prepaved by the Bonrd’s
stafl that Included specific recommendations aimed at improving the Rule and
cImqfs:mg its intended scope. A copy of that document is enclosed.

During subsequent weeks the Commission issued several official and unofiicial
statements that provided answers to many of the questions raised in Chairman
Burps’ letter. Most recently the Commission has adopted and published for
comment a $tp.tement of Bunforcement Policy. This document focuses particularly
on the definition of “purchase money loan,” a facet of the Rule that was of major
concern to the Board, The statement substantially alleviates that concern by
defining e term to include only those loan transactions that involve sellers
and creditors related on a continuing basis thivugh affiliation or referral activity,

There nevertheless remain several other significant- aspects of the Rule that
the Board feels warrant further clavification by the Commission. A staff doeu-
ment summamzmg.the stafus of the public positions taken by the Commission
or its staff regarding the Bogrd's concerns is also enclosed. The Board would
be glad to fornish additional information to the Committee for the record in
further explanation of any points in this document. :

The Seller Rule has been in effect for approximately three months, Auy specific
conclusion based on information accumulated by the Board thus far on the
impact of the Rule must be considered tentative. In general, however, develop-
ments to date reflect the process of adjustment by financial institutious to the
increased cogts and potential risks imposed by the loss of the holder in due
course dqctrme. Extending the rule to cover creditors as well can be expected
to intensify that effect, as more institutiong become fully aware of its applica-
hilixty to their operations, : ‘

8 4 result of the Seller Rule, many financial institutions lave begun to take
a closer look at their retationships with sellers, Creditors reported});iure attach-
ing greater sxgmﬁcn,nge to the financinl standing and customer service records
of sellers in determining their willingnegs to continue to finance associated con-
sumer yurchz_tses. As‘ a further step, creditors are strengthening a variety of
recourse devices designed (to apportion any risk of loss between sellers and
themselves. Thus creditors appear to he policing vendor performance to a greater
vxr‘ent, as was contemplated by the Commission. :

_’lhe adjustments being mgde by lenders to limit their increased c(psts and
rigks. under the Rule seem likely to carry with them certain adverse sconomie
effects, however. The more stringent standardy being applied by lenders appar-
ently have led them to end business or veferral relationships with some sellers;
the affected firms consequently have had to turn to less preferred sources of
finance, Dresumably at bigher cost. It seems likely that, over time, some marginal
firms will be forced out of business. Moreover, entrepreneurs attempting to
establish new retail firms without proven financial and service records arve likely
o encounter greater barriers to market entry. : Co

Creditors appear also to be attempting to decrease the duration of their
exposnre to Qossmle consumer claims, It is veported that some lenders either
ligve eut thexr.loan maturities or-have put pressure on retailers to shorten
product or service warranty periods. A widespread reduction in loan matnrities
conld have a sigrificant impact on the availability of credit for certain types
of transactions oi:‘:fgn associated with long-term obligations, such as mobile home
purghasgs or major home improvements. To offset added costs, some financial
mgtx.tuh_ons ;eportedly have also rednced the compensation paid to sellers for

Originating instalment loan contracts that ave purchased by the institutions.
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This development may prompt sellers fo increaseé prices in an attempt to recoup
the loss of revenues. ' ) L

In: summary, the evidence now available indicates that the Seller Rule is
having its intended effect of encouraging financial institutions to police vendor
behavior. This result, however, may carry with it certain undesirable effects,
ineluding a reduced degree of competition in product and credit markets and
an incrcased average cost or lessened availability of credit for the financing
of consumer expenditures. The full economic impact of the Rule will be felt
only with the passage of a considerable period of time. Continued monitoring
of developments in- consumer loan markets: will therefore be needed in order
to gauge the over-all consequences of the Rule, Recent actions by the Federal
Teade Comunission have alleviated some of our concerns, but the Board feels
that the Holder Rule still has deficiencies which the Commission should resolve

promptly. i
Sincerely,
SterHEN S. GARDNER,
Tice Chairman.
Eunclogure.

COMMENTS OF THE STAFF OF THE BOARD 0F GOVERNORS OF THE FIDERAL RESERVE
STYSTEM oN THE KEpERAL TRADE CoMMISSION RULE ENTITIED “PRESERVATION
or ConsuMmERs’ CrAiMs AND DEFENSES” (16 CFR 433)

This memorandum comments on a proposal of the Federal Trade Commissinn
to amend the rule it has adopted effective May 14, 1976, The adopted rule specifies,
among other things, that it shall be an unfair or deceptive act or practice for o
seller to accept the proceeds of any “purchase money loan” unless the consumer
credit contraet made in connection witli the loan contains a prescribed notice
that the holder of the contract is subject to all claims and defenses which the
debtor could assert against the seller. The proposed amendment is an almaost
identical rule applying to extensions of eredit by creditors. The Rule, as adopted,
is sometimes referred to herein as the “Seller Rule,”. the amendment as the
“Creditor Rule,” and botly together as the “Holder Rule”*

Staff believes that the Seller Rule may have a serious impaet on many bank
extensiony of consumer credit. This follows from the rule’s definition of the ferm
“purchase money loan” to include loans where the proceeds are used by the cus-
tomer to purchase goods or services from. a seller who either refers customers
to the creditor or is “affiliated with the credifor by common control, contract, or
business arrangement,” The possible seope of the term “business arrangement”
and the provisions regarding “referrals” are such that banks do not know which
loan confracts will have to include the notice to avoid placing a seller who ac-
cepts proceeds of the loan in possible violation; Banks are also unsure of their
possible liabilities, should they decide to make such consumer loans under con-
tracts containing the notice, - :

Under § 18(f) of the Federal Trade Commission Act as amended, the Board
of Governors of the Federal Resérve System is required, with specified exceptions
not discussed herein, to Tespond to the Commission's adoption of trade regulation
rules by promulgating within 60 days after the effective date of such rules, sub-
stantinlly similar regulations applicable to banks. The Seller Rule was adopted
pursuant to administrative proceedings begun privr to enactment of that Act apd
was not covered by thig requirement, On November 18, 1975, in conjunction with
the final adoption of the- Sellor Rule, the Commission issued the Creditor Rule
for comment as a proposed amendment to the Seller Rule- (40 Ted. Reg. 53530
(1975)). Under §18(£f) of the Federal Trade Commission Act, the Board may be
required to adopt & rule similar to this amendment and applicable to banks, -

The Holder Rule was published as the result of a Commission inquiry into
certain abuses in the consumer credit field where consumers who had been sold
defective goods and services found that'their “duty to pay” had been gepm‘atejl
from the “seller’s duty to perform” by the utilization of certain ajmsive orgdlt
practices (Statement of Basis and Purpose, “Preservation of 'Consr_‘. mers’ Claims
and Defenses,” p.18).. - : . oo . U

The Seller Rule as adopted and the Creditor Rule as proposed, however, will
cover a4 much broader spectrum of consumer credit transactions than is necessary
to prevent the abuses to which the rules arve apparently directed, Cl‘hes}e. inelde

1 Coples of-the Seller Rule and proposed Creditor Rule are attached.
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transactions (1) where there is no arrangement between creditor and seller re-
lating to the credit extended and (2) where-the creditor has no way of knsowing;—i
and the consumer may not even yet have decided—whether the proceeds ofia loan
will Ige used to purchase goads or services, ard if so, from what seller, There will
certainly. be many transactions in which neither creditor nor seller will be able
to determine whether the rule applies (or if it applies, whether the required
notice has been used). .

The remainder of the comments will be addressed to the propoged “creditor
amendment” to the Commission’s rule entitled “Preservation of Consumers’
Claims and Defenses” (hereinafter referred to as the “Holder Rule”).

I THE DEFINITION OF “PURCHASE MONEY LOAN”

jrpe Holder Rule addresses seller-originated credit (credit sales) and nonseller-
originated credit (direct loans). The rule is clear in its requirement that all con-
sumer credit confracts taken by sellers must contain the “notice” preserving
claims and defenses. Thus, any purchasers of such contracts will take them with
full_kx_wwledge that they stand liable for the named seller’s miseonduct,

Similar certainty regarding which contracts must contain the “notice” and
which sellers’ conduct a creditor must stand liable for is not present in the iﬂor—
tion of the rule which applies to non-seller-originated credit. Also, that portion
of the rule appears to go much further than is necessary to eliminate the prac-
tices which were found to be unfair as outlined in the Commission's Statement
of Basis and Purpose accompanying the rule, There is concern that the rule, as
dratted, will impose substantial unfair hardships on banks and other dirvect
lenders. A discussion follows of some of the problems which are likely to arise
from the present definition of “purchase money loan,”

Referrals

_ The Holder Rule defines “purchase money loan™” as a consumer loan made to
purchase goods or services from a seller who “refers consumers to the creditor.”
Permitting the simple fact of a seller referral to trigger the disclosures required
by the rule is unwise. Generally, creditors have limited control over which sellers
muake referrals to them, As a result, the creditors may not know which sellers the
rule requires them to police. Under the present rule, a transaction will require
inclusion of the “notice” even when it involves a seller who makes as few as two
referrals to the creditor, with or without the creditor's knowledge or permission.

Sinee seller referrals, with nothing more, can determine whether a loan is a
“purchase money loan,” in many situations the credifor’s only way of deter-
mining whether a specific transaction must include the “notice” is to ask whether
the customer was referred by the seller from whom he or she intends to buy.
An affirmative answer reguires the creditor either to include the “notice” in
the contract or to decline to make the loan,

In many cases, a customer, assuming that the application is only for a per-
sonal loan, may not wish to state the purpose of the loan or where it will be
spent. While it may not be true of other creditors, banks commonly make signa-
ture loans on the basis of‘a good credit rating. Many consumers will consider
an inquiry as to how or where proceeds of a bank loan will be spent an invasion
of privacy. Many banks have expressed concern that the rule as drafted will
disrupt relations with preferred customers beecause it requires prying into
customers’ private affairs, ‘

A similar problem arises where a conswmer wants a direet loan in order to
shop around before deciding where to make a purchase. The consumer may be

verfectly willing to divulge the intended use of the loan, but the rule effectively -

requires that the consumer alse know where the loan proceeds will be spent
when the-credit contraect is entered into. This js an inconvenience, and the delay
involved may prevent the consumer from getting the best buy.

The rule as drafted presents more profound problems in casges in which it
is impossible for the creditor to determine whether the seller is a *referring
seller” In many situations, asking the eonsumer if there hag been a referral
Trom a seller will not be sufficient to protect the creditor from inadvertent; viola-

