Unfair or Deceptive Acts or Practices (UDAP) Meeting with Members of Public

October 3, 2008

OTS staff met with representatives of the Coalition for Equal Access to Credit to discuss
the Coalition’s perspective on the May 19, 2008 proposed UDAP rule. The Coalition
presented the materials in the accompanying handouts (copies attached). In addition, the
Coalition discussed the manner in which subprime credit cards are underwritten.

In attendance for OTS: April Breslaw, Richard Bennett, Steven Lake, David Malmquist,
and Eric Hirschhorn

In attendance for the Coalition:

Miles Beacom, Premier Bankcard

Dana Dykhouse, Premier Bankcard

Denny Sanford, Premier Bankcard
Michael Turner, Political and Economic Research Council (PERC)
Patrick Walker, PERC

Obrea Poindexter, Morrison and Foerster
Rick Fischer, Morrison and Foerster

Jack Hopkins, Coretrust

David Brown, Coretrust

Greg Ticknor, Total Card

Martin DePoy, Bockorny Group

Stephen Hageman, Plains Commerce Bank



Office of Thrift Supervision Meeting
October 3, 2008

1. Introductions

* Here on behalf of the Coalition and just three issuers.
*  Other issuers were not invited to participate,

2. UDAP Proposal and Impact of Account Fee Limitation

*  We welcome efforts to address unfair and deceptive practices.

* But proposal to limit initial fees and expand immediate credit availability hurts
both issuers and consumers.

* Atleast 1/3 of all new cardholders default and over 75% of them default
immediately—using 97% of their available credit, paying no fees and repaying no
principal. But this 1/3 cannot be identified in advance.

¢ Increasing initial credit availability increases losses and increases costs for other
cardholders,

* Low initial credit limit provides controlled-risk environment to identify who will
pay and who will not. Those who pay then get more credit.

-y

3. PERC Economic Assessment

* TransUnion analysis shows that both defaulting cardholders and successful
cardholders are spread across risk tiers.

* PERC analysis shows that losses under proposed fee cap occur across every risk
tier, so underwriting sirategies cannot be adjusted to offset these losses.

* A cap on posting initial fees exceeding 50% and required amortization of fees
over 25% of credit limit would turn an average per account profit of $6.60 per
account to a loss of $119.45 per account.

+ Because the proposal would make 75% of the credit limit immediately available
and more than 1/3 of new cardholders would use 97% of this credit and
immediately default, it would take a six-fold increase in the interest rate to offset
the losses—from a current average rate of 16.1% to over 92.7%.

* Similar analysis shows that fee caps of 55%, 60%, 65% and 70% also are not
currently viable.



4. Alternative Reg AA Approach

» Initial account fees are unfair/deceptive if issuer fails to provide both clear
disclosure of total fees and available credit, and adequate consumer choice.

e Safe harbor if issuer substantially complies with stated code of fair practices
{example attached).

¢ Consumer choice includes right to reject account without cost, or right to charge
initial fees to account at zero interest.

5. Low Limit Cards are Different

s Not like subprime mortgage loans.
o Low credit amounts
o Not secured by homes
¢ Costs are much higher than those for prime accounts.
o Higher reserve requirements--55% compared to 8% for prime accounts

o Higher charge-offs—25% compared to 5.5% for prime accounts

o Higher operating costs than those for prime accounts—e.g., 10 to 20 times the

customer call

6. Important Consumer Benefits

de-537459

s Few current credit alternatives.
e But proven opportunity to improve credit.
o And small credit lines serve as valuable transaction accounts.

e Multiple use of total credit line each year (use of total credit line every 5 months

or 2.5 times per year).

* Small transactions for basic needs (food, gas, tolls}—average transaction under

$30.

» Ability to participate in economy.

o Internet and telephone purchases
o Rentals
o Identification

o Instant check out

(A



7. TransUnion Study and PERC Validation

Analysis of 360,000 accounts at multiple issuers.
PERC could independently validate within 1%.

Significant instability, but 37% with score improvement and 17% with score
improvement more than 40 points.

24% opened prime card accounts with at least $1,000 credit limit; 14% at least
$2,500 credit.

58% of consumers received prime promotional credit offers.

Over 11, 000 consumers not scorable in 12/5 now have a viable credit score.

8. Questions and Additional Discussion

de-537459
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Citizens for Equatl Access to Credit is a diverse, naticnal mutlicultural nonprofit coalition. We are comprised of
hundreds of past and prasent iow limit credit card customers from 40 states as well as leading national organizations
representing minorities.

Cur members also include providers of low limit credit cards, Chambers of Commerce, elected officials, leading
natiornal smal business associations, and other concernead groups and individuals from across the nation.

Colectively, the groups and organizations that are part of our membership represent over 2 milion people in the
United States. They include:

G Asociacion inferamericana de hombres de Empresa, www.aihepr.com
o CorTrust Bank www.cortrustbank.com

o Dominican American National Roundiable www.danr.org

o First Premier Bank www. firstpremier.com

o Intertribal Agriculture Council www.indianaglink.com

o State Representative Pedro Marin (GA) - Highest Ranking Elected Latino Official in the State of
Georgia

o Judge Luis Gomez - Former Judge and leading Advecate for at risk youth and young adults,
o Medford/dackson County, Oregon Chamber of Commerce www.medfordchamber.com/

o Plaing Commerce www.plainscommerce.com

¢ Reno/ Sparks Chamber of Commaerce www.reno-sparkschamber.org

o Small Business Entrepreneurship Council (SBEC) www.sbecouncil.org

o Special Defenders, inc.

o TotalCard www.credit-card-surplus.com

o South Dakota Chamber of Commerce www.sdchamber.biz

o Intedakes Community Action Parinership www.interlakescap.com

o Sioux Falls, 8D Chamber of Commerce www . siouxfallschamber.com

o Walker / Thomas Mental Health Services, Bel Air, MD
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October 2008

CEAC Materials on UDAP Rule Fee Limitations

. Cover Letter

. PERC Assessment of Economic Impact

Code of Fair Practices
TransUnion Analysis on Subprime Graduation
Articles

Testimonials

. Comment Letters

o Premier Comment letter
o CoreTrust letter
o PERC letter



Citizens For EqQuar Access To Creptr

4200 Wiscoxsin Avexur NW #106-374
Wasningron D.C. 70016

September 25, 2008
Dear Governor Kroszner:

The attached analysis prepared by PERC, The Political and Economic Research Council, for the
Citizens for Equal Access to Credit, includes a compilation of simulations demonstrating the
likely economic impact of the proposed UDAP Rule fee limitations on low limit credit card
accounts for credit impaired consumers. Specifically, the analysis and simulations illustrate that:

o Issuers of low limit credit cards face severe credit and economic risk if they are unable to
test consumers in a controlled-risk environment by limiting the amount of available credit
and monitoring consumer behavior to identify those consumers who actually make timely
payments and those who do not. Those who do make timely payments will have more
available credit. However, those who do not make timely payments usually default
within three months without repaying any of the money they borrow on their accounts,
after exhausting over 97% of their available credit lines.

o Under the proposed fee cap, losses occur across every risk tier so underwriting strategies
cannot be adjusted to offset these losses.

¢ Restructuring the product according to the proposed rule would result in substantially
higher costs and the total elimination of profits. For example:

o The analysis shows that the cap on posting fees exceeding 50% of the credit limit
and requiring fees over 25% of the credit limit to be spread over the first year
would result in a reduction in net income from a gain of $6.60 per account to a
loss of $119.45 per account.

o The analysis also shows that if issuers are precluded from charging to the account
fees that are greater than 25% of the initial credit limit and thereby are required to
make 75% of the credit limit available immediately, issuers would have to
increase the average interest rate nearly six fold-—from the current average rate of
16.1% to over 92.7%—to offset the resulting losses, even assuming that any
consumer would find a 92.7% rate account acceptable.

e Similar analysis and simulations illustrate that 55%, 60%, 65%. and 70% fee limitation
standards currently are not economically viable. The break even point is about 72% and
the current average initial fee share of the credit lines of the issuers studied is 70%, since
some issuers and customer segments have above average fees. So, even a fee cap above
the current industry average would lead to some losses.



Issuers of low limit credit cards have significant experience in pricing risk relating to credit
impaired consumers and have likely optimized their business models for this segment of the
market. The simulations demonstrate that issuers already provide the maximum or near
maximum economically viable levels of available credit to these consumers with their current,
likely optimized, business models.

Instead of prohibiting the posting of initial fees and severely constraining the ability of issuers to
offer low limit credit cards, and the ability of credit impaired consumers to use those cards to
rebuild their credit histories, Citizens for Equal Access to Credit urge you to consider requiring
compliance with a specified Code of Fair Practices, which would include clear layered disclosure
of the total of fees, total credit limit, and remaining available credit, the option to pay fees
upfront or to post fees to the account interest free, and the ri ght to a full refund if the consumer
decides to reject the card. A copy of the Code of Fair Practices is enciosed with this letter, along
with the PERC analysis.

We wholeheartedly commend the Federal Reserve Board for their commitment to finding viable
solutions to protect consumers from unfair and deceptive practices. But, it is our view that the
UDAP Rule fee limitations, if approved in their present form, may have an unintentional
negative impact on the ability of credit impaired consumers to gain access to credit and/or to
rebuild their credit histories. In our view, a Code of Fair Practices can help us to achieve both.

Thank you in advance for your attention to this matter.

Sincerely,

Javier Cuelas

Executive Director



IMPACT OF PROPOSED FEE CAP ON THE
SUBPRIME CARD INDUSTRY

EMPIRICAL RESPONSES TO QUESTIONS POSED BY
THE FEDERAL RESERVE BOARD

Prepared for Citizens for Equal Access to Credit

By

The Center for Competitive Credit
an applied studies center of

The Political and Economic Research Council

September 2008

Principle Investigators:

Michael A. Turner, Ph.D. Patrick D. Walker
President & Senior Scholar Director, Research
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Introduction

Recently the Federal Reserve Board and Citizens for Equal Access to Credit (CEAC) met
to discuss the likely impact on the subprime credit card mdustry of proposed rule changes
that would restrict the fees issuers could charge cardholders.' PERC participated in those
discussions to explain and verify the results and methodology of analysis on subprime
cardholder behavior and outcomes conducted by TransUnion LLC for CEAC.

Governor Kroszner queried the issuers in attendance as to their thoughts on how they
would respond to the proposed cap on posting fees to a credit card account, and what the
likely impact would be on their earnings. In particular, he questioned whether
underwriting standards could be adjusted upward, and whether revenues lost from the fee
cap could be offset by increasing the price of credit charged to cardholders. In addition,
Director Braunstein asked whether subprime issuers already earned excessive profits,
and, if so, whether the proposed rules change would have much affect on current profit
levels.

At CEAC’s request, PERC has undertaken to provide empirical responses to the
questions offered by Governor Kroszner, Director Braunstein, and other Federal Reserve
Board staff members during the course of these discussions.

Key Findings

PERC was able to access detailed data on the entire portfolio of cards issued by 3 CEAC
members—one large issuer and 2 smaller ones—during 2007.% On the basis of this data,
PERC was able to simulate directly and coordinate analysis by the issuers of the likely
mmpacts of the proposed fee cap, and other potential variants thereof, upon issuer average
annual costs and revenues. PERC also examined the impact on returns by risk tier (as
determined by each cardholder’s credit score), and measured the ability of issuers to
offset lost fee revenue with higher interest rates. The following are the key findings:

* At $6.60 per card, average net income per card for subprime issuers in this
analysis were 88% lower than broader (prime and subprime) industry average of
$57.01;

* Average account acquisition costs for subprime issuers are somewhat lower than
the non-subprime industry average;

* The proposed fee cap would dramatically harm earnings, as net income per card
declines over 1,800% from a gain of $6.60 to a loss of $119.45;

* To offset losses from the proposed fee cap, issuers would need to increase the
APR nearly sixfold, from 16.1% to 92.7%;

* Under the proposed fee cap, losses oceur across every risk tier, so underwriting
strategies cannot be adjusted to offset these losses.

Regu}atmn AA - Unfair or Deceptive Acts or Practices Proposal — Board Docket R-1314.
* No personal entifying information was shared with PERC, and all relevant state and Federal privacy
taws, including the FCRA, were fully complied with in all instances.

180 Europa Drive, Ste. 403 www inlopolicv.ere 3
Chapel Hill, NC 27514
+1 {919) 338-2798
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RESULTS aHD soLUTIONS

Simulations and Limitations of the Analysis

The following simulations are derived from the actual performances of borrowers, costs,
and revenues of three subprime card issuers between January 2007 and July 2008 for all
the accounts booked in 2007. The data include all accounts--those still active in July
2008 and those that had either been charged off or had been closed by the cardholder
prior to July 2008. The results presented are arithmetic averages of the results from each
of the three gyarticipating issuers and are usually presented in terms of costs and revenues
per account.

The first simulation presented below most closely simulates the proposed rule change—a
cap on basic fees charged to the account of 50% of the initial credit limit, with any basic
fees over 25% of the credit limit spread over the remaining 11 billing cycles of the first
year. That is 25% are due in the first month or “up front,” and the remaining 25% is
spread across the balance of the year. We refer to this simulation as the “25%/25%”
simulation.

The second simulation presented below simulates a 50% cap on basic fees that can be
charged to the account up front. We refer to this simulation as the “50%” simulation.
Additional results are also presented on the impact of similar caps of 55%, 60%, 65% and
70%.

Both pricing constraints, the 25%/25% and the 50%, would greatly impact the issuers
examined in this report. All three issuers charge basic fees in excess of the proposed 50%
cap, and they do so for all of the FICO bands for which such data was broken out. This
indicates that the fee cap cannot be accommodated by these three subprime card issuers
merely by migrating their borrower portfolio marginally up the risk continuum (as
measured by a FICO generic scoring model in this case).

The results presented are meant to be illustrative of the magnitudes of the impacts of the
various scenarios simulated. They are also intended, importantly, to illuminate how and
why such pricing changes impact a subprime card issuer’s bottom line. While the results
are based entirely on actual outcomes for the 2007 cohort of cardholders, there are some
basic limitations inherent in such simulations.

? PERC staff held separate calls with each of the participating card issuers 1o describe the methodology and
discuss data needs given the variance in account and fee coding and accounting classifications across the
issuers. Further, PERC executed separate non-disclosure agreements with each of the three participating
issuers expressly prohibiting the disclosure of data to any third party by any means. The information shared
with PERC by the issuers was regarded as proprietary and not to be discussed with competitors under any
circumstances. Nevertheless, the information reeeived from the issuers is consistent, and as a result, the
probability that the data provided to PERC for purposes of this analysis was manipulated is very low.
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Limitations

The first limitation is based on the fact that the pricing changes simulated are not by any
means slight or marginal. Therefore, the simulations are, in a sense, extrapolating well
outside the data and the experiences of the card issuers. How exactly consumers would
respond to the changes in pricing is unknown, how costs to book consumers might
change is unknown, whether therc may be greater difficulty in separating the least risky
applicants from the more risky applicants (and thus the impact on the share that charge
off and the like) is unknown, whether the number booked would need to decline or rise
and impact economies of scale is unknown, and whether 2 much larger initial available
credit would increase fraud is unknown,

While we might be able to reasonably speculate about the direction of some of these
impacts, estimating their magnitudes becomes pure speculation. Although we are not
sure of the direction of the collective impact of these unknowns on a subprime issuer’s
bottom line, we believe the analysis fairly represents the likely impact on the issuers,
ceteris paribus.

The second major factor that would influence actual market outcomes are external factors
such as the performance of the economy in general, the performance of subprime
consumers and credit markets, and prevailing interest rates. As have been the general
fortunes of the larger financial sector, it too appears to be the case for the subprime credit
sector. For instance, a major publicly traded subprime card issuer’s public financial
records show large profits several years ago that have since turned to large losses.

That being said, the analysis presented here represents the clearest picture of how the
simulated price restrictions would impact the card issuers. It represents the primary
effects of the pricing changes. It is possible that additional analyses that are based on
experiments that gauge consumer responses to changes in the price structure, monitor
borrower performances, and try a variety of different approaches to lending in this
segment could offer greater precision in estimating the impacts of the sorts of pricing
changes simulated here. But such experiments require some time for performances to be
measured and adjustments to be made. We did not have those luxuries here.

In any case, given the scale of the changes to the current business model that could be
required by the proposed price changes, it would be surprising if the impact upon
subprime card issuers’ bottom line were not as dramatic as the simulations here suggest.
And as such, it seems unlikely that the industry could continue to operate in its current
manner and with anywhere near as many consumers as it currently serves with the
proposed price restrictions.
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Overview of the Simulation Results

e

The following results indicate how revenues and costs from all subprime card accounts
booked in 2007 would be altered under two main scenarios, the first being consistent with
the FRB’s proposed fee restriction. The results are based on the actual outcomes of all
accounts booked in 2007, consumer behavior is held constant as are other aspects
influencing costs and revenues that are not directly impacted by the price restrictions. As
such, we believe the results obtained provide a good indication of how the subprime card
industry and its issuers would be impacted by the price restrictions simulated.

