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H.R. 5244, THE CREDIT CARDHOLDERS’
BILL OF RIGHTS: PROVIDING
NEW PROTECTIONS FOR CONSUMERS

Thursday, April 17, 2008

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:05 a.m., in room
2128, Rayburn House Office Building, Hon. Carolyn B. Maloney
[chairwoman of the subcommittee] presiding.

Members present: Representatives Maloney, Watt, Ackerman,
Moore of Kansas, Waters, Green, Clay, Miller of North Carolina,
Scott, Cleaver, Bean, Davis of Tennessee, Hodes, Ellison, Foster;
Biggert, Castle, Feeney, Hensarling, Garrett, Neugebauer, Davis of
Kentucky, Campbell, McCarthy of California, and Heller.

Ex officio present: Representatives Frank and Bachus.

Also present: Representative Udall.

Chairwoman MALONEY. I would like to call this hearing to order.
Before we begin this legislative hearing on H.R. 5244, the Credit
Cardholders’ Bill of Rights, I would like to thank my colleagues on
the Republican side, Ranking Member Bachus and Congresswoman
Biggert, and their staffs for working with us to make this hearing
possible. There have been a number of issues that we have had to
work through, but I am pleased that we have been able to do this
in a constructive and bipartisan manner. I also would like to thank
the staff of the full committee and my own staff for all of their hard
work in putting this together.

I would also like to state that this morning we will have con-
sumer witnesses testifying before the committee. To ensure an
open debate, we have asked them to sign an authorization that al-
lows us to work within the relevant privacy laws, allows the com-
mittee to receive information about their accounts from their
issuers, and allows the issuers to respond publicly regarding their
testimony.

At this time, I would like to ask unanimous consent that we keep
the hearing record open for 30 days to allow our witnesses and
their respective issuers to submit any information relevant to their
accounts and to this hearing.

[No response]
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Chairwoman MALONEY. Hearing no objection, it is so ordered. I
would also like to ask unanimous consent that Congressman Mark
Udall of Colorado be allowed to fully participate in today’s hearing.

[No response]

Chairwoman MALONEY. Hearing no objection, it is so ordered. I
yield myself as much time as I may consume.

I am delighted to welcome the witnesses to the second of two leg-
islative hearings on H.R. 5244, the Credit Cardholders’ Bill of
Rights. I introduced this bill with Chairman Frank about 2 months
ago, and it now has over 101 co-sponsors to date and has received
10 editorials in support from national and regional papers.

The core principle of our bill is notice and choice. Cardholders or
consumers should not be trapped by high interest rate increases to
which they did not agree and that are applied retroactively to their
existing debt, causing it to balloon. As you will hear from our wit-
nesses on the second panel, even cardholders who are financially
responsible and do their very best to meet their obligations fall vic-
tim to rate hikes that are unexplained, totally out of proportion,
and which have driven them deeper into debt.

For example, Steve Autrey—you will be hearing from him later—
had a fixed rate of 9.9 percent and he paid his bill on time every
month for 8 years. He never went over his limit, except once when
interest charges on the account put him over his limit. And he was
never late in payment, except once, by one day. Nevertheless, his
issuer raised his credit card interest rate from 9.9 percent to 15.9
percent, and when he complained, they told him that they reserved
the right to raise fixed interest rates, even for good customers.

Under our bill, card companies would have to spell out in ad-
vance all the specific reasons they could raise the rate, not just say
that they could do it anytime, for any reason. And, they could not
call a rate fixed unless it was really fixed. Cardholders faced with
any rate increase would have the right to cancel the card and pay
off the balance at the old rate.

Banks argue that interest rates are based on the risk presented
by the customer, but as Senator Levin’s hearing this winter
showed, and I congratulate the Senator on his work and for being
with us today, a single customer can end up with different rates
from the same issuer, which on its face is inconsistent with the
idea that the rate is based on the risk.

Our second cardholder who is testifying today, Susan Wones, has
three credit cards from the same issuer, each with a different inter-
est rate. On one of her cards, she has paid on time each month and
never went over her limit. However, her rate went up from 14 per-
cent to 25 percent. The reason she was given was that she was get-
ting too close to her credit limit and that this made her a riskier
customer. However, she has another credit card with the same
issuer at 7.9 percent that they never changed the interest rate on,
and she was able to get a third from the same issuer with an intro-
ductory offer of 0 percent. Mrs. Wones’ card company raised her
rate even though she did not pay late or even go over her limit at
the end of the month. Our bill would ensure that a customer like
Mrs. Wones never has an interest rate increase on her existing bal-
ance.
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our third consumer witness today, Steve Strachan, is from York,
Pennsylvania, where he runs a small business. He has a credit
card score in the high 700s, close to perfect, which is critical to
managing his company. But over the years, the interest rates on
several of his cards have been raised for no other reason than the
fact that he has used the credit limit he has been given. Again, our
bill would ensure that a customer like Steve Strachan could never
get an interest rate increase on his existing balance and could opt
out of any future rate increases.

We need to be very clear about the real world consequences of
interest rate increases. They cause minimum payments to shoot up
and make it very hard for people to ever get out of debt.

I would like to show this one example that is on the easel down
there, and it shows the example of a borrower who borrowed $1,000
at 15 percent. You can pay that off in just under 9 years with min-
imum payments, and end up paying about $600 in interest. If your
rate goes up to 30 percent, it will take you over 24 years to pay
off the loan making minimum payments, even though those pay-
ments would be much larger, and you would pay almost $4,000 in
interest for that same loan of only $1,000. We all have constituents
who have written us with stories like these.

This bill attempts to put some of the responsibility for fair deal-
ing back on the card companies and to give cardholders the tools
they need to control their finances and make sure they can pay
back their debts responsibly by requiring card companies to give
cardholders advance notice of any interest rate hike and the right
to say no to borrowing more money at a higher rate than they
originally agreed to.

The bill also stops tricks and traps that make cardholders incur
rate hikes and pricey fees and empowers cardholders to set limits
on their credit. It shields cardholders from misleading terms like
so-called “fixed rates” that are not really fixed, and protects the
most vulnerable consumers from fee-heavy subprime cards.

Finally, it gives Congress the tools to provide better oversight of
the credit card industry. The bill sets no price controls, no rate
caps, and no fees. It does not dictate any business model to credit
card companies.

I believe that it is a much needed correction to a market that has
gotten wildly out of balance. A credit card agreement is a contract
between a card company and a cardholder, but what good is a con-
tract when only one party has any power to make any decisions?
Cardholders deserve information and the right to make decisions
about their own credit.

That is what our bill does. It simply gives cardholders notice and
choice.

I would like to say that obviously credit cards are a very impor-
tant part of our economy, and we just want them to be fair to con-
sumers. If a consumer does not like the deal their card companies
are giving them, they can go elsewhere without getting hit with a
big rate increase on their existing debt. That is the free market at
work.

The principles in this bill are not radical. In fact, several leading
card companies, including Citibank, JPMorgan Chase, and Capital
One, for example, have voluntarily said that they will no longer
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practice universal default or double-cycle billing or continue with
the practice of increasing interest rates anytime for any reason. I
applaud such moves. This bill just raises everyone to the best
standards that these companies have already incorporated. These
are three of the most important parts of the bill that we have be-
fore us.

The principle that a deal is a deal is as American as apple pie.
This bill makes that principle apply to credit cards just as it does
elsewhere.

I look forward to the testimony, and I now recognize my col-
league and good friend Judy Biggert for as much time as she may
consume.

Mrs. BIGGERT. Thank you, Madam Chairwoman, and I would
also like to thank the witnesses for coming today, especially those
on the third and fourth panels, whose testimony is likely to be
heard well after Congress adjourns and Members head to the air-
port unless we move forward at a rapid rate. But I just want these
witnesses to know that their testimony coming later in the day is
no less important to me and my colleagues and we thank you for
your patience.

First I think it is good for all of us to remember just how credit
cards have evolved over their relatively short history. They used to
be products for a few wealthy individuals who could afford sizable
annual fees and 20 percent interest rates. Now, credit cards are for
all borrowers, from the lowest income individual, and they can offer
interest rates starting at 0 percent.

Part of this success story is due to technology, innovation, and
competition, which have allowed card issuers to assess a borrowers’
creditworthiness and set a risk-appropriate card rate and limit.
Americans have thousands of cards to choose from. They have
greater access to credit, access to cheaper credit, and access to fi-
nancial education and counseling on financial matters.

The success story of credit cards is often overlooked, and today,
instead of taking out other loans using a store layaway plan or
cash, millions of Americans, three quarters of Americans each day,
choose to use plastic to pay the electric bill, take a family vacation,
buy books for school, start a business, or even buy a cup of coffee.

There is no question that until recently, regulations have not
kept up with this rapid credit card evolution. Not long ago, the
Federal Reserve recognized that consumers needed better informa-
tion to shop for a credit card and understand their responsibilities
and obligations when it comes to their credit card contract. Hence,
was born Regulation Z, and I look forward to our conversations
about Reg Z, as well as updates to the Unfair and Deceptive Prac-
tices Act today to learn how these two regulations will inform and
protect consumers. Borrowers need transparency. They need to
know what the terms of their contract are simply, clearly, and reli-
ably. On this, I agree with Chairwoman Maloney.