_ tions of the rule. The. rule applies wwhenever a seller generally refers congnmers

to a creditor; thisre is no requirement that a specific customer have been re-
ferred, or that the referral be pursuant to some course of conduct or agreement
between creditor and seller, o .
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. The referral aspect of the rule creates problems even when the customer knows
thrg seelfg"s identgty and the ecreditor lknows that the seller makes referrals,
Assume, for example, that the customer decides to make the purchase from a
seller other than thé referring seller after the “notice” has been included in the
contract. The creditor will be lianble for the conduct’ of any other seIler who
receives the proceeds because the “notice” is effective regardless of ‘who the
seller is. Likewise, if the customer informs the bank that the purchase will not
be made from. a referring seller and no "not}ce” is inecluded; a subsequenj: dee'x-
sion to purchase from a refetring seller will place the: un‘mtﬁng_ creditor in
violation of the rule. Therefpre, ereditors may have to require their debtors to
sign a statement indicuting where they will use thq proceeds or convert a}l thgm
loan proceeds checks into payee-designated checks in order to insure against in-
iolations. '
a(lg‘iggfxnghzofgregoing, ‘it would appear that one pf vt-he resulfs qf the I—Iqlde‘r
Rule may be to coustrict the market for personal signature loans since creditors
may not be willing to take the chance tl_mt 10&13 proceeds will nqt be received
by a referring seller. The other alternative available to the creditor would be
to include the “notice” in all consumer credit contracts, thqxeby waiving holder
in due course status and subjecting the creditor o all claims and defenses no
matter wio the seller turns out to be. This is an unreasonable burden to impose
on ereditors. . ) .
The broad scope of the referral aspect of the present Holder Rule may su JE?
ereditors to Yability for the misconduct of sellers over Whm}x ereditors have
no. control, Control over sellers appears to be one of thp rule’s underlying as-
sumptions sinee creditors must have some means of assuring thaﬁselleps;-wnond
to consumer problems. Under the rule as presently drafted, crechgors will stand
ligble for misconduct of sellers over whom they'have'no eontrol in cases where
unsolicited referrals are made or where there is no qrrapgement between the
soller and the creditor, The Commission’s goal of eliminating seller 3;:%:1(111':#
from flie market will not be achieved in such situations because seirs will
have no incentive to respond to consumers’ problems unless they .depend'to some
degree on the creditors’ finaneing. Thus the rule could result in creditor fm_-
feitures (whick merely shift. the costs of seller miseonduct from consumers
onto the eredit industry) or a substantial decrease in direet loan finanecing of
IIII(? is recommended that the more difficult problems with the referral aspect
of the rule be eliminated by providing that only those loans resulting from re-
forrals made pursmant to someé specifie business_am'angement or course nf deal’-,
ing hetween the creditor and the seller be considered “purchase money loans.
Tnder such a revised rule, creditors could be certain of which sellers conduet
they were guaranteeing and could alsoAbe assured that a loan made fo a con-
sumer who was not referred to the ereditors by a referring seller would not be-
eome a “purchase money loan” by virtue of subgequent action by the consumer.
Alzo, sinee the business arrangenient would bepdvant:}gequs to the geller, the
seller would have an incentive to respond to the creditor's requests that con-
§ rohlems be resolved. .
Nu’li‘ll?g pcomnﬁssion’s Statement of Basis and Purpose states that the referrnl.
aspect of the rule was intended to prevent jche collusive use of Vg_ndog-relate.d
loans to avoid putting the “notice” in credit sale cdontracts (pp. 58-67), This
woal twoild be accomplished by requiring that any loan mpde pursua‘{lt to a
Dusiness arrangement between a seller.and a credifor shpuld include the nqtlcv
because any collusive referral a{rangemant would constitute a sufficient business
«rangement to bring the rule into operation. , Lo
migngi:m?%f (t)he ffct fhat the Holder Rule preempts Sfate laws and is likely
to have a very widespread impact, care should be exercised to assure that the
rule is no broader than is necessary to eliminate the practices which were found
to be unfair. The limitation on the scope of thq rule suggest_ed abo»:e wonld
not limit the effectiveness of the rule in prevenh‘ng‘ the pmetlces 'wluch were
fonnd to be unfair and, at the same time, would eliminate most major problems
raised by the referral aspect of therule in its present form.
A pitiation by Common Control, Contract, or Business Arrangement » )
The second aspect of the definition of “piirchase money loan" requires inclusion
of the “notice” preserving claims and defenses xyhen 2 eonsymer loan is n;ade fo‘
purchase goods or services from a seller who “is affiliated w1th”the cr‘edxtqr 1»3{
common control, contract, or business arrangement.” “Contract” and “business
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arrangement” fre defined, in general, as any arrangement or course of dealing
"Iixn eoxflz’]’ection with the sale of goods or services to consumers or the financing
thereof. i

Just as the referral aspect of the rule may be read as not requiring that a
gpecific loan actually be made pursuant to a referral in order to be covered, the
contract-business arrangement aspect of the rule may be read as not requiring
that & specific loan actually be made pursuant to the contract or business ar-
rangement between the seller and the creditor in order to require inclusions of
the “ndtice,” The only requisife is that a contract or business arrangement must

exist between a seller and a credifor; where this is present, any loan made by |

the creditor, which is used to purchase goods or services from that seller, will
be covered by the rule. Many of the same problems which were raised under the
discugsion of the referral -aspect of the rule ave also present in the contract-
business$ arrangement aspect of the rule, For example, if a borrower, without
being referred, applies to a bank for a direct personal loan with the intent to
buy a refrigerator from a seller who has a business arrangement with the bank,
the eredit contract must contain the “notice.”

The rule also would provide that the loan would come within the scope of the
rule it the consumer, at the point of application, had not decided where to pur-
chase the rvefrigerator and later purchaged from a “related” seller, or if the
consumer, after indicating an unrelated seller, purchased from a related one. If
the “notice’” had nof been included in the contract, a subsequent decision to pur-
chase from a seller who was related would place the ereditor inadvertently in
violation of the 1ule. Conversely, if the “notice™ tas included, the ereditor wouldl
stand liable for the misconduct of any seller chogen by the consumer, whether
or not a business arrangement existed.

All ereditors who make personal loans face thése problems because, wwithout
adopting paree-designated checks, they have no control over the loan proceeds
once the loan is made, As previously discussed, the effect of the rule could very
well be to eliminate the traditional direct personal hank loan from the market.
Tha rule would in effect require creditors to inquire into the “what for” and
“where” of each Ioan and would necessitate the development of means of assuring
that loan proceeds be spent only at the disclosed seller's establishment. The
other creditor alternative would be fo include the “notice” in all loan contraets
and hope that the seller eventually chosen is reputable. Neither of these alterna-
tives is desirable to creditors. i

It is recommended thatrshenroblems indicated above be eliminated by drafting
the rule 8o as to provide that each loan must he made pursuant to g contract or
husiness arrangement concerning constuuer financing hetween the seller and the
craditor in order for it to come within the definition of a “purchase money loan."
If the consumer indicated that a related seller had vecommended the eveditor,
the “notice” would have to be included in the contract. The “notice” would not
have to be included if the creditor was unable to determine the identity of the
seller after a good faith effort to do o, As the Commission stated in its State-
ment of Basis and Purpose (p. 129}, the ruke is infended to prevent “conéerted
or cooperative eonduct between sellers and creditors™ dirvected at separating the
seller's dufy to perform from the buyer's duty to pay. This solution goes as far
as is needed to eliminate the practices found by the Commission fo be unfair.

The second major problem involving the contract-business arrangement aspeet
of the definition of “purchase money loan” eoncerns the type of contraet or buxi-
ness arrangement flat was intended to bring the rule into operation. The defini»
tions provide that only those contracts and business arrangements which are
“in eonnection with the sale of goods or services or the financing thereof” would
bring a fransaction within the scope of the rule. No further guidance is provided
as to what type of contract or wrrangenent is contemplated., The types of abuses
fliscussed in the Statement of Basis and Purpose, together with the definition,
would lead one to the conclusion that “contraet” and “business arrangement”
refer to some agreement, nnderstanding, or course of dealing pursuant fo which
the creditor supplies financing for consumer purchases from the seller. Intormal
discussions between the staffs of the Board and the Commission have indicated,
however, that the Commission staff’s interpretation of the rule is that any
contract or business arrangement which “touches” the goods or services is sui-
fielent to bring a loan made to purchase those goods or services within the defini-
tion of a “purchase money loan,” Thus, the following types of arrangements,
understandings, and procedures may qualify as “business arrangements”: (1}
checking account, (2) foor planning, (3) unrelated loan to the seller, and, (4}
unrelated loan to the seller where inventory of =eller secures the loan,
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This interpretation seems to expand thz rule's scope beyond the type of trans-
actions which the Commission found to be unfair. It is recommended that the
types of contracts or business arrangements which will bring the rule info

operation be clarified.
I, CHECK CREDIT

“Check credit” refers to credit extended pursuant to check overdraft plans,
Informal discussions with Commission staff have indicated that the Commission
had not intended the rule to reach check credit. Nonetheless, the definition of
“purchase money loan” would encompass check credit when the proceeds of a
check credit transaction are used to make a purchase from a referring seller or
from a- seller with whom the bank has the requisite confract or business
arrangement. i

“Check credit transactions would apear to have no relation to any of the unfair
practices which the rule was intended to address. No collusion can exist between
the seller and the. creditor in such ftransiactious since neither the seller nor the
creditor is aware thaat a credit transaction has occurred when a check whielt
will overdraw the consunier's account is written. Even the consumer may not be
aware that a credit transaction is taking place, Furfhermore, because of delays
inherent in the check clearing process, checks which were not expected to over-
draw may do so and cheeks which the consumer thought would overdraw may
not do so. .

The Holder Rule as it relates to check credit would be unfair to banks which
acecount for nearly all demand deposit accounts nationally. Banks have no control
over where the proceeds of an overdraft check will be spent, Neverthless, under
the proposed rule factors totally beyond a bank’s control will effectively compel
the bank to accept liability for the misconduct of s seller who accepts a cheek
or iftw proceeds. .

Another operational problem arises in the case of check eredit. Arguably, the
consumer credit contract in cases of check credit is the check itself. If so, the
“notice” would have to be printed on all checks used in overdrafi accounts sinee
the bank would have no way of knowing in advance whether any particular
check would overdraw and whether the check or ifts proreeds would be used for
a purchase from a seller who made referrals or had the requisite relationship
with the bank. :

It is recommended that the Holder Rule’s definition section be amended to
specifieally exclude check credit from the scope of the rule.

IIL AGRICULTURAL CREDIT

The Holder Rule reportedly was not intended to extend to agricultural eredit,
but this type of eredit is specifically brought within its scope by defining “finane-
ing a rale” as: “Extending credit to a consumer in connection with a ‘eredit sale’
within the meaning of the Truth in Lending Act and Regulation Z.”

Credit gales under Truth in Lending include those for agricultural purposes.
The definition appears to be an afiirmative expression of intent to include agri-
eultural credit sales within the rule’s scope. The rule contains no similar affirma-
tive indication that Ioans (as opposed to credit sales) for axricultural purposes
come within its scope, but neither is fhere any indicatipn suggesting the contrary
interpretation.

It ig questioned whether there is a reed for the inclusion of agrieultural eredit
under the ¥older Rule. There has been no indication that agricultural trans-
actions. have been subject to any of the practices found to be unfair by the
Commigsion. . : . :

It is recommended that agricnltural credit be exempted from the rule’s cover-
nge until it has been demonstrated that agricultural transactions do involve
abusive practices similar to those addressed by the Holder Rule. -

IV. GOOD FAITH ATTEMPT T0 RESOLVE THE PROBLEM WITH THE SELLER

It is vecommended that a provigion be included in the Holder Rule which would
require that a consumer who has encountered problems with—a seller’s needs
or services make a good faith attempt to resolve the problem with the seller
prior to taking action against the creditory A good faith effort at such a resolu-
tion would not impose an unreasongble burden on the consumer and would seem
to encourage the most expeditious resolution of consumer problems. Normally,
it is ouly after the consumer is unable to get any satisfaction from the seller

et o i
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that the creditor should be brought into the ne otiations, In many si ions

cousumer will attempt to resolve the problem wgith the seller first ybﬁl?%?l&??xfa;
{1pt always be }:he‘casg. It should be noted that the holder in due’ course provi-
swn‘ in thg Fair bx:e(_ht Bﬂlu}g,j Act preserving consumers’ claims angd defenses
does contain a provision requiring a good faith effort by the consumer to resolve

the problem with the selles,

V. TORT CLAIMES

The Holder Rule subjects holder

s of consumer credit contracts to all claims

nnd'defenses that the debtor could assert g ainst the seller of 5 3
- services that were the subject of the contract.g;rhis includes anyojioiléilg?&dghg;
»t!{e debtor may ha_ve. Congress, in § 170 of the IMair Credit Billing Act, spebiﬁcally
excvluded.tort:. claims from the types of preserved claims. Claims of this type
hm‘e ne relation to the type of unfair practices which the Holder Rule addresses
11(.)1 does there appear to be any valid reason for holding the creditor liable for

px%)lg;ni gzéxrgzrl;ez;lxae grzéﬁez;ble to the manufacturer of a product.
‘M 3 Tecor led that, in light of a specifically expresg : -
gressional view regarding precisely the same issue,ythe’p(}o;?gfisgiﬂ&trgfge %gﬁ-

sideration to excluding tort claims

(or at least personal injury and property

damage claims) from the type of claims that may be asserted by a consumer

under the rule.

VI. LEASING

The Holder Rule is unclear as

to its intended coverage of leases. Section

433.2 declares that any consumer credit contraet in connection with a lease of

goods or services must contain the

notice. Yet the rule's definitions contain an

indirect reference to leases based on the definiti “ i

; ! : S ed ion of “credit sale” under
l'xl'lqtllll in Lending Act. This definition of “credit sale” applies only to.those 12n§1$§
which are the functional equivalent of a “credit sale” because the “lessee will

become, or for no other or for a nominal considerati i
€, 0 : an eration has the opt
the owner of the property” which is fthe subject of the lease (15 U.%.l((}).n §t:(l)68§(:(§[)n;}.