In the first scenario, the 25%/25% case—the scenario most consistent with the proposed
fee restriction——the result is a dramatic downward shift in net income from a profit of
$6.60 per account to a loss of $119.45 per account. In the second scenario, the 50% cap
case, the result is a relatively smaller but still substantial downward shift from a profit of
$6.60 per account to a loss of $60.24 per account.

In both scenarios, though to different degrees, these shifts are brought about by:

* A large reduction in revenues due to restrictions on fees charged and collected.
* A large increase in the initial open to buy amount (initial credit available)
o This raises the cost of funds as more credit is made available
o This raises the losses from charge offs as the costs to the issuers from the
charge offs is directly related to the initial open to buy amount (since this
is essentially the share of the credit line being risked by the issuer, until
the issuer has actual experience as to the repayment practices of each new
cardholder)

The magnitude of the swings in net income are so large that to offset them with a hike in
interest rates charged, average interest rates would need to rise from 16.1% to 92.7% in
the first scenario and to 60.8% in the second. Of course, such rates are not practical and
would have the perverse impact of severely penalizing those who properly utilize credit,
carry a balance, and do not default. Such rates are also well outside the ranges of interest
currently charged for credit card products®.

Another key result demonstrated by the simulations is that returns are negative across all
9 FICO ranges considered. This is true for both simulations. In addition, with the
notable exception of the 4% of accounts with the lowest FICO scores, returns actually
tend to fall for the higher the FICO range. The lower returns at the higher FICO ranges
may be due to higher booking costs for consumers with higher FICO scores (they have
more credit options), lower fees and greater open to buy amounts for higher FICO
consumers (need to attract these consumers), and are consistent with findings from the
TransUnion analysis that those with higher initial FICO scores when booked were more

* Based on figures of industry interest rate ranges from CardWeb. com.
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likely to see score declines (possibly a case of adverse selection). Taken together, it is
clear that trying to adjust to the proposed price restrictions by attracting and accepting

greater numbers of less risky consumers would not produce a better outcome.

Finally, as is clear from the net income of $6.60 per account without price restrictions,
any significantly binding price restrictions, such as fee caps of 55%, 60%, 65%, and 70%
of the credit line, would either dramatically reduce net income per card or would
otherwise result in losses.

Net Income Per Card Under Different Fee Cap Scenarios

Fee Cap Profit/Loss Per Account
{share of credit line) {dollars)

Source: All cards issued during 2007 by three subprime card issuers.

It is worth noting that even with a fee cap set to the average share of fees currently
charged in the industry, there still would be costs from the addition of a cap. This is so
since some issuers will have fees above the industry average and, hence, the pricing
restraint would be binding for some issuers, reduce their profits, and thus, the industry’s.
Second, due to the use of risk-based pricing, credit cards issued to those with lower FICO
scores, for instance, will have higher fees. Thus, a fee cap even set to a company’s
average fees would still be binding on those consumer segments served by the company
with above average fees.

Subprime Card Business Model: The Underlying Logic

Why Fees are Assessed and How they Are Structured

The subprime card industry has evolved to meet the current credit and payment needs of
persons with damaged credit, low credit scores or no credit scores. Over the years,
subprime card issuers have experimented with different pricing strategies. Pricing models
were adjusted to reflect cardholder behavior, risk attributes, and preferences, on the one
hand, and the revenue needs of the issuers on the other.
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The typical subprime issuer has a portfolio of borrowers with the following risk and
behavioral attributes:

» relatively high risk borrowers (85% of cardholders in participating issuers’
portfolios had a credit score below 620 FICO);

* a large number of defaulters (figures from a subprime card issuer indicates 42.5%
of borrowers that were booked in 2007 defaulted);

o One should not interpret this as to suggest that no screening occurs prior to
accepting a customer, according to the issuers included in this study less
than one third of those applying for credit are approved. Instead it points
to the difficulty in determining a priori who will default.

* defaulting early (of accounts booked in 2007 that were charged off, two subprime
issuers reported that 46% of the charged off accounts were delinquent after one
month and 76% after three)’;

* defaulting after using most of the available credit (figures from accounts booked
in 2007 for one of the subprime issuers shows an average credit line usage for
those that default of 97.5% )

* lower credit capacity;

* poor or no past credit history.

Given the risk profile of this population, high credit limit cards were not a logical or
sustainable option. Further, given the behavioral -characteristics of subprime
cardholders—immediate default, high credit usage—extending a high level of initial
credit without sufficient fees to offset risk is not a sustainable model. The credit

solution that ultimately emerged to meet the needs of the subprime population is a low
limit credit card with a significant basic fee structure.®

Extending high initial credit limits is simply not a financially prudent option for subprime
card issuers, the ability to earn significant revenues from interest charges on outstanding
debt is constrained by the fact that the cards have low credit limits. In fact, the average
interest rate charged by the subprime issuers examined is16.1% compared to 18.4% for
the average standard credit card (see Appendix B).

In fact, given the proposed fee cap at 50% of the total initial credit limit, issuers included
in this analysis would have to increase APR by nearly 500% from an average of 16.1% to
92.7%--assuming cardholder behavior is constant. In reality, very few cardholders are
likely to be willing to accept an account with an APR close to 100%. The impact of such
a hike in interest rates on credit card debt would likely result in an exodus of existing
cardholders, a surge in defaults, and a powerful deterrent for new borrowers. This, in
turn, would force card issuers to raise rates even higher to offset the resultant lost
revenue. Few, if any, issuers are likely to survive this vicious cycle once it is set in
motion.

> Figures shown are unweighted averages of the respective figures reported by each of the issuers.
® Basic Fees are defined as thase fixed account fees not impesed by the borrower’s choices or behavior.
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Finally, given the preponderance of risky borrowers in a subprime card issuer’s portfolio
at any given time, relatively high up front fees act both as a barrier and as a sorting
mechanism. Fees are a barrier to the extent that they prevent early defaulters from having
access to the full credit hine. And fees act as a sorting mechanism to the extent that those
who pay their fees in fuil are vested in the relationship and have an incentive to use credit
responsibly and with reasonable interest rates. Since it is not possible to determine who
will or will not default a priori, it is important to have a mechanism that (1) does not risk
too much of a lender’s capital, (2) identifies those that will meet their repayment
obligations and (3) covers operational costs. The proposed price restrictions simulated
here risk short-circuiting such a mechanism.

How Prices are and Should Be Determined

Here it will be shown that the subprime credit card industry has characteristics that are
typical of a competitive market. It will further be established that in a competitive market,
firms act as “price takers,” and that the market price for subprime credit cards is
reasonable by standards of the broader card industry, especially given the industry cost
structure and the relative high risk of their account portfolio. Finally, it will be argued
that the price of subprime card credit is willingly born by cardholders to the extent that
they derive value from access to a subprime credit card.

Competitive Pricing in the Subprime Card Market

One central characteristic of a competitive market is an inability of firms in that market to
set prices. In a competitive market, firms earning high rents (excessive profits) will see
their margins driven down potentially to near zero as competitors offer lower prices or
better value. In essence, firms in a competitive market are price takers.

Markets in which one or a small number of firms can set prices are typically
characterized by high levels of concentration and little evident effective competition,
While little data is available to use to measure concentration levels in the subprime credit
card market-—largely owing to the fact that many issuers are privately held companies
and they do not make public information about their operations—given the number of
firms in this market (including HSBC and Capital One, both of which maintain large
portfolios of subprime cardholders but neither of which consider their firms to be
subprime issuers), there is good reason to believe that the market is competitive and firms
in this market are price takers.

Another characteristic of a competitive industry is relative ease of entry and exit.
Consistent with this, the subprime credit card industry has certainly seen firms come and
go. Surviving firms have adopted similar pricing methodologies, with some variances.
Pricing in a competitive market evolved over years through trial and error. It is difficult
to survive in this market, even under best of circumstances. Some issuers that have or had
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exited the subprime space either permanently or temporarilly are Bank First, Apg)lied
Card Bank of Wilmington, Providian, Specialized Card Services, and Barclay's Bank'.

And simply comparing net income per account booked in 2007 from the subprime card
issuer data used in the simulations (a profit of $6.60) to the 2007 pre-tax profits per card
in the broader credit card industry, $57.01, does not reveal excessive profits.

All of this is to suggest that an equilibrium price has evolved in a competitive subprime
card market, and that government intervention, however well intended, is likely to disrupt
the market to the harm of issuers and cardholders alike. To demonstrate this, PERC offers
results from two simulations designed to measure the likely impacts of fee caps.

Price of Subprime Credit Reflects Perceived Value

Between 55 and 78 million Americans have a subprime credit score, and a further 35 to
54 million either have no credit file or have insufficient information in their credit file to
generate a score.® For many with low or no credit scores, a subprime card is the only
means by which they are able to enter the credit mainstream, and either build or restore a
good credit history. Importantly, payments made on subprime card accounts and other
account information are reported to credit burcaus, unlike many other financial services
serving high risk/no credit consumers.

Fully reporting payment information to a national credit bureau allows those with no
credit to build credit and those with a tarnished credit history the opportunity to
rehabilitate their credit via good payment behavior. To this point, a recent TransUnion
study of subprime cardholders showed that nearly 4 in 10 cardholders witnessed a score
increase or became scoreable over the observation period, and approximately a quarter of
those with score increases graduate from subprime cards to more mainstream forms of
credit.” This opportunity is likely one of the primary benefits attracting many consumers
to subprime cards.

For example, since 2006, the three subprime issuers examined here have had over 10.7
million accounts. This combined with the finding from the previous TransUnion analysis

7 These examples of issuers that had exited the industry were obtained from an employee at one of the 3
issuers that PERC worked with on this analysis at PERC’s request.

* According to the Fair Isaac Corporation, approximately 27% of consumers with FICO scores had scores
below 650, see hilp Swww mylcocom/CreditEducation CreditSeores. aspy.  According to Experian, 38%
of consumers with VantageScores have score below prime. Assuming an estimated 205 million scoreable
consumers {according to an Experian representative), we arrive at 55 million to 78 million. The estimates
of the thin-file and no-file population vary widely because two different proxies are used. FICO uses the
portion of “unbanked” consumers as measured by the Federal Reserve as a proxy for unscoreable files.
WA, Lee, “Eyeing the Unbanked: Fair Isaac Starts Bureau of its Own.” American Banker, luly 8, 2004,
Experian bases iis estimates on the number of credit eligible people in the United States and subtracis its
estimate of scoreable files.

° Ibid
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that 38% of those with subprime accounts either witnessed credit score increases or
became scoreable translates to over 4 million consumers who were able to improve their

credit standing through the responsible use of their subprime cards.

Beyond the opportunity to gain credit or improve their credit standing, there are more
basic reasons consumers find value in subprime cards. Having a credit card enables
consumers to access credit for unexpected expenses and alternatives may be costly and/or
undesirable; for example, the Center for Financial Services Innovation (CFSI) estimates
that each year 340 million alternative financial services transactions are carried out at an
average cost of $38.22 per transaction.'’ Having a credit card also enables consumers to
purchase goods and services without having to carrying cash and utilize services that
require a credit card (unattended gas stations, renting a car, getting a hotel room, and
internet transactions, for instance).

The five most common purchases on such cards, as reported by three issuers examined,
are from:

major discount retailers;

a major chain restaurant;

grocery stores; and,

gas stations.

halb i

The most common purchases by category are those from pay at the pump gas stations.

The growing use of cards for smailer purchases can be seen in the rapid growth of the
value of purchases from transactions of under $20. In the broader credit card industry,
the value of such purchases grew over 700% between 2000 and 2006 (see Appendix B).
Consumers are frequently using cards for day-to-day purchases and more often for
smaller purchases. Hence, it is likely that cardholders increasingly perceive greater value
in low limit cards as they use them more frequently.

Now that we’ve discussed how subprime credit cards are priced in a competitive market,
the focus of this analysis shifis to answering questions concerning the likely impacts of
the proposed government intervention in the subprime credit card market. Particular
emphasis is paid to the impacts of the proposed credit pricing restraint upon subprime
card issuer costs, revenues, and net earnings.

M See htip://www cisinnovation. com/underbanked-fact-sheet php.
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Simulation 1: Actual Proposal (25%/25%)

* Fees capped at 50% of initial credit limit
* Fees up to 25% of initial credit limit charged to account in first billing cycle
* Fees over 25% of initial credit limit spread over a year

Contrary to popular perception, and claims advanced by proponents of a fee cap on
subprime card issuers, the current average net income per account, $6.60, is relatively
modest, and compares favorably with the broader industry average of $57.01 per card
account.'' Issuers in our sample included those earning profits and taking losses. These
results are indicative of the difficulty of establishing prices in this market, even when
issuers are relatively unfettered by government regulations.

Costs and Revenues per Account
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$50

$0

Current 25%/25%

= Net income declines from a gain of $6.60 per account to a loss of $119.45 per
account,

*  Shift in net income driven by a decline in revenues and a rise in costs.
* To offset this loss with additional revenues from credit rate hikes, average

interest rates would need to rise nearly sixfold, from the current rate of 16.1% to
92.7%, assuming no change in consumer behavior.

"' For an example of an oft-cited study, see Jurgens, Rick and Chi Chi Wu. “Fee Harvesters: Low-Credi,
Hagh—Ccvsz Cards Bleed Consumers.” Boston: National Consumer Law Center, November 2007,

Whﬁe price historically has not been regulated in the subprime card industry, marketing practices and
other business practices have been subject to official and unofficial regulations. For sample of such
“unofficial” regulations, see Appendix A,
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Fees and Open to Buy Share of Initial Credit Line
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Current 25%/25% Simulation

= Under the proposed regulations, the open to buy amount—the share of the
credit line initiailly available to the consumer—would more than double.
'This raises capital costs and charge offs, and reduces fees.

* As a large share of defaults occur soon after the opening of new accounts, a
rise in the open to buy amount will dramatically raise portfolio risk.

Costs per Account

$250 . . 3
$200
$150
$100

$50

Current 25% [ 25%,

* Assuming no changes in account servicing or booking costs, the jump in the open
to buy amount raises overall costs by increasing charge offs and capital costs.
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Current 25%/25%

* Assuming no change in consumer behavior, the consumer specific fees (for
example, late fees, over limit fees) collected per account are left unchanged.

* Fees collected fall due to fee restrictions under the proposed regulation.

* Assuming the same share of basic fees are collected following the pricing change,
total fees collected falls from $152 per account to $117 per account.

Returns on Loans by FICO Ranges

Percent of Current 25% /25%

Accounts Return Return
675+ 1% -22% -103%
646-674 4%, 10% -76%
620645 10% 3% -64%
591-619 18% 6% -65%
560-590 19% 9% ~-68%
531-559 17% 12% ~61%
500-530 16% 12% -55%
451-499 12% 13% -65%
300-450 49 -23% ~99%
Al 100% 7% ~-65%

* With the pricing restrictions, all FICO ranges have negative returns.
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Simulation 2: Modified 50% Fee Cap Due “Up front”

* Fees capped at 50% of initial credit limit
* All fees up to 50% of initial credit limit charged to account in first billing
evele

This simulation was designed to gauge the potential impacts of a fee cap that is relatively
more favorable for subprime card issuers than the proposed 25%/25% analyzed in
Simulation 1. In this scenario, rather than charging cardholders half of the fees owed the
issuer in the first billing cycle (given a 50% fee cap, this was assumed to be the
maximurmn permitted or 25% of the initial credit limit), with the balance spread across the
subsequent 11 billing cycles, in Scenario 2 cardholders are assessed the full amount of
fees in the first billing cycle or up front. Structuring the fee cap thusly has the effect of
reducing the open to buy amount and should, therefore, reduce the value of charge offs.

Costs and Revenues per Account
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$180
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Revenues

$60
$40
$20

$0

Current 50%

* Net income declines from a gain of $6.60 per account to a loss of $60.24 per
account,

* Shift in net income driven by a decline in revenues and a rise in costs.

* To offset this revenue loss with a hike in the price of credit, average interest
rates would have to nearly quadruple, from the current average rate of 16.1% to
60.8%, assuming no change in consumer behavior.
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Fees and Open to Buy Share of Initial Credit Line
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* Under the proposed regulations, the open to buy amount—that is, the share of
the credit line initially available to the consumer—would increase by two-thirds.
This raises capital costs and charge offs and reduces fees.

* Faced with higher losses and increased capital costs (including reserve
requirements), revenues from fees concurrently decline by nearly 30%.

® As a large share of defaults occur soon after the opening of new accounts, a
marked rise in the open to buy amount will dramatically raise portfolio risk.
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* Assuming no changes in account servicing and booking costs, the increase in the
open to buy amount raises overall costs by increasing charge offs and capital
costs.

Fees Collected per Account

Current 50%

* Assuming no change in consumer behavior, the consumer specific fees collected
per account are left unchanged.

* Fees collected fall due to fee restrictions under the proposed regulation.