My goal is to make sure that the many are not punished for the
transgressions of the few. In our weakened economy, or any econ-
omy for that matter, it is critical that we address the problems of
a few customers or the abuses of a few issuers. We don’t force the
majority of credit card borrowers from low income to high income
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to pay for it with increased costs, fewer credit options, or worst-
case scenario, no credit at all. We must first do no harm.

As I said last month, I am inclined to reserve judgment on this
bill, H.R. 5244. T want to hear the results. We in Congress author-
ize the Fed to undertake a revision of Reg Z, the Fed’s 4-year inten-
sive expert review utilizing consumer focus groups and other sound
methodology, would seem to be just as worthy of our consideration
as is the anecdotal, if not dramatic evidence as presented by to-
day’s witnesses. In addition, I look forward to the Fed’s promulga-
Zion of updated rules regarding the Unfair and Deceptive Practices

ct.

Do consumers need improved and more helpful disclosures? Do
they need information so they can have the tools to make more in-
formed decisions about choosing a credit card, about their card, or
about borrowing, in general?

Finally, what is the best way to address these matters? Is it
through education, legislation, regulation, self-regulation, in other
words, letting the marketplace and competition work for the con-
sumer? Or is updating disclosures and cracking down on unfair and
deceptive practices the answer?

I must say that once again, after reviewing data, studies, and
testimony, at this time it appears that regulation and education
should at least be among the first steps. Should the Congress step
in on the basis of a few cases and testimony and preempt the Fed?
I am not sure that is the answer.

With that, I look forward to hearing from today’s witnesses, and
I yield back.

Chairwoman MALONEY. Thank you. The Chair recognizes the dis-
tinguished chairman of the full committee, Chairman Frank, for as
much time as he may consume, and thanks him for his hard work
on this bill.

The CHAIRMAN. Madam Chairwoman, you deserve the credit for
formulating and bringing this bill forward, and it is my hope that
we will actually be acting on it this year.

I am very pleased to see our Senate colleagues, including my
classmate, the Senator from Oregon, as well as the Senator from
Michigan who has taken such an important lead on this. For some-
one who grew up in the era of Senator Joseph McCarthy as I did,
seeing under Senator Levin’s leadership the subcommittee that was
the McCarthy subcommittee put to different uses is a sign that
sometimes things do get better, as he chairs that subcommittee.

I first want to say that there has been some discussion of the
glitch involving waivers and the inability of people to testify last
time. I know we are not supposed to lapse into languages other
English, it gets some people all jittery, but I hope in the spirit of
the Pope being here, I will be allowed to say, “mea culpa.” I was
not supervising that process as well as I should have been. There
were other things going on; I don’t think anyone was ill-inten-
tioned. I made the final decision to postpone the testimony of those
witnesses because we had not done it in a way that met my own
internal standard of fairness, so I apologize. I don’t want to carry
it too far, it is not “mea maxima culpa,” but it is “mea culpa.”

The next point I want to make is, to my friends in the banking
industry, to the extent that we are doing anything binding here, it
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is saying that you can’t retroactively raise people’s interest rates.
I know it is nice to be able to do that. We would all like to have
the freedom to make as much money as we can in reasonable ways,
but I do want to caution you. The argument that we should not act
retroactively, the argument that we should not interfere with exist-
ing arrangements, has been a very powerful protection for people
in the financial industry when people get angry. I think you would
be ill-advised to erode that.

And I understand you can say, “But we had that right in the con-
tract.” No one believes that those contractual rights really meet our
normal view of contract, and for the banking industry to resist our
saying that whatever you do, you can’t apply it retroactively, would
be to set a precedent with regard to a number of other issues that
I do not think you will want to see followed, but you do understand
we are now going to be talking about whether or not we help peo-
ple who made unwise decisions with mortgages. Resistance to that
is less than it was before the Federal Reserve stepped in to help
the counter parties of Bear Stearns.

Logically there is not a connection, but as people understand, one
of the important principles of legislation is that the ankle bone is
connected to the neck bone, and once you do something in one
place, you may see it again. So I advise you not to resist this notion
that you do not undo things retroactively.

Finally, I did want to comment on the last remarks of my good
friend from Illinois, and she will have a right obviously to respond
later on, but I think she gets it backward when she says that the
Congress should not preempt the Fed. I am a supporter of the Fed-
eral Reserve system, but I do not find it in the Constitution. I do
find Congress there.

When you say we shouldn’t do this legislatively, we should do it
by regulation, remember that regulation does not spring from the
earth. Regulation is only in pursuant of statutory authority granted
by this Congress, and the notion that the legislative body should
defer to the regulators gets it backward. The regulators get their
instructions from the Congress, and I would think that the notion
that we should not preempt the Fed; I would disagree with that.
I think it is appropriate for us to take some action. To be honest,
as I look back at the subprime crisis, and the decision of Mr.
Greenspan not to do anything for a long time, I wish we had been
able more vigorously to preempt him.

So I thank the Chair again for convening this hearing. I think
she has a very reasonable approach, and I hope we will be able to
move forward.

Chairwoman MALONEY. The Chair recognizes Congressman
Bachus for as much time as he may consume.

Mr. BACHUS. Thank you, Chairwoman Maloney, and I also com-
mend you for holding this second hearing on the credit card bill of
rights. Senators Levin and Wyden, I welcome you to our committee.
We very much look forward to your testimony. By your presence,
I acknowledge that this is an important hearing. It is important to
all of our constituents.

Credit cards are a valuable financial resource and convenience
for those we represent. Americans rely on them every day. They



7

are convenient, and they make life a lot simpler for many Amer-
ican consumers.

There is, however, a widespread perception that credit card con-
sumers are sometimes treated unfairly in their relations with cred-
it card companies. We have heard that from our constituents. We
have had many conversations on this committee and with constitu-
ents about complaints regarding the credit card industry and prac-
tices. I think it is a given that these agreements are complex and
they are confusing to most Americans. Many of these conversations
involve anecdotal accounts of problems faced by credit card cus-
tomers.

Today, we have those customers before us in a panel, and we will
listen to them. They will present to us the problems that they en-
countered and the credit card companies are here to respond and
discuss the actions and practices that they took with regard to
these specific customers, and I think this will be enlightening.

This hearing will be a valuable contribution toward us under-
standing this critical part of our credit system, and hopefully will
inform our future deliberations on credit card reform, which I be-
lieve this committee believes is necessary. In fact the industry has
acknowledged that reform is necessary. In closing, and this is prob-
ably the most important thing I will say, and the chairman re-
ferred to this, we have waited a long time for the Federal Reserve
to issue final regulations regarding industry practices and con-
sumer protection. They are long past due and I, for one, look for-
ward to receiving them in the very near future. They should have
already been here.

Thank you again, Chairwoman Maloney, for holding this hearing,
and thanks to our witnesses for being with us today.

Chairwoman MALONEY. Congressman Moore is recognized for 3
minutes.

Mr. MOORE. Thank you, Madam Chairwoman, and thank you for
convening this important hearing today.

Prior to the introduction of H.R. 5244, Mr. Castle and I and sev-
eral other bipartisan members of this committee sent a letter to the
Office of the Comptroller of the Currency asking for their advice
and expertise concerning various proposals to increase regulation of
the credit card industry. Yesterday, we received a response from
Comptroller Dugan at the OCC, and I would ask unanimous con-
sent that both our letter and the response we received from the
Comptroller’s office be submitted into the record.

Chairwoman MALONEY. Without objection, it is so ordered.

Mr. MoOORE. Thank you. I would like to highlight just a couple
of points of the OCC’s response. Mr. Dugan knows that the regula-
tion of credit cards presents unique challenges because credit cards
are fundamentally different from other common consumer credit
products such as home mortgage loans. One example he gives is
that, unlike a mortgage loan, each credit card transaction is a new
extension of unsecured credit that is not separately underwritten
at the time of the transaction. Additionally, the consumer, not the
lender, generally determines the amount of credit that is involved,
the amount of payment above the minimum required payment, and
the length of repayment.
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While I believe most people agree that these unique features of
credit cards have provided a new level of convenience and access
to credit enjoyed by many consumers, I am also concerned that un-
sophisticated borrowers may have difficult navigating the terms of
their contracts, which can result in consumers being caught with
unexpected fees or rate increases.

Comptroller Dugan goes on to say in his response that there are
some issues or practices that may be “so adverse to consumers or
generally difficult to understand that they may require an alter-
native disclosure approach that would warn consumers about the
result of the practice rather than simply describe its mechanics.”
An example he gives is double-cycle billing. Because of the unique
features associated with credit cards, I believe regulators are posi-
tioned well with their expertise to act to protect consumers.

As our chairman noted, Congress needs to continue pushing the
regulators to take strong actions not only to improve disclosures for
consumers, but to adjust those practices that may be unfair or de-
ceptive, and I appreciate the chairwoman’s leadership in drawing
attention to these very important issues. For this reason, I am
pleased that the Federal Reserve is working to finalize new rules
under Reg Z this year, in addition to new rules regarding unfair
and deceptive practices by issuers of credit cards. I look forward to
reviewing these new rules, and I hope they will deal with many of
the issues that will protect consumers.

I thank the chairwoman, and I yield back my time.

Chairwoman MALONEY. The Chair recognizes Congressman Cas-
tle and thanks him for participating in the discussions and forums
that we had on this bill and the principles.