2

It Is recommended that fhe rule be clarified to indi i
mme Ihe cate that onl
the functional equivalent of an extension of credit are cgverest’l.l eases which are

VII. AVAILABILITY OF RECOURSE ABRRANGEMENTS

Tnder the Holder Rule as currentl i
: : ¥ drafted, a creditor who makes a pur
énﬁneyéoan is §ubJect t_o any claims or defense’s that may be asserted agginl:él 11311?2
eller, As previously diseussed, the mere fact that a seller refers consumers to

a ereditor will bring any loan made

by that creditor to finance a purchase from

that seller within the scope of the ruls. It i '
L ule, is not necessary that such referr.

$a) ‘not oceur pursuant to Aany. business arrangement or s;]xldersta;ding? thaél;sr

Ay occur totally on the initiative of the. seller, If the consumer subseqﬁently

asserts a legitimate claim or defense
1o recourse against the seller to ree

against the creditor, the creditor will have
over. the loss. The creditor will not be able

g .%xer{:f_my Dressure on the seller to obtain refmbursement. Nor in this instance
o pfi poasxl;;:le fm: the creditor to require a recourse agreement as a condition of an
wou%‘gxﬁen é)f, a4 consumer credit conj:racp. Losses owing to seller misconduet
e atxl'lg 0 be absorbed by the creditor in this situation. As previously recom-
e » 18 problem should be remedied simply by requiring referrals to be pur-

ant to a business arrangement or understanding in order for a loan made

bursnant to such referrals to qualify

as a purchase money loan.

VIII. THE HOLDER RULE AND STATE LAW

Many States eurrenily have laws in effect which limi
L \ which limit the use of holder i
tourse status, although none appear to be as comprehensive as the Comgfislgigxsg

broposal. ‘It apparently is the Comm

igsion’s intent that all these State laws be

Preempted by the rule. It is recommended that the C ission’s i i
reﬁz&r% to preemption of S‘tage law by the Holder Ru?e %(()amcﬂlsisﬁlgg.s tent with
s d Srglotnful,iv, the Oomxmssmp rule will have to fit into the broad framework of
py 71:1 g s aws‘,kand such. interplay may posc many potential problems. An
Xample of such State law difficulties conecerns the problem. of recourse arrange-

ents of creditors with small lenders
Sumes.that creditors and sellers will

. The rgtionale- behind the Holder Rule as-
enter into some type of recourse arrange-

ment so that creditors will not be required ultimately to bear the cost of seller

misconduct. However, many States h

8094 O ~ 77 - 13

L4

ave “small loan” laws which prohibit any
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person from owing or potentially owing more than a statutory amount  {the
“small Joan” limit) to 4 small lender, If a small lender enters into several pur-
cbase money loans for coisumers’ purchases from a specific seller and also has
a recourse arrangement with that seller, the seller will potentiglly be liable to
the smail lender for an aggregate amount in excess of the small loan limit. These
. laws may prevent small lenders in some States from protecting themselves
through recourse agreements with sellers as envisioned by the rule and the rule
dees not provide any other meang for creditors to protect themselves.

It is recommended that attention be given to.conflicts between the Holder
Rule and State laws which, although not preempted, may affect the assimila-
ton of the Holder Bule into State sfatutory frameworks,

IX, ECONOMIO IMPACT

The Holder Rule’s Statement of Basis and Purpose indicated that the Com-
migsion has given consideration to the reduction in the gvailability of credit and
thedncreage in the cost of credit which are lkely to result from the adoption of
the Holder Rule. The Statement of Basis and Purpose suggests that a balancing
test lias heen applied and that the Commission has determined that the benefits
{0 acerue from the adoption of this rule outweigh the eosts (p. 116). The rule’s
impact in the following areas may warrant further attention to determine
whether the rule’s adverse impact can be minimized without doing damage to the
rule's effectiveness. :

Large Ticket Itesas Involving Long-Term Toang .

The application of the Holder Rule to the sale of large ticket items such as
mobile homes and boats which are generally financed over a long peried of time
may chuse a restriction in the availability of credit for sueh purcuases, A creditor
faced with the prospect of continuing exposure to liability over several years
for claims and defenses asseriible agaiust the seller is likely to be hesifant about
making such loans, The seller may go out of business during the ferm of the
Ioan leaving the holder of the contract as the gole guarantor of the goods. Alse,
over the life of the loan contract there are apt o be problems arising with the
goods which are caused by the passage of time rather than by any seller mis-
conduct or product defect. While the rule does not subject the creditor to Habil-
ity for such problems, the fact remains fhat the consumer may feel that the seller
or the ereditor should be Tiable and stop payment on the obligation, In that situa-
tion, ';the only way the credifor can force the consumer fo resume payment in-
volyeg the wipense of taking the consnmer to court. Toward the end ofia long-
term.obligation, the amount réemaining to be paid will probably be small and it
may eost the creditor more to go to court than fo write off the remainder of the
obligation. The creditor on a long-term obligation must face this possibility as
long as any money is owed on the obligation. .

It is recominended that thiy problem be- given further careful consideration

before it is dismissed. One possible solution would be to lHmit the time during ‘

which a ereditor would be subject to claims and defenses £6 & reasonable number
of years. :
Baiyiers to Entry ; : : ‘
he adoption of the Holder Rule is likely to make it more difficult for new

businesses to enter the market. Creditors may well be hesitant about buving
consimer paper from a new business and may not enter business arrangements
with’ o new enterprise because of uncertainty about that company’s business
practices, The very real possibility that the business may fail leaving the creditor
ag the only guarantor of any goods sold may also make credifors reluctant to
finnnce credit sales by new businesses or take assignments of their consumer
panér. . ‘
R X. TECHENICAL AND OPERATIONAL QUESTIONS

Comments and telephone communications with affected ereditors have raised
numerous questions on the operation of and compliance with the rule It is recom-
mended that the Commissiom attemnt to answer as manv of these guestions as

possible in order to facilitate compliance. It is suggested that this be done either
by thaking clarifying modifications in the tule or by disseminating explanatory -

muaterial on the rule. :
"Among the questions raised are the foliowing:

i R i e R
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" 1. Concerning the “notice ; -
(a) May thenotice be onthe back of the contract?
(b) May the notice be sthmpeti on £he eontract?
(c) 3{ust the notice be above the cofisumer’s signature?
4 (4 m,_giy_ the notlcg go én a separdte page and be incorporated by rerarence?
One ng\hcularl*y (roublesome question has arisen from ereditors' uncertanty
at the th e of entering into a transaction as to whether the rule applies to that
transactioh, Creditors have asked whether they can include the *motice” in all
cog:?éugﬁls' ffgg%igscontmcgs and precede it with a provision such as the foliowing :
a u " 3 . -
vision pogtn 16 2 purchase money loan as defined in the rule, the following pro-
The rule does not specificall prohibit this type of isi
. L ; ; 3 Drovision, but the resnl
rt;1 use will be to Severel‘y hmiy;c the rule's effectiveness. A consumer will n%g gg
a~1 & to respond to a credltor’§ suit for payment simply by raising a valid defense
which the consumer has against the seller. Iy tead, the consumer will first have
tllle burdex} 'of proving th‘m_', the loan was a purchase money loan which will, in
3}1 &2(;};::;&);5131; inv;)}vga h1rmg«t%n atforney. As a result, the expense of asserfing
K €iy 10 be more than the amount involved; i
on '_I_Eﬁe rule a]xgld it will be reduced to & pullity, ved consmmers will not rely
¢ use of such a clause is merely a response to the uncertainty i
regarding hich transactions are covered by the rule. If is hnpéd tgaintfltée(}rolg?
(I’l}liSlc(;I;utgéus ilgx_'lxse Ehe% 1fulebto a%? the necessary c¢ertainty. In any event, the vse
ilar to the a ohibi " ibi
tio; xﬂade e i ove-disenssed should be prohibited and such prohibi-
- Regarding seller-originated paper, does the value of a traded i
. M 1
a;xiot}nt paid b.y‘the de‘})tor under the contract so as to be recoveérgbcl?‘l?snmte an
- 1-1301 el‘gg sﬁfl?snt;txlx({):?a Iof) ptuxéchase m(l;ney loan” covers loans which are “applied in
¢ : art, to a purchase of goods o icos™ in
Wgnt‘i gqnsumteseg “subst;antial part” of a lgan ? " Services” from certain sellers,
‘oS assumed that the Commission, by its use of the term “good
: 3 ry d S -
ires,” interded to eliminate real property transactions from the schpe ofaali i?llsl‘(:.

(a) Home improvement loans where the i i
\ € Improvement will become real -
erty but the % i or
o oot oan proceeds are used to pay for materials and the builder’s
(b) Mobile home sales swhich are c¢onsi \
nsidered r i i
some States and personalty transaetions in others? °R Broperty transactions {n
* ;. #* &

i
SELLER RULE

See “PRESERVATION OF cons{}am‘za' CLAIMS AND DEFENSES'
431 Defnitions. ‘ '
.2 Preservation of co: 3 i { i
frabiinod c’ nsumers' claims and defenses, unfair or deceptive gets
AUTHORITY : The provision i 433 i :
smendag s 30 4 oo 4;;‘ v : e(()Ls of this Part 433 issued under_38 Stat. 717, as’
§433.1  Definitions

(2) Person.—An individuai i )
. s COTporation, or any other business izati
e r(;:)) ({o;wqur.‘——.& natural person who s:eeks or acquires goods 01? giurf%‘;:g:l g::.:
(c}n%' r gggg}y, oAr householdhuse.
; “—A. person who, in the ordinary course of busin
;gtge?;%%;i gr__ﬁ?};'%zggz ;h:uszltlle of goods or services to consurﬂérsezsﬁ ;egggegég
) i Pro , Such person is not acting, ' i
ticélét;r If)ransactmn, in the capacity of a eredit card isgsruefgr thg pithoses of & par- |
e r;tr{faselfln“?ney loan,—a cas{l advance which is received by 4 consumer
At o, £ x;u 15111 tionn%m\:? hglzlayge" “{’.f_.%in the meaning of the Truth in Lending
W 18 applied, in whole or substantial
chase of goods or servfces from a Tmiers b the argL
C  Or & geller who (1) refers co  eredito
or (5} 10 aras : S consumers to the creditor
urxzangemegt, fed with the creditor by comman contro_l. contract, or business
e} Financing o sale—Extend: - : ,
. . 7o 2 > 0z eredit to a consumer in cgn i
Credit Sale” within ihe meaning of the Truth in Lending Act andnﬁggﬁagﬁl;
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£) Contract.—Any oral or written ngreement., formal or infm:mal, between a
cre(di)tor and a seler, which contemplates or provides fo1: cooperative or concerted
activity in connection with the sale of goods or services to consumers or the
finanecing thereof. . .

(g) B%Lsiness arrangement.~—Any understandmg,_ procedure, course of deal:_ng,
or arrangement, formal or informal, between a creditor and a seller, in connection
with the sale of goods or services to consumers or the financing thereqf.

(h) Credit card issuer~—A person who exten%s to cardpolders the right to use

edit card in connection with purchases of goods or services. .