* Assuming the same share of basic fees are collected, total fees collected falls from
$152 per account to $126 per account.

166 Europa Drive, Ste. 483 www.infepolicyarg 17
Chapel Hill, NC 27514
+1 (919) 338-2798




RESHLTS AND SLUTIONS
Returns on Loans by FICO Ranges
Percent of Current 50%
Accounts Return Return
675+ 1% -22% -63%
646-674 4% 10% ~37%
620-645 10% 3% ~30%
591-619 18% 6% -31%
560-590 19% 9% -32%
531-559 17% 12% -27%
500-530 16% 12% ~26%
451-499 12% 13% -28%
300-450 4% -23% -52%
All 100% 7% -31%

* With the pricing restrictions, all FICO ranges have negative returns.
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Appendix A: Examples of Unwritten Regulatory and
Operational Rules Associated with Low Limit Credit Cards

(as of 9/12/2008)

e

The following are examples of practices to avoid. They were provided by an employee of
one of the subprime card issuers who assisted PERC with this analysis at PERC’s
request. These are not definitively prohibited by law or regulation, but have been defined
through enforcement action or regulatory guidance.

I. Available credit at account opening less than $50 is considered unfair,
» First National Bank of Brookings Consent Order
o httpy/iwww.occtreas. sov/ETP/EAs/ea2002-61 . pdf

II. A Low limit credit card program with little or no available credit at account opening
that represents, either expressly or by implication that any consumer who applies may be
able to employ the card for uses that require available credit may be decepiive.
Purchasing power or card utility claims must be controlied.

¢ First National Bank of Brookings Consent Order

III. A low limit credit card solicitation that discloses that a consumer may be approved
for a credit line that would result in little or no available credit on the consumer’s credit
card account at account opening without clearly and conspicuously disclosing that if
approved, the consumer will have little or no available credit may be deceptive.

* First National Bank of Brookings Consent Order

*  OCC Advisory Letter AL 2004-4

IV. Advertising a credit card as having “No Annual Fee” or “No Annual Membership
Fee” if the customer is required to pay a fee in order to open or maintain a credit card
account may be deceptive.

» First National Bank of Brookings Consent Order.

V. An advertisement or solicitation that does not contain a reference to the limitation
condition or cost disclosure in type of at least 10 point type size (other than on the outside
of a direct mail envelope may be deceptive.

+  First National Bank of Brooking Consent Order

VL. An advertisement or solicitation using the terms “Credit limit up to $xxx” may be
deceptive if the issuer is not prepared to or actually offers a substantial number of
cardholders the “up to” limit if qualified.
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VII. An advertisement or solicitation that promises to improve, rebuild or reestablish
credit may be deceptive if the issuer cannot substantiate that the issuers credit product
actually improves consumer credit scores.
¢«  OCC Advisory Letter AL 2004-4

S

L

IX. Using terms such as “Fixed Rates” or “Your Rates won’t change” may be deceptive if
the issuer can change interest rates under the contract or if interest rates may change due
to default.

* (Capital One Settlement Agreement with Minnesota Attorney General

X. Using terms such as “guaranteed”, “preapproved” or similar terms may be deceptive if
there is a significant chance that the consumer will not be approved.
¢«  OCC Advisory Letter AL 2002-3

X1 . Credit card programs that allow for negative amortization and make it difficult for
consumers to reduce or repay their balance may be unfair.

*+  OCC Advisory Letter 2003-2
*  FFIEC Account Management and Allowance for Loan Loss Guidance

XI11. Issuing any loans, including credit cards, without regard to the ability for the
borrower to repay the loan is considered a predatory practice.
* Treasury Department - Mortgage banking “best practices” — May 2002
*  OCC Advisory Letter AL 2002-3

XHI. The practices in the Federal Reserve’s proposal to Regulation AA, Unfair and
Deceptive Acts or Practices are technically unwritten until approved, which include:

*  http://files.ots.freas.gov/73419.pdf
o The practice known as “universal” default
o - The practice known as “double-cycle” billing
o Prohibit assessing fees due solely due to a credit hold

100 Europa Drive, Ste. 403 wwwinfopelicv.ere 20
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Appendix B: Characteristics of the Broader Credit Card
Industry

Value of
Pre-Tax Fees Annual Transactions
Profits Collected Fee < $20 per
per Card PerCard  Charge- Per Card Card

Year {2008 $) (2008 $) Offs APR {2008 %) {2008 $)
2008 5.76% 18.36% $12.04

2007 $57.01 $42.15 4.68% 19.32% $14.00

2006 $57.38 $36.57 4.29% 18.85% $15.73 $115.38
2005 $48.57 $38.73 6.28% 17.90% $18.05 $77.45
2004 $54.78 $:4_2.9'-9 6.71% 16.97% $20.27 $61.54
2003 $53.81 $38.82 7.42% 16.62% $21.10 $42.79
2002 $54,17 $38.58 7.27% 16.24% $21.65 $27.28
2001 $50.89 $40.21 5.36% 17.23% $22.08 $20.31
2000 $47.64 $47.87 4.78% 18.70% $23.01 $13.25
1999 $38.33 $£53.97 5.18% 18.17% $23.67

1968 $29.53 $48.96 5.57% 18.72% $23.88

1997 $31.54 $40.59 5.29% 18.24% $22.94

1996 $40.41 $29.71 4,70% 17.63% $22.68

1985 $41.51 $26.71 4.18% 18.15% $23.31

1994 $41.84 $27.52 4.24% 12Z.11% %$24.09

1993 $31.71 $20.48 4,67% 17.33% $24.94

1592 $32.30 $32.30 18.32% $26.28

1991 $34.86 $34.32

1990 $37.59 $£36.41

1889 $40.63 $38.60

1988 $40.64 $35.88

1987 $38.56 $41.99

1986 $36.18 $41.89

1985 $23.64 $43.91

1984 $23.67 $46.03

1983 $16.98 $47.86

1982 $8.65 $48.43

1981 {$1.93) $50.18

1980 $2.27) $58.93

Al credit card data from CreditWeb.com.

All conversions to 2008 dolars using CPl data from the Bureau of Labor Statistics.

Per Card figures derived using number of cards-in-force.

APR and Avpual Fees are for standard cards.

Profiis and Fees Collected per Card exclude debit cards and private label credit cards,

Fees collected per card includes late payment fees, over-limit fees, annual fees, balance wransfer fees, cash
advarnce fees, other user fees

Charge-oifs (%) determined by dividing the gross charge-offs (8) by the gross outstandings (8).
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Appendix C: The Results and Assumptions of the Simulations

Net Income = Basic Fees + Consumer Specific Fees — Booking Costs — Servicing Costs — Cest of Capital -
Charge Offs

Basic Fees: “Fixed” fees assessed per account. Such fees, however, may vary by FICO band of the
consumer, that is more upfront fixed fees are assessed for consumers in fower FICO bands that open an
account.

Consumer Specific Fees: All fecs that depend on the behavior of the consumer after opening the account.
These include, fees collected for late payments, overdraft fees, interest income collected, cash advance fees,
and the like.

Baoking Costs: Costs for booking accounts, this includes marketing and underwriting costs.

Servicing Costs: This includes such costs as customer service.

Cost of Capital: Cost of funds extended to borrowers.

Charge Offs: Cost /losses from customers that default on the account and are charged off.

Open fo Buy: Share of initial credit line available to consumers (Initial Credit Line minus initial fees
charged).

Behavier of Consumers and Costs Held Constant

The same share of basic fees collfected relative to fees charged was assumed.

No changes in Consumer Specific Fees assumed.

Booking costs and servicing costs held constant.

Charge Offs and Cost of capital varied in proportion to the amount Open to Buy, Consumer behavior
held constant in terms of likelihood of defaulting and ultimately the amount of Charge Offs relative to
the amount Open to Buy ™.

The net income functions were estimated by the FICO ranges presented in the Simulation sections.
Average amounts per card issuer were then calculated. Unweighted arithmetic averages were then obtained
of the three issuers.

Basic Results of the Simulations

Current 50% 25% [ 25%
Basic Fees $89.91 $64.13 $55.27
Consumer Specific Fees $61.74 £61.74 $61.74
Total Income $151.65 $125.87 $117.01
Cost to Book $39.18 $39.18 £39.18
Servicing Costs $46,18 | $46.18 $46.18
Cost of Capital $9.99 $19.71 $29.56
Charge Offs $49.69 $81.03 $121.54
Total Costs $145.05 $186.11 $236.46
Net Income $6.60 ${60.24) $(119.45)

" While the amount of charge offs may not rise 100% with the amount open to buy it would likely rise
very near to 100% (analysts with the card issuers suggested it may be in the 90%-100% range). Since there
was not time to better estimate the exact multiplier, 100% was used by the issuers. The reader can see that
this would make no qualitative difference fo the results. It is the case, however, that toral Josses (revenue -
cosis) from charge offs are essentially a function of the open to buy amount. And, as suggested by an
analyst with one of the card issuers, with a change in pricing, a greater amount of open to buy could also
attract more fraud, and hence result in a greater than 100% rise in charge offs.

100 Europa Drive, Ste. 483
Chapel Hill, NC 27514
+1 (919) 338-2798
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Code of Fair Practices for Credit Providers

o Clear disclosure in solicitations, applications and advertisements of the total of fees,
total credit limit, and remaining available credit after fees are applied;

»  Clear disclosure of consumer’s right to pay fees upfront or post fees to the account;
8 P P p

» Separate additional disclosure of total of fees and remainin g available credit with
Sulfillment kit accompanying the card;

s Clear disclosure of consumer’s right to full and immediate refund if consumer changes
mind after receiving card and the separate fee/credit limit disclosure;

*  Reporting of the account payment experience to all 3 major credit reporfing agencies;

» No reporting to credit reporting agencies if consumer changes mind and opts for a
refund (or alternatively, report account as closed at consumer’s request); and

* No finance charges on fees posted to the account, provided initic. payments could be
applied to repay the fees.

de-536826



s
Ay o
S

e,
Zais

2
Bty

e

S

e

ey

m.w

M
&

a02 ‘A

io}

synsal jo Ase

OIISURI}

.
%gﬁ.&ﬂvﬁ@ﬁ
Gmammaa

S
.
agﬁ%gﬁw@wf
(5 ?avfgﬁw
i R
s

s
i N
: S
,?;?

RS

= ..Wi.ﬂ&”” v.m‘zv)uvm
S
o

=



JIPal3 JO swiof jeuonipes) 0} S$8008 paseasoul JO SAIEDIPU S8INQLNY »
uonesbiw sngquny .
uone.Biu 91008 8ARISOd UM SIBWNSUOY) »

s}insai jo Alewwung .

sisAjeue ayj ul papirold elep pue ‘seinquie ‘sesoos jo MBIAIBAQ) »

SIUBJUOD JO dige ]

&

R




‘asesiou sioagsbejuep
€ PRY SI9WNSU00 000" 21 "800¢ Atenuep soueulopad pue gooz 18qlus%a (] UOIIBAISSqO "SIBWINSUCS (0('COE pezAjeur e1eq

sisAjeue 10} spiooal
000°G9E Ul pa)nsal saseqe)ep sAlydJe 0} Buiyoepy .

p4odal yoea o) pspuadde ssinquye wojsno jeieass
pue ‘sanquie jjays sy} 4o +0g 3 9109Gabeue .

Soseqejep aAlydJe souewsopad
80/1 PuUe uoeAI8sqo Go/Z| 0} payolew Spiodal ||y

T,

90/1 ui psed ypalo swiud gns e pauado
1Y} SIswinsuoo Joj sispusg| pieayueq swnd gns
|EUOHEU INO0J WO $PJOdal 1I8wNsuoo Indul gyz‘0ge «

R
S

L
S,

o
o=

=
ik

S

SR

sisfjeue 10} eiep salyose

E]

pue ‘seinque 1paio 'se400s papircid usiunsuel |

A

e

j{é%;;‘;

ko

i
o




Syluow g Jsef sy ut

Japua) swidgns-uou B Wolj 1Paio JO Jolo
[euonowold B paAlaoal SIBWNSUOD JO 9%,9G—

+000°L $ Jo Huwi| JpasoMpalo

by & ynm syuow z| 1se| ay} ul preasjueq
MaU B poUado SIOWNSUOD JO % g~

+00G'C$ JO N JPaIoHIpeI

by e yim syjuow z| 1se| ey) ul predsueq

8002 Atenuep
Mau e pausdo SIBWNSUOD JO %)~ J0 se si00gabEIUBA PlEA B POAIRDSI GOOZ
66%°2$-000°1$ J0 N HPaIOPaID 19GWadaQ ul 8jgeslodsun SIBWINSU0D gGz L] »
Uyby e ynm syjuow z| isej eyy uj preajueq syjuow z| isej eyl
MaU e pauado S1BWINSU0D JO Y| —~ Ul Japus) awiLdgns-uou e wou 1paio o Jalo
800z Arenuer uj swud-iadns Jo ‘swud feuonowo.d & paAIsoal SIBWNSUOD € JO %G «
‘swid-seau By)ie 0] 81098 JIsy} posesaldul +000° 1L $ Jo My HPoIOAIPaLD
'S00¢ 1equieda( ul 8100gabBUEA 4By e ynm syjuow z| 1se ey) ut pieoyueqy
Bwd-gns B Y)Im SIBNSUOD JO %E'6L — Mau e pauado SIBLUNSU0D {2 J0 %01 «
1S9SB8I0U] 81008 Y}M B8S0U] JO) - +006'2$ 10 |
isyealb paIoIpalo YbIy e yim syjuow z| 1se| ey ul
10 suiod 0F jo ai00gebejuBA oy} Ul BseaIoUl piedjUeq MBU B pauado SIBWINSUOD e JO %G -
ue paousiiedxe s1swnsuoo ndur Jo %,/ | . 667°2$-000°1$ JO Nl PPaIOAIPaID
9100g8bejuBA Hoy) Ul asealoul ubiy e yum syjuow | 1se) sy ul piemjueqg
ue paousuadxe siewnsuod ndur o %,/ ¢ . MaU & pausdo SIBWNSUOD B JO %01 «

SHNS8 JO Aspununs jpas) ubid







8002 Atenuer ul seiousnbugep Aep +0g 940W 10 auo pey siawnsuos jndui Jo 9, zg.

"ajdwes Aisnpui J9peoaq WOl SIBWNSU0D abeioAe uey) Juswsaowl

9103 pJEMUMOP B10W puk ‘S3100S 19MO] ‘AJIIqe}S 8109S SSO| HAIYXD SISWNSUOD ndu; abeisay .
ﬁ - El H <

‘sjuiod aiow 10 Qp Jo 8seaIDUl PRY %7’ /| "9SEIOU| BI0IS pey siawnsuoo ndui Jo ¢,9°9¢ -

ajdwes OYID e Woly 900z YdIep ol S007 yarep woyy uoneibis 81005 ebejuep
ofdwies Jepeoig 1o} gooz Aenuer o S00¢ 1aqweoaQ woyy uoneibiu a109g abejuep

ajdwes Jv3d meiduwes Jepeorg g ,W
+09 65010¥ 6£030¢ 61017 0 61-031~ 6£-0107  65-030+%- +09- ,
S . - . 2, N i c\DO

" 0\0m
‘SYIUOW g JXsU

By} JaA0 Jusnbulep
sAep +(0p Buiwooaq
J9WwnNsuo09 e Jo
poouei sy sjoipald
at1oogabejuep

%01

1 %51

%€

S

e
R

BLUL IBA0 S8U00S O uoneiBip

-

i

Al yn,
i




"800¢ Alenue( Aq sduejeq Upaid dAISOd € pey SIBWNSUOD BS8Y] JO %6S "sporad yloq ul
SIGES.0S aloM pue §O0Z 48qUIsIaQ Ul 9IUBIR] JIPDID OU PRy SIBWNSUOD ndur ey Jo 80s’6S

800Z Arenuep o)
§00¢ Jaquieda( woy uonesbiw ai0og abejuep ,«,
T 4 134 &
09 < 65010 6£010Z 61O T 0  -0310Z- -010b- -0109- 09> :

AR

‘sjuiod aiow o gy jo
asealoui ue pey o6l -

‘aloogabejuep Jiay)
ui asesoul ue pey
SISUWNSUO0D JO 9% Ly .

G00Z Jequisde(y u SBESH RS SU
BSOLL J0) BWIY IBAD SBU0DS J0 uoiRIBIA

Bk v e e
w

i

e
R N E W R -




e e s s T
sRrEEE ?#i%?ﬁ;%ﬁk‘&%:%@:@zﬁé@ﬁﬁ%@%ﬁf’e’?? onn

=
...... . o
SE - e
T b @
B LA LR
P R E

increase in

b

* 44% of consumers
their VantageScore.
*19% had an increase
of 40 or more points.
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Vantage Score migration from December 2005

36,103 of the input consumers had no open trades in December 2005.

