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Apnl 14, 2010

20" Street & Constitution Ave. N.W.
Washington, DC 20551

Dear Ms. Johnson,

This letter responds to the request of the Board of Governors of the Federal Reserve System (the
Board) for comment oni its Proposed Rule of March 15, 2010, (the proposed rule) to implement
two sections of the Credit CARD Act of 2009 (the Act) that teke effect on August 22, 2010.

The Act was passed with the strong support of President Obama and bipartisan majorities in both
houses of Congress. Building on the important and careful work of the Federal Reserve, the Act
imposed common-sense requiremnents on credit card companies to act with greater transparency,
faimess, and accountability in dealing with American families. For instance, the Act generally
banned rate hikes that apply to existing balances or that occur within a yvear of opening a new
card account. The Act also required credit card companies to mail statements and account
change notices further in advance, 1o be consistent in their cut-off dates and tumes for
determining when payments are made on time, and to give card holders more mformation about
how long it will take and how much it will cost to pay off their balances.

1 want to express appreciation for the hard work of the Board and its staff in implementing the
Act, most of which tock effect on February 22 of this vear. The Board has engaged ina
thoughtful rulemaking process concerning credit cards.

The Act and its implementing regulations are already helping families by giving them the tools
they need to manage their finances more effectively. However, the two sections of the Act that
will take effect on August 22 are among the most important in the entire Act for addressing
complainis ahout unwarranted rate and fee hikes. Specifically, the rules will require (1) that any
late fee, over-the-limit fee, or other penally fee be “reasonable and proportional” to the violation
or omission for which it is imposed; and (2} that credit card companies begin conducting
periodic reviews of any account on which they have imposed a rate increase based on certain
factors since January 1, 2009, to determine whether changes in those factors now warrant a rate
TeQuCuo.

‘These requirements are critical to addressing concems that certain credit card companies may
have used the time provided for orderly implementation of the Act as an opportunity to increase
revenuss at the expense of American families. The Admirnistration is deeply concerned by
reports that credit card issuers have imposed steep increases 1n fees and interest rates in the last



several months, at the same time that there are reports that %{:s ne companies may have developed
complex new pricing s a

the Act’s requirements.” The Board 1 Lwi} prohibited some i’“m:}?mzﬁ practices in its earlier
rulemakings to implement the Act” * and as discussed below, similar action is needed now to
further strengthen the proposed rule to provide meaningful relief to American families as quickly
as possible.
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Reagonable and Proportional Penaliv Fees

The section of the Credit CARD Act that imposes the reasonable and proportional fee
requirement, as codified in 15 U.S.C. § 16654d, addresses concerns that credit card wmg}aﬁiss are
charging unwarranted penalty fees. Consumers are not likely to budget for or comparison-shep
based on afler-the-fact p”ﬁ& lty fees, in part because they may tend to underestimate the
likelihood of incurring such fees. As aresult, penalty fess are not likely set by market forcesina
fully competitive environment. Indeed, penalty fees have become such a major revenue driver
that they may provide credit card companies with a strong financial incentive to encourage the
very behavior they claim 1o seek fo deter. While the Credit CARD Act outlawed several specific
unfair practices {such ag shifling payment due dates and times to maximize late fee revenues},
the risk of skewed incentives will remain absent implementation of the reasonable and
proportional requirement.

At the outset, the Board s proposal to ban fees based upon transactions that are declined by the
card issuer, account inactivity, and account closuve is helpful and appropriate. As the Board
noted, these situations do not appear to impose any significant costs or risks on card issuers.
Moreover, the latter two types of fees do not involve consumer debt activity in the first place, but
rather effectively penalize families that reduce their credit card usage or take other actions to
better manage their finances. To the extent that credit card companies have legitimate general
administration costs, they retain other ways of covering those expenses. In addition, the Board
should consider whether to ban or restrict fees for provision of paper siatements. Consumers
have aright under the Truth in Lending Act, as well as various other federal consumer laws, fo
receive mandatory disclosures in paper form. it does not appear reasonable or proportional ©
penalize the exercise of such statutory rights by elderly or disadvantaged consumers who may
not have easy computer access.