* c(r i) Consumer credit contract.—Any instrument Whlf:h evxdens:es or embodxss a
debt arising from a *Purchase Money Loan” transaction or a “financed sale” as
in paragraphs (d) and (e). . L
dei(i?)edgglxér._i II))erscfn )who, in the ordinary course of business, gsells or leases
goods or serviees to consumers. 7 .
§ 433.2 Preservation. of Consumers' Claims and Defenses, Unfair or Deceptive
Acts or Practices ‘ ) . . ore. 1o or
I nnection with any sale or least of goods or services io COnSumers, In
affel::tgnog commerce as “commerce” is defined in the ‘Federal Trade Comm1§s101:
Act; it is an unfair or deceptive act or practice within the meaning of Seetion §
of that Act for a seller, directly or indirectly, to: . :

f(:a) Take or receiw’re a consumer credit contract which fails to contain the
following provision in at least ten poixr?, bold fape, type:

‘ NOTICE |
Any holder of this consumer credit contract is subject to all claims and
defensées which the debtor could assert against the seller of goods or services
obtained pursuant hereto or with the proceeds hereof. Recovery hereunder

by the debtor shall not exceed amounts paid by the debtor hereunder. .
or, (b) Accept, ag full or partial payment for such §ale or lease, 'ghe proceeds o
an’y purchase money loan (as purchase money loan is defined hereln)? unless -any
consumer cre/4t contract made in connection Wiph such purchase x'noney'loan
contains the following provision in at least ten point, bold face, type:

NOTICE

=

. // . }j\

Any holder of this consumer credit contract is subject to all»clqéms £n
defenS;es which fhe debtor could assert against the seller-of goods or ervm:lsi

. obtained with the proceeds hereof, Recovery hereunder by the debtor sh
not exceed amounts paid by the debtor hereunder. E

' (reprior RULE
- 1
“pRESERVATION ON CONSUMERS CLAIMS AND DEFENSES’

Sec, .
33,1 Definitions. i )
igg.é Preservation of Consumers’ Claims and Defenses, Unfair or Deceptive
E Acts or Practices. ; —
AvurHorrTY: The provisions of this Part 433 issued under 38 Stat., 717, as

amended, 15 U.S.C. Section 41, et seq.

§ 488.1 Definitions® . , ] i
. (a) Person.—An individual, corporation, or any othgr business orgamza‘1 gnl:
“(B) Consumer.—A natural person who seeks or acquires goods or services fo
: ily, or household use, o ST L
pex(‘ic;n%;efgg;}f_fi person who, in the ordinary course of business, lendg ,pm(i
chase money .or finances the sale of ,googls or services to consumers on. g -de err:r.

payment basis; Provided such 1{;Srsfon is ‘(Jlnigt acé{r;%,u ggr the purposes of a p
‘ular transaction, in the capacity of a eredit card issuer. . ‘
m‘(l}i%rlt’ﬁlrc%zst; m’mmy lomg-—A cash advance which is received b.v‘q c%'tsu(iper
in return for a “Finance Charge” Within_ the meaning of the Truth én en mﬁ
Act and Regulation Z, which is applied, in whole or substantial part, to adgltlor
chase of goods or services from a seller who (1) refers consumers to he credi

i’.L‘he amendment makes ‘no changes in this section.
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or (2) is affiliated with the creditor by common control, contract, or business
arrangement, : : :

(e) Financing o sale~—~Extending credit to a consumer in connection with a
“Credit Sale” within the meaning of the Truth in Lending Act and Regulation Z.

(f) Oontract~—Any oral or written agreement, formal or informal, between
a creditor and a seller, which contemplates or provides for cooperative or con-
certed aetivity in conneection with the sale of goods or services to consumers or
the financing thereof. =

{g) Business arrangement~—Any understanding, procedure, course of dealing,
or arrangement, formal or informal, between a creditor and a seller, in connec-
tion with the sale of goods or services to consumers or the financing thereof. .

(h) Credit card issuer.—~-A person who extends to cardholders the right to use
a credit card in connection with purchases of goods or services.

(i) Consumer credit coniract—Any instrument which evidences or embodies
4 debt arising from a “Purchase Money Loan” transaction or a “financed sale”
a8 defined in paragraphs (d) and (e). :

(j) Seller—A. person who, in the ordinary course of business, sells or leases
goods or services to consumers. .

§ 433.2 Preservation of Consumers Claims and Defenses, Unfair or Deceptive
Acts or Practices o

In connection with any Purchase Money Loan (as that term is defined in
§433.1) or? any sale or lease of goods or services in or affecting commerce as
“commerce” is defined in the Federal Trade Commission Act, it constitutes an
unfair or deceptive act or practice within the meaning of Section § of that Act
for a seller or a creditor, directly or indirectly, to take or receive 4 consumer
eredit contract which fails to contain the following provision in at least ten point,
boldface type:

NOTICE

Any holder of this consumer credit contract is subject to all claims and
defenses which the debtor could assert against the seller of goods or servicés
obtained pursuant hereto or with the proceeds hereof. Recovery hereunder
by the debtor shall not exceed amounts paid by the debtor hereunder.

STAFF MEMORANDUM SUMMARIZING THE FEDERAL TrADE CoMMISSION'S
Craprrying Acrions ox 118 HoLper IN DUE ‘COURSE RULE

On May §, 1976, the Board of Governors of the Fedéral Reserve System sub-
mitted to the Federal Trade Commission the comments of the Board staff on the
Commission’s rule entitled “Preservation of Consumers’ Claims and Defenses”
which was scheduled to go into effect on May 14, The comments raised a number
of questions and problems regarding the scope, opération, and impact of the rule
and made suggestions for clarifying and improving it.

. The rule went into effect on May 14 as scheduled. Since that time, the Commis-

sion and its staff have issued a number of documents which respond to the prob-
lems raised by the Board staff and which clarify the intended scope and opera-
tion of the rule, These documents include the Statement of Enforcement Policy in
Re Trade Regulation Rule on Preservation of Consumers’ Claims and Defenses
{SBP; adopted August 3, 1976), Guidelines on Trade Regulation Rulé Concern-
ing Preservation of Consumers’ Claims and Defenses (Staff Guidelines), and
Commission advisory opinions issued in response to specific questions.
. gtaﬁ' considers the SKP to be the most significant of these documents because
it iy an official Commission reésponse to the Board’s most urgent concern, the
scope of the definition of “purchase money loan.” With a few exceptions, the SEP
adequately answers most of the questions that have been raised by staff regarding
this troublesome definition. However, this docu {ent does not attempt to reéspond
to other questions raised by the Board such as'the applicability of the rule to
agricultural credit, leases, and check credit and the interplay of the rule with
State law. Presumably, the Commission felt that these questions and the others
raised in the Board staff's comments to the Commission ‘were. answered in the
FIC Staff Guidelines document, While this is true with regard to many of the
Issues, staff -would prefer that these questions be answered in a document for-
mally adopted by the Commission, ’ S '

'2The proposed amendment adds the underscored words and deletes § 483.2(b). ~
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1. Definition of “Purchase Money Lean—The purpose of th? SHP is confined
to clariff;ing the gcope of the definition of “purchase money Toan.” The SEP makes
the following three basic clarifeations:

(1}uA buginess arrangement must be ongoing and clearly related fo sales or
sales financing. The statement made 3 the Staff Guidelines document kthat a ﬂoox:
planning arrangement qualifies as g’ business arrangemgnt has been  retracted;
aceording to the SBP, floor planning i§ a business relationship unrelated to the
financing of corisumer siles. ) : h

(2) Unilateral referrals by 4 seller with no knowledge and permission of the
creditor are not sufficlent to bring the rule into play. In order for tl_le 'rule to
apply, the seller and the ereditor must be engaged on.a ,contniming bagis in eoop-
erative or eoncerted conduct to channel a consumer to a particular lgngler. Occa-
sional isolated referrals where there i§ no pattern of cooperative activity do not
bring the rule into play. . : o L

{3) 'Theruleisnot intended to subject a seller to liability for accepting the pro-
ceeds of a “purchase money loan” when the seller had po reason to believe that
he'was receiving proceeds of such a. loan. When the objective cu'cums'tances donot
indicate the source of the proceeds or do not provide reason to believe that the
proceeds may be from a “purchase money oan,” there ig no obligation to furt;her
investigate the sounce of the proceeds, o

Pxamples illustrating each of these points have been provided in the SEP with
clarifying comments where necessary. Staff believes that the <:_1ar_1ﬁcat10n of what
is meant by a “business arrangement” and the statement §pec1£ymg the extent of
the seller's duty to {determine the source of proceeds eliminate the problems con-
nected with these issues. However, two issued remain: '

(n)y What is the applicabilify of the rule when the creditor makes 2 signature
loan to # customer who either will not disclose where he intends to use the pro-
ceeds or has not decided where he will spend theproceeds? L .

() How does the rule operate when the borrower, after informing the creditor
where he intends to spend the proceeds and having the‘contract made out accord-
ingly, changes his ntind and gpends the proceeds somewhere else? :

9" goverage of Check Oredit—The Board staff comments urged the Commission
to specifically exclude check credit from the Holder Rule’s coverage. Commission
staff has indicated that the rule was not jntended to cover check credit, but as
yet no formal confirmation has been jssued by the Commission. .

3. Caverage of Agricultural Oredit—The Board staff comments, citing am-
biguities in the rule's definitions, recommended that the FTC exempt agricul-
tural credit from the rule. Commission staff has informally stated that such
credit was beyond the rule’s secope and has reiterated this position in a letter to
Congresswoman Sullivan, However, no formal statement from the Commission
hag been released. , .

4, Ooverage of Consumer Leasing~—The rule's definitions raise guestions con-
cerning the coverage of consumer leases. The Board staff comments recom-
mended that such coverage he limited to those leases which are the functional
equivalent of an extensior of eredit, The Commission hag issued no formal state-
ment -on this issue. . . ]

"B, "Required Good Failh Attempt by Consumers to Resolve Disputes With
Sellers Before Assertion of Qloims and Defenses Agoinst Qreditors.—The Board
staff comments recommended that such a requirement be added to the rule. While
the SEP does not address this guestion,’by a separate formal opinion of ¥TC
counsel to the National Automobile Dealers Associntion, approval has heen

iven to-insert such a reguirement in consumer credit contracts where State
low: requires 4 good faith attempt to resolve the dispute with the seller in order
t0 assert the claim or defense. o )

6. Assertion of Tort Claims by Consumers—The Board staff comments rec-
ominended that the FTC consider excluding personal injury and property dam-

age claims from the rile. The Commission did not address this issue in the SBP - .

and all indications are that the Commission and its staff ‘believe - that such
claims should be assertible against the holder to the extent of the amount
already paid on the obligation, . ) )

7. Impact of State Law-—The Board staff comments recommended that the
PTG clarify itd intent as to the preemption of State laws dealing with holder in
due course statug. The comments also recommended that close attention be given
to-the rule’s impact on State small loan laws, To date, neither the Commission
nor its staff has addressed this very complex issue, aithough it appears that the
TTC intends to preempt all State provisions regarding  the holder doctrine,
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8. Economig Impact of the Rule~The Board staff comments recommended
that a time limit be placed on a creditor’s exposure to claims and defenses in
jong-term contracts and warned the ETC that the rule could raizse barriers to

. the entry of new sellers to the market. These issues have nof been addressed by

the Commission or its staff, -

9. Technical and Operaiiondl Problems~The Board siafl comments raised
sevgral operational problems associated with the placement of the rule’s required
Eggl%%elo’lttskstaﬂ has addressed these issues but no formal Commission position

T en.

- TEXAS BIANUFACTURED HousIiNg ASSOCIATION,
- ustin, Tew,, August 19, A
Chairman JoEN MURPHY, . ) » August 19, 1576 .
Subcompmittee on Conswmer Protection Finance, Commiitiee on Interstate end
Foreign Commerce, Washington, D.C. -

Dean Mn._ C}IAIRM;}N‘: Ag an industry producing a form of shelter which, for
thousands, is providing an affordable answer fo their housing needs, we are
deeply concerned about the recent BTG Holder in Due Course rule,
foi}tcgggglégzst?;n iBob.Eckh;_zrdt‘s suglgegtizg we are gppealing to you directly

i on in view of your scheduled hearings on the Hol i
G%ﬁe August 24 and 25. : : : ® : \der in Due
S ;arpendment would snspend the current FTC Holder in Due Course rile
and require the Federal Trade Commission to reissue its ruling in compliance
witp the due process procedures of the 93rd Congress FTC Improvementy Acts
(Titles II of the Magnuson-Moss Warranty Act.) .

The F’l‘(} rule, as it currently stands, could either force the lender to-in-

grggﬁz 111118 n;ntcleggit rag;e to g)ver hits lizébility or it could stop him from making
ome s where the contract has be } i

ho%; oon ben generated thrqugh; the mobile

s isgue will severely restrict the availability of mobile home financing in

Texas. And, considering the  currently restrictive lending practices nowg in

elffect along the Texas coastal areas due to our windstorm insurance problem,

the Holder i.n Due Com'se. rt}Ie will simply compound this intclerable situation.