Migration of scores over
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The Jtrobidence Journal

Karen Kerrigan: Beware proposed rules on credit cards
61:00 AM EDT on Saturday, September 20, 2008

KAREN KERRIGAN

WASHINGTON

When making public policy, particularly in arcas that could broadly affect our economy and
people’s financial future, it is important to remember the old adage: "first do no harm.” This
could be especially true of the Federal Reserve Board’s new set of proposed rules regarding fow-
it credit cards.

The Fed’s proposal contains a number of new regulations 1o protect consumers, including
holding card issuers to higher standard in disclosing terms to customers. The new rules, if
approved, would also dictate how some credit card companies price their products and could
cause many of them to leave the marketplace altogether.

In today’s world, credit cards are vital tools that are responsible for generating and driving a
wide range of commercial activity. One can scarcely rent a car, book a [1i ght or book a hotel
room without one. The mortgage crises and tightening credit conditions have made it
increasingly difficult for many consumers to gain access to credit — especially those with credit
history problems. It has been estimated that over 70 million individuals in America — that’s one-
in-three people — do not qualify for a "prime” credit card. This puts them in the low limit, or
"subprime” category.

Of course, the credit crisis, compounded by our credit crunch is having a profound effect on our
economy. The current situation makes it even more important that federal regulators strike a
balance between protecting consumers while also protecting fair access to credit.

Low-limit credit-card providers charge fees to their customers because they are in a higher-risk
category. Pricing a product to risk is a well-established principle of our market economy that can
be found in a range of commercial transactions. Just as auto-insurance companies charge higher
premiums for customers with fender benders on the driving record, low-Hmit credit-card
providers charge more for those with dents in their credit history.

frenically, the federal government is one of the main reasons why Jow limit is more expensive to
obtain. Unlike prime issuers, low-limit card issuers are legally required to hold a significant
portion of their funds in reserve, sometimes up to 56 percent, Should regulators prevent
companies from pricing their products to risk, many if not all of these companies will no longer
be able to meet these requirements and cover their costs,



Such an cutcomne would mean that low limit credit disappears; while millions of otherwise
qualified applicants would be forced to tumn to pay lenders, pawn shops or perhaps more risky
and troubling options when confronting a financial crisis.

The milhons of families, mdividuals and small business owners who would otherwise qualify for
Jow limit credit deserve a second chance to get back on their feet. It has been estimated that low
limit cards arc responsible for generating over $2 billion in commercial activity a vear in our
cconomy. I low-limit cards were regulated out of the economy these important dollars and
commercial activity would disappear — causing further injury to our alrcady ailing economy.

The Fed should be commended for its move to hold credit-card companies to high standards in
disclosing obligations to consumers. Likewise, issuers should be required to use, consistent
stringent standards when selecting applicants to receive a card. The Fed should also look at
common-sense ways to make credit safer and more accessible to consumers without dictating the
pricing and structure of how fees apply.

Naturaily, it 1s vital that we do not allow abuses in the marketplace. As federal regulators move
forward, they should seck changes to protect consumers while avoiding price control policies and

restrictions that will do more harm than good.

Karen Kerrigan is president of the Small Business and Entrepreneurship Council.
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Leading Minority Organizations Lobby for Fair Credit Practices

sSept. 19, 2008

Richard Kaplan--Associate Editor, HispanicBusiness.com

The nonprofit advocacy coalition Citizens for Equal Access to Credit (CEAC) jomned today with
leading minority organizations, business groups and leading elected officials 10 announce a push
for reform of the credit card industry.

The advocacy group issued a "Statement of Principles” calling for companies 1o make credit
cards less risky and more accessible to consumers, in particular, poor and minority communities.
The group targeted low limit credit cards as especially in need of reform.

CEAC's statement of principles called on the Federal Reserve Board and Congress to recognize
that "low limit cards represent a bridge to the economic mainstream for persons from
underserved and unbanked communities.”

Low himit cards impose a relatively low level for maximum total eredit charges, for example,
5500. Such credit cards are often used by young adults and the poor {o establish credit records or
o move toward greater financial stability.

Among the reforms desired were federal laws requiring credit providers to meet high standards
in disclosing rates, fees and penalties to-consumers, and also offering customers flexibility in
making payments. In addition, CEAC urged companies to supply information (o consumers in
Spanish as well as English, and to give the consumer have the right to return the card and gain an
immediate refind upon receiving the card and rate information.

The proposal for reform of the credit card industry emerged out of a virtual summit hosted on
August 28, 2008, Those participating or consulted represented a broad range of minority
advocacy groups and leaders, and economic interest groups, including the League of United
Latin American Citizens, the Inter American Entrepreneurs Association, the Dominico-American
Soctety, and the Small Business Entreprencurship Council,

Victor Capellan, president of the Dominican American National Roundtable. endorsed the
statement of principles, saving, "We believe the common sense proposal that we have put forth
today will protect consumers while also protecting consumer access to credit. . 1t is essential
that policy makers in Washington protect consumers while also protecting continued access to
credit in underserved communities.”

Juan Andrade, Jr., president of the United States Hispanic Leadership Institute, supported the
participation of minority groups in discussions of needed credit card industry reforms: "Bringing
fcading minority organizations, and low limit credit card customers together with providers of
credit to develop a consensus proposal is a great way 1o provide # roadmap for reform.”
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The Color Of Credit

By Charles Steele Jr.
Monday, June 23, 2008; A15

The subprime mortgage fiasco is sending tremors through Wall Street and has brought the U.S, economy
near {if not inte) recession. For African Americans and Latinos — the prirnary victims of the debacle - the
mortgage meltdown may widen the considerable gap in wealth that already exists between whites and
people of ¢olor, Even worse, some proposais to fix the problem of limited access to credit may end up
doing mare harm than good.

"We estimate the lotal loss of wealth for people of color to be between $164 billion and $213 billion for
subprime loans taken during the past eight years. We believe this represents the greatest loss of wealth
for people of color in modern U.8. history,” the Boston-based organization United for a Fair Economy
noted in #s report "Foreclosed: State of the Dream 2008."

To understand how the damage goes far beyond these mortgages, one has (o understand the importance
of owning a home. it is the cornerstone of the American drearn. For many, it is also the first step to
creating wealth. As with numerous aspects of American society, there is a wealth gap in this country;
According to the Census Bureau, the median net worth of a household headed by a white aduit in 2004,
the latest year for which data are available, was $1 18,300, compared with just $11,800 for black-headed
households,

The bureau aiso reported that three-fourths of while households owned their homes in 2004, while less
than haif of black households owned theirs. A variety of factors, some economic and some based on
. racial discrimination, account for that ownership gap.

As a result of laws enacted to address housing discrimination, the rate of African American
homeownership rose from 42.3 percent in 1994 to 48.1 percent in 2004, the highest level in U.S. history.
As great an achievement as that is, a 49.1 percent rate is about where white U.S. ownership stood in
1800,

Led by former housing and urban development secretary Alpbonso Jackson, the Bush administration
made expanding homeownership a top priority. In fact, some critics say the administration did s while
ignoring signs of an impending crisis in the subprime mortgage market.

Even al the rate African Americans were progressing before the crisis, noted the United for a Fair
Economy report, it would have taken 594 years for black median household net worth to equal that of
whites. Sadly, the declines in the housing market have only made things worse.

Yet some of the proposed reforms relating 1o credit may ultimately be counterproductive. For example,
the Federal Reserve is accepting public comment until Aug. 4 on a rule that would prohibit certain fees in



connection with subprime credit card lending. While one might hope that capping Tees for subprime credit
products would resufl in better credit terms for borrowers, it is more likely that many issuers will cut back
on offerings or simply exit the market.

That's what happened with guaranteed student loans after Congress engaged in price-fixing last year:
The student lending market evaporated. Justifiably panic-stricken parents, students and education
advocates forced Congress to hastily craft corrective tegislation, which President Bysh signed into law
last month.

Censider also the Credit Cardholders’ Bill of Rights Act (HR 5244). which would require that many
consumers pay -- upfront — alf fees assessed during the first year of a new account, before the card is
even issued. Because an ability to pay over time makes such cards aflordable for many consumers, this
provision would effectively deny credit to millions of those whose rights such reforms are meant to protect.

Our government should protect every consumer - regardless of race, religion or credit score -- from fraud
and fly-by-night lenders. Policymakers should also promote a consumer credit market that helps people
whose credit scores are less than sleliar to bridge their way back lo prime,

Lack of access to credit for those with low credit scores, or no credit whatsoever, is an important and
growing problem. Credit scores, traditionaliy used for mortgages and auto loans, are increasingly used in
determining eligibitity for employment, aulo insurance, apartment rentals, utility connections, and opening
and maintaining checking accounts.

Like homeownership, credit is a cornerstone of wealth creation. The FDIC recently stated that "it is very
difficult to bulld wealth without access to credit.” That's an extreme understatement. it is almost
impossible {0 build wealth in America without credit.

Dr. Martin Luther King Jr. often said that the cause of economic justice is the cause of social justice. We
must continue to work together to achieve that timeless goal in lending and, more broadly, in our nation's
economic sector.

Charles Steele Jr. is president and chief executive of the Southern Christian Leadership Conference.

http/www . washingtonpost. comiwp-dyn/content/article/2008/06/22/ARZ008067201550.html
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Don't take away my credit card

By ERASMO FLORES
Fublished: £8.12.08

Print Page |

It is disheartening to learn that the Federal Reserve Board may impose severe restrictions on the terms and
fees of low-fimit credit cards. The proposed rule would hinder consumers from charging necessary fees to
their customers. That may sound odd, but it makes sense when you consider the whole picture. The low limit
credit card company that [ use was very up front with me regarding the fees I needed to pay in order to
obtain the card. The charges are the credit provider's way of protecting themselves when dealing with folks
that have had trouble in the credit history, Restricting a provider from pricing their products accordingly
would likely eliminate low limit cards as an option for millions, and it does not make much sense,

As a salesman who spends a good amount of time on the road, it is essential that I have the use of a credit
card for things such as rental cars and hotel rooms, Thanks to my low {imit credit card, I don‘t have to pay
cash for dinners with customers, or when I need to make other purchases while away from home. 1 also feel
that I am financially more protected with my low Bmit card as it is not linked to my checking account. Plus,
the best thing is that with each monthly payment, T am improving my credit.

Our government should protect consumers against the predatory practices that have contributed to the
mortgage crisis. However, it is critical that regulaters understand that the way low limit credit providers
operate is dramatically different than subprime mortgage lenders. When 1 apphied for my card, the credit
provider used stringent standards in screening me and all the other applicants. Although 1 was able to secure
a card, a significant majority of folks who appiy do not receive cards.

tawmakers and regulators accept this kind of arrangement in other industries. That's why life insurance
companies charge higher premiums to smokers. And it's why auto insurance companies charge more for
those with an accident or speeding tickets on their record. When it comes to low limit credit cards, the same
basic principie applies.

Low lhimit cards are a vital fifeline for millions of Americans like me, who are just looking to pull themselves
up by their beotstraps to re-enter the economic mainstream. In fact, my story is by no means unique, as
hundreds of thousands of consumers have restored their credit and have graduated to higher limit cards and
better credit using a low limit card.

As the Fed proceeds, they should adept several common sense reforms that will protect us, while protecting
our continued access to credit. First, they should hold credit card campanies to high standards when it
comes to disclosing terms and requirements to consumers. My credit card company was very clear about
this, but if there are companies out there who are net, they should be required to meet the same high
standards. Second, they should ensure that consumers receive a full refund if they do not use their cards
and wish to opt out within a reasonable time. | am happy with the flexibility that | have been afforded by my
company, but all consumers should have options in how they make payments. One thing the Fed shouid not
require that fees be paid up front, though it should remain an option. Many of us who apply for a low limit
card do not have several hundred dollars lying around to pay up front, or we would not be applying for the
card in the first place.

What the Fed shouid avoid doing at all costs is substituting their judgment for that of the individual who is
facing a financial crisis or needs to reestablish their credit. Provided everyone is clearly informed of the
obligations and process involved, and has the needed flexibility in meeting those obligations, we should be
allowed to make our own decisions about how to move forward.

Erasmo Flores is a resident of Houston.
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EXCHANGE

Leading Minority Organizations, Officials,
Issuers Come Together to Propose Credit
Card Reform

Need to Protect Minority and Underserved Community Access to Credit Identified as Top
Priority

Citizens for Equal Access to Credit (CEAC), a diverse, multicultural nonprofit coalition, joined
with leading minority organizations, business groups, elected officials and credit card customers
from across the nation to announce a comprehensive proposal for fow limit credit card reform
and a Statement of Principles regarding access to credit. The Code of Practices proposal for fow
Hrit credit providers is the product of a Virtual Summit on Minority Access 1o Credit held on
August 21, 2008. The Summit was convened by CEAC o enable a direct dialogue between
communities of interest and card issuers to discuss concerns and ideas for Improving current
practices. To read the full Statement of Principles and Code, visit www.ecqualaccesstocredit.org.

The Statement of Principles hopes to inform decision makers and the public about the
sensitivities, goals and concerns of cardholders, minorities, and businesses regarding credit card
reform. One of the key principles n the Statement is: “The Federal Government should
understand, and remain sensitive to, the reality that low limit cards represent a bridge to the
economic mainstream for persons from underserved and unbanked communities.”

The Code of Practices includes a number of important reform proposals, such as a requirement
that no finance charges on account opening fees be posted to an account, provided initial
payments could be applied to repay the fees. The Code also calls for clear disclosure of
consumer’s right to a full and immediate refund if a consumer changes their mind after receiving
a credit card.

Here is what Summit Participants, Flected Officials and Organizations have to sav about the
Code and Statement of Principles:

- “As the Federal Reserve Board and Congress move forward with their proposals, 1t is essential
that underserved communities and minorities have a powerful voice in this process,” said Dr,
Juan Andrade Jr., President of the United States Hispanic Leadership Institute (USHLI).
“Bringing leading minority organizations, and low limit credit card customers together with
providers of credit to develop a consensus proposal is a greal way to provide a roadmap for



reform that encompasses the priorities and concerns of underserved communities.”

- “It1s very important that as the Federal Reserve Board and Congress make decisions about how
people gain access to credit they understand the financial realities that a great many m minority
communities are facing right now and the full impact of their proposals on those communitics,”
said Rep. Lois DeBerry, Speaker Pro Tempore, Tennessee House of Representatives. T am very
pleased that so many groups and individuals who would be directly affected by proposed
changes have been abie to make their voices heard about the need o protect and maintain access
to credit.”

- “It is essential that policy makers in Washington protect consumers while also protecting
continued access to credit in underserved communities,” said Victor Capellan, President of the
Dominican American National Roundtable. “We believe the common sense proposal that we
have put forth today will protect consumers while also protecting consumer access to credit.”

- “The Code of Practices will hopefully be an mmportant reminder to the Fed that it should look at
common sense ways to make credit safer and more accessible 1o consumers without dictating the
pricing and structure of how fees apply,” said Karen Kerrigan, President of the Small Business &
Entreprencurship Council (SBEC). “Naturally, the government should protect consumers from
abuses in the marketplace but should seek changes to do so while avoiding price control policies
and restrictions that will do more harm than good.”

The groups and individuals that took part in the Virtual Summit had the opportunity to discuss
ideas for credit reform and submit changes and recommendations to the Code. Elected officials
also participated in the Summit inchuding Hon. Pedro Marin, State Representative, Georgia; Hon.
Julio Guridy, and Allentown City Councilmember, PA and Dominican American National
Reoundtable Board Member.

Other advocacy groups that were consulted included the League of United Latin American
Citizens {LULACQ), the Inter American Entreprencurs Association (Al 1E), and Dominico-
American Society, The Small Business Entreprencurship Council (SBEC); and the Intertribal
Agriculture Council (IAC).

In addition to its institutional members, Citizens for Equal Access to Credit includes low limit
credit card customers from across the nation. The Code was circulated to the Coalition’s
individual members, who also had the opportunity to offer thoughts and provide direct mput. For
a complete list of the coalition’s individual members go to

http://www cqualaccesstocredit.org/OurM embers.aspx

Source: Citizens for Equal Access to Credit
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chance you haven't even felt it. Why, you may be asking yourself, does everyone
think there's such a big a problem when you're still being offered credit cards in
the mail and 0% financing at the car dealership? Maybe you used to bank with

Washington Mutual or Wachovia and overnight you've become a Chase or Citi

customer, but if your money's still there, why does the rest matter?

\ : Mos

The tamuit at the top of financial markets has not
filtered down evenly, but that doesn't mean it's not seeping. There are cracks on Wiost
Main Street, but whether or not vou see them largely depends on where you oL
2T

stand. Just ask anyone who wants to buy a house with a subprime mortgage —
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they're not all evil, but these days they are exceedingly
rare - or with a jumbo loan, which now carries an
average rate 1.2 percentage points above a regular
mortgage. (In normal times, the spread is closer to a
quarter of a percentage point.) "Some people are saying,
'Credit crunch, what credit crunch?' and others are
ready to cry uncle,” says Greg McBride, a senior
financial analyst at Bankrate.com. "It shows it really

matters where you fall on the risk spectrum.”