Mr. CASTLE. Thank you, Chairwoman Maloney, and thank you
for what I consider to be a fair hearing. It is unfortunate that our
schedules are such that we are probably not going to be able to
participate in all of it, but the panels, I think, are comprehensive,
and we should be able to get some answers to questions today, and
I appreciate that, and I welcome the Senators here.

As the subcommittee continues its examination of credit cards, I
believe it is very important for members to be mindful of the very
broad and comprehensive efforts that are drawing to a close at the
Federal Reserve with practices controlled by Regulation Z. Obvi-
ously I disagree with the chairman of the full committee on where
we are supposed to go, or who is supposed to go first with respect
to what we are doing.

A few years ago, the Board initiated a comprehensive review of
Regulation Z, and in an effort to be fair, reasonable, and sensitive
to the needs of consumers, the Fed hired an outside firm to conduct
consumer testing and design for improved credit card disclosures.
This firm has over 40 years of experience with this sort of thing,
a firm with a diverse client base and experience doing similar work
for government agencies and nonprofit organization clients.

Testing with everyday consumers was conducted in the States of
Maryland, Missouri, Colorado, Massachusetts, Alabama, and
Texas. Each focus group consisted of between 8 and 13 people. In
addition, four rounds of individual cognitive one-on-one interviews
were conducted in each of these locations. Consumers were asked
their opinion of six different types of disclosures related to credit
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cards: solicitation and application disclosures; initial or account
opening disclosures; periodic statements; change in terms notices;
convenience checks; and solicitation letters. This was done, I might
add, with plenty of urging and prodding from my colleagues on this
committee. I commend to your attention this report of over 200
pages and ask that you give it your full consideration.

Subsequent to all of this, the Fed released for comment a draft
of Regulation Z many months ago. Finally, after carefully reviewing
over 2,500 comments from businesses, consumer groups, law firms,
and the like, the Fed is about to complete this lengthy, and I might
add costly, but important rewrite. I am as frustrated and anxious
as anyone on this committee to have the final version of Regulation
Z released.

I do hope my colleagues will dedicate their time and that of their
staffs to carefully review all that has gone into that effort and give
it the consideration it deserves before we legislate. I come to a dif-
ferent conclusion than Mr. Frank on this. I truly believe that the
effort they have made is sincere. I believe a number of financial in-
stitutions have started to make changes already, and that is the
order in which we should go. We should look at Regulation Z and
then go back to potentially legislating.

But having said that, I congratulate the chairwoman on the
hearing and the fact that we are considering a very important
topic, and I yield back the balance of my time.

Chairwoman MALONEY. Chairwoman Waters is recognized for 3
minutes.

Ms. WATERS. Thank you very much, Madam Chairwoman. I ap-
preciate so very much that you have taken up this issue and your
providing leadership to get Congress involved in the kind of over-
(s:iight that we really have the responsibility for, but we don’t often

0.

We are all credit card users, so many of us are very familiar with
the abuses of the industry. Many of us have complained from time
to time about abuses that we have witnessed or we have been in-
volved in, but none of us took up a comprehensive effort to try and
deal with the problems as we see them.

This is so important because we cannot negotiate our lives with-
out the use of credit cards. We must have credit cards in order to
reserve a hotel room, to get on a plane, and to purchase goods and
items, so it is a very necessary part of our life, and being that it
is such a very necessary part of our life, we must understand what
our responsibility and our role is, not only to protect our own per-
sonal interests, but the interest of our constituents.

The Credit Cardholders’ Bill of Rights certainly does go straight
to the heart of some of these issues, and I am very pleased that
the number one item listed in the bill of rights is an item that
deals with arbitrary interest rate increases. I think that is such an
abuse. As a matter of fact, I am reminded of some of the problems
that we are experiencing and learning about as we look at the fore-
closure problem and the subprime meltdown. What we are finding
is the financial services community came up with all kinds of exotic
products. None of us understood those products here in Congress,
and our regulatory agencies did not take a look at no-documenta-
tion loans, they did not explore some of these ARMs that were
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being created or how they were being originated and initiated and
by whom.

I see some of the same kinds of abuses as we look at these credit
cards. As a matter of fact, I just learned that if you have a credit
card, if you decide that you are going to open up a credit account
at a department store when they have these special offers and you
make purchases on that same day they extend the credit to you,
that your other credit card issuers can then increase your interest
rate because they consider that if you open up an account at a de-
partment store on some kind of special offer where you take out the
goods on that day, that somehow you have created another risk.
Most people don’t know that, and sometimes when folks go into a
department store—

Chairwoman MALONEY. The gentlewoman’s time has expired.

Ms. WATERS. Thank you very much. I appreciate the opportunity.

Chairwoman MALONEY. In interest of the Senators’ time, we are
going to have 4 more minutes of opening statements: 2 minutes for
Mr. Hensarling; 1 minute for Mr. Ackerman; and 1 minute for Mr.
Ellison. We will then get to the very important testimony of our
Senators. We are so thrilled to have you here and we are really
sensitive to your time constraints.

The Chair recognizes Mr. Hensarling for 2 minutes.

Mr. HENSARLING. Thank you, Madam Chairwoman. Senator
Levin, Senator Wyden, welcome. I am sorry you have to listen to
so much talk, but we are led to believe that you do a whole lot
more talking on your end of the Capitol than we do over here.

As we sit here and examine today the Credit Cardholders’ Bill
of Rights, I fear for perhaps 95 percent of America, it may prove
to be a credit cardholders’ bill of wrongs. I fear that the legislation
will help turn back the clock to an era where a third fewer Ameri-
cans had credit cards, and those that did had little choice and paid
the same high universal rate. I fear the bill represents another as-
sault on personal economic freedom. It chips away at risk-based
pricing, and I fear it is also fraught with unintended consequences.

According to the ABA’s delinquency bulletin for the 4th quarter
of 2007, you had roughly 4.38 percent credit card loan delin-
quencies, which is in line with the 5 year average. That means that
for every 22 people paying off their charges on time, there is one
who is not. And unfortunately when you press in on one end of the
balloon, it presses out somewhere else.

What begins to happen when you chip away at risk-based pric-
ing? A recent survey of banks shows that if legislation like this is
passed, we know what will happen. Number one, some will opt to
raise rates. Number two, some will tighten underwriting standards.
Some will eliminate low-cost products. And some may actually drop
their cards, particularly some of our small community banks who
continue to suffer under a large regulatory burden.

And we see similar legislation, this isn’t just theory, I think
there is a very practical model. If you look to the experience in
Great Britain in 2006 when credit card issuers were ordered to cut
default fees or face legal action, here is what happened: Two of the
three biggest issuers promptly imposed annual fees on their card-
holders, again harkening back to a previous era; 19 card issuers
raised their interest rates; and by one estimate, credit standards
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Weredtightened so that 60 percent of new applicants were being re-
jected.

For all of the Americans who rely upon their credit cards to start
and run their small businesses, perhaps to pay their utility bills at
the end of the month, to stretch out that paycheck, this legislation,
I fear, is a threat to them. Clearly there are legitimate issues of
effective disclosure, and I think there is lots of blame to go around
and that is worthy of this committee’s attention. I do not believe
there is an issue of effective competition, which again is the con-
sumer’s best friend. And with respect to distasteful practices, the
disinfectant of sunshine and competition goes a long way.

I yield back the balance of my time.

Chairwoman MALONEY. The Chair recognizes Congressman Ack-
erman for 1 minute.

Mr. ACKERMAN. The balance between credit card issuers and con-
sumers has gotten out of balance, and Congress needs to step in
to restore fairness. The bill makes a great start to that goal, and
a number of provisions that I thought critical have been integrated
into the text, and I am grateful for the cooperation of Chairman
Frank and Chairwoman Maloney.

I do believe, however, that the legislation and our constituents
would be better served if we could find a way to include provisions
dealing with the so-called pay-to-pay fees. Pay-to-pay fees, for those
who haven’t personally experienced this devious practice, are fees
that credit card issuers charge their customers simply to pay their
bill by phone or online on time, but shortly before payment is due.
When used in conjunction with changes in billing cycles, consumers
can very quickly find themselves entrapped, handing over a lot of
extra money just to avoid late fees caused by slow mail.

This kind of greedy manipulation has to stop. It can be easily ad-
dressed during the mark-up for the legislation, and I look forward
to working with the chairwoman to make this happen. If amended
to include this provision—

Chairwoman MALONEY. Thank you so much, Congressman, for
your hard work. Your time has expired. Mr. Ellison, for 1 minute.

Mr. ELLISON. Thank you, Chairwoman Maloney. I cannot even
begin to explain how important this hearing is to our consumers
and working families. Higher gas prices, soaring food prices, and
stagnant wages have made many of our families more and more re-
liant on borrowing against their homes and through credit cards.
But they aren’t getting a fair deal from many players in the credit
card industry. They are subject to anytime, any reason re-pricing,
and at risk of being subjected to unfair practices like universal de-
fault and double-cycle billing, all in the name of increased profits.

The credit card companies say that risk-based pricing is to en-
sure that good consumers get better rates than more risky cus-
tomers, but as you can see on—I have a chart that I hope to show
soon—that is not the case. The chart was presented at the last
hearing on the issue by Professor Levitin of Georgetown Law and
shows that good consumers only get minimal savings for risk-based
pricing. In fact, it shows that the greatest factor when determining
pricing is not a borrower’s risk, but the Fed funders’ rate, the rate
that credit cards borrow for the money they lend to you. I intend
to ask the issuers about this when they are before us—
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Chairwoman MALONEY. The gentleman’s time has expired.