Your consideration of this isgue will he most deeply appreciated.

Lestie M. BeAgs; President.

» tHousmG AUTHORITY, .
Igmg- Fomy Mumray, ecatur, Ga., September 2, 1976.
ubeammiittece on Consumer Protection Finance, ‘Commniittee 0 I . Qi

Foreign Commerce, Washington, D.¢. ! o : Hrersiote s
DEAR Mr. Cmaraman: I wonld like fo take this op, i ’
X ould 1 . portunity to set forth
this Authority and its rehabilitation program has been affectjs;d by the “15[0111(%;‘1i
in Due Course Rule” promulgated by the Federal Trade Commission on May 14,
%tgeTe%r ggls't%ef;lg xl'lel;]u_efg; éhfat the foAllowing be written into the Congressional
( heing submitted from an Authority that i 3 1
rel’;%f fg;n the aforementioned Rule. ¥ : t 15 opposed to and/or Aesies
& City of Decatur, population of 22,000 people, hag successfully participated
in various programs through the Department of Housing and Urban Igevéloplizient

-and is currently undertaking a Community Development Progra
ing Y Y, GTan: o -
- harmless City with a funding level of $678,000.00. O%) that amo&nt, th?aq}it;] ‘})zlgs

seen fif; to direct at least 15 of same toward rebabilitating properties within the

Gtwgllxpuxiitythl)evflopment Target Aved. . : . N
s Authorify has contracted with the City of Decatur to carry oh
rehabilitation’ portion of the Community Development and the Urb’g:xi B?ogl:
s}t]gadmg Program. Due to the limited funding under the Seection 312 Program,
;: is Anthority sought-out and arranged for private financing through a local say-
fngs and loan association at an interest rate considerably less than the going rate
cggetgg iltos;:z(ljle. I; a%dit}gl?,t lfheA Atslfoci?tion has agreed to accept or deny each
: wn inerit wi e Authority securing any high risk it inight.
beinvolved in the rehab or homestead aren, § any Bigh ricls lonns that might
Briefly, the Authority’s rehab staff was to contact owners within the target

© area, make work write-ups as needed in order to bring the properties to rehab

standards, refer the owners to the savings and loan association for financing
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and stay with the owner until such time as a contractor had completely ‘rehabﬂi-
tated tlfé property to the standards required. Due to the fact that Section 438.1
(d) of the May 14, 1976 Rule incorporates referrals to_ the creditor, the holder of
that eonsumer eredit contract is then subject to all claims ‘and defenses which the
debtor could assert against the seller of goods or.services obtained with the
proceeds of the loan, In essence, the Federal Trade (;omgﬁsswn Raule has all but
killed any chances that we might have for rehabilitation of properties in the
TParget Area with private financing due to the risk that would be involved to the
cal savings and loan association. : " i
o ‘BzZles, thisg commurity is suffering and I am sure that other communities will
suffer likewise unless the Federal Trade Commission amends the Rule to exempt
home improvement loans or same is modified to plape a time 11mitatlop as to its
applicability ; if not, rehabilitation loans from private sources within a Com-
munity Development Area will be non-existent and thg intent of the Community
Development Act destroyed by an administrative ruling from another govern-
ntal agency. .

m?[ am tghere}irfore‘asking that Congress dct to amend the Rul.e to exempt hqme
improvement loans. If, the Rule is not modified, same will elim‘ma.te partmi_patmn
by a vital sector of-our community in a program that not only requires but dictates
public and private cooperation in order to meet; the objectives set forth by the
1974 Community Development and Housing Act. . .

For your convenience and information, X am enclosing a letter from the pgzrtici-
pating Association to the Federal Home Loan Bank Board and an opinion of
eounsel relative to the Rule. I would hope that this wou'ld further indicate to you
the problems that we are experiencing and how this I;ule hay completely devas-
taied the program that we are all so interested in pursuing. )

T appreciate this opportunity to advise you of our situatmn and hopefully your
Committee will see fit to legislate relief that will allow us to proceed with private
finaneing of our program.

Bincerely yours, Davip L. SMOTHERMAN,
FBzecutive Director.

NATIONAT, ASSOCIATION OF FEDERAL CREDIT UNIONS,
Septesnber 2, 1976.

Re rule on the preservation of consumer's claima and defenses.

. JoEx M. MURPHY; ; ;
Igggirmmi Subcommittce Consumer Protection and Finance, Grynnuttee on Inter-
state and Forcign Commerce, U.S. House of Representatives, Washingion.
D.C. :
Dear Mr. CEAIRMAN: Few debates bave generated as much heat and as little
light as the current fevered argument over the Federal Trade Commission’s 'rule
on the preservation of consumer’s claimg and defenses, more commonly knowi a8
*holder-in-due-course” rule, . ,
thrgroxl)ofsnts of the rule contend that its adoption was an essential elem fnr of thet
government's effort to protect the consumer, Opponents believe !:hat it does nod
in fact protect the consumer nidtequatgly,. ancé fmay Irei(fi to‘ actions tliat woul
1y effect the very persons it was designed to profect, ;.-
adg«;x;s(sg no one can ai‘gge against the laudable goal of tv..sumer Qrotection. and
we do not propose to do so in these brief remarks. Indeed, credit uninns are i‘hem(-i
gelves consumer organizations. They are owned by consumers; they are operate
by consumers; and if an individual credit union wanders very far from its von-
sumer origin, it will shortly be called to task by its democmtxca}ly el,e_cted con-
sumer directors. Moreover, credit unions and_their represenfa{:xves—mcludmgt
the ‘National Association of Federal Credit U;uong——have gtood in the forefrfm
of those seeking consumer pro(gection legislation, includirig such once-cqntros er-
i fon as Truth-in-Lending. o
Smllitl)zg}ls}lﬁsvever,s our association has come to the point wh,ere it must ask Wh(% Iils
being he'ped and who is heing hurt by new “protective” rules, especiallyi eé
holder-in-due-course rule. We do not propose to reitevate the _argumepts agat .I:'S-
this rule advanced by the spokesn;eill for other tyréeshofv :'rxsglrti.frannng institu
h we believe many of these arguments ha .
ﬁolnxfétgzllfd}:??vi would like to focus on this rule as it affects (_:redit unjons, What
precigely are the implications of the FTC effort for ecredit unions?

B e e
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(1) We believe, after consultation with some of our members, that the rile
will increase consumer credit costs, This will affect credit union members in two
wAyS:

(a) It will directly increase the cost of consumer credif to borrowers. Some
proponents of the rule believe this is acceptable, since the cost will go up only

- marginally for all borrowers, while simultaneously reducing the burdensome

costs previously suffered by some borowers. In short, they view the borrower’s
added cost as a sort of insurance that protects unlucky borrowers from being
unable to exereise a claim when goods bought on credit prove deflcient, We be-
lieve this to be nothing more than a way to shift the costs of credit from the care-
legs to the careful buyer. It cam, of course, be argued that some buyers have
suffered in the past despite their carefulness; but even here, it appears fous a
poor practice to apply the standards of the worst possible case to all transac-
tions.

() In credit unions, these costs dre also passed on to savers. As you know,
all members of a credit union share equally in the income of the credit union,
Once operating costs are met, dividends are divided among mersbers. As the
credit union as a financial institution. is forced to pay higher costs, the divi-
dends must be reduced. This can hardly be considered a consiimer benefit. -

(2) There iz another aspect of the cost problem that has a special adverse im-
pact on credit unios. Many credit unions, including many large and sophisticated
credit unions, keep their operational costs to a minimum by relying o volunteer
help. The growing burden of government imposed red tape is forcing credit unions
to either reduce their services to members—hardly a consumer benefit—or spend
more money on professional staffing and/or legal advice. Once again, the money
to pay for these expensive commodities comes direetly from the pockets of the
consumers that own and operate the credit union.

(8) Related to this, of course, is the sheer ambiguity of just what the rule
means, Determining whether or not the holder-in-duercourse regulation applies
in a given situation is obviously difficult, protestations of the rule’s suprorters
notwithstanding, Once again, we believe that interpreting the rule eould be both
time-consuming and expensive, especially for smaller credit unions, and could
intimidate  such organizations (and their volunteer leaders) inte restricting
credit “to be on the safe gside.” :

(4) 'There remains unresolved as well the question of long-term contingent
Hiability that may be imposed on a creditor by this rule. The question has
bheeniiraised—and not satisfactorily answered—as to the nature of a credifor’s
liability if a product fails to perform adequately after its manufacturer’s war-
ronty/guarantee expires. Is the creditor then liable, perhaps two or more years
after a purchase, for the expenses of the defect? And to carry the point
further, is the creditor in any way liable if the defect itself creates a liability,
ay in the case of an automobile that crashes because of a defect unrepaired
by the manufacturer and/or seller? Thus the problem seems to exist that a
creditor has absolutely no way of assessing potential liability and consequently
1o way to insure against claims on future earnings. .

In addition, we believe that the rule suffers from a fundamental philosophical
weakness, It appears to ug that it was designed to protect victimized consumers
from larcenous retailers by putting the burden of enforcement of huyers' rights
on a third party for the most part incapable of enforcing them. We do not
suggest that no creditor has ever been. the accomplice of an-unscrupulous
merchant, Surely some creditor somewhere has been at least the knowing, if
not the willing, participant in a sale that amounted to 'a defrauding of a
consumer, . ‘ :

‘What we do suggest is that such creditors be punished, as would any accom-
plice in a eriminal act, And we simultaneously suggest that the overwhelming
majority of creditors wlio function honestly and fairly not be made fo bear the
burdens of thoge few which have functioned dishonestly.

To summarize, we believe that the holder-in-due-course rule as promulgated
unfairly burdens the honest creditor; especially burdens creditors that are
consumer-owned and operated; certainly burdens more consumers than it helps;
and finally may be of little benefit to any consumers, We would be glad to
comment further on ‘these remarks, if you find it necesscry. For now, we are
satigfied in these brief comments to bring to your attention some of the weak-
nesses in the holder-in-due-course regulation that especially affect credit unions.