Now, about those eredit card offers. You may not feel it,
but there are fewer of them going out — 1.1 million
during the second quarter, down 17% from the same
time last year, according to Synovate, a research firm
that tracks direct mail. Who's being ignored? Well,
subprime borrowers (no surprise there), but also
anyone who doesn't make a lot of money: 52% of
households with an annual income of less than $50,000
received at least one offer in the second quarter,
compared with 66% of such households during the
same period last year.

Already got all the credit cards vou need? You're still
not immune from higher delinquency fees or lower
limits. American Express typically cuts the credit limit

on about 4% of its members in any given year. That figure now stands closer to
10%, as the card company takes a hard look at customers' credit profiles —

including data on who lives in the areas with the most house-price

deterioration.

For car loans, the division between those who feel the crunch and those who
don't often comes down to credit score. The average 60-month new car loan is

priced at 7.10%, not much different than in the spring, according to HSH
Associates, Financial Publishers — and the average rate on a 6o-month used car
loan, 7.54%, has actuaily been drifting downward. {Those 0% financing deals
still exist, too, from struggling car companies desperate to move inventory.} The

difference is, you're probably not going to get that rate (or any at all) unless

your FICO score is north of 700, whereas six months or a year ago, a score as

low as 620 would have gotten you behind the wheel. "Some of this Just

represents moving back to standards that were in place five or six vears ago,”

http://www.time.com/time/b usiness/article/0,8599,1845818,00.htm!
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says Paul Taylor, chief economist at the National Automobile Dealers
Association. "But if you're a customer, not getting credit you could've gotten a

vear before looks like a credit crunch to you."

The situation with student loans doesn't break down quite as neatly. Since the

summer of 2007, 137 lenders have stopped funding federal loans, and 33 have éNN
suspended private programs, according to Mark Kantrowitz, publisher of . NAS
FinAid.org and other financial aid websites. Part of that had to do with a cut in * Are

federal subsidies, but part was directly related to the credit crunch — issuers * DIY

that pulled out tended to be those that packaged and resold ioans, a market that
has evaporated.

Students at community and technical colleges, especially institutions that are
for-profit, are having the toughest time of it. The reason: those students are
more likely to use private loans (whose credit standards have tightened), and
lenders under profit pressure are less willing to write loans for shorter, one- and
two-year programs - especially at schools with historically high default rates,

Federal loans aren’t completely unaffected. While Stafford loans, which are
made directly to students and don't take into account credit history, were up in
the second quarter compared to a year ago, loans made to parents through the
Parent PLUS program have plummeted — down 26% in dollar volume year-
over-year, according to Department of Education data analyzed by Kantrowitz.

The mood at banks more generally is cautious. The most recent Federal Reserve
survey of loan officers showed a plurality of banks tightening credit standards
across the board. Add in anecdotal evidence - like Bank of America declining to
increase lending to McDonald's franchisees even though the two companies
have a long-standing partnership — and things do seem to be cascading down to
Main Street, or whatever road is home to your local fast food joint. In August,
67% of small-business owners said they'd been affected by the credit crunch,
compared with 55% in February, according to surveys by the National Small

Business Association,

It's not hard to find anecdotes of business booming at credit nnions and
community banks, which rely on deposits rather than financing in the capital
markets. But even there's nuance even there. The amount you can expect from a
top-yielding certificate of deposit has fallen from about 5.5% to 4.25% over the
past year, according to Bankrate.com. On the surface that seems to indicate

banks aren't that worried — if they reaily needed cash, wouldn't they up their

h{tp:/’fwww.ti:me.C(}m/’timefbusinessiaréic)ei’(),8599, 1845818,00 htm] 10/1/2008
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rates to attract more money? Well, over the same period of time, the federal
funds rate has been cut from 5.25% to 2% — a much wider margin. "Banks are
hungry for deposits, and that's why vields haven't fallen all that much,” says
Bankrate's McBride. And CD yields are now on the rise.

Does that mean you're feeling the credit crunch? Maybe not. But it might be an
indication that the cracks on Main Street are spreading.

Read Barbara Kiviat's daily take on business and the economy here.
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Carolyn Sabolik
108 DEBORAH LN
Wheeding, IL 60090

Board of Governors
Secretary Jennifer J. Johnseon
Federal Reserve System
20th 5t and Constitution Ave.
Washington, D.C. 20551

RE: Docket No. R-1314

Dear Board of Governors-

Hello, my name is Carolyn Sobolik, and | am writing this letter to you because | have concerns
regarding the new Federal Reserve regulations that they are now trying to impose on creditors who
loan avadable credit fines for those whorm have substandard credit histories | was ong of those
less fortunate and needed that second chance to rebuild a befter, more substantial lfe for myself.
Without the credit lenders, | would not have been able o do that -

t am a five-year cardholder of First Premier to which | applied after going through a divorce. Since, |
have been keeping up with my payments, established other credit as well with befter percentage
rates, and 1 have built my credit report substantially. Being a grateful cardholder of First Premier, |
intend to keep this card open. It has been my crutch when | needed the help, and when [ was
unemployed for a short period, | was able to cany myself through.

Now that | have a good credit reputation, | am able to use my eredit card for vacation, molels and
gasoline when and if need be. The nation's economy is that much beter when people are given a
second chance and take their responsibility. Without it, people will continue to use payroll
advancement establishments, homelessness would increase, and loitering would triple.

I believe the government needs to allow those second chances, rather than take away the only
chance the substandard popufation has o regroup. Fast Premior has offered that helping hand,
please do not take it away.

Thank you,

Carolyn Sobolik




Secretary Jennifer f. Johnson
Board of Governors

Federal Reserve System

zoth St and Constitution Ave.
Washington, D.C 20551

RE: Ddocket No. B-1314

Dear Secretary Johnson-

[ am writing about the proposal of the Federal Reserve to restrict credit card companies from ASSESHING
fees. I uonderstand the need to ensure fair business practices, but this will hurt American consumers.
Moreaver, First Premier provides full fee disclosures and it is up to the individual to decide whether or
not to accept the card. If these regulations pass, First Premier and other companies will not be able to
offer their services to people who have subptime credit ratings.

My late husbhand passed away from cancer and, during that time, we incurred many medical hills
which negatively impacted onr credit. As a result, I needed a chance to reestablish my credit. First
Premier gave me that chance. { am happy to report that I am back on track and was approved fora
home loan. If companies like First Premier were not in business it would be difficult for people like me

to rebuild their credit.

Unfortunately, there are many stories such as miae that may include catastrophic tluess, bankruptey,
ar divorce. These individuals need a chance to get a fresh start. Today I use my card for emnergency
purposes or for small pucchases when [ do not have cash on hand. I am grateful for the opportunity to
repair my credit history. [ hope my story expresses the necessity for cornpanies like First Premier so
that people may Lave a second chance.

Thank you for your help,

Juanita Lpttrel] W

Juanita {attrell
185 Camarilio Way
Twin Fals, 1D 83301



Carl Bnmer

114 Cook Bd

Y(}.rk!own, VA 2}6{;6

Secretary Jennifer §. Johnson
Board of Governors

Federal Reserve System

20th 5t. and Coastitition Ave.
Washmgton, D.C 20551

RE: Docket No. R-1314

Dear Seccetary fohinson -

1 do not thiak it is faur for the Federal Reserve 1o place restrictions on credit card compames. | decided (o get
the First Presier card 1o work on recstablishing my credit. Additionally, somewhere down the line [ hope to
move toward home ownership as well. Companies, like First Premier, cater to 2 subprume clientele and enable

them to gam access to traditional credit sources,

If regulations are imposed that prohubit fee assessment, it will impact First Premier's ability to offer this service
to willions of people in my same position. Moreover, people with less than perfect credit may not get the

opportunity to attain credit. The alternative offers available may be secured cards that require upfront costs of
three to five huadred dollars. Unfortunately, a lot of individuals cannot afford this farpe out of pocket expense

to reparr their credii.

These days it {5 imperative that you have a credit card, not only for credit rating bt for purchases and
emergencies. This past winter [ did not have tie money to pay for otl 1o heat my home, but { was able to buy
the product on my card. One of the main benefits of having my First Premier card is that [ have it in case of
emergencies. Please consider the negative ramifications of posing regulations on companies fike First
Premier. The repercussions would hurt many Americans who need someone willing 10 give them a second

chanee.

Thank you for your e,

Car! Brmer



Secretary Jennifer J. Johmson
Board of Gaovernors

Federal Reserve System
20th 5t and Censtituion Ave.
Washington, D.C. 20551

RE: Docket No. R-1314

Dear Secretary Johnson-

When | hear about how many people and businesses that have had {o file bankrupicy today, 1 believe
that there are more people in this country who have credit issues than thase who do fot. While paying
a higher interest rate than an individual with spofless eredit is an obvious drawback, it is better than
not being able to obtain wredit at all, which could happen with the newly propesed requdations. [ urge
you {0 vole against these mesasures.

bwasrk in medical billing and can see how someone's credit rating could be affected by a severe iliness
or injury. There are many people who find themselves i this predicament through no fault of their
own. | obtained my first credit card with a First Premier Bankcard. Once | was able to build my credit
sufficiently, | was approved for higher credit lines at lower interest rates. Now that my credit rating has
improved, buying my own home in the future is no longer an impossible dream. | would not have been
able to do this without a company like First Premier, who was willing to take a risk for me.

America is going through difficuit imes right now, and so many people are struggling to make ends
meet. Every time { turn on the felevision, | hear another story about the government getting involved in
another area of our private lives. These regulations seem to be just another in a fong fine of
gavernmert interference. | believe that every American should have the apportunity to repair their
credil, and they cannot do so with the government iwolving themselves in this way.

Sincergly, -
%%{ s

Digrine Sorianc

Dianne Soriano
2913 Edmonton Sireet
Bakersfield, CA 93309
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Secretary fennifer ¥, Johnson
Board of Governors

Federal Reserve Svstem

20ty St and Constitution Ave.
Washington, D.C. 20551

RE: Docket No. R-1314

Prear Secretary Johnson:

It really frusizates me that at every tum the government wants to have their hands in something when # {5 not
necessary. | do not want the government to regulate fees for Firg Premier. [ realize thatfam a high credit
risk, and { straply do my best to pay my bills on time. 1 would be devastated if First Premier was not able to
continue providing me with the credit that | have come to rely on for NECESSArY eXpenses.

trely ou oxygen 24 hours a day, 7 days a week, and [ am on disability. Not having 2 credit card would be
devastating, because [ currently am able to pay for my medication with a credit card. 1 have also been able to
assist my daughter-ta-law by helping pay For my grandchildren's doctor visits. Other credit card companies
cater to the wealthy, and I really appreciate Pirst Premier taling a chance on me and others like me.

It 15 my behef that government should not interfere in matters such as this. Restrictions on credit lenders,
such as First Premier would only hurt those who seek ag opportunity to restructure their lives. Prime lenders
such as Discover Card and American Express are not looking out for the little guys. It is companies like First
Premicr that are willing to take a chance on people to help them to rebuild their credit. 1 am thankful for
companies like them. Thank you for considering my thoughts on this very important issue.

Thanks,
At T Db

Fudy Moore

Judy Moore

15851 W st Drive
Golden, CO 86401
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Ms. Jermifer J. Johnson

Secretary

Board of Governors of the Federal Reserve System
20th Street and Constitation A venue, NW
Washmgton, DC 2055]

Attention: Docket No. R-1314

Regulation Comments
Chief Counsel’s Office
Oftice of Thrift Supervision
1700 G Strect, NW
Washington, DC 20552
Attention: QTS-2808-4064

Ms. Mary Rupp

Secretary of the Board

National Credit Union Adminstration
1775 Duke Street

Alexandna, VA 22314-3428
Attention: RIN 3133-AD47

Dear Ladies and Gentlemen:

Thas letter 1s submitted by PREMIER Bankcard {(“Premier”} in response to the May 2008
proposed rulemaking issued by the Federal Reserve Board (“FRB™), the Office of Thrifi
Supervision and the National Credit Union Administration (collectively, the “Agencies”) secking
comment on & number of proposed revisions (o Regulation AA concermng unfair or deceptive
acts or practees ("UDAP Proposal™). Premier appreciates the opportunity 16 comment on (his
critical maticr. We applaud the Agencies for efforts 1o ensure that consuraers are nol harmed by
unfair or deceptive credst card practices. Moreover, Premier SUPPCHLs CMpowering customers
with elear and conspicuous disclosures and commends the Apencies for moving towards thys

soal,

do-S7% 384
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Premier is a leading provider of credit to the non-prime credit rehabihitation segment of
the consumer lending market. We are the tenth larpest issuer of Visa and MasterCard credit
cards, and we focus on providing credit products to the sub-660 FICO segraent of the market.
We pride ourselves in being an ndustry ieader, having responsible lending practices, employing

top-quality and highly-seasoned management, and mamtaining strong relationships with state

and federal regulators.

Executive Summary

*  While Premier believes that the overall intent of the Agencies 10 address specific unfair
or deceptive acts or practices is laudable, we strongly disagree with the suggestion that
the mere posting to a credit card account of deposits and/or fees for the issuance or
availability of credit is an unfair act or practice within the meaning of Section 5 of the

Federal Trade Commission Act (“FTC Act'™y

*  Low bt credit cards are vitally 1mportant to consiuners, and provide them with
stgnificant benefits. In particular, low limit credil card accounts provide access to credit
for consumers who otherwise would have no credit, and provide an invaluable tool 1
many cases the only tool available, to assist farmities recovening from financial
emergencies. In domg so, low himit credit cards sifow consumers to pahi{;ipme it many
basic consumer transactions, wncluding purchasing goods or services by telephone or over
the Internet, rentals and engaging in preauthorized transactions for bridpe and highway

todls.

*  bmportantly, low limit credit cards can, and actually do, enable MAENY Conswmers 1o
rebuild a positive credit lisstory. And, by improving his or her eredit $COTC, & consumer
can qualily for other credit, and can save thousands of dollars through better rates on a
mortpage or aulomobiife loan, and evern msurance. Mithons of cardholders successfull Y
rehabilztate therr eredil and graduate to hagher fmit credit cards. Al Premmer, 77 5% of

cur low limit credit card holders “praduate” higher lumit credit card accounts within 74

ot
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months. Further, 35% of consumers with low limit eredit cards tnprove their credit score
within 24 months. In other words, these consumers accepted and successfully used low
Hmit credit card accounts w rebuild their credit record and advance to hugher Iimit credi
accounts, mostly with card issuers who would not offer them credit cards when Premier

wits willing to do so.

* The imposition of upfront fees, even significant fees, ts justitred given the nsk and
expense assocrated with offering low limit credit cards. By design low hmit credit cards
are structured to {actor in the substantially higher risk. From an account management
standpoint, 1t 15 critical that Premicr and other card issuers have the abnlity to deal with
this risk on the front end. A prime credit card issuer commonty has a 4% 10 5%
delinquency rate, while a low limit credit card issuer expertences about a 20%
dehaquency rate, While approximately 22.5% of Premier’s cardholders “graduate™ to
higher himit credit card accounts, many other cardholders do not; approximately 30% of
our customers charge off without paying ail or part of the balance duc. 1 hus, it s eritical
for card rssuers 10 price their products i a manner that alfows them (o absorl the losses
by those who default, while giving other conswners the opportunity to demonstrate their

abilily 0 handle credit responsibly and graduate o ather products

+  Conversely, elimmating the ability to charge and collect upfront fees, including posting
such fees (o credit card accounts, would make 1t difficult, if not impossible, for Premier
and other low lumit credit card issuers to continue to offer such accounts. And,
chininating low limit credit cards would have a significant adverse nmpact on both the
local and national cconomy. An wdependent financial analyst suggested that the UDAY
Proposal will result in a significant reduction in credit avatlability over the next two
vears,” and sach a reduction in the avatlability of credit before the financial markets have

fully recovered could further harm economic growth and impede ccononue recovery

o
\\

" Meredith Whitney at Oppeahenner & Co. fne Oppenheuner lodasuy Update, US Banks, Far From Cuer
fetieve The Credit Crises Bl Exvend Well jnto 2000 {May 19, 2008)

de 579384
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* Inhieuof prolubiting the posting of such upfront fees and security deposits to credit eard
accounts, Premucr urges the FRB to implement a code of best practices, even a tandatory
code of practices, as deseribed more fully below, including clear and repeated disclosure,
the right 1o either pay the fees up front or post them to the account, and the right 1o reject
the credit card when sent by the issuer and recetve a full refund or credit for fees paid or

posted 1o the account,

Charging to a credit eard sccount a seeurily deposit or fees for the issuance or avatlabiiity

of credit is not an unfair practice under FT'C Aet

Premier comunends the well-tntended efforts of the Apencies, but believes that the
Agencies have mischaracterized the mere posting to an account of a securit v deposit or fees for
the 1ssuance or avatlability of credit as an unfair practice under Section 5 of the FTC Act,
Specifically, the Agencies claim that consumers suffer substantial injury when sccurity deposits
andd/or fees for issuance or availability of credit are charged to a credit card account. Based on
our extensive experience, however, consurners do not incur substantial injury, or for that maner
any mjury at all. lnsiead, fow limit credit cards are valuable to miltions of consumers who do
not have gccess 1o traditional credit

s undemable that low himit credit cards provide vitally unportant access to eredit 1o
consumers who otherwise would have no credit. Millions of consumers do not have access 1o
traditionat credit and low limit credit cards provide an invaluable tool, and in many cases the
only tool avatlable, 1o assist famibies in recovering from financial cmergencies. In fact, as can be
seenr {rom the FREB's public comment jetter Bles, many consumers attest 1o the fact that low jin
credit card issuers were the only 1ssuers willing o assue them credit cards, given thesr
insufficient or poor credit history, and the importance to them of recerving those eredit cards

I fact, one of the primary benefits of having a low himit credit card account s the ability
to rebuld @ positive credit history. Onee a consumer has been able to umprove his or her credit

score by consistently making payments 6n a low hmil credit card account, ke or she can qualify

4



Lmi

July 31, 2008

lor better credit terms in the future, and can also save thousands of dollars in connection with
better rates on morigage or automobile oans, and even on insurance premiums. Over the years,
Premuer has received letters from consumers confirming this very point, similar to the many
positive comments submitted to the FRB by consumers in connection with the UDAP Proposal.
For example, one Premier cardholder wrote that her Premier credit card allowed her to re-
establish her credit following a diverce, and that she is no longer worried about her ability o
care for her children. Another cardholder wrote that his medical bills had adversely affected his
credit rating, but through careful use of his Premier credit card, he was able 10 restore his credit,
which enabled him o finance an automobile he needed for his 1ob. Another cardholder wrote
that her Premuer credit card allowed her o improve her credit score and helped ber continue her
college education. There are thousands of similar success stories resulting from Premier’s credit

card practices that cannot fairly be characterized as cither unfair or deceptive.