' See, e, g, Letier from Senator Carl Levin to Jennifer I Johnson (Nov. 23, 2009}, available at
http//levin.senate. gov/newsroonyrelesse ofm¥id=320217; Letter from the National Consumer Law Center et al. to
Jennifer I Johmson {Nov. 20, 2009}, available at hutp//www . nele.org/issues/credit cards/content/CARD-
sgmme 15 To-Fedl 109 pdfTbesi scan JAASUEBIZCAETABA=0&best scan filename=CARD-RegulationsTo-
Fedl 169 pdf; Pew Charitable Trusis Health G Group, 5till Waiting: "Unfair or Bs:epuh Crodit Card Practices
a’:omz e 28 Americans Wait for New Reforms to Take Effect (QOct, 28, 2009}, available at
wopewirusts.orgfour work detailaspx7id=0630; Center for Responsible Lending, Dodging Reform: As

hetp
Some Credit Card Abuses Are Outlawed, New Ones Proliferate {Dec. 10, 2009), available at

hitp/fwww resnonsiblelending.org/ czadztncazﬁz cgearch-analysis B@dgsmi{zﬁfefmmﬁs~Som€~£redit«ijaré~;ﬁbases»
~Catiaw 3@13&5&1 ~Omnes-Protiferate. %Lk
e, eg. 12 R.pi. 226, supp. &, para, 35(02)-2031), (i1} {construing the CARD Act to prohibit inferest rate
increasss on exzxm% halances or during the first year after opening a card acconnt where the card’s varia % : rate

s stractured so that the vanable rate does not decrease cﬂmmﬁm with reductions in the base index or wherg

the issuer may calculate the varisbie rate based on any index value during the time pernod specified in the card
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2 reasonable and ggmpaﬁ’
we aeree with the Bowrd s proposal to prohidr credii card companies Jropi i

reguitement,
;;@;ga;zfz;: fees—
Father than interest rales—ip cover their visk of [osses from charee-ofls (and the cost of

reserving against {psses) thal are gssociated with particular types of violations, such as late
pavments. Adding 2 variable pricing element based on the risk of loss to one-time fzes would
make the rule even mor c&ﬁzjgizcaéeé 1o apply, given that the proposed rule already relies heavily
on detailed financial analvses of costs associated with particular violations and statistical testing
of the deterrence value of particular fee levels, Further, as the Board notes, accounting for loszes
through nterest rates encourages greater iranzsparen“-’ nd competition in the marketplace, sine:
consumers are more likely to comparison shop based on rates than penalty foes.

Second, in evaluanne nenaliy fes amounts o

o

Third, in light of the complexity of the calculations under the proposed regulation, if appears
likely that many 1gsuers will rely on the safe harbors created by the final rule. We strongly agree
with the Board that the Act was not intended to authorize the imposition of penalty fees or other
charges that are significantly higher than those currently imposed by credit card issuers. Rather,
we strongly encovrage the Board to set the maximum safe harbors significanily below such

levels, The safe harbor is de ‘meﬁ under the statute as an amount that 15 “presumed to be

reasonable and proportional.” 15 U.S.C. § 1665d(e). The fact that Congress and the President

f"l’]dctpﬂ a prohibition against imposing fees or charges thal are not “reasonable and proportional”
demonstrates that they did not presume that current levels of penalty fees and charges satisfied
this statutory standard.

Finally, additional measures are negded fo increase transparency and Consistency concernin
penalty fee calculations. The effectiveness of this rule will depend entirely on banking
rsvuiaiors since the Act does not provide for a private cause of action in connection with the
-cagonable and proportional requirement. Ensuring consistency across examination teams and
agezues 15 a major concem, particularly because the rule as proposed would rely on complex
data analyses by cach individual credit card issuer as the basis for exceeding the safe harbors
pecified by the rule. The resources and expertise needed to conduct independent analyses on a
regular basis may be significant. If is therefore critical for the Board to aliocate its own research
resources 10 analvze penalty fees and other charges imposed on consumers and to coordinate
closely with the other regulators to develop vigorous and consistent examination procedures.

Risk-Based Renricing Analvses

! & 1665¢ 15 designed to ensure that card companies
so-called “risk-based pricing” basaed on market conditions. changes i borrowers’
credit scores, and other factors solely as a one-way raichet to increase consumers’ annual
ercentage rates, but never to reduce them when risk is reduced or market conditions improve.

h Act therefore requires card issuers that have imposed a risk-based price increase since

anuary 1, 2009, 1o begin conducting pericdic reviews at least once every six months to
determine whether changes i the factors considered warrant a rate reduction, The card
companies are further required to maintain reasonable methodologies for assessing the factors
used in such modeis and to explain to consumers the factors considered in making risk-based
Creases.