Respectfully yours, : :
’ FranNk WIELGA, President.
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5 3 t ATIONS
o0 STATES LEAGUE OF SAVINGS Assoct NS,
U ¥ ashington, D.C., Septenber 8, 1976.
X M. MuURrHY, . ) . . R
%?%iggz;;. é’ ouse Subgonpmittce on Consumer Proteetion and Finance, Washing
ton, D.C. ) o .
e &E,CO"IGRESSM ax Murreny: During your S?Iwommxt;t%egstgzl Gfl;i?}l%llttil Ee{z}lextxgi
. 0 ST i rule; you req e >
last week on the FT(s holder in due course I e, youL requestel Bt nd. frures
S 1 of Savings Associations furnish a ¢ s
?@iﬁ?ﬁ%&e %ﬁgeimpact ofn‘:gixe “Qotler” rule on mobile home financing. The follow
ing i itted in response to that request. ) . o
mgi;lists&br‘x;;tyegf backlg)round, a mobile home;l becgusfl (;ﬁgﬁi %ﬁggn;ng(gasft; ggﬁgg
ristics i t dissimilar fro: & )
and component characteristies iy noe 0 e e of 1ts
¥ 3 pr r . copstmer, What sets it apart is the f
products produced for the « which necessitates a period for adjust-
; dts amiliarity to consumers, wileh necess tes ] iu
Irilsgn’t g\? tllllgiveratge hbuyer; and the comprehensive network (_)f regulat’u:‘nz; ;‘111:111(311'
enéomﬁass ownership and which do not pxist with respect to other cons >
Dr%(.hllg(t)ss.t significafit problem with mé)bile honéexisall(;lsecfﬂ)clgzng ‘21;1(; ierﬁi)gé)fi{)g(;
’ 3 1 rvey of Mol ) s, by 5
base of the average purchaser. The u’x‘ve} e b had
ing Ti 3 sporation i 7 reals that only 209 of owners h
Corning Piberglass Corporation 1q 1075, revea ! e o O familiar
i i <. The remaining 807 were torally
previously owned mobile homes, . i . re torlly
i i ivi -arions maintenance Iesponsibl S .
with mobile home living and the various mainten ; e asing
ith i i -, thi 3 t in single or multi-family sing
with it. Obviously, this problem does not exis : Tl ly housing
i - showed that more than 705 of mo
aregs. The Corning report also showad . ! e
i i i arks which - indicates tha ) YO
are located in’ commercial mobile home p s X ’ e vast
‘ oundations, bul are s)
sority of such homes do not rest on permanen 5
I(i[;albolrolctf:inp; that requires occasional leveling, It should also be men?mlnfg t\llliiit
single-wide mobile homes, beeause of their: tubular copgtrudmn, are most sus
cepfii)le to movement from wind and othfr ngx‘fﬁﬂfilﬁgn%lgﬁ%ing mobite - homies
Txperience has  shown th%t most ¢ i _Tem obile Roines
b g foundation settling amd minor &
defects are the result of frost Feave or C nd or shifting
improper 3 ling, These cause sticking §
due to improper  anchoring and leveling. ] st loors and
i i 18 trim, water leakage around §
cabinets, weakening of struetural and decor 5 < ound windens
i 3 ratl .0, inadequate protection of expos 6 H
and plumbing separation. Also, inad o ol > d water
i ¥ utility counections ¢ax
sewer lines between the mobile home un‘ ity conmections oo e, Sueh
slumbing which in turn damages ot‘ wer in h pone: fuch
f;%ﬁgmé are ;ot attributable to  the dealer, manulee'mrm or servicer
but are cused b «tni'lneigleet ggfgc{&p;:et gftf-lillix{é:‘;lggl}n owner mistakes,
Tn many cases where mobile home 8 utable L0 o8 o e . 17
i1l i ses s the basis for rlaims agains L _
they still in many cages Serve as t ! el e e ot
is w7 from the dealer, he seeks res 1
the purchaser is unable to recgve;r € e Rk e eeller
% i " - anen-door policy created L) 3
thie lender, However, with the FTC's n(:\\ npen-( ) T A Aenil
) gers will seek stment directly from the lender.
rule many purchasers will seek adjustm ! ; e, T e
Vi i i : ments to put added 1
ser may even terminate his mopthly loan pay o put ade Drest
fﬁl ﬁle lender to ndjust the (*_(11'1?1)1#1)1&(11135' 12111;:1 gn;’az; %?i’;lég]dl;ft(l?ge: :(111 51‘?\1(::
where the ultimate responsibilify lieg, the ¥ be ed Wi B et the
i 3 he delinquency may be S0 Serions
delinquent account. In some cases, t ‘ L O et com
N - pavments, In other cases, a dise {
consumer cannot make up baeck paym 8 R OO ot responsible e
§ 1 discovering that the dealer or manufactu 51 "
;111131 sxft:c‘i]fri,g probiem, may eléct to terminate his loan payments, and: seek another
’ S. X 3 fuw . U %7, v, -
fmAnII)gfthg?mlx?gthe problem of consunier clgims 1';- t.hee (;01::101353131;;:{:al;gte%tozl%
: ions taining fo every > > .
of federal, state and local regulations per ? to concelvable adpect o
ine is virtug i ssible for g lender to eusure comy
the business. It is virtually impossib | fo e o e
¥ i < le ig zoning restriefions w Ly
all of these regulations. A good examp ing restrictions N e varions state
5 e in regard to mobile homes. Another example, v : '
grtldnﬁ)’cglmgegulaﬁgons concerning the }110vgulent of'moblle hltlnille;smg&ef;gagx
untold numbers of ‘such restrictions, a violation of an‘,\q one of w :1 L ety
g -claim ixgainst the lender under the FTC rule. This creafes an extre \
bugilen and oF moveas t(I) juab(i)lsitﬁgeu’lrlot%;g{lliﬁ&'o'fut(]ll ilignggged purden ‘of policing
ause of inereased expos 1 y.a 1 & b
fh?ﬁﬁ*bt?cgs of mobile home dealers including compha!llce W ,’liléoffﬁlﬁ'ﬂg c;fg‘tt;
and local regulations, many banks and’ savings uan oan ‘Sales ity
decrenged or terminated their mobile liome lgnamg pmgmms. e s ond
tained this week from the fanufactured Housing Institute haa*e T et bLgrlw
sales estimates from nearly 800,000 units to less than 260,000 uni . s
< F
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most recent sales figures indicate an accelerating decrease in mebile home sales
resulting from promulgation of the ¥T("s rule. A substantial redovery in mobile
home sales was apparent until May of this year when the FTC's “Seller” rule
Leecame effective. Sales dropped from 24,440 units in May to 23,770 units in June.
In July the decrease was even more pronounced with saies dropping another 3,000
anits to 20,700. )

Sinee mobile homes vepresent. a substantial portion of the housing market
for low income families we urge that Congress act to either suspend the FTC
rule until its actual costs to consumers can be more aceurately assessed or return
such authority to. the individual states.

Sincerely,

J. WiLLiad BRENNAN,
Asgistant Washington Counsel,

STATEMENT OF THE NATIONAL SAVINGS AND LOAY LEAGUE

The National Savings and Loan League appreciates the opportunity to present
our views to the Subcommittee on the Federal Trade Commission Trade Regula-
tiou Rule on Preservation of Consumers' Claims and Defenses, otherwise
known as the “holder in due course” rule, which will be referred to hereinafter
as the “Rule”., -

It iy the pesition of the National League that (1) the Rule encompasses a much
greater range of “sales of goods and services”™ than is necegsary to accomplish
the purposes of the Rule, as sef out in the Statement of Basis and Purposes (40
Fed, Reg. 53524, November 18, 1975) ; (2) the Rule subjects savings and loan
assoeigtions to potential liability which is unrelated .to the problems which. it
is designed to solve; and (3) the Rule as applied to home improvement loaus,
mobile hiomes, and certain custom construction involves association manage-
ment with the time-consuming task of determining whether or not a particular
loan involves real or personal property.

Further, it is the League's view that the very complexity of the questionhs
raised is a clear basis for proposing that if there is to he a Federal rulemaking
anthority at all, the Magnuson-Moss Act (P.I. 93-637) should be amended to
transfer rulemaking authority relating to unfair or deceptive acts or practices
pertaining to the savings and loan industry from the Pederal Trade Commission
to the Federal Home Loan Bank Board. In fact, the complexity of superimposing
a Federal Rule in this area to transactiong in which the rights of the parties
thereto are otherwise determined by State law borne ocut by the need for the
FTC - to issue two sets of interpretative “Guidelines” (41 Fed, Reg. 20022,
May 4, 1976; 41 Fed. Reg., 34591, August 106, 1976) to attempt to answer

questions which lhiave been raised in lawsuits, as well as in letters to the Cowm-
wission and to Congress. .

The first set of Guidelines referred to ahbove states that “Sales of interests
in real property are mot covererd by [fhe Rulel. . .. However, the mere fact
that a security interest in real property is taken does not mean that the saleg
transaction does not involve consumer goods or services. FPor example, home
improvement contracting, which does constitute 4 sale of goods and services, is
often financed by credit secured by real property.” (41 Fed Reg. at 20024), Home
improvement, Ioans, of course, also involve additions to:an existing house. A struc-
tural addition to a house, for example, involving one or more new rooms, plus
consumer goods such as possibly new kitchen applinnces, heating or cooling
equipment, or- plumbing fixtures present the association with the problem of
determining which of suck. appliances are “veal property” under the law. of the
State, and the relationship Letween ifs liability under the Rule for those appli-
ances deemed to Le personal property and mamufacturers' warranties covering
them, In addition, when a borrower on a fen-year home improvement loan, for
example, in the eighth or ninth year of the loan refuses to pay because of alleged
defects in .construction, the association management would be called upon to
make a4 determination ay to (1) whether the defect is due to normal wear and

tear, or-the result of abuse by the borrower, and (2) whether, in view of the
comparably small balance remaining, to take legal action to enforce payment.

The same question would bhe presented in the case of a loan to purchase n
new mobhile home from a dealer, While this transaction, if consummated before
the mobile home was Torated on # lot and connected to utilities, would undoubtedly
be regarded as a sale of pergonnl property. it is, for all practical purposes, a sale
of a home, If the unit should become real property under State law once it is
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attached to the site, does the Rule continue to apply for the term of the loam or
beyond, because of the fact that at the time of execution of the sales contract
the unit wad personalty nnder State law.

It shouid be noted that the extent of recovery by the debior under the Rule
is limited to amounts he has paid under the contract. This means, of course, that
the closer the loan gets to maturity, the more the barrower can recover from
the lender and the less incentive the lender has to incur the expense of enforce-
ment, because of the decreasing amount of principal and interest remaining,
There is, further, no provision for cutting off liability at any time,

Quite apart from the above considerations, the Rule poses cerfain problems
with respect to the liability of savings and loan association lenders for the per-
formance of appliances installed in home improvement loan projects, or in
mobile homes,

The May 14 Guidelines state that “The Rule does apply to all claims or
defenses, whether in tort or contract. When, under State Iaw, 2 congumer would
have a tort elaim againgt the seller that would defeat a seller’s right to further
payments or allow the consumer to recover affirmatively thig claim is preserved
against the holder, This is, of course, subjeet to the limitation of recovery under
this Rule to the amounts paid in.”

This apparently means, for example, that the lender is liable for damages
incurred by the malfunctioning of appliances in home improvement projects or
in mobile homes. We see no justification for imposition of this kind of liability
on lenders.

Under this provision, the Iender could have the entire loan proceeds as & result
of the negligent or fraudulent conduct on the part of a third party. ‘We do not
pelieve that the problems addressed in the Statement of Basis and Purpose
require extension of this kind of liability to lenders.

Tt should be noted that the interpretative guidelines issued on May 14, 1076
make it clear that the interpretations contained therein have nof beetl adopted
by the Commission and do not “alter the Rule or the official Statement of Pur-
pose published with the Rule.” It is nat clear. therefore, whether or not the Rule
applies to notes secured by first mortgages on real estate. Should the guidelines
on this point be successfully challenged in a court test, the impact on the
residential mortgage market would be catastrophic.

The problems outlined above applieable to home improvement loans and mobile
homes would be even more disruptive as applicable to mortgage loans with terms
of up to 30 years, In addition, the s pndiry market, on which the mortgage
market depends for liquidity transfer of funds to capital short areas, and for
gources of funds, would also be disrupted. Mortgage yields are currently at his-
torically high levels, yet the mortgage instrument has been steadily losing its
appeal ag an instrument by investors outside the savings and loan industry.
particularly, life insurance companies and pension funds,

The mortgage instrument is not yvet a completely marketable document as is
a stock or bond, although many agencies and institutions are working to make it
so. It would be both unwise public policy and an unjust shift of lability to
subject morfgage lenders and their subsequent purchasers to problems which
arise between a builder, or other vendor and the purchaser of a residence, It
makes no sense, whatsoever, to permift an agency with little or no expertise in
the mortgage market to wield this kind of power over the housing sector of the
economy which is a complex aud specialized one far outside the scope of the
traditionnl consumer transaction to which the Rule is designed to apply.

If the Federal Trade Commission does not intend for the Rule to apply to
residential mortgages, it should so state in an opinion and not leave this issue
for the eourts to decide.

As noted above, the National League believes that if there is to be a Federal
rulemaking authority at all, the Magnuson-Moss Act should be amended to
convey rulemaking power in thi¢ arvea from the Federal Trade Commission to
the Federal Home Loan Bank Beard.

When the Act, then S. 356, 93d Congress, went to Conference, the Senate version
provided that all depository financial institutions would be regulated by the
Tederal Reserve Board. The rationale for this approach was outlined in the
Repmit of the Senate Banking Committee on 8. 356 (S. Report 93-280. pages 2-3)
as follows :

“The primary basis for {this provision] is the need for expertise in the financial
area and in the funectioning of the monetary system in any ageney which is
authorized to place requirements upon the functioning of depository institutions.
The FPTC does not have the requisite expertise, and the committee therefore
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transferred the situs of the rulemaking authority to the Federal Reserve Board.
The Bqard would be expected to work closely with the other financial agencies in
exercising this important consumer function, including the drafting and modi-~
fication of regulations.