It ts also important 10 understand that low limit credit cards allow CONSWMErs (o
participate in many of the most basic consumer transactions, including purchasing goods or
services over Lhe telephone and Internet, renting a car, booking 4 hotel, participating
mernbership plans, reating DVDs, and using preauthorized transactions for services jike bridge
and highway tolls. The ability o be able to participate in such basic consurner ransactions gIves
consurners hope that tinancial security 1s obtainable and 2 sense of their abtlity to participate in
society. [Uis fundamentaily important that consurners with imparred credit histories not be
precluded from engaging in such activities, and that they continue to have the ability 1o mprove
therr financial situation. Thus, Premier believes that the Agencies have unjustifizbly
characterized the posting of upfront fees as “unfair” without fully understanding the benetit and
value of such cards to consumers —that 1s, the benefit such credit can provide notwithstanding

the mmpositon of such upfront fees

The Agencres also suggest that consumers canno! aveid the injury caused by financing
seeurily deposits and fees on therr credit card accounts. To the contrary, Premier strongly
belicves that through clear and conspreuous disclosures consumers can and do understand that
fees will be posted 1o their credit card accounts and that the tees will reduce the credit available

on thase accounts untd the fees are repard. While Premier agrees that the current Regulation 7

de-579784
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disclosure scheme could be improved, we also believe that consumers dre fully capable of
understandimyg the structure of Tow limit eredit card aceounts and the related pros and cons of
having such accounts. It has been our experntence that given Premier’s layered disclosure
approach, our cardholders fully understand the fees mmposed and that financing those fees will
reduce the credit Hine available to them, Fuither, most of our cardholders have found low Hmit
credit card accounts to be beneficial. Spectfically, based on a 2008 survey of Premier customers,
93% of customers surveyed gave positive ratings relating to their overall account satisfaction. In
addition, 91% of consumers said that they understood that high fees would be imposed and the
reason for imposing such high fees Also, 91% of conswumners were not opposed to the fees they

paid to oblamn access o a credit card

Consistent with proposed revisions 1o Regulation 7, Premier also has long provided
consumers with the abihity 10 obtain a Rl refund of fees tf, after receiving the account-opening
disclosures, the consumer decides not 1o open the credit card account. Specifically, at the time
of application or solicitation a consumer is informed of his or her nght to close the account
within 30 days of receiving the credit card contract and before purchases are made on the
account. In addition, Premier, as a teader 1 the industry, would be willing to take the additronal
sigmibicant step of foregoing the wmposition of finance charges on any fees for the issuance or
avariabihity of credit & new cardholder clects o post o hus or her account, provided that Premier

could first apply pavinents on the account to repaymert of such fees.

The Agencies also suggest it the benefits associated with Tow Lmit credit card accounts
do not outweigh the cost of financing such fees. In fact, many consumers indicate that fow hmit
credit card accounts have been extremely beneficial, and that such cards provide vital financial
asststance o consumers who have encountered emergencies and other unforeseen crrewmstances,

such ay medical expenses, death of a spouse, loss of & job, diverce or bankruptey.

it 15 undeniable that low limit credit cards car and do help consumers re-cstablish good
credit. Mallions of cardholders successtully rehabilitate their credit and graduate 1o higher himit
credat cards. On average among feading card 155uers, 20% of low lmit eredit card holders
“praduate” to Figher hmst cards within 24 months, And, Premier actually experiences o higher

Cgraduation” rate of 72.5%  Since Premier, like other leading card issuers, reports 10 all of the

]
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major credit reporting agencies on a monthly basis, cardholders have a readily available way (0
re-establish their credit. Credit rehabilitation, especially for members of minority groups, has

been instrumental in helping consumers obtain long-termn financial goals.

Prenuer also provides credit education for its cardholders and follows customer-friendly
practices, such as providing additional grace pertod days, in an attempt 10 encourage and assist
cardholders in making timely payments so that they can “praduate” to more traditional products.
For example, Premier provides numerous positive educational inessages to consumers through
stalement messaging, consemer brochures and VIRRU MESSAPes encouraging consumers (o make
timely payments and keep balances under presenibed credit mits. Also, when an account beping
to go delinquent, Premier provides a message alerting the consumer about the consequences of

missiig the next payment

Imposing upfront fees is justified given the additional risk and expenses related to the
accounts

Premter believes that the Agencies mappropriatety characterize the imposition of apfront
fees as unfair when, in fact, the nuposition of such fees 1s justified given the additional risks and
expenses associated with offering such cards. 1t s nnportant for the Agencies to fully
understand the costs and risks associated with low humit credit cards, and thie need for ISSUErs 10
impose upfront fees. {talso is unportant 1o understand that most low fumit credit card 1ssuers do
not approve accounts discriminatety to simply gather such fees. To the contrary, for example,
Premier’s overall approval rate for credit card applications was only 33.2% for 2007 because
Pretmer 15 very sclective with respect to the apphicants it will accept for its credit card accounts.
3o, contrary {o claims by some consumer group representatives, low hmit credit card issuers do
not accept unguahfied credit applicants merely o generate fee revenue Al Premier, we use
undenwrsting critena which is designed to approve apphicants whe have the most promise of
successfully performing on then aveounts, and hopefully then obtamning higher credit limits with

Premrer and with pnime creditors

Furthermore, s eoncally inportant for the Apencies 1o understand that by desipn low
bt credit cards are stuctured 1o address substantially higher risks and costs. Frorm an aceount

management standpomt, 1t 15 critical for Premier to have the abthity o address credit risk on the
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front end. A prime credit card issuer normally has a delinquency rate of between 4% and 5%,
while Fow it credit card issuers typically experience a dehmqueney rate of about 20%. While
a significant number of cardhelders “graduate” to higher limit cards by repaying their balances
as agreed, many cardholders do not. Thus, 11 ts critical for card issuers 1o be able to price their
products i a manaer that allows them to shsorh the losses by those who default. Also, as
discussed above, consumers understand that there are fees tnposed for opening these accounts
and many consumers belicve that the fees associated with the opporntunity o re-cstablish credit
through the use of a low limit credit card account are an acceptable prnice to pay for the thousands
of dollarg that they can save m the future with better rates on auto, mortgapge, and other loans,

and even on other products like msurance. once thev have restored their credit history.

Morecver, low Hmit credit cards are more expensive o assue and maintan, mctuding
higher operational expenses and reserve requirernents. Reserve requirements, for example, can
be up 1o 36% for low limit credit card issuers, while as Httle as 8% for prime credit card issuers.
Thus, for example, the reserve for losses would be $8 mithion per $100 million prime portfolic,
whereas the reserve for losses could be up to $56 miliion per 3100 million 1n a portfolio of low
Hmit credit card accounts. n addition, the servicing costs for low hmit issuers are higher than o
prime 1ssuer. Por example, a prime customer contacts the issuer on an average of once per year,

while a low limit customer contacts the issuer on average once or twice a month

Prohibiting the posting of upfront fees could have a dramatic impact on the availability of

credit to consumers and on the national £COnomyY

While Premier offers consumers the abitity to pay fees upfront, rather than 1o post them
to the account, the simple fact 1s that most new cardholders prefer not 1o pay the tees uptiont.
Given the additional costs and risks associated with Jow Nt credit card accounts, companies
like Premier simply would not be able {o provide credit to consumers in this higher risk
population. And. ehnunating low limit credit cards 4t a fime when consumers most need oredit
could hurt mithons of consumers. With the increased price of pas and food, the average
consurner is finding 1t increasingdy difficult to make ends meel, and at tmes must use credit 1o

do so. Moreover, lnniting aceess w oredit for millons of people, especially gnven current
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ceonomme challenges, could bave a significant impact on both the local and the nationa)

CCOROITLY.

The UDAP Proposal, even if modified to address industry concerns, will inevitably result
in the ost significant changes in credit card operations since the adoption of the Truth in
Lending Act (“TILA”) in 1968, For example, one financial analyst” has projected that certain of
the regulatory proposals would reduce outstanding credit lines by $2 trittion over the next two
years. There also are concerns about the macroeconomic effects of the UDAP Proposal, A loss
of confidence in the ability of credit card issuers 1o effectively price risk could cause the panic
currenfly being experienced in the mortgage secuntization market W spread to the credit card
securttization market. This would increase the costs and decrease the availability of credit, with
a corresponding reduction in the volume of credit card transactions and consurmer purchases
generally. And, a reduction in the availability of credit because of the UDAP Proposal before
the financial markets have fully recovered could further harm economic growth and impede

ECOTIOMIC IEeCOVery.

Aldthough the potential rarket tupact may be similar, i is critically impoctant that the
Agencies understand that the policy 1ssues relating to low Limil credit accounts are dramaticaily
different than those relating to subprime movtgage lending. Low limit credit cards are desipned
to Hmat hagh risk consumers from mcurting debt they cannot handle and most of these credit card
accounts arc unsecured. Thus, low hmit credit cards cannol burden consumers with substantial
debt. nor do they pui consumer homes st risk. In fact, the availabitity of low limit credit card
accounts may assist consumers bt responding to the credit report damage being done by the

current mortgage Crists.

I this regard, it has been estimated thas wealth for people of color has been reduced by
apr to 3213 bitlion 1w consection with subprime miortgage loans, and many of these individuais
will need the opporturuty to re-establish their credis Specifically, for African Amencans and
Latinos, who have been especially hunt by the montgage crisis, the considerable gap iy wealth

that already exisis between whites and people of color will hikely widen. In fact, & Boston-bused

 Meredith Wheney at Uppenhisiner & Co ne, See nidusty y Update, supra note §

P Charles Stesfe fr Op-bd, The Coior of Credis, Wash Fost, June 2%, 2008, ar AlS
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organization, United for a Fair Economy, estimated i1 its recent report, Foreclosed: Staze of the
Dream 2008, that the “total loss of wealth for people of color to be between $164 billion and
$213 billion for subprime loans taken during the past eight years. We believe this represents the

greatest loss of wealth for people of color in modern 1S history.”™

Instead of prohibiting the posting of upfront account-opening fees, the FRB should
consider implementing or mandating a code of practices
I hieu of prohibiting the posting of upfront account-opening fees, and thereby effectively

climinating the ability of card issuers to offer low limit credit card accounts, Premer strongly
recommends that the FRB consider requiring compliance with a set of best prachices, mcluding
tayered fuli and clear disclosure of key terms. Such a code of practices would protect consumers
by cnsuring that 1ssuers fully disclose key account terms in a clear and conspreuous manner and
by facilitating consumer education and understanding, including an understanding of the costs
associated with the upfront fees and the consequences of financing those fees, such as reduced
avatlable credit. Unlike an outright prohibition, best practices would continue to allow
consumers who belicve that low lirit credit card accounts are beneficial to obtain such products.
In this regard, the following is a hist of practices that could be included in sueh 4 code of
practices:

*  Full disclosure on or with applications, solicitations and the fulfilhment educational kit

accompanying the card of the total of the account-opemng fees, the total cradit limat for

the account, and the remaining available credit afier posting the account-opening fees;

«  Clear nght of the consumer cither o pay the account opening fees up front or post those

fees fo the account:

+ Diasclosure of such fees and the remaining credit limit in o written statement separale

from the TILA disclosure and/or cardholder agreement;

«  Right o a full and immediate refund if the consumer changes his or her mind withun
days of recerving the eard and the separate fee disclosure;

greciosed Staie of the Liream 7008 Unied for 3 Fain Economy, at ve {Jan 1S, 2008},
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+  Reporting of the account to all three major credit reporting agencies;

+  Noreportng if the consumer changes his or her mind and opts for a refund {or

alternatively, report the account as closed at the consumer’s request).

I the Agencies are determined to address this issuc under Regulation AA through the UDAFP

Proposal, they could characterize the imposition of unauthorized account-opening fees as an

unfatr or deceptive act or practice, but provide a safe harbor for a card issuer that is in substantial

compliance with the code of practices specified by the FRB in their final rule. In addition, other

practices could be encouraged or required. For example, as indicated above, Premier would he

prepared to forego the imposition of finance charges on any account-opening fees that the

consumer elects to charge to hus or her new account, provided that Premier could apply the tnitial
: p Py

payments on the account 1o repay those account-opening fees.

Thank you again for the opportunity to comment on this important matter. Please contact

me at 605/357-3410 if you should have any questions about these comments,

de-579384

Sincerely,

Miles Beacom
President and Chief Executive Officer
Premuier Bankcard
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Ms. Jennifer J. Johnson, Secretary

Board of Governors of the Federal Reserve System
20th Street and Constitution Avenue, NW
Washington, DC 20551

Regulation Comments, Chief Counsel’s Office
Office of Thrift Supervision

ATTN: OTS-2008--0004

1700 G Street, NW

Washington, DC 20552

Mary Rupp, Secretary of the Board
National Credit Union Administration
1775 Duke Street

Alexandria, VA 223143428

Re:  Docket No. R-1314
OTS-2008-0004
RIN 3133-AD47
Proposed Changes to Regulation AA
Unfair or Deceptive Acts or Practices
73 Federal Register 28904, May 19, 2008

Dear Sir or Madam:

This letter provides comments of CorTrust Bank, N.A. concerning the Unfair or
Deceptive Acts or Practices Proposed Rule (the “Proposed Rule”) described above, which was
published by the Board of Governors of the Federal Reserve System (the “Board”), the Office of
Thrift Supervision (the “OTS”), and the National Credit Union Administration (the “NCUA™) in
the Federal Register on May 19, 2008. In particular, we are writing o comment on the proposed
prohibitions and limitations on financing fees for the issuance or availability of credit if such fees
utifize the majority of available credit on the account.

CorTrust Bank, N.A. (“CorTrust Bank™) is a nationally chartered community bank with
its main office located in Mitchell, South Dakota. CorTrust Bank originated as Live Stock State
Bank in Artesian. South Dakota, in the late 1930s. CorTrust Bank moved its charter to Mitchell
in 1977 and in 1993 changed its name to CorTrust Bank. The Bank now has 23 branches in 16
eastern South Dakota communities, with an asset size in excess of $500 million and over 200
employees. The primary ownership of CorTrust Bank has been in the Hopkins family for nearly
50 vears.
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CorTrust Bank began its prime credit card business in 1988 and entered the subprime
credit card business in late 1992. We have approximately 2,100 prime credit card accounts,
mainly i our local trade territory, and we currently have over 190,000 nationwide subprime
credit card accounts. CorTrust Bank retams all of its credit card receivables.

The Board, the OTS, and the NCUA (collectively, the “Agencies™) have proposed a
number of new provisions mtended to protect consumers against certain credit card practices that
the Agencies have determined 1o be unfair. While we commend the Agencies’ efforts to protect
consumers against unfair or deceptive acts or practices, we believe that many of the practices
outhned m the Proposed Rule do not constitute unfair or deceptive acts or practices. We also
believe that adoption of the Proposed Rule, particularly the limitation on fees changed at account
opemng, would likely have a significant and negative impact on individual consumers and the
economy as a whole, and that there are much less restrictive methods to protect consumers that
would not result in such harsh economic consequences. Further, we strongly urge the Agencies
to  conduct additional economic analysis with respect to the proposal prior to taking further
action.