Mr. ELLISON. Thank you, ma’am.

Chairwoman MALONEY. Many of my colleagues have important
statements to make. They can put them in the record or make
them at the end of the hearing, but our two distinguished Senators
have indicated that they are under time constraints, so I am de-
lighted now to introduce, first, Senator Levin. We thank him for
being here. He has been a leader on this issue by holding hearings
that have shone a light on abusive practices and by introducing the
first comprehensive credit card reform bill in this Congress, a mark
against which subsequent bills must be measured. I also want to
thank my good friend and former colleague Senator Wyden for com-
ing to testify today and for all of his thoughtful and important
work and for his important bill too. Senator Levin, you are recog-
nized.

STATEMENT OF THE HONORABLE CARL LEVIN, A UNITED
STATES SENATOR FROM THE STATE OF MICHIGAN

Senator LEVIN. Thank you, Madam Chairwoman, and members
of the subcommittee.

Thanks for the opportunity to join with you today and share
some of the experiences that we have had at the Permanent Sub-
committee on Investigations at the Senate.

We have been investigating this issue for a couple of years now.
We have had a number of hearings. We have an extensive, lengthy
record that demonstrates the abuses and the excesses that many
members of the credit card industry have engaged in. We would
ask that you take into account that record, and I will just quickly
sum it up, given all your time constraints.

We commend you on the work that you are doing. This sub-
committee, particularly, is tackling credit card reform. It is a com-
plex issue, but these excesses are causing huge financial pain to
people who are already undergoing severe economic stress. Con-
gressman Ellison made reference to the kind of challenges which
middle-income families face, and I won’t reiterate them other than
to say that the credit card excesses, the high interest rates and the
other abuses that take place, which I will quickly enumerate, just
add insult to injury, add additional pain to the pain that is already
being suffered by our middle-income families.

The abuses that we have focused on, essentially, are as follows,
not necessarily in any order of priority. A number of you have iden-
tified abuses that are either in the bill that is pending before you
or you feel should be added.

What I am going to list for you are just some of the abuses, ex-
cesses, that are in a bill that has been introduced in the Senate
and that Congressman Davis has introduced here on the House
side: Charging interest on debt that is paid on time; hiking the in-
terest rates of cardholders who have faithfully paid their bills every
month; applying higher interest rates, retroactively, to existing
debt; imposing fees, late fees and over-the-limit fees, repeatedly.
We have an example we will share with you in a moment where
somebody went over the limit once and was charged 45 over-the-
limit fees.
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Interest being charged on late fees—it is one thing to charge in-
terest on money which is borrowed or on purchases which are being
charged. It is a totally different thing to charge interest on pen-
alties that are imposed. We think it is improper.

As Congressman Ackerman mentioned a minute ago, charging
people a fee to make a payment. If you make your payment over
the phone, many companies charge you a $10 or $15 fee to make
your payment. That is for an on-time payment, by the way.

Let me just give you a couple of examples from some of the peo-
ple we have heard from. Bonnie Rushing, a woman from Florida—
suddenly her Bank of America credit card interest rate was tripled
from 8 percent to 23 percent. She said she was never notified. The
credit card company says there should have been a notice sent to
her. They gave us an example of the type of notice which they
think should have been sent to her—it was totally incomprehen-
sible, even if it was sent to her.

Now, that is a disclosure issue, but it goes much deeper than just
disclosure. These bills that have been introduced, including yours,
Madam Chairwoman, which we commend highly, address some of
the abuses and go to what is needed here, which is change, not just
disclosure of abuses, but correcting abuses.

Bonnie Rushing could not figure out, even after she found out
about the rate increase, as to why. She was totally unable to figure
out why; she made phone calls but couldn’t get a reason why. Fi-
nally, we tried to figure out why on the subcommittee, and the rea-
son that we finally identified was the reason that Congresswoman
Waters identified, which is we think this is the reason: that she
took out a credit card at some retailer in response to a solicitation
that she do so, because that would give her discounts on her pur-
chases.

She made the purchases she wanted, got the discounts, and then
paid those bills on time; and that is the key thing here. Her own
relationship with her own credit card company was timely. She was
never, never behind on her payments; she always made at least a
minimum payment. She took out another credit card at a retailer
in response to a solicitation and then made those payments on
time. And the only explanation that can be found for why her cred-
it card jumped from 8 percent to 23 percent is because she took out
the credit card from the retailer.

That triggered a computer, apparently at the credit rating com-
pany, that because she now took out another credit card, that made
her a greater credit risk, even though she paid the other credit
card ((in time. That is sometimes called universal default, and it has
to end.

Now, to add insult to that injury, the debt that she owed the
credit card company was then retroactively treated to the higher
interest rate. So that is the retroactivity interest element of your
bill.

I will share one other case with you, and then I will close. And
that is the case of a man named Wes Wannemacher, a man from
Ohio. He had a limit of $3,000 on his credit card. He charged
$3,200. He was $200 over his limit. He was getting married. His
expenses were $3,200. He charged them all to the credit card. That
began a 6-year saga.
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That was the only thing he charged—$200 over the limit of
$3,000. He went over once and was subsequently charged 47 over-
the-limit fees. After 6 years of paying on his credit card, he had
paid $6,300 on his $3,200 debt, still owed $4,000, and he was
charged these 47 over-the-limit fees. He was also charged interest
on those fees, which totaled about $1,500 in interest on fees for
going over the limit once.

Madam Chairwoman and other members of the subcommittee, if
it is going to be resolved, I am afraid that it has to be resolved here
in Congress. The Federal Reserve has been looking at disclosure
issues. It is endless. There are 5 billion solicitations a year to peo-
ple to take out credit cards; that is how profitable this is. It is the
most profitable part of the consumer lending world. Year after
year, it is the most profitable part.

Profit is perfectly fine. We all believe in profit. Abusing this sys-
tem, which is what has happened in too many cases, is not fine.
If it is going to be changed, it is going to be changed here. I com-
mend you on your efforts to do just that.

[The prepared statement of Senator Levin can be found on page
149 of the appendix.]

Chairwoman MALONEY. Thank you so much, Senator Levin, for
your extraordinary work on this issue. I want to underscore one of
the things that you said about how confusing the whole process is.
We had Richard Syron, the head of Freddie Mac, testify before this
committee that he and his wife went over their credit card applica-
tion for hours and did not understand the terms. This is a leader
in the finance industry saying that he agrees completely, certainly
on the notification aspect of your testimony.

Thank you again for what you are trying to do for our financial
system.

I now recognize my former colleague and good friend, Senator
Wyden.

STATEMENT OF THE HONORABLE RON WYDEN, A UNITED
STATES SENATOR FROM THE STATE OF OREGON

Senator WYDEN. Thank you, Madam Chairwoman, very much,
and I want to commend you, and also my friend of more than 25
years, Chairman Barney Frank, as well as Congressman Bachus
and others whom I had a chance to serve with, and it is great to
have a chance to be with you.

I am going to spare you the filibustering this morning and I
would ask that my prepared remarks could be made a part of the
record, Madam Chairwoman, and I could just highlight some of my
principal concerns.

Chairwoman MALONEY. It is so ordered.

Senator WYDEN. Madam Chairwoman, first of all, I strongly sup-
port the work that you and Senator Levin are doing. It is very
much in the interest of our consumers and is urgently needed for
the very reason Senator Levin has mentioned; this is going to have
to be resolved in the Congress.

What I want to do is take just a few minutes and outline the ap-
proach that Senator Obama and I have offered up. It is Senate bill
2411. As you can guess, he is a little tied up today, so he can’t be
at the witness table, but here is what our concern has been.
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We think that the heart of the problem here is that the market-
place is failing the millions and millions of Americans who want to
manage their money responsibly and that the marketplace is
stacked against the consumer. And here is what it starts with,
Madam Chairwoman. This is a credit card agreement, friends. It
is 42 pages long, 42 pages larded up with every conceivable kind
of legal mumbo jumbo: qualifiers; exemptions; disclaimers.

I will tell you friends that unless you spend your free time read-
ing the Uniform Commercial Code, nobody can sort their way
through this. So this is the heart of the problem right here, this
document, and as Senator Levin has mentioned, there are millions
of these documents floating around the United States.

Now, when you bring this up with the industry, they say, “Oh,
valid point, but if people don’t like them, they can change their
card whenever they want.” That is the argument of the industry.
The fact of the matter is that it is not that simple. Credit scores
are a very large factor in determining which credit card a consumer
applies for and the number of times that you have applied for cred-
it recently and the length of time that you have held a card count
towards your creditworthiness. So while the issuers say that the
market is a perfect laboratory of competition, the reality is that
people who want to change their credit cards, as the industry sug-
gests is the answer, cannot do that, because they have to be con-
cerned about protecting their credit scores.

So that makes the choice of which card to choose an important
and long-lasting decision. But for the reasons I have outlined, the
marketplace is stacked against them. So what Senator Obama and
I are seeking to do is level the playing field and make the market-
place more fair. And so we are directing the Federal Reserve, peo-
ple who know a lot about this business, to set up a system that
goes to fairness and safety, not the issues that ought to be left for
the marketplace.