*. .. banks and other financial institutions are already among the most regu-
lated forms of business in the country today, and . . . an ddditional layer of
regulation by a different ageney is likely to detract from, rather than add to,
the incentive of institution managers and owners to attempt innovations in opera-
tions which will benefit the consumer—such as the experiment in NOW accounts
(interest-bearing demand deposits) presently taking place in certain North-
easfern States. Bureauncracy breeds delay, inefficiency, and frustration for regu-
lated business, . . .®

My, Charles I8, Allen, then General Counsel of the Federal Home Loan Bank
Board, in his letter of October 11, 1974 to Senator Frank E. Moss, Chairman,
Senate Commerce Subenmmittee on the Consumer, stated:

“Apparently, the reason the House bill does not exempt thrift finanecial insti-
tutions from FTC jurisdiction is becguse the FTC Act, as it was enacted in 1914,
exempts “banks” from supervision by the ITC and it was felt that the amend-
ments to be made by 8, 856, which to a large extent clarify that exemption, should
be limited to the original coverage of that exemption.

“The Board does not agree: with this reasouing. In the first place, when the
FTC Act was enacted in 1914, thrift financial institutions were not subject to
Federal regulatory control and it is no doubt for this reason that thrifts were
nof specifically exempted. At present, ¥cderal savings and loan assoeciations are
chartered by the Federal government much the same as national banks, and the
majority of State associations are ingured by the Federal Savings and Loan In-
surance Corporation in a similar fashion to the FDIC's insurance of the majority
of the nation's State banks. :

“It is the Board's opinion that thrift institutions and banks, which are com-
petitors, should be subject to the same regulatory standards with respect to con-
swmer protection and that it is unfair and inefficient to provide for enforcement
by the FI'C on the one hand and by the bhank regulatory agencies on the other.
The FTC should not regulate some Federally regulated finaniial institutions,
unq not others, The Board has full, plenary power over the operiations of Federal
savings and loan associations and the authority to protect against and prevent
unsafe and unsound practices in any financial institution insuréd hy the Federal
Savings and Loan Insurance Corporation.”

. TWe also support the approach of Senator Garn and other co-sponsors in the
Senate of 8. 8652, the “Consumer Loan Contracts Act of 1976”. svhieh is designed
to leave the holder in due course matter to the State Legislatures. According to
Senator Robert Morgan (D., N.C.) in his remarks as co-sponsor.of the bill (July 1,
1976 Cong: Ree. p. S11413) there are some 39 States which Lave eliminated or
Hmited the holder in due course rule, and 41 which have eliminated or modified
th(j power of the buyer to waive his defenses. We do not believe that this record
pom{:s to a lack of action or concern by State legislators, It clearly does nat
provide a basis for a Federal rule, )

The direct application of the Rule to “creditors” was, as the Subcommittee
knows, also proposed on November 18, 1975 (40 Fed. Reg. 53530). The adoption
of this provision, of course, would subject lenders to civil penalties under the
Federal Trade Commission Act for failure to include the reguired clause ia a
oove,recl_loan contract even though the seller’s performance: under the contract
was sutlsfagtory and even though no buyer complaints wvere made to the lender.
Thid provision is unnecessary in our view if the Rule were clarified as to the
exact.type of transactions which are covered by it. We do, however, reiterate our
opposition for reasons stated above to the adoption of a Fegleral Rule applicable
to either sellers or creditors.

STATEMENT oF THE MANUFACTURED HOUSING INSTITUTE

Mr. Chairman and members of the Subcommittee. The mobile home industry
has begun to. return from the depths of a serious recession. As shown on the
enclosed *‘Quick Faets,” the 1975 mobile home production, was more than sixty
perc_ent oft the 1973 mobile home produetion. In 1976, the trend is vipward in
mobite lmmg production, and the industry is concerned with the possibility that
the Xolder in Due Course FTC Trade Rule will seriously affect the availability
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of finaneing and hinder the industry from regaining its former prominence in
producing low-cost housing,

A long term relationship has been established in mobile home financing between
the bankers and the dealers, Often the financial institution providing retail
financing will also be providing wholesale finaneing (floor planning), The Many-
factured Housing Institute Finance Survey for 1975 indicated that seventy-five
percent of the responding 414 financial institutions reported some type of business
relationship between lenders and dealers.

One important factor relaiing to a strong demand for produection in the mobile
home industry is the availability of additional financing sources. The severe
recession of the mobile home industry was primarily caused by a lack of avail-
able funds for retail financing. The industry fears a slow down in the return of
financial institutiong to the mobile home retail eredit field, due to the fact that
the FTC Rule places an uncertain responsibility on the lending institution with
which it has had little experience. The mobile home industry fears that this will
deter the return of many lenders to mobile home lending because the average
mobile home loan runs around ten years, and the new ¥FT'C Rule would hold the
tending institutions responsible for the entire period of the loan,

Sonie banks have 'experienced serious problems over existing state Holder
in Due Course laws. An example of thig is the State of Oregon which has had
a state law imposed for some time; we find that in that state, at least three banks
have greatly curtailed their mobile home lending. The U.S. National Bank of
Oregon, the First National Bank of Oregon, and the First State Bank of Oregon
have all curtailed their lending according to mobile home officials in that state.

The United Federal Savings and Loan and the First Alabama Bank of Dothan,
Alabamg, both stopped making mobile home loans effective May 13, 1976, ag a
result of the new rule concerning Holder in Due Course. We have been informed
by various members of the industry that many finaneianl institutions previously
considering new lending or reentry into the business bave recently decided not
to become involved or posthone this deeision until an eguitable change oceurs
with the FTC Holder in Due Course Rule.

The other alternative that banks have to abandoning mobile home lending
where concern exists over the FTC Rule is to increase the interest rate to gllow
the bank to set aside funds for potential problems caused by the rule or to pur-
chage insurance to protect them against undue liability in this frea. One poten-
tial problem with this method of solving their problem lies in the fact that interest
yates charged on mobile home lending are often very near the celling of the state
usnry Iaws, and therefore, an increase of ¥ to 134 percent for this type of “in-
suranee” would not be permissable under state usury laws,

In any ease, the FTC Rule appears to have unduly burdened the buyer of
mobile homes. The end result of this FTC Rule on Holder in Due Course will
probably be a tightening of the credit availability for mobile home buyers. Thiz
will be a severe blow to the Tow-to-moderate income family whose only affordable
alternative is a mobile home.

STATEMENT OF THE CREDIT UNI0N NATIONAL ASSOCIATION, INc. (CUNA)

The Credit Union Nafional Assoeiation, Ine. (CTINA) is the organized voice of
nearly 23,000 federally-chartered and state-chartered credit unions which serve
over 32 million members, We offer this statement for the hearing record to ex-
press the concerns and problems of the credit union movement swith the Federal
Trade Commission's ruling on preservation of consumers’ claims and defenses.

PRELIMINARY STATEMENT

A credit union is # member-owned, nonprofit cooperative thrift institution
formed for the purpose of encouraging savings by offering a guod return, using
collective monies to make loans at competitively low interest rates to members,
and providing other financial services. Members are united by a common bond
of association and democratically operate the eredit union under state or federal
regulation. No eredifor is more consumer-oriented than a credit union, One of
the principal purposes of credit unions has always been to enable members to
obtain loans at fair and reasonable rates (usually less than thaf of competitors).

Credit unions also strive to provide services for their members and to offer
them special opportunities ds consumer; e.g. when feasible, through group buying
arrangements. All profits ave passed back to members through dividends on
shares or refunds of interest on loans. For nearly half a century, credit unions
have beéen in the forefront of consumer advocacy. They have been and still are
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advocates of legiglation benefiting consumers. It is therefore with some dis-
comfort that CUNA is compelled to criticize this ¥T'C Rule that has been adopted
as 4 consumer protection device, -

CUNA SUPPORTS ELIMINATION OF THE HOLDER IN DUE COURSE.DOCTRINE

We support the elimination of the traditional bolder in due course doctrine, We
believe that in those transactions where consideration passes between a seller and
4 lender, a buyer's claims and defenses should be preserved, We believe that the
holiler in due course doetrine is inappropriate where there is a true and realistic
commereial or business interrvelatinnship between a seller of goods or services
and a lender which finances such purchases. We agree with the premise in the
FTC's Statement of Basis and Purbose that consumer credit obligations should be
subject to claims and defenses whenever credit is arranged or secured in con-
nection with a continuing relationship between a seller and a creditor, working
cooperatively to finance consumer sales,

CUNA OPPOSES THE RULE AS DRAFTED

We oppose the FTC Rule as drafted because it goes far beyond the repeal of
the tradifional holder in due course doctrine, Where 2 creditor is no more than
a principal party to a Ioan and is not direetly affiliated with the seller, we be-
lieve there is considerable unfairness if the consumer’s duty to pay the creditor
% not separated from the seller’s duty to perform. :

We do not think the Rules should apply to situations where the consumer
voluntarily selects the seller and voluntarily seleets the lender and no considera-
tion passes between the seller and the lender either directly or through a parent
association. We disagree, therefore, with the Commission's position that if a
seller hag an arrangement wehi«hy lie refers his customers to a creditor, all loan
contracts between that creditor and a borrower who uses the proceeds to pur-
chase goods from that seller must contain the Notice, whether the particular loan
contract was the produet of a referral or not. We believe the Rule should apply
only to situations where the relationship between g seller and a lender bears
directly on the consumer’s selection of the parties,

RULE DISRUPTS CREDIT UNION MARKETPLACE.

We believe that credit unions and credit unjon members have experienced
an unfair and unnecesgary amount of marketplace inconvenience and disruption
hecause of the adopted rule, In particular, we have received numerous reports
from all over the country that transactions for automobile purehases have not
been consummated because of apparent over-compliance by automobile dealers.
Consumers have been inconvenienced in at least the following ways:

Dealers have inquired about the source of money they were using to buy the
car they selected. )

; Dealers have refused to accept checks made out jointly to the consumer and the
dealer.

Dealers have refused to take steps to perfect security interests for credit
unions that refuse to insert the FT( Notice in their eredit contracts,

Dealers have refused to provide title to eredit mmions. :

In some trade areas auto dealers have universally infdrmed all creditors in
their trade area that they will not accept the proceeds of consunter loans unless
the underlying consumer credit contracts contain the preseribed Notice, One deal-
er notified its sale personnel not-to release vehieles unless they obtained a copy
of the eredit eoniract. Another dealer unilaterally informed its customer that
the prescribed notice was a provision of his ¢onsumer credit contract, Attached
to this statement as Appendix A are copies of correspnndence we have received
to document these problems,

‘We realize that fhe recently adopted Statement of Enforcement Policy will
alleviate certain of these problems. But the Statement cpunot eliminate retro-
actively the specific operational problems and general apprehension experienced
Iy eredit unions during the more than thiee months since adeption of the rule.

FI¢ USED POOR PROCEDURES

We iticize the timing and procedures followed by the Commission in adopting
and implementing this Rule, The Staff Guidelinex dated May T4th were issued on
the effective dafe of the Rule and were not available for general distribution
until after the effective date. Indeed, the failure to issue a formal statement of
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Commission guidelines prior to the effective date of the Rule resulted in maore
consumer inconvenience than protection,. . .

We recognize that there is a prediemable learning phase associated with any
new complex ruling. However, we expect the same recoguition from the rule-
maker who musi allow fdequate time and explanatory muterial to mcilitgxte
implementation of a rule. We believe that a responsible exercise of rulemaking
authority should not involve unnecessary inconvenience in the marketplace,
We hope that this Committee in its oversight capacity will prevail npom the
Commission to avoid these problems when adopting future trade regulation rules.

We also criticize the draftsmanship of this rule. We have learned that it is
easy for the most well-intended Iender or other industry representative to lose
sight of the merits behind the intent of this rule because it is so poorly dratted
that its apparently unreasonable scope overwhelms the reader. .