Proposed Rule Regarding Security Deposits and Fees for the Issuance or Availability of Credit

The Proposed Rule would prohibit institutions from financing security deposits and fees
for the issuance or availability of credit during the12 months following account opening if, in the
aggregate, thosc fees constitute more than half of the initial credit limit. The term “fees for the
issuance or availability of credit” is defined to include any annual or other periodic fee, any fee
based on account activity or inactivity, and any non-periodic fee that relates to opening an
account. The “mitial credit limit” is defined as the limit in effect when the account is opened.
The Proposed Rule would also prohibit institutions from charging to the account during the first
billing cycle security deposits and fees for the issuance or availability of credit that, in the
aggregate, constitute more than 25% of the initial credit limit. Under the Proposed Rule, any
additional security deposits and fees must be spread equally among the 11 billing cycles
followng the first billing cvele.

Analysis of Consumer Injury

in discussing the Proposed Rule, the Agencies state, in a conclusory fashion without any
empirical support, that “[clonsumers incur substantial monetary injury when security deposits
and fees for the issuance or availability of credit are charged to a consumer credit card account,
both in the form of the charges themselves and in the form of interest on those charges.” The
Agencies further state that such security deposits and fees “diminish the value of that account by
reducing the credit available to the consumer for purchases or other transactions.”

The Agencies’ analysis states the obvious - that security deposits and fees reduce
available credit - but then makes an unsupported leap to conclude that this represents a
“substantial monetary injury” to the consumer. The Agencies’ apparently basc this conclusion
on the crroneous assumption that if security deposits or fees were reduced or climinated, the
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consumers who qualify only for this type of subprime credit product would receive credit on
more favorable terms. This ignores the economic realities of the marketplace and the fact that
the degree of credit risk in extending credit to a particular consumer should affect the terms of
credit being offered.

The reahity is the credit card industry is intensely competitive and consumers with stellar
credit records and demonstrated ability to repay qualify on the most favorable terms, while
consumers who have less established credit or poor credit histories receive offers of credit
commensurate with their credit histories and current repayment abilities. To the extent that the
marketplace dictates the pricing of credit based upon past credit history, those consumers with
poor credit histories will find it more costly to obtain a credit card, if they choose to do so.
However, as discussed later i this letter, the benefits of choosing to obtain ever a high fee credit
card are clear, including the ability to establish or re-establish one’s credit rating and the ability
to participate in many fundamental transactions that in today’s economy can only be done with a
credit card, such as car rentals, hotel reservations, and online purchase transactions.

Another significant factor that the Agencies’ appear to ignore in their unfaimess analysis
1s the extremely high cost incurred by issuers in connection with subprime accounts. A cost
mmposed on a cardholder that is based upon the costs incurred by the credit card issuer as a result
of issuing the card 1s not properly characterized as an injury.

CorTrust Bank is fortunate to have both prime and subprime credit card portfolios, which
places us in a unique position to compare the opportunities, risks, and costs of both businesses.’
The differences between these portfolios are many and profound, some obvious, some not so
obvious. However, as discussed in detail below, the overriding difference is that the subprime
portfolio 1s much higher risk and has much higher costs, thereby justifying the higher fee
structure applied to these cardholders.

Low limit credit cards are simply more expensive than prime credit cards to issue and
mamtain. These increased expenses include higher reserve requirements and higher operational
expenses. The reserve for loan losses is substantially higher for a subprime portfolio. Generally,
a bank will have a loan loss reserve of about 1% of its regular loans, while a prime credit card
issuer will have a loan loss teserve of about 3% to 6% of its loans (depending upon the credit
quality of accounts). A subprime credit card portfolio, however, will generally establish a loan
loss reserve of 30% to 30% of its loans. This means that the loan loss reserve for a $100 million
prime credit card portfolio would be approximately $2 million to $6 million, whereas the loan
loss reserve on a $100 million subprime credit card portfolio would be closer to $30 million to
$50 million.

Low limit credit cards are also much more expensive to maintain. For instance, CorTrust
Bank’s subprime customers are responsible for five times as many hits on our website as are our

" We would note that our prime portfolio s small and many cardholders in the portfolio are tocal bank customers
with relatively low credit limits,
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prime customers. Because costs are assessed per hit, it is approximately five times more
expensive for us to service subprime customers than prime customers via our website. The
increased cost to service and maintain subprime accounts can be observed in other areas as well,
including our non-dialer outbound call traffic, which averages one and a half calls per month for
subprime customers, is 400 times greater than our prime customers; our non-automated voice
response inbound call volume for prime is so low that we do not even track it. However, for our
subprime customers it averages about one call per month per cardholder. Collection
correspondence for subprime is about .3 letters per month which is approximately 80 times
higher than for our prime customers.

Another important consideration in pricing subprime cards is the higher level of
delinquency rates as compared to prime portfolios. In our prime portfolio, the overall
delinquency rate is approximately 3.5%. However, in our subprime portfolio, the delinquency
rate is approximately 35%. Creditors must be permitted to price subprime credit cards in a
manner that compensates the creditor for this significant increase in risk.

Consumer’s Ability to Avoid Purported Injury

Again in a conclusory fashion, the Proposed Rule declares that consumers are not able to
avoid the “injury” caused by financing security deposits and fees. Again, this assumes, without
foundation, that these costs of credit are “injuries” suffered by a consumer and not simply the
realities of the free market system. Despite the Agencies’ assertion that the consumer cannot
avoid the purported injury, a consumer who does not wish to pay the costs associated with a
subprime credit card may freely choose not to apply for or use a credit card, or may seck credit
on terms which he or she finds more favorable. We would note, however, that obtaining credit
through sources other than financial institutions will likely be both more costly and less protected
than obtaining credit from a financial mstitution, and the Agencies should consider this in their
“Imjury’” analysis.

If the proposed restriction on fees is adopted, there are unfortunately a vast number of
unregulated lenders who would be more than willing to step in and meet the credit needs of the
subprime population. An internet search under the terms “bad credit” and “cash loans” identifies
over 440,000 results offering cash loans notwithstanding bad credit. Similarly, a scarch under
the terms “no credit check™ results in approximately 1,080,000 listings with respect to potential
lenders. A consumer simply seeking a “cash loan” without any limiting criteria such as “no
credit check” or “bad credit” would generate a listing of approximately 3,730,000 results
oifering loan products, and those histed are overwhelmingly not federally regulated lenders.
Utilizing the search “money to fend” discioses approximately 2,400,000 results. A review of the
listings also indicates that relatively few if any of these sources are federally regulated or
federally insured lenders. A representative listing of potential “bad credit” lenders range from
payday loan stores, internet-based lenders, local finance companies, and even private individuals
offering loans over the internet.
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Another important consideration in determining if the injury is unavoidabie in the current
context is whether the fees in question must be paid by the consumer if he or she determines not
to retam or use the credit card product. CorTrust Bank permits consumers to receive a full
refund of any fees paid, and a credit with respect to any fees charged to the account, if the
consumer requests that the account be cancelled prior to using the credit card. We believe that
most financial institutions have a similar refund policy. Further, CorTrust Bank supports the
Board’s proposed amendment to Regulation Z with respect to account opening disclosures,
which amendment includes a provision that would require an additional disclosure to inform
consumers about their right to reject a plan when fees have been charged and the consumer
receives account opening disclosures but has not used the account or paid a fee after receiving a
billing statement. This new disclosure would highlight to consumers their ability to obtain a
refund 1f they are uncomfortable or displeased with the credit card’s fees after having more time
to consider such fees,

In discussing consumers’ ability to avoid the purported injury, the Agencies reference
protecting consumers from “deceptive sales practices [that] mislead consumers about the amount
of credit available.” This rationale, however, offers no support for whether the particular practice
in question 1s unfair. CorTrust Bank certainly does not condone the use of deceptive sale
practices, and we do not believe other financial institutions would do so either. If there are
issuers or marketers engaging in such practices, the remedy is not to deprive the entire subprime
credit population of the option of obtaining a bank-issued credit card. Instead, regulators should
focus on the offenders, not the compliant financial institutions. This is particularly true in light
of the Board’s proposed changes to Regulation Z. As mentioned earlier and as discussed in
detail later in this letter, we belicve such changes provide consumers with useful information that
will sufficiently address the various issues identified with respect to subprime credit cards.

Weighing the Countervailing Benefits

The Agencies have decided for consumers that “the benefit to consumers from access to
available credit is outweighed by the high costs of paying for that credit.” This determination on
the consumer’s behalf was made without the benefit of any supporling economic analysis. We
believe that if the regulators recognized and properly weighted the “benefits to consumers™ from
relatively high-fee credit cards, the benefits of such cards to individual consumers and the overall
economy would by far outweigh any alleged injury caused by the existing fee structure on such
cards.

The Agencies completely ignore any benefits experienced by consumers with respect (o
subprime credit cards. Despite the Agencies’ stance, however, we believe that the credit cards in
question are indeed valuable to individuals who do not have access to traditional forms of credit.
The banking commumity has been charged with serving the “unbanked and under-banked.”
These individuals are often struggling to improve their credit standing or have little to no credit
history. This group includes, for example, low-income individuals, members of ethnic groups
who are culturally uncomfortable with debt, and new legal immigrants. The banking community
is currently able to serve these individuals by providing low limit credit cards which, in many
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cases, serve as the only tool available to assist these individuals and their families in entering the
credit market or in recovering from a financial emergency and restoring credit.

Even the courts have recognized the value of low limit credit card products. For
example, in Perry v. First National Bank, the 7th Circuit Federal Court of Appeals stated:

We recognize that [the Bank’s] credit solicitation requires card holders to pay a
sigmficant amount of money in fees, which are quite high in relation to the credit
Ime offered. We realize that this is not an attractive deal for the great majority of
consumers. However, the card is not without value. If the credit card holder paid
off the card cach month, the card would allow him or her to make almost
$3,000.00 in purchases in one year. The credit card holder would also build up a
credit rating, which 1s usefu] to individuals who are trying 1o establish credit for
the first time or to reestablish good credit. *

Our expenience and research has shown that the benefits of low limit credit cards vastly
outweigh any potential risk to consumers. Low limit credit cards provide vital financial
assistance to consumers encountering emergency situations or unforeseen circumstances, such as
medical expenses, loss of a job, or divorce. Further, low limit credit cards allow consumers to
participate in many of the most basic consumer transactions, including purchasing goods or
services over the internet, renting a car, and booking a hotel room.

Low hmit credit cards also serve as an important tool for establishing or re-establishing a
good credit history. A study of subprime accounts performed by TransUnion and submitted as
part of Dr. Michael Turner’s comment letter to the Agencies on behalf of PERC/Information
Policy Institute demonstrated that a consumer’s low limit credit card can, in fact, assist the
consumer in improving his or her credit score, and in turn, his or her access to additional credit.’
The TransUnion study analyzed 365,000 accounts for the period beginning in December 2005
and ending in January 2008. One component of the study was an analysis as to the change in a
cardholder’s VantageScore, a predictor of the likelihood that the consumer will become 90 or
more days delinquent during the next 24 months. In general, an increase in a consumer’s
VantageScore correlates to an increased access to credit. The study also looked at the number of
new bank-issued tradelines acquired by each cardholder and the number of non-subprime
promotional offers made to such cardholders within the 12-month period from January 2007 to
January 2008. Both of these latter attributes are indicators of a consumer’s access to traditional
forms of credit with traditional pricing structures.

During the period from December 2005 to January 2008, approximately 35% of the
cardholders experienced an increase in their VantageScore, while over 17% of the cardholders

T 459 F.3d 816, 825 (7th Cir. 2006),
' The data analyzed by TransUnion was provided by two financial institutions that issue subprime credit cards and
by two companies that market and service subprime credit cards.
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experienced a VantageScore increase of 40 or more points.” Nearly 20% of the cardholders with
a subprime VantageScore in December 2005 increased their score to near-prime, prime, or super-
prime by January 2008. In addition, over 11,000 cardholders who were unscoreable in
December 2005 had a valid VantageScore in January 2008. These statistics illustrate that low
limit, high fee credit card products provide a viable means by which consumers can improve
their credit rating,

The study also showed that improved credit scores resulted in additional access to credit.
Over the 12-month period from January 2007 to January 2008, 14% of the cardholders with an
mmproved VantageScore opened at least one bank-issued credit card account with a credit limit of
$1.000 to 52,499, another 14 % of the cardholders with an improved VantageScore opened at
least one bank-issued credit card account with a credit limit of $2,500 or above, and over 58% of
the cardholders with an improved VantageScore received at least one promotional offer of credit
from a non-subprime lender.”

The foregoing illustrates the strong correlation between an improved credit rating and
access to credit, especially credit on more traditional, non-subprime terms. The proposed
restriction on low himit, high fee accounts will most likely significantly limit the options by
which a high-credit-risk consumer can enter or re-enter the credit market and, in turn, with good
performance gain access to both additional and more affordable credit.

The proposed limitation on up-front fees charged in connection with a subprime credit
card will have serious adverse economic consequences for high-credit-risk consumers. The
inability to access credit could severely limit the ability of such consumers to withstand any
downturn in the economy. Although the Agencies appear to acknowledge that the proposed
limitations will result in decreased credit availability for subprime consumers, the Agencies have
apparently conducted no analysis as to the true impact of such limitations on individual
consumers or on the economy as a whole.

The only one of the Agencies to even mention the number of impacted consumers was
the OTS, which commented that “[sJubprime credit cards represent just 5% of all credit cards
1ssued.” The rc&h‘{y 1s, however, that the subprime credit card market is comprised of almost 13
million consumers,” and the proposed limitations are likely to have a significant negative impact
on these consumers.

* VantageScore shifts of 40 or more points are considered signficant.

* Of the cardholders with an improved VantageScore, 3.6% opened two or more bank-issued credit card accounts
with a credit lmit of $1,000 1o $2 499, another 4.4% of such cardholders opened two or more bank-issued credit
card accounts with a credit limit of $2.500 or above, 25% of such cardholders received between one to 10
promotional offers of credit from non-subprime lenders, and 33% received 11 or more promotional offers of credit
from non-subprime lenders. When the test population as a whole is considered, over the 12-month period from
January 2007 to January 2008, over 10% of such cardholders opened at least one bank-issued credit card account
with a credit Timit 6f $1,000 10 $2,499, another 9% of such cardholders opened at least one bank-issued credit card
account with a credit limit of $2,500 or above, and over 50% of such cardholders received at least one non- subprime
pmm(}imnm offer of credit,

* Source: Experian National Consumer Database (Orion File}, June 2008,
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Further, the effect of the proposed limitations will go well beyond subprime consumers.
The diminished access to credit by subprime consumers will curb consumer spending by this
segment of the economy. This diminished consumer liquidity and resulting decreased spending
will impact not only those consumers whose access to credit has been curtailed, but also the
various merchants and individuals with whom such consumers would have conducted credit
transactions, which merchants and individuals will then have fewer dollars to spend, and so on.
Thus, adoption of the proposed limitations is likely to adversely affect the entire economy.

In fact, one investment firm has stated that the proposed restrictions under the Proposed
Rule will strip liquidity out of the system and that the harm to the economy due to the proposed
restrictions will be at least commensurate with any derived benefit.” This firm’s report also
stated as follows with respect to the impact of the Proposed Rule’s restrictions on credit card
default rates and overall consumer liquidity:

Without a doubt, we believe the profitability of credit card lending will decline
meaningfully, but we also believe lower liguidity will drive higher consumer
defaults across all consumer loan product buckets.

As a result of the proposed regulatory changes. we believe deteriorating
economics from the lenders will cause said lenders to pull over $2 trillion in
outstanding [credit card] lines by 2010. In other words, we expect available
consumer liquidity in the form of credit card lines to decline by 45% by 2010.°

The foregoing would indicate that while the Agencies are apparently unconcerned about the
economic impact of the Proposed Rule’s restrictions, industry analysts predict that the adverse
impact of such restrictions will be quite severe.

Because millions of consumers will experience a direct negative impact due to the
proposed limitations on charging fees to a credit card account, and because the impact to the
overall economy could be dire, we believe the Agencies must conduct further research as to the
true costs of the proposed restrictions before adopting and implementing such restrictions.

We particularly do not understand the “fairness™ distinction between fees charged to the
card and fees paid from separate funds. If a consumer was in a position to make a separate
payment for any up-front fees imposed in connection with the card, then he or she could also
immediately pay any up-front fees charged to the card. The end result (and any accompanyng
benelit and injury) to the consumer would be identical, i.e. the cost of the card would be the
same and the available credit after payment would be the same. The obvious issue, however, is

" Oppenheimer, “Far From Over: We Believe The Credit Crisis Will Extend Far Into 26097 Industry Update: US
Banks, 10 (May 2008).
“1d. at t1-12.
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that few consumers in the subprime market have saved funds in a manner that permits them to
make cash payment of fees. The ability to charge fees to the card, which has the same economic
result, permits the consumer to more quickly enter or reenter the credit market and enjoy the
economic and social benefits of a credit card account while establishing or re-establishing his or
her credit record.