The issues that ought to be left for the marketplace are clearly
fees and interest rates and rewards, these kinds of things. Our leg-
islation doesn’t touch that. That’s something that the marketplace
ought to resolve, but we do, in our legislation, get at the safety
question. So, for example, I'm just going to use one particular term.

A credit card agreement that gave a consumer 90 days notice be-
fore the issuer tends to change their terms would do well under the
legislation I have written with Senator Obama. They would get
points for doing something that was fundamentally fair and rel-
evant to the safety issue. A credit card company that in effect said,
“No, we’re not going to do it that way; we’re going to change the
agreement without any notice,” would get just the opposite rating
on the safety question.

So we say that the Federal Reserve should evaluate these compa-
nies on the basis of these safety practices. The credit card compa-
nies would have to display the ratings on the marketing materials,
billing statements, and agreement materials on the back of the
card itself, and in doing so, once again, we go back to free enter-
prise marketplace principles.

Because if you approach it that way, a credit company that does
well with a Federal Reserve safety analysis will say, “Here is an
opportunity for us to highlight that in our marketing and pro-



16

motional material,” and a credit card company that is scored down
by the Federal Reserve, not on issues for the marketplace, but on
safety issues, will have a reason to go out and improve.

One last point that I would make, Madam Chairwoman, is that
what you and Senator Levin seek to do—which I am supportive
of—is to find these incredibly egregious practices that the credit
card industry is engaged in and then you would ban those efforts.
I think what you are doing is very much in the public interest, but
the reality is, I think all of us who studied this came to this conclu-
sion; this is an incredibly sophisticated industry.

There is a reason, Madam Chairwoman, that credit card compa-
nies have consistently done well, year in and year out, no matter
what the vagaries are of the American economy generally. They’re
very savvy, very sophisticated; and, my concern is if all we do is
ban these egregious practices, these incredibly outlandish anti-con-
sumer practices, what will happen is this industry, which has al-
ways been one step ahead of the oversight process, will just go out
and figure out how to come up with a bunch of other egregious
practices. And you, Madam Chairwoman, and Senator Levin and
all of us, will be back here in a few years looking at another piece
of legislation to try to finally drain the slump.

So I hope that what Senator Obama and I are proposing can
complement the good work that you, Madam Chairwoman, and
Senator Levin are doing. I have worked it out with my good friend
Senator Levin that softball questions can now be directed at me.
Anything difficult ought to be directed at Senator Levin, but we
very much look forward to working with you and hope that this can
be a bipartisan effort.

[The prepared statement of Senator Wyden can be found on page
348 of the appendix.]

Chairwoman MALONEY. I thank the witnesses and congratulate
them on their extraordinary leadership and very hard work. I have
consulted the committee members and there are no questions. We
respect your time, we applaud your work, and we thank you deeply
for finding time to give us your testimony today and your wisdom.

Thank you very much for being here.

Senator LEVIN. Madam Chairwoman, thank you, and I ask that
my full testimony also be made a part of the record.

Chairwoman MALONEY. Absolutely. Thank you so much.

Senator LEVIN. Thank you all.

Chairwoman MALONEY. I now would like to call the second panel
of witnesses, and I would like to extend a very special welcome to
the three witnesses, Steven Autrey, Susan Wones, and Stephen
Strachan. They have come to offer the perspective of real people,
real consumers, on credit card practices; and they have a very im-
portant point of view.

We welcome you to the witness table, and I am very glad that
we have worked in a bipartisan way to create a process for these
witnesses to testify today, and I would like to thank the chairman
and the ranking member for their efforts in that regard.

Mrs. BIGGERT. Madam Chairwoman, I ask unanimous consent
that a statement from the small community bankers be put into
the record at this time. I think they play an important role in
meeting the credit needs of consumers and small businesses; how-
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ever, they are disproportionately affected by any new regulation
burden Congress decides to impose on the credit card industry. So
as such, I would like to submit for the record a statement by the
Independent Bankers of America.

Chairwoman MALONEY. Without objection, it is so ordered. The
Chair now recognizes Congressman Udall, who has requested an
opportunity to introduce an important constituent of his who is tes-
tifying today.

Mr. UpaLL. Thank you, Madam Chairwoman, and I am really
pleased to be here with my fellow Coloradan, Susan Wones. I have
a formal statement that I would like to submit for the hearing
record, but I want to be brief so that we can hear from our wit-
nesses.

Like many of us here, I strongly support action to require more
fair play for people with credit cards. For many Americans, con-
sumer credit is more than a convenience, because they rely on it
for everyday needs. So for them it is a necessity. But more and
more, they aren’t always treated fairly by the companies that issue
credit cards, and that is the reason I have been working to make
some commonsense changes in the rules for credit card companies.

I first introduced a bill to do so back in 2006, and reintroduced
it last year again with my colleague, Mr. Cleaver. I am very proud
that they won the support of array of consumer groups as well as
39 co-sponsors from congressional districts across the country. I am
very pleased that many of those provisions were included in H.R.
5244, the Credit Cardholders’ Bill of Rights Act, and I am proud
to join you, Madam Chairwoman, as an original co-sponsor of that
bill. It is an excellent bill and I want to do all I can to help get
it enacted.

With that as a prelude, I now want to introduce Susan Wones,
who is back with us to testify today and share some of her experi-
ences with credit card companies.

Susan, thank you for traveling a second time to be back here
with us. The last time Susan was here, she didn’t get the chance
to testify. None of the consumer witnesses before us did, and I
thought it was really too bad that the regular people who come to
Washington, the ones who are struggling everyday with these
issues, were not heard from last month. And, Madam Chairwoman,
I am very pleased that you brought them back. We do need to hear
their stories.

I got to know Susan at the suggestion of some people in Colorado
who knew of my interest in this subject. What she told me was
similar to things I had heard from people all over Colorado. Like
Susan, they were responsible in their use of credit cards, following
the rules, and paying on time, but did not think they were treated
fairly by the card companies. So while she will be testifying for her-
self, she will be speaking for many others who have had similar ex-
periences.

Her testimony will show why our bill is needed and how it can
help people like her who just want to be treated fairly. So, again,
I want to thank you for including her on the witness list, Madam
Chairwoman, and for your courtesy in allowing me to introduce her
this morning.
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Chairwoman MALONEY. Thank you, and the Chair recognizes Mr.
Steven Autrey for 5 minutes to summarize his testimony, and then
we will go to Ms. Wones and then Mr. Strachan.

STATEMENT OF STEVEN AUTREY, FREDERICKSBURG,
VIRGINIA

Mr. AUTREY. Chairwoman Maloney, Ranking Member Biggert,
and ladies and gentlemen of the subcommittee, good morning and
thank you for allowing me to speak before you again.

I would like to give you a brief recap of some negative experi-
ences I have had with one particular credit card issuer. Chase,
Citibank, GE Moneybank, have engaged in much more egregious
and unethical behavior. I would like to make you aware of some
actions of Capital One with regards to a Visa card account.

When a consumer applies for credit with a card issuer, or as we
did responds to a pre-approved offer, upon establishment of an ac-
count, a bona fide financial contract exists between the consumer
and the financial institution. It is because of consumer protection
laws at the Federal level that the rates, rules, and terms of the
contract are spelled out in advance of the first use of the card. Both
the consumer and financial institution trust that the other will live
up to the terms of the agreement.

Unfortunately, an increasing number of credit card issuers are
engaging in subethical practices at an alarming rate. Unilateral or
one-sided changes in the terms of the contract most always in favor
of the credit card company are becoming routine practice. These
one-sided changes are bad for consumers, bad for our national re-
tail credit health, and essentially violate the spirit and letter of
Title 15 consumer credit protection law.

My relationship with Capital One goes back to the year 2000
when I was solicited with an offer for a Visa card with a fixed 9.9
percent rate. I applied over the phone and was approved. The card
was used for both purchases and balance transfers, and I had a
pquitive relationship with Capital One for over 7 years, until July
of 2007.

That is when Capital One advised me in a small, loose, billing
insert that my fixed rate of 9.9 percent was being raised to 15.9
percent, a 60 percent increase. No reason or explanation was given.
This was a unilateral change in the terms of the cardholder agree-
ment. Until then, I had been late by one day, one time, and months
earlier, my finance charges alone when added to the billing cycle’s
closing balance, pushed the account $13 over the credit limit. I
wanted to find out if these were the reasons why my rate was
going up.

In August of 2007, I wrote a letter to Mr. Richard D. Fairbank,
chairman, president, and CEO of Capital One, at their McLean,
Virginia, home office. My written statement will contain a copy of
Capital One’s response, which includes this line: “Unfortunately,
changes in the interest rate environment or other business cir-
cumstances may require us to increase, even for fixed-rate accounts
in good standing.”

Capital One did offer me the opportunity to maintain my 9.9 per-
cent rate on my balance and pay it off, but in order to do so, there
was a cost; I had to close my account. The credit industry, in collu-



19

sion with the Fair, Isaac and Company of Minneapolis, Minnesota,
have carefully constructed an unchallenged scheme where con-
sumers are penalized with a declination in their FICO score when
they choose to close accounts.

Lower FICO scores yield less than favorable terms on existing
and future loans, mortgages, even insurance rates. Although some
of the credit card companies represented here today, and some of
those who were allowed to bring testimony before this committee
on March 13th, are now voluntarily taking baby steps towards the
broader goals of H.R. 5244, random acts of change by some are no
bellwether of comprehensive compliance by all card issuers.