We believe that one should be able to understand a-rule- by reading 'the
rule. One should not have to read a statement of policy, o series of staff guide-
lines, and a statement of enforcement, as well as various advisory opinions, to
learn that a rule is not as broad as it appears to be. 1t it became apparent that
i{he rule was overly broad as drafted, as it should have in the course of the hear-
ings on the proposéd “lender” rule, and by the numerous problems raised by
the consumer credit industry, wé suggest that the Commigsion should get to the
heart of the problem and simply revise the offending provisions, i

‘We note that the recently published Statemont of Enforcement Poliey addresses
several questions that have been frequently asked by lenders and sellers as to
the applicability of the Rule.. However, several significant questions remain un-
answered, CUMNA is awaiting replies to two requests submitted to the FTC for
official advisory.gvinions uui various issues of concern of credit unions.

e :

LENDER BULE WOULD HURT CO&SUMEBS '

We are /oéncerned that adoption of the propoged “lender” rule will result in
the further termination of consumer oriented credit union services. Indeed,
hecause of the difficulty with undersfanding the scope of the adopted rule, some
c'&edit unions have discontinued group discount buying programs for their mem-
biirs. These plans are offered as a service to credit union members. Credit unions
obtain no direct consideration for promoting the plan amd, indeed, purchases
under these plans rarely result in the generation of new Yonsumer loans, The
member is under no obligation to borrow from the credit union ij order to take
advantage of a group buying service. S ) o e .

“We understand that there is a basic differénce of opinion on the guestion
of whether a thrid-party direct lender, such. as a rredit union, should bear the
obligation of policing the marketplace and assuming liability for the duality of
performance of goods or sérvices obtained from sellers with Ioan proceeds from
the credit unioun. We believe that in the absence of a meaningful affilintion be-

tween a seller and a financial arganization, the credit grantor should not bear

such obligation. Credit unions are in the business of receiving savings from
their members and making eonsumer loans at the lowest possible rate. They are
not in the busines of selling goods or services. nor do they have the expertise with
which to monitor the gquality of sellers of goods and services. o
Moreover, aside from necessary reserves, credit unions pass profits back to
the members in the form of dividends, shares or interest rebates. These returns
are subject, of course, to losses that stem from bad loans, or from costs asso-
ciated with operations or with offering membership services, To the ‘extent that
the FTC Rule imposes additional linbilities or risks on credit unions, these
profits are subject to reduction of dividends or interest rebatfes to all members
of the credif union. We believe this is unfair in. light of the fact that the

consumer who receives the purchase money loan is always free to select the

merchant of his or her choice.
RULE §HOULD NOT APPLY TO GENERAY, TORT LIABILITY

We are further concerned with the secope -0f the Rule as it applies to toxrt
lability., We can understand the -preservation of claims relating to fraud or
duress in- connection with the sale involved. But we see no justification for
subjecting the direct lender to the inestimable risk associated with tort liability
as it may manifest itself in persdnal injury, malpractice, wrongful death, or
other actiong that are totally beyond the control of the lendeér. We strongly
object to applying this rule to non-sales related tort liability. Indeed, we object
to the introduction info routine commercial law by an ‘administrative agency
rather than the legislature of such a revolutionary concept.

R g o
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- RULE'PUTS CREDIT UNIONS: AT COMPETITIVE DISADVANTAGE

. Tinally, we are concerned that credit unions are at a competitive di '

in ¢omparison to other. financial institutions, The M:SV ~1%%{:tgfuglséﬁyga§i%§
reflect an as_s_umptu'n} f;h.at, when the Rule applies, the lender and seller 03.;1
‘ggntmct for mdegmuﬁcatlon. It is frue that a_ selley might be inclined to indem-
\ ‘»:fy.a financial institution with whieh it has a commercial relationship Blst
L;[qup umons are empowered to. offer consumer services .only and therefore
enjoy no leverage over sellers. To the best of our knowledge, crédit unions have

been unable to obtain meaningful indemnifieation agreem:nts from sellers who

demand the FTC Notice in alleged s
: ] i purchasé money loan contraets. An
;ﬂhmat‘e’ ineqmty results “fhen dealers blame the failure to consumm:;ltethff
ransa'(.tmn on the credit unjon and advise the consumer to seek financing from
a baunk or finance eompany willi whom the seller has a relationship. ‘ .
: CONCLUSION i )
We strongly urge thig Subcommite “use ighit k
y g 8 ( ee touse its oversight power an ity
‘[cl(})axrlllso}xlligointlge %-llxxelexpaskxnf,;tgc_tfwitties of tixeg"l‘c. We 'beliivelthat the gog;:l téll(;rfx;r;
I insensitivity to marketplace reality reflected in thi
reveal the problems inherent in delpgating excessiv o repulasme
. 3 12 excessive and broad regulatory
authority to an agency which has no e% igrti S o 2 ire sopmont
of\%?mmerc%being regulated. flertise with r(,garq to the entlre’ segment
@ remind the Subcommittee that we are not anti er i :
e : ee we -consumer or - \
p‘;':tfggt_;gltl.gzglt “;e ob.lles(t to i{respnnsxhle attempts at consumer r;g:]tﬁl%g;;sut&lsé
we re g torced fo criticize a rule when we agree with its basic inte
in this instance, the abrogation of the traditional h 1 in cotes Goctar
; Fional holder in due con doetri
We wonder why the WTC did not simply ¢ ntive rule rendoripg
. v ¥y th ' simply adopt a substantive rul nderi
Ineffective and nnenforceable any contractual pProvisi ’ ired consumors
; : T ‘orceal 1y d ) i that required cons S
to waive claims and defenses arvising fr Keibiect of s Leatnat
5 S1186: sing from the subject of the fransaeti i
iul;ﬁe;r}}ggl\t ;;I?;de§s otl‘ the c;msiuner eredit contract, Perhaps the ar?g%n;dgggg;{
4 e X procedural, ie, diselosure rule to implement a substanti ¢ T 3
and failed to attempt to reseind the holder i oetrine Deceori,
y 8 I in due-course doctrine bee:
type of substantive lawmaking needed t ( lish this goal resty
' ant 3 3 0. properly acecomplish this goal rests
more properly in the legislature. In this regard, ti Teston co Hove
and should have drawn on the e\'ﬁeriene o varions staromiosion could Have
141 > e of tlie various states that hav i
statutes whict 2 el S Staies ave engeted
oty o ctcr ;ntge workable means of weakening or eliminating the tmditi;)n}rd
We urge this Subcommittee to exercise & : i
ge this : Xercise some pontrol over the implementati
gxﬁl(‘} enf?xcemex.lt of thig Rul_e as well as future frade regulation l'ulles tlgltmlglqoxl’l
have a )rqadel, though again perhaps wnintended impact on.eredit unions. o
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APPENDIN. A ;
o "CLINTON Iaixcor.}\*~nrmncmr Co., Inc., .
CHicAco MILWAUKEE ST. PAUL o Clinton, Towa, May 17, fjlm&
& Pacrrrc RamRroap Co. ‘

* Creprr Union,

Clinton, Iowa.
GENTLEMEN In reference to the new, Holder-Tn-Due-Course La“", This letter

Is o inform you any holder of o con 3 it e
i orm you le 1sumer credit”édntract is subjec 1 elain
SE& idlféfgnses‘ which the debtor could agsert against the seller of éootﬂgooﬁnsgg:}cxgz '
Phcined rp;lﬁgﬁarxllgtléirec;?d ?11m :)vxtl; fhe‘dngcfﬁds hereof. Recovery hereunder I),w}
; > amounts paj ; ; '
Tours very truly, paid by the debtor hereunder, = .

. . KenNErE BAVENS, President,

» CONNECTICUT CREDIT UNION LeAguE, INc.,
T — Wellingford, Conn., June (6', 1976,

Counsel, CUNA Washix, tbn 0, ¢
Washington, D.¢. '“? 1 Q

- DEAR SEARYN: I not{\ from some -of the League public‘ationsv thﬁt you'afe

-eollecting information asto.the-tynes of problems experienced by credif unions

.

29 a result of the FTC's holder-in-dug-course rule; i
up-to-date on what is happening in'(}omiémticm:}l * Lg Fme, gceordmgly, brime g
v ' ' '

80-930 O - 77 - 14 »

“a
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Tn some areas of the state, business continves as usual. In other areas, notably
Fairfield County, we are finding numerous examples of aufomobile dealers
changing their customary practices. Generally speaking, these operational changes
take ona or more of the following forms: +~ - o o

‘1. The dealer advises the credit union that 4 check made out jointly in'the

“name of the dealer and the member will no longer be ‘aceepted iu‘th‘e purchase

of an automobile; ¢

2. The dealer refuses to accep’ any check upon which there is & "restrictive

- -endorsement stich as the following: '

“By endorsemetit dealer agrees to list XYZ Credit Union as first Kenholder
on title, Fdilure to do so may result in subrogation against dealer.” .

8. Some deplers have indicated that they will not provide the title to ihe
financial institution, but rather that tHe financial institution must obtain the
title when it arrives from the buyer. B

I am enclosing some samples of correspondence from car dealers requesting
that credit unions include the notice in their consumer credit contracts. This
is increasingly a problem. BTC, for its part, claims that the laws of the market-
place will ultimately prevail. However, in some areas we have somewhat of 2
standoff with dealers vefusing to finance cars where the notice is not included
‘in-the note and finanecial institutions refusing to put the note in their contracts.
.. Finally, I am sending to you a copy of the letfer from the W. R. Austin

Chevrelet Company in Sonth Norwalk, addressed. to a recent. aufomobile buyer. "

The lefter is self-explanatory. _ » . .
" AL the CUIS conference recently in Washington, I advised an FTC attorney
who twas on the program as to the three problem . areas we:were experiencing
in.Connecticut, 4s' dutlined above. His response was that credif unions should
_continue doing business as usual, altering neither their forms nor their procedures.

I would appreciate hearing from you if there is any reason to change this
poliey. I would also be interested in your reaction to the 'W. R. Austin Chevrolet

- Company letier and would hope that you might also see fit to bring that to the

attention of the FTC staff. ., ... -

" "Many thanks for your interest.. .

... Bincerely, ‘ o) : ,
el e A S J. ARTHUR JOENSON,
' o : Director, Government Affairs.

L

W. R, AvsTiNy CHEVBOLET Co.,
. ay - Routh Norwalk, Conn., June 10, 19786,

Re #1035V6B491554, 1976 Chevrolet Chevelle, . ) i
Mr, JaMmes R, WELsCH,
South Norwalk, Conn, ;

'Dear. Mr. WeLscx ¢ Thank you for buying your ¢ar from Austin Chevrolet!

'According to a rather complichted Federal Law which took effect on May 14dth,
known generally as the FTO Holder in Due Course Regulation; as the teller we
are required to see fo it that the following statement appears on your finance
contract; subject to some rather severe pemalties if we don’t. Since your credit
union has asked us to file their lien, the transaction is covered by the new law.
Not having:access to ‘the credit union’s confract, we are using this registered
letter to notify you, and suggest that you kéep it with your finance papers.

"Any holder of this consumer credit contract is subjeet fo all dlaims and
defenses which the debtor could assert against the seller of goods and services
obfained. with the proceeds hereof. Recovery hereunder by the debtor shall not
exceed amounts paid by the debtor hereunder.” B

Yours truly, :
o i AppisoN W. ATSTIN,

A Vice President.

o Lyncg Morors ING, |
L - Manchester, Conn., May 25, 19%5.
Re PTC holder in due course regulation, : -
MaNcHESTER TEACHERS CBEDIT UNION,
Munchester, Conn. _ o )
GenTieMeN ¢ In’ actordance with above regulation adopted by the Federal
Trade Commission, I request that on all Gonsumer c¢redit contracts issued by
yaur institution for the purpose of pirchasing an automobile from Lynch Motors,
Ine, §#n incorporate the following notice in ten point bold face type:

205

"‘Any holder of this consumer credit contract ig subject to ims ]
1der 3 } all-claims and de-
fenses which the debtor could assert against the seller of goods or serviggs
ohtained with the proceeds hereof. Recovery hereunder by the debtor shall not
ex%eied amoutn}:s paid by the debtor kereunder,” . : .
ease notify your clients that we will want to inspect their con e i
contracts to insure that the above notice is contained thg‘;-ein. g crg -
Thank you for your cooperation, .- ) ’
Very truly yotrs, 7 SR .
, it e & 4 Muomasn B, Lyncm, President,
' Luspizon Byeroyees' Oreprr Unzow, -
s e : i o S : Deer aPrk, Tex., June 84, 19786,
regulation—Preservation of consumers’ claims and r '
of 16 CFR, subchapter D, part 438, efenses, chapter I
An JoNES, R ' .
League's D{reator of Governmental Affairs,
Yezps Credit Union League, Dalla