At the ouiset, fthe deadline for the initigl reassessment of accounts on which g rate increase was
imposed between Junuary 1, 2009, and February 22, 2010, should be shortened. 'This period is
the one in which abusive rate increases were most likely to have occurred, since the bulk of the
CARD Act protections—including the general prohibition on increasing rates on existing
halances—had not vet taken effect. Vet under the proposed rule, the initial reassessment would
not be due until February 22, 2011, as much as two years after the original rate increases were
imposed. Such a long lag-time appears inconsistent with congressional intent.” We therefore
urge the Board to complete its rulemaking process as quickly as possible and to provide an
implementation period of no more than three months from issuance of the Board's final rule so
that the first reassessment process will occur before the end of calendar year 2010, As economic
conditions improve and the credit card industry stabilizes, cardholders as well as card i1ssuers
should benefit from those improvements.

More specificity should be required in disclosures about risk-based pricing increases, so as to
reasonably assist responsible consumers in determining whether there are steps they can take
through better financial behavior to improve the pricing on their cards. 1f a rate increase is
based on a change in credit score, for instance, a consumer may wish to request his or her credit
report to examine it for inaccuracies. If a rate increase is based on overall debt levels, the
consumer may wish to pay off relevant balances. But the proposed rule would permit issuers o
use extremely vague language simply attributing rate increases to “a decline in your
creditworthiness,” A disclosure standard comparable to what 18 required under the Equal Credit
Opportunity Act to explain adverse actions appears appropriate here, particularly to the extent
that disclosures may be required under both statutes in connection with the same rate increase.
Indeed, credit reporting agencies and companies that compile credit scores already provide
lenders with “reason codes” for use in satisfying Regulation B notice requirements.

Finally, we urge the Board 1o tighten the proposed rule to discourage cherrv-picking, maximize
competition, and promote consistent enforcement. The current proposal would allow each card
igsuer discretion to base its pricing reassessment on either the factors that it used at the time the
initial rate increase was imposed or the factors that it uses today to underwrite the same card
product for new customers. A reduction to the original rate would not be required; rather, the
proposed staff commentary instructs that the amount of any reduction “must be determined based
upon the card issuer’s reasonable policies and procedures” for risk-based pricing. However, the
current proposal does not provide rules or even general guidance for determining whether an
issuer’s risk-based policies and procedures are in fact “reasonable” under the Act. 15 US.C. ¢
1665¢.

We are concerned that the proposal may provide leeway for issuers to manipulate factors,
policies, and procedures to ensure that risk-based pricing effectively remains a one-way raichet.
While the Board has raised concerns that overly prescriptive standards would be unduly

ongress directed that rules implementing the reassessment requirement he finalized on or before February 22,
months before the statute takes effect on August 22, 2018, See 15 US.C § 1665¢(d}). The lagtime

been designad o allow issuers o prepare for the butial reassessment due upon the eff }
initial rulemaking deadline has passed, we urge the Board to move quickly to finalize its rules so ¢
implementation can occur as close as possible to the original timeline.




vantageous to both creditors and consumers, 1t is noteworthy
that the Board has already taken sieps to prohibit credit car é 1ssuers from crealing variable raie
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formulas that similarly operate only to increase rates. milar common sense approach here
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might be (o require 1ssuers to {1} use the risk-based pricing m@u—sé that they use to underwrnile the
same card product for new customers to conduct the periodic pricing assessments with regard o
- accounts, and (2) implement any reduction called for under such model in order to provide
a LQH@?&I’@@;Q rate on the older account.” This approach could significantly reduce risks that
issuers would manipulate their policies and procedures to disadvantage existing customers, given
that doing so would make the issuers less competitive in atiracting new customers who are the
most likely to comparison shop based on interest rates.

&

We also urge the Board to exercise its authority to issue rules “to implement the reguirements of
and evaluate compliance with” the statutory requirement that card issuers maintain reasonable
methodelogies for assessing risk-based pricing factors by providing guidance on permissible
analytical methods, 15 U.S.C. § 1665c{b}(1}, (d). For instance, the Board could require the use
of an empirically derived, demonstrably and statistically sound model, as it has done m other
contexts,” or identify other reasonable methodologies.

In addition, we again urge the Board to coordinate closely with other banking regulators to
develop vigorous and consistent examination procedures. As with the reasonable and
proportional penalty fee rule, the effectiveness of the risk-based repricing rule will depend
entirely on administrative enforcement. Ensuring consistency across examination teams and
agencies is a major concemn, particularly if the Board does not provide guidance regarding
policies and procedures that would satisfy the statutory standard.

Conclusion
Tn closing, I want to thank the Board and its staff again for their efforts to bring implementation
of the Act to completion, consistent with the intent of Congress to require greater iransparency,

fairness, and accountability across the industry.

Sincerely,

Michael 5. Barr
Assistant Secretary for Financial Institutions
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