The playing field must be leveled between consumer and creditor.
In football, the NFL does not allow one team, in the midst of the
4th quarter, to unilaterally move their end zone 20 yards just be-
cause they don’t like the point spread. The rules are laid out before
the kick-off, and the officials enforce the same rules for both the
home and visiting teams for the whole contest.

It’s time for legislation at the Federal level that tells the credit
card industry game over to unilateral, one-sided contract changes.
As a registered Republican, it has typically been my philosophy
that business and commerce flourish and perform better with mini-
mal government interference. However, when an industry sector
proves time and again that it is unable to police itself and behave
and engage in fair and ethical trade practices, legislative interven-
tion is required.

With some progress in our consumer credit laws and reform of
the monopolistic credit scoring cartel controlled by the Fair Isaac
and Company, perhaps once again consumers can have a level
playing field in doing business with their credit card issuers.

[The prepared statement of Mr. Autrey can be found on page 90
of the appendix.]

Chairwoman MALONEY. Thank you for your thoughtful testi-
mony.

Ms. Wones?

STATEMENT OF SUSAN WONES, DENVER, COLORADO

Ms. WoONES. First, I would like to say that I am extremely nerv-
ous, so please bear with me. Good morning, Madam Chairwoman,
and members of the subcommittee.

I am Susan Wones from Denver, Colorado, and I want to express
my appreciation to the subcommittee for inviting me to come to
Washington again to share my experience, which I think will show
a need for this legislation you are considering. I am pleased I am
able to testify this time.

Since 2003, I have had three Chase credit cards. First, I had a
Chase Disney Rewards card. When I signed up, I knew it would be
going from an introductory rate of 0 percent to 7.9 percent, but
later I discovered it had gone to 14.9 percent. And although I tried,
I could not get it lowered. It had a $6,000 limit.

Once I got up to around $6,000, though, the rate jumped from
14.9 to 25 percent, even though I had never gone over the limit and
I had always paid on time. So I decided to cancel it and pay off
the balance. But after I closed the account, the credit card company
still tried to increase my rate to 25 percent again. I don’t think this
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is fair, and I think this bill would prevent that from happening.
After this, I decided to open up a new account with Chase, an
ASPCA card. The new card had an introductory rate offer of 0 per-
cent and had an initial credit limit of $2,000.

During the middle of the month billing cycle, I was $15 over my
limit, and then they raised my interest rate to 23.24 percent, and
charged me a $39 over-the-limit fee, even though my beginning and
ending balance for that billing cycle were under the limit. I knew
that I was close to my limit, but I figured that once I hit my limit,
the charges would not be approved. But, in fact, the charges that
took me over-the-limit were approved, and I think that was be-
cause the company wanted to be able to charge the fee and raise
my interest rate.

After that, a few months later, the bank told me they were rais-
ing my interest rate to 32.9 percent, so I closed the account. I un-
derstand that under H.R. 5244, people would be able to set a limit
and that they would not be allowed to go over.

I have a third credit card with Chase that is a non-rewards cred-
it card. It has a $2,000 limit, and has a 7.9 interest rate, which
has never been increased. I also have a credit card with my union
that is at 10 percent. I understand credit card interest rates are
set based on risk, and if a company is charging somebody a higher
risk, it is because they think there is a higher risk and the card-
holder will not pay the bill.

So it makes no sense to me to have the same bank issue me
three different cards with different rates: one at 14.9 percent that
they raised to 24.9 percent; another one at 7.9 percent; and a third
that had a 0 percent introductory rate and is now at 20.99 percent.
If they were truly rating me for risk, shouldn’t the cards have ei-
ther the same or close to the same interest rate? Or, if they think
I am over-extended, which they stated in a letter they sent me last
week, why would they continue to issue me new credit cards?

There is just one me, and just one risk, if I won’t pay or show
not to pay. Furthermore, my credit union posted my FICO score of
726 on my account, which I understand to mean my credit is in
good standing, and there is low risk that I won’t pay my debts. The
bank said in its letter of last week that they raised the rate on one
of the cards because of the risk level. I showed them my credit re-
port.

Why is the risk for raising my interest rate, if I am, according
to my FICO score, such a good credit risk?

H.R. 5244 would end this practice of increasing interest rates
based on what is going on with my other accounts and outside the
bank accounts. I think this is a fair thing. In a recent letter, the
bank offered to discuss payment programs with reduced rates and
fees, but I still do not agree that I am a credit risk or over-ex-
tended, because I can pay my bills.

All T know is I tried to be a good customer, and I don’t think I'm
being treated fairly in return. I don’t believe that it is fair for me
to pay my bills on time and live by the rules they set forth and be
penalized for that.

Thank you for letting me speak.

[The prepared statement of Ms. Wones can be found on page 347
of the appendix.]
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Chairwoman MALONEY. Thank you. Thank you for traveling
here.

Mr. Stephen Strachan. Could you bring the microphone closer to
you and make sure that it is on? We can’t hear you.

STATEMENT OF STEPHEN M. STRACHAN, YORK,
PENNSYLVANIA

Mr. STRACHAN. Madam Chairwoman, and members of the sub-
committee, my name is Stephen Strachan and I am a 55-year-old
business owner, currently residing in York, Pennsylvania. I want
to thank you for this opportunity to testify today. As a small busi-
ness owner, I have been severely impacted by predatory practices
referred to as universal default and credit storing. My testimony is
representative of experiences that plague millions of small business
operators.

My credit limits were as high as half-a-million dollars and my
FICO score is currently 782. I was never informed when I was
granted these credit limits, that any such thing as universal de-
fault existed. I was never informed that using the lion’s share of
my credit that I had been granted would result in “violation of a
contract, in violation of an agreement.”

I had several agreements with several vendors, 140 vendors; 15
of those vendors were banks. I had one bank, one bank only, that
decided to violate time after time after time my accounts. I recently
received—Ilast night at 9 p.m., to be exact, which is why I am a lit-
tle bit nervous today, because it kind of threw me for a loop—a
352-page rebuttal. Just a quick cursory glance at that 352-page re-
buttal yielded—I stopped writing at the 11th occurrence. Even the
physical exhibits apparently don’t exist in that rebuttal, if one were
to believe that rebuttal.

At any rate, a contract is a contract to me. I experienced in-
stances in which employees were laid off. Other employees could
never even be hired because the budget was not available to me
anymore. The nature of my business, which is a perishables im-
porting, fresh cut flowers, is that of a perishable receivable. In
other words, banks generally do not want week-old flowers as col-
lateral for a loan.

Meanwhile, having already been granted half-a-million dollars in
unsecured credit at rates that ranged from O percent to approxi-
mately 10 percent, it was very attractive for me, so that is why I
went tht way. It was post-9/11. In the year following 9/11, there
were many instances of mail delays. There were instances of cargo
delays. It was a very difficult time for all of us, and money was just
not that easy to get.

My integrity and my honor, my professional integrity and profes-
sional honor, have always been uppermost and foremost to me. It
is for this reason that no matter how difficult things got, and re-
gardless of the fact that other people ran to get underneath the
January cut-off for the old bankruptcy laws, I never did that. I had
personal debt on credit cards at one point of almost $250,000.

I was a perfect candidate to get into those old bankruptcy laws,
but I wasn’t raised that way. And I took it as a challenge in my
business. My business plan, I was told, “wouldn’t succeed because
it couldn’t succeed.”
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“You can’t run a multi-million dollar business from your house
with no start-up capital.” Well, they were wrong. They were wrong.
Consequently, the same thing exists here. I took this challenge of
credit card debt to be, well, it was a challenge to pay off. The fact
that my interest rates were doubled, tripled, and quadrupled, up
to 400 percent increases, I just went ahead and paid the accounts
off. And when I paid the accounts off, time after time with Chase
Bank, universal default, universal default, universal default, uni-
versal default.

There were several instances in which checks were posted late.
Other instances in which checks were either not received by the
bank or never posted at all, I don’t want to go into a list. I have
a whole list of instances here. Some of those were outlined in my
written testimony, which I highly recommend that you read. The
nature of small business is the backbone of this country, and we
employ people.

I am not going to sit here and complain today about a $29 late
fee or a $35 over-the-limit fee. What I am going to complain about
is having to lay off people and millions of dollars in personal assets
that went up in smoke to satisfy universal default.

[The prepared statement of Mr. Strachan can be found on page
285 of the appendix.]

Chairwoman MALONEY. Thank you.

I thank all of the panelists for testifying today.

Your testimony shows that even consumers who do their very
best to pay on time and not go over their limit get hit with stag-
gering rate increases. I personally think that consumers deserve
the right to know when their rate changes, and to be able to make
the decision not to borrow at those rates and not have those in-
creased rates retroactively attached to their balance. That is the
core of my bill.

I would like to ask each of you, did you think that if you paid
on time, and did not go over your limit, and were good customers
that you would be hit with these anytime, any reason, rate in-
creases? I invite anyone to answer.

Mr. AUTREY. No. I did not.

Chairwoman MALONEY. Would you like to elaborate on how this
affected you?

Mr. AUTREY. Well, I assumed that fixed meant fixed. I didn’t
know that there was a caveat somewhere buried in a bunch of pa-
perwork that if market circumstances, or as they put it, business
circumstances, require them to change their rates, I mean, what if
my business circumstances change. Could I have sent the company
a notice cutting my rate in half? There seems to be a one-sidedness.
Only the credit card company can call the shots, and that seems
to be a little out-of-balance with what is American fairness.