Regulation 7 Disclosures Sufficient to Address Fairness Concerns

It is mmportant to note that the Board’s proposed changes to Regulation 7 will
significantly enhance the consumer’s ability to make an informed decision with respect to a
particular credit product. CorTrust Bank believes that the proposed Regulation Z changes
greatly improve a consumer’s ability to understand and weigh the desirability of the fees
associated with a Jow ifimit, relatively high fee credit card product, and that such changes are
sufficient to protect consumers from the concerns raised with respect to such credit card
products. With respect to the subprime products in question, the amount of the credit limit, the
total and itemized amount of all fees for the issuance or availability of credit, and the amount of
available credit aller such fees, are important to the consumer’s understanding of the costs of the
account. Each of the foregoing is specifically addressed in the Board’s recommended revisions
to Regulation Z. Further, the Board’s proposed changes provide that these disclosures will be
provided not only in connection with solicitations and applications, but also again at account
opening.

As discussed earlier, the proposed revisions also provide greater details as to refunds.
Both the ability to obtain the refund, and a full disclosure as to the refund, are unportant 1o the
consumer’s evaluation of the desirability of the subprime account.

Again, CorTrust Bank believes these added disclosures will significantly improve a
consumer’s understanding of the fees related to a subprime credit card account and will permit
the consumer to make better decisions with respect to such an account. Further, we believe such
changes should alleviate the faimess concerns with respect to subprime credit card products.

¥ ok K

In closing, CorTrust Bank would again express its support for the Agencies’ efforts to
protect consumers from unfair or deceptive practices. However, we strongly disagree with the
proposed prohibitions and limitations on financing fees for the issuance or availability of credit if
such fees utilize the majority of available credit on the account. As discussed in detail above, the
Agencies have failed to (i) appropriately assess whether there is, in fact, an injury to the
consumer, (i) censider the ability of the consumer to avoid the purported injury, and (iif)
accurately weigh the countervailing benefits with respect to the purported injury. Most
importantly, the Agencies completely failed to provide any economic analysis with respect to the
proposed limitations. We believe it is imperative that the Agencies conduct such analysis prior
to taking further action with respect to the proposed limitations. We firmly believe that such
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analysis will support our contention that the benefits of the credit card accounts under scrutiny

far outweigh any cost to the consumer with respect to such accounts.

We appreciate the opportunity to comment on the Proposed Rule, and thank you for your
consideration of our comments.

Sincerely,

David A. Brown
Vice President/Credit Card Manager

4Jz 0 Mok

Jack E. Hopkins
President & CEO



August 4, 2008

Jennifer J. Johnson, Secretary

Board of Governors of the Federal Reserve System
20th Street and Constitution Avenue NW
Washington, DC 20551

Re: Regulation AA —~ Unfair or Deceptive Acts or Practices Proposal -
Board Docket R-1314

Dear Chairman Bernanke, Members of the Board, and Board Secretary Johnson:

The Political and Economic Research Council (PERC) is a non-profit, nhon-partisan,
centrist policy research organization based in Chapel Hill, North Carolina. PERC’s
primary focus since its inception has been on market-based economic development
with an emphasis on matters pertaining to credit access. Since 2002, and its applied
studies centers-—the Information Policy Institute, the Center for Competitive Credit,
and the Center on the Global Information Economy—have undertaken a series of
pioneering quantitative social and economic impact analyses on a range of retail and
commercial credit issues in the United States and globatly. PERC has been consulted
on consumer credit matters by the Federal Reserve Board, the White House, the US
Congress, the Federal Trade Commission, the Federal Deposit and Insurance
Corporation, and government agencies and legislative bodies in more than 12
countries.

1. Summary and Overview of Comment

Given our well-developed interest in credit access policy issues, and our expertise in
quantifying potential impacts of proposed statutory and regulatory rules changes,
PERC was invited by the Coalition for Equal Access to Credit {“CEAC”) to assess the
methodological rigor of analyses conducted by Transtnion Corporation, and to
assess the validity of the inferences and conclusions drawn by TransUnion in their
analysis. We have attached a copy of a slide deck encapsulating the body of
TransUnion's analysis for the Board’s review and consideration. The methods
employed by PERC to assess TransUnion's analysis, and a discussion of our findings
are contained in the following section.

First, we'd like to state PERC’s position on Regulation AA, specifically in reference to
proposed caps on fees that sub-prime card issuers may charge their customers. Given
developments in the US sub-prime credit market over the past year, PERC fuliy
understands the impetus for the Board’s interest in non-collateralized elements of
the sub-prime consumer credit market, and their Notice of Proposed Rulemaking
intended to ameliorate alleged unfair practices therein.



inthat PERCs primary focus is upon credit access for traditionally credit underserved
popuiations, and the identification of market-based solutions for broadening and
deepening credit access for this population—witness our ongoing Alternative Data
Initiative with the objective of bringing “thin-file” and “no-file” consumers into the
credit mainstream by means of having energy utility and telephone payment data
{so-called “alternative data”) fully reported to consumer credit bureaus—for those
who qualify, PERC considers many sub-prime lending instruments as valuable
alternatives to payday loans, check cashing services, and predatory or black market
loans, For many, the responsible use of a sub-prime credit card—even those that
carry high fees and offer relatively low initial credit limits—is the only available means
of building a good credit history in order to qualify for more favorable prime credit.

While the issues surrounding sub-prime card fee and interest rate regulation are
complex, based upon its examination of TransUnion’s analysis conducted for CEAC,
and an examination of publicly available data, PERC is concerned that the Board’s
proposed rule change that would limit fees that a sub-prime card issuers could
charge their customers, and restrict their ability to engage in risk=based pricing with
respect to account maintenance, may possibly resuit in:

e areduction in credit access;

* anincrease in the price of credit; or,

+ some combination of both.

Itis for this reason that PERC urges the Board to conduct an impact analysis of the
potential economic consequences from its proposed fee cap on sub-prime card
issuers before making a decision on the proposed fee structure and credit pricing
changes. Whether and to what specific levels a cap is set, and the ability of lenders to
calibrate the price of credit to changes in a borrower’s risk profile, may have
measurable consequences for credit access.

1.a.  Understanding sub-prime card issuer profits

A casual read of articles in the mainstream press provides a compelling, though
inaccurate description of the state of the sub-prime credit card industry’s
profitability. Generally, such articles contain boilerplate language about hundreds of
miltions of profits earned from “fee harvester” cards on the backs of economically
disadvantaged populations that is derived from a handful of reports.” While such
characterizations about the profitability of firms in the industry, and even the

' For an example of an oft-cited study, sce Jurgens, Rick and Chi Chi Wu. “Fee
Harvesters: Low-Credit, High-Cost Cards Bleed Consumers.” Boston: National
Consumer Law Center, November 2007,

R



industry are accurate at varying points in time—typically during periods of credit
expansion-—they are less likely to be accurate during periods of credit contraction.’

Rather than looking at firm level profit margins in a given quarter or year, a far more
refevant assessment of a firm or industry’s profitability comes by viewing profits
across a business cycle. For example, the graph below shows quarterly profits for
CompuCredit, a major sub-prime credit card issuer in the United States. If the
quarterly results for 2006 are considered independently, or combined into annual
profits, the firm and the industry look extraordinarily lucrative, with annual profits of
$107.5 million US. By contrast, if one examines the profits of the same company
during 2007 and 2008, a very different picture emerges, as the companies profits of
2006 were nearly entirely offset by losses totaling $104.3 million US.

CompucCredit Profits (Q1 2006 - Q1 200!
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Sowrces: 10-K SEC Filing of CompuCredit Corp. on 2/29/08; drfanta Business Chronicle. Business Week:
The Morely Fool.

: “CompuCredit Corp., a Major Sub-prime Credit Card Issuer, Reports 346% Increase in
Profits,” CardRatings.com. 18 August 2005, Downloaded from

http://www.cardratings. com/crediteardnews/2005/08/compucredit-corp-maj or-sub-prime-
credit.html

* CompuCredit Corp. is expected to release its HO(Q filing for the second guarter of 2008
on 5 August 2008, As a result, these weren’t available for inclusion in these comments,




1.b.  Credit Contractions Likely Result of Proposed Rules Changes

Thus, if regulations capping fees and restricting the ability of sub-prime card issuers
to engage in risk-based pricing are intended to offset perceived supra-normal rents
while preserving current credit access rates, they are unlikely to have that effect.

Iri fact, the result of a fee restriction—such as the proposed rules changes that would
cap fees at 50% of the initial credit limit—may result in a contraction in credit. Some
borrowers, whose expected life-time value to a card issuer made them attractive
under the current regime, might become economically non-viable with fee caps and
risk-based pricing restrictions as proposed by the FRB.* In that the prevailing
business model of sub-prime card issuers relies on volume of business and not
individual margins, the percentage of current borrowers likely to be affected by the
proposed fee cap is likely to be non-trivial. To the extent that this dynamic might be
the case, we urge the Board to work with issuers to better understand how this is
likely to affect credit access before coming to a final decision.

With regard to the proposed rules change that would limit the ability of card issuers
to adjust the APR on outstanding balances as a result of changes in a borrower’s risk
profile—usually discovered as a result of routine account maintenance—there are
good reasons to believe that this too would result in a credit contraction and possibly
higher prevailing prices for credit across all risk tiers. First, in that a credit score is an
odds ratio (e.g. a generic scoring rmodel measures the probability that a borrower will
be 9o days or more late on a payment over a two-year period), and not a tool by
which lenders can identify specific individuals who will default, given the proposed
limitation on risk-based pricing a likely response of sub-prime card issuers is to adjust
the acceptance criteria and reject applicants from the lower score tiers. In addition,
to recoup lost revenues from credit contraction and to offset revenues from
behavioral adjustments, issuers are likely to charge a marginally higher interest rate
for all borrowers. The result will be a cross-subsidy from good borrowers (those that
make timely payments and have higher or improved scores) to higher risk borrowers
(those who are consistently late or whose scores trend downward over time).

Again, PERC fully understands the Board’s desire to explore the full range of issues
relating to the price of sub-prime credit in an attempt to protect borrowers from
urfair or deceptive trade practices. In that risk-based pricing based upon credit
scores has opened the door to mainstream credit for untold miflions of Americans,

* For example, assuming a card with an initial credit limit of $250 and tota! initial fees of
$175, the portion of borrowers who currently qualify for credit from sub-prime card
issucrs, but who would be rejected if the FRB’s proposed rules changes were to take
affect, would be those who’s estimated life-time value is justified with fees at $126 and
sbove, but not at $125 and below. This from the proposed 50% imtial credit limit rate
cap.



an in light of the theoretical and empirical considerations just offered, PERC urges
the Board to more fully examine the likely credit access consequences from the
proposed rules changes affecting fee structures and risk-based pricing.

As discussed above, the bulk of PERC's comments on this matter pertain to our
assessment of analysis undertaken by TransUnion Corporation at the behest of
Citizens for Equal Access to Credit, or “CEAC.” The following section summarizes the
results of PERC's assessment of the TransUnion analysis.

2. PERC( Verifies TransUnion’s Calculations

PERC was able to replicate all of the findings of TransUnion's analysis either perfectly,
in most cases, or to within only a very small difference. When such smali differences
did arise they were qualitatively inconsequential. The differences were likely due to
rounding differences or subtle choices in the exact procedures of the calculations,
such as whether to include the unscoreable consumers (in the denominator) when
reporting the proportion of the sampie that witnessed score increases. While PERC
had access to the exact data TransUnion used, PERC independently analyzed it and
did not receive any programming code with which to analyze it. These small
differences speak to the robustness of the findings in that two teams independently
analyzed data and came up with very nearly identical resuits. Thus, it is not likely
subtle differences in the analysis would result in meaningful changes to the findings.

While PERC was not able to independently verify the integrity of the underlying
sample selected, no irregularities were observed by PERC. The sample consists of:
{1) all consumers that opened a new sub-prime card in January 2006 that
were issued by one of four national sub-prime bankcard lenders;
(2) those that had a credit file in December 2005; and,
(3) those that had credit file data in January 2008 for which performance and
outcomes could be obtained.
The outcomes observed in January 2008 were compared to the initial ¢credit profiles
observed just prior to when the consumer opened the sub-prime accournt, in
December 2005.

importantly, the analysis omitted those that were “no-hits” in December 2005 due to
the lack of the “benchamarking” data.

2.a.  Credit Scores and Score Migration

As with TransUnion, PERC found that consumers that opened sub-prime cards
tended to have lower credit scores than the typical consumer and witnessed
declining scores on average over the observation period. They also exhibited less
score stability than we would expect for the typical consumer.



A deeper analysis of the drivers behind these differences might be useful as well as,
importantly, a longer-term analysis, locking at multiple periods. While the
observation period of two years is more than sufficient for analysis needed to answer
the basic questions surrounding the impact of sub-prime cards on changes in credit
access, there are additional questions that can be better answered by knowing how
the consumers stood before and after the observation period.

indicators of the risk of the sub-prime card consumers include the very high rates of
serious delinquencies found in January 2008. What would be interesting to know is
whether such high delinquency rates witnessed for this group of consumers during
the observation period is typical of similar groups 4 or 5 years earlier or whether it is
driven by more recent macroeconomic factors or recent problems in the credit
market. '

The findings on the movement of credit scores over time among the sub-prime card
consumers are consistent with the following:
*  most consumers experienced score declines;
» agreater likelihood of score rises among those that had the lowest scores in
2005; and,
» agreater likelihood of score rises among those with either no credit balance
Or N0 open accounts in 2005, presumably those newer to credit.

This raises the question of whether there are two main types of sub-prime card
consumers. First, those that have little credit history and usage or have very low
credit scores and are more likely to see score rises concurrent with their open sub-
prime account. These may be those consurners that are using the sub-prime cards to
build or rebuild their credit. And second, there may be a second type that have higher
initial scores and balances but have hit credit and financial troubie and have faliing
scores. This would be consistent with result that a number of near-prime, prime, and
super-prime consumers had the sub-prime cards in December 2005, but
disproportionately experienced score declines. A better understanding of the
differences between the higher score and lower score sub-prime consumers may
help our understanding of how sub-prime cards are used by consumers.

2.b.  Many of the score increases are consequential

Where score changes occur may be more crucial than the magnitudes of the changes.
To demonstrate that a portion of the score increases witnessed would be
consequential to consumers, TransUnion calculated the share of increases for those
with sub-prime credit scores in December 2005 that moved consumers to near-prime
or better. This was about 20 percent. And for those that had score increases and
near-prime scores in December 2005, 74 percent moved to higher credit tiers {prime
or super-prime). This should not be confused with result that most near-prime
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consumers saw score increases (from the TransUnion analysis we know that 37% of all
CONSUMETS Saw SCore increases).

What this does tell us is that many of the score increases are, likely, consequential for
the consumers.

TransUnion’s analysis also demonstrates the potential conseguential impacts of the
score increases by comparing a number of attributes, such as number of open
accounts and credit limit, for those with score increases before and after their score
increase and to the entire group (those with and without score increases). As one
would expect, access to credit is expanded for those with score increase, relative to
prior to the score increase and relative to the larger group. This finding is
unsurprising.

Taken together, it is reasonable to conclude that the score rises that occurred are
consequential in terms of movement across credit score tiers and increased access to
credit.

Therefore, it may be the case that for those groups of sub-prime card holders who
are more likely to see score rises—those with the lowest initial scores and who
initially had no open accounts—holding a sub-prime card would coincide {on net)
with expanded access to credit (in terms of the attributes measured). 1t would be
useful if this were verified directiy in later analysis, as these groups may be those
about whom policymakers are most concerned.

2.c.  Overall credit opportunity

Finally, TransUnion’s analysis measures the degree of credit opportunity enjoyed by
those with sub-prime cards in two ways:
(1) the proportion with relatively high credit limit cards opened within 12 months
of the end of the observation period; and,
(2} the proportion receiving non-sub-prime credit inquiries.

It is noteworthy that 16.4% of the consumers had opened a new card with a credit
limit of over $1000 and about half received non-sub-prime credit inquiries. And, as
one would expect, the figures were higher for those that experienced score
increases (24% and 58% respectively). While these are clear signs of credit access and
opportunity, it would be useful to benchmark these results in future analysis against
non-sub-prime card holders.



3. Conclusion

First, it should be noted that the analysis described here may underreport the actual
benefits (score rises and access to credit) accruing since the analysis exciuded those
accruing to consumers with no credit files prior to opening their sub-prime card (“no-
hits”). As the analysis has shown, it may be these consumers that most benefit from
the sub-prime cards. And related to that, the figures on those with score increases
does not include the 3 percent of consumers that had files in December 2005 but
became scoreable only after that (likely due to the sub-prime card). Second, more
analysis should be conducted on those that witness score declines, which this
analysis did not focus on. Though, these consumers may be of less concern as they
seem to be the relatively higher score consumers in the sample.