Chairwoman MALONEY. Okay. Ms. Wones?

Ms. WoNES. With 30 years of credit history, I have never de-
faulted. I pay on time. I'm a good customer. So why would I expect
a rate to go up to that ridiculous amount when I am following the
rules that were set forth by them.

Chairwoman MALONEY. Mr. Strachan?

Mr. STRACHAN. Contrary to my delivery of verbal testimony, I am
very good at my work. I am very accomplished with the English
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language, and when I see the word “default,” I know what the word
“default” means. And I will say that had I known that there was
a different definition of “default” for banks than there is for the
rest of the world, I would have never, never, allowed somebody to
give me floating rates.

I sell flowers, and when I quote somebody $9.99, I can’t bill them
$14.99. T have to bill them $9.99 or I'm not even going to get paid
the $9.99.

Chairwoman MALONEY. Thank you.

A number of you seem to have had your interest rates increased
for using too much of your credit and not going over your limit but
getting near your limit. Do you think it is fair to penalize you for
getting near to the credit limit that was given to you? I again in-
vite Mr. Autrey, Ms. Wones, and Mr. Strachan to reply.

Mr. AUTREY. Sure; your credit limit is a finite amount. It is
printed in black and white on the paper, and essentially that is not
what is enforced. Your credit limit is a mathematical formula of
that number minus some concocted score of your monthly finance
charges, which I don’t know how the 2-foot slide rule and a calcu-
lator determine what those monthly finance charges are. But, you
are not really, in essence, allowed to charge up to your credit limit.

You have to leave room and you have to calculate that yourself
for the monthly finance charges to be added on. And, why would
they give you a credit limit if they don’t want you to use it? It
seems to be entrapment.

Chairwoman MALONEY. Ms. Wones?

Ms. WoONES. Well, to reiterate what he said, why did they give
me that credit limit if I'm not allowed to use it? If they feel like
that is too much credit, then why did they give me such a high
limit? Why didn’t they give me a lower limit if they felt that I could
not pay it back?

Chairwoman MALONEY. And when you got near to your credit
limit, they started imposing higher interest rates? Is that correct?

Ms. WoONES. That is true, on the rewards credit cards, they did.

Chairwoman MALONEY. Mr. Strachan?

Mr. STRACHAN. Well, additionally, there was no disclosure ever
made that using 80 percent of my credit or 30 percent of my credit
would make any difference. You know, I see $90,000, and $90,000
is $90,000. So to vary that rate with usage, because I'm a “higher
risk,” although my FICO score reflects otherwise, creates only high-
er risk yet. It is very self defeating and I think we are kidding our-
selves to think that somehow that practice was going to get that
bill paid off.

Chairwoman MALONEY. Thank you.

I would like to ask Susan Wones, in your testimony, it is my un-
derstanding that you had three different credit cards issued by the
same bank. Is that correct?

Ms. WoONES. Yes, I did. And when I asked them why I had one
at 7.9 percent, they told me several times that they had not gotten
around to that credit card.

Chairwoman MALONEY. So, the 3 cards had three different inter-
est rates: 14.9 percent; 7.9 percent; and 0 percent?

Ms. WoONES. Right.
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Chairwoman MALONEY. You had three different interest rates
with the same bank?

Ms. WONES. Yes.

Chairwoman MALONEY. And does it make any sense to you that
you could have three different accounts with the bank, yet all three
had different interest rates?

Ms. WoONES. No, and I have yet to get a good explanation for
that. I have tried several times and I have not gotten anything that
makes common sense to the average person.

Chairwoman MALONEY. I will tell you that I don’t understand
how you could have three different interest rates at the same bank
when the bank says that they are doing risk-based pricing. It does
not make any sense to me whatsoever.

My time has expired, and I recognize my colleague and good
friend, Representative Biggert.

Mrs. BIGGERT. Thank you, Madam Chairwoman.

I know particularly in my generation, there were a lot of people,
when credit cards came into being, who started a business based
on a credit card. And it was always tough, particularly for women.
I think sometimes that was the only way they could do it, but Mr.
Strachan, you were really running your business on a credit card.
Is that right?

Mr. STRACHAN. No, I was running my business on my receiv-
ables.

Mrs. BIGGERT. Okay, but you had had quite a bit of debt on your
credit card.

Mr. STRACHAN. I used my credit cards actively, yes, for personal
and for business reasons.

Mrs. BIGGERT. Did you ever consider going to the bank for an-
other type of loan?

Mr. STRACHAN. Oh, absolutely; you know, as I explained, in the
period shortly after 9/11, that is when things kind of turned topsy-
turvy. Plus, in the flower business, we have cyclical downturns.
You know, summertime, people go to the beach; Christmastime,
people buy flowers. So during times of seasonal downturn and dur-
ing times of growth and expansion, cash requirements are dif-
ferent.

Mrs. BIGGERT. Did you ever consider switching to another credit
card?

Mr. STRACHAN. Switching to another credit card?

Mrs. BIGGERT. Yes.

Mr. STRACHAN. I have experiences with many credit card banks,
actual credit cards.

Mrs. BIGGERT. Well, a credit card is, you know, an unsecured
loan. Credit cards are unsecured loans.

Did you ever think if you went to other banks and couldn’t get
any other type of loan or had equity in your house, or anything?

Mr. STRACHAN. My equity was in my stocks and bonds portfolio
and my vintage guitar collection. It was not something the bank
wanted.

Mrs. BIGGERT. Did you submit any comments to the Federal Re-
serve on Regulation Z?

Mr. STRACHAN. No. I did not.
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Mrs. BIGGERT. Okay. Do you think that legislation is the way
that we should go on this?

Mr. STRACHAN. I have not read enough of Regulation Z to com-
ment today.

Mrs. BIGGERT. Okay. Then, Ms. Wones, you had three cards, but
did you ever consider switching to another company?

Ms. WONES. No. Because of the way I was treated with Chase,
I was almost afraid to go to a different bank.

Mrs. BIGGERT. Are you still paying off the credit cards?

Ms. WONES. On the two higher ones, I'm paying them off. One
of them is almost paid off.

o M{I)‘S. BIGGERT. Okay. Then Mr. Autrey, you still owe Capital
ne’

Mr. AUTREY. Yes, that’s correct.

Mrs. BIGGERT. About how much is that?

Mr. AUTREY. The balance, right now, is about $19,000.

Mrs. BIGGERT. Did you consider switching to another credit card?

Mr. AUTREY. I'm a resident of the State of Virginia, and Capital
One is a Virginia company; and, I would prefer to keep my busi-
ness within the State. They actually had a call center in the com-
munity where I live.

Mr. STRACHAN. Might I interject? Could I ask a question?

Mrs. BIGGERT. Yes, go ahead.

Mr. STRACHAN. Switching to another credit card, it’s not always
that easy. You know, to switch to another credit card, are you ask-
ing to close?

Mrs. BIGGERT. Well, my question was did you consider doing it,
or did you say, well, you weren’t going to do it because it wasn’t
that easy? I mean, that’s the answer that you would give.

Mr. STRACHAN. Well, no. Okay, all right.

Mrs. BIGGERT. All right, Mr. Autrey, did you submit your com-
ments to the Federal Reserve?

Mr. AUTREY. I wrote a letter, I believe it was to the Office of the
Comptroller of the Currency, and I don’t recall ever getting a re-
sponse,

Mrs. BIGGERT. Okay.

Mr. AUTREY. But to answer your previous question, I had consid-
ered switching cards, but you do get penalized just for applying for
credit. And I did not want my FICO score to drop anymore at the
time; my wife and I were looking at moving to a new home, which
we did do.

And we were advised by our mortgage broker not to do anything
with our credit. He said, just keep everything where it is, and he
explained to me, you know, how the whole FICO thing works. I had
at that time no idea just what a quiet secret of a scoring system
that is. It has never been made public.

Mrs. BIGGERT. Well, right now, we are considering requiring
mortgages to have a one-page disclosure, so that people would un-
derstand, and to simplify what they are getting into with the
RESPA.

Would you think that would be a good idea for this?

Mr. AUTREY. For mortgages?

Mrs. BIGGERT. No.

Mr. AUTREY. For credit cards?
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Mrs. BIGGERT. Credit cards. Do you think that could be boiled
down? Do you think people would read it?

Now I am really concerned about financial literacy and work
really hard on that. And I think so many times people get into
things, and not asking the right questions, or not really delving
into it, but it appears that if you get 42 pages on a credit card con-
tract, that might be a little bit difficult.

Mr. AUTREY. Well, you get a slick-gloss envelope in the mail and
it says “fixed.” Sometimes it’s “fixed for life.” That language is on
there. You know, why would you want to read through 42 pages
of literature when they say it is fixed?

I assume fixed means fixed. I didn’t know fixed is until they feel
like they can change it.

Mrs. BIGGERT. Thank you.

I yield back.

Chairwoman MALONEY. The gentlewoman’s time has expired.
The Chair recognizes Congressman Hodes for 5 minutes.

Mr. HopEes. Thank you, Madam Chairwoman.

I appreciate the panel’s testimony at this hearing. We missed you
at the last hearing.

Mr. Strachan, I would like to ask you some questions. You have
submitted a lengthy, written testimony in great and excruciating
detail about your experiences. And one area that I would like to
just explore a little bit, because it’s clear to me that you have given
great thought to these issues, is the interplay between the credit
scores and how you have been treated by the credit card companies
and the relations between what you do know, what you don’t know,
what you can find out, and what you can’t find out. Directing your
attention to the issue of your credit scores and in your written tes-
timony I see at page 7, number 6, scoring products in CBRA is ac-
tively engaged partners of lenders.

You talked about the proprietary technology foisted upon card-
holders with no regard for veracity supplied by lenders themselves;
and, I'm curious to know what you think ought to be done to give
you and other consumers access to information about how your
credit scores are working that would help solve some of the prob-
lems you have been through.

Mr. STRACHAN. A case in point, since the March testimony that
was postponed, I have had about another 4 weeks to look through
my files, and a number of things have jumped out. A number of
payments have also been made in the meantime on pre-existing
balances, paying down balances, and I notice that as my balances
get lower, my FICO score gets lower.

So, curiously, I go back and I pay money. I monitor my FICO
score every month and I see the FICO score dropping. I pull up my
credit report to see what happened. Just, was there a bad report?
I stay on top of this constantly and the person I see on that credit
report is maybe 20 percent me. I see 80 percent other people; or,
maybe, some Steve from 12 years ago, or 15 years ago. It wasn’t
that long ago that there were still references from the 1980’s on my
credit report; and, sometimes, they go away and then they pop
back up. Maybe within industry consolidation and data dumping,
I don’t know; that is also referred to in my testimony.
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I am very curious as to what goes into that FICO report. I can
go back as a consumer and I can challenge my written or printed
Experian, Equifax, TransUnion. I mean, I can challenge them. I
can write letters. I can make phone calls. I may not get anywhere,
but at least I have the ability to try.

When it comes to Fair Isaacs or any of the scoring mechanisms,
T'll call them, “the black boxes,” nobody knows what is in those
things. Can anybody in this room tell me what is in those things?

Mr. HoDES. Have you made attempts to get behind the paper you
are receiving, or the score you are seeing, and beyond the printed
page, which shows you whatever they’re going to show you?

Mr. STRACHAN. Yes.

Mr. HoDES. Have you tried to get behind that to ask, why am
I being scored this way? What are the factors? What are you basing
it on? What is in your database? What is in your information?

Have you tried?

Mr. STRACHAN. I have tried with people in this room.

Mr. HODES. And what has happened when you have tried to get
beyond the printed page to get into whatever proprietary methods
they’re using, whatever factors they’re considering, where their in-
formation is coming from.

What have you been able to penetrate, if anything?

Mr. STRACHAN. If I ask three people, I get four answers. Nobody
knows. It’s possible; maybe I shouldn’t say “no one.” I'm sure that
someone from Fair Isaacs and someone from Equifax knows, with
a bunch of degrees on the wall; you know. These are mathematical
algorithms. I have no idea how they do what they do. I probably
don’t want to know how they do what they do, but it affects me.

So just in light of that, throughout my whole course as a bor-
rower, I just find it’s easier and it may be fortunate in my case,
but it has been possible for me to strive for perfection. Pay off the
bills. If it’s 3 percent, fine. If it’s 30 percent, fine. Just pay it off,
because I know once it gets to zero, that is about as close to perfec-
tion in credit that one can achieve. At least that’s how it occurs to
me. Debt free is debt free.

However, over the past several months, I see my actually debt-
to-credit ratio standing at approximately 9 percent, but then I look
at Equifax and theyre telling me it’s 20, 26. I don’t really care. I
don’t care what it says. It doesn’t reflect on me as a human being,
but I honestly don’t know how to get behind those numbers.

Transparency is a big issue; and, additionally, the ability to use
that number, the fact that lenders use that number or use that
credit report of at best dubious accuracy to make these weighty de-
cisions about creditworthiness that affect people’s jobs, and they af-
fect people’s families; and they affect people’s relationships and
their homes. I don’t mean to give a speech.

Chairwoman MALONEY. The gentleman’s time has expired, and
he has raised some very relevant and important points that we
should follow up at future hearings.

Thank you, Mr. Hodes.

Mr. Hopes. Thank you, Madam Chairwoman. Thank you for
your indulgence.

Chairwoman MALONEY. The Chair recognizes Ranking Member
Bachus.
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Mr. BAcHUS. Thank you.

Mr. BAcHUS. Ms. Wohan?

Ms. WONES. It is pronounced “Wones,” like in number one.

Mr. BAcHUS. Wones—you can relax—I'm not going to ask you
any questions, so—

[Laughter]

Mr. BAcHUS. And Mr. Strachan?

Mr. STRACHAN. Strachan, yes.

Mr. BACHUS. We got the response at 8 o’clock last night.

Mr. STRACHAN. You are a more accomplished speaker than I am.

Mr. BacHUS. What I mean is, I just got it at 8 or 9 last night,
so I’'m saying you had the same situation that I had; I just hadn’t
had time to look at it.

Mr. STRACHAN. Well, it is a little bit daunting.

Mr. BACHUS. So I'm not going to ask you any questions.

Mr. STRACHAN. You are welcome to ask me anything you like,
Congressman Bachus.

Mr. BAcHUS. Now, I will say this to you. We amended the Fair
Credit Reporting Act about 2 years ago. I was the author of that
legislation—“author,” you know—I won’t go into all that.

But, there is a lot of frustration out there about things getting
off the report and popping back up; and, we have made some real
changes there. If you will give your Member of Congress your cred-
it report, also after 7 years, that stuff is supposed to be off of there.

So, I don’t question what you are saying. I would like to see it,
because obviously what’s happening, and I take what you're saying
is accurate, is that something’s not working.

Mr. STRACHAN. In my case, I don’t care if it says 782 or if it says
810. It doesn’t make that much difference.

Mr. BACHUS. Yes, but I'm saying let us take a look at that, okay?
Because it’s just not supposed to be on there, and you’re not sup-
posed to be able to clear it off and have it pop back up. So let us
take a good look at that.

Mr. Autrey, one thing and I did look at, you know, a week or so
ago, they sent us your credit report. I'm not going to go into detail
about it. You know, there’s nothing alarming on there. And you
signed a waiver that I could, but I'm not. But I do want to say this,
which is, I think you would agree. From 2000 to 2007, you signed
up for 9.9 percent interest.

Mr. AUTREY. Right.

Mr. BACHUS. And at a certain point, after 6 or 7 years, they said,
we’re going to raise your interest rate.

Mr. AUTREY. Sixty percent, yes.

Mr. BACHUS. Well, I understand that, but you said I don’t want
to do that.

Mr. AUTREY. Right, right.

Mr. BACHUS. And so they kept it at 9.9 percent and you’re still
paying it off minimum payments, right?

Mr. AUTREY. I'm making more than the minimum payments.
Right, you are correct.

Mr. BACHUS. You weren’t really harmed by that were you?

Mr. AUTREY. Well, my FICO score—this kind of brings up a good
point—Capital One does not report your credit limit, even for an
open account, to the credit bureaus and then your balance. They
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report your balance only and it appears that that is your credit
limit. So it appears that you're always at your limit with a Capital
One product on your credit report. But by closing my account,
that’s reducing my available credit; and the more available credit
you have, the higher your FICO score is, at least from what I've
been able to gather. So this is just less.

Mr. BAcHUS. I don’t think on a credit report it’s just your credit
limit. I just think it’s the balance. Have you looked at that?

Mr. AUTREY. Yes.

Mr. BACHUS. And it’s your balance; it’s not your credit limit right
now, I mean, on your credit score?

Mr. AUTREY. I believe with Capital One only they report.

Mr. BAcHUS. No. I mean, you've seen your credit score. You've
seen your credit report.

Mr. AUTREY. Sure.

Mr. BACHUS. And I'm not trying.

Mr. AUTREY. Right.

Mr. BACHUS. Does it have your balance?

Mr. AUTREY. For my American Express, it has the balance that
I'm allowed to go up to and then what I’'m utilizing.

Mr. BAcHUS. Okay.

Mr. AUTREY. Some of them even have a watermark showing the
highest I ever went.

Mr. BacHuUs. Well, I understand that, and I think that dem-
onstrates you paid it down. But I guess what I'm asking is, are you
saying that your credit report shows that you owe a balance higher
than you really do or much higher?

Mr. AUTREY. No, it shows that my current balance is my credit
limit. So to a computer somewhere, that utilizes.

Mr. BacHUS. Well, that’s not bad then, is it?

Mr. AUTREY. That is bad.

Mr. BACHUS. Oh, okay, you’re at your credit limit?

Mr. AUTREY. Yes, if this is your credit limit, you want a large
buffer between where you are and your credit limit; and, if the
company is only reporting this number and never this number into
the computer, it looks like you're always at 100 percent.

Mr. BACHUS. But, there were reasons I think you would agree
why they repriced your rate.

Mr. AUTREY. They told me it was not because of my behavior, but
interest rate in business circumstances.

Mr. BAcHUS. Well, I understand that, but it could have been be-
cause of some other things that you did.

Mr. AUTREY. Right. I was one day late one time, and another
time I believe I was $13.58 over my limit when the interest was
added.

Mr. BACHUS. And I know you mentioned those two things in your
testimony, but there was something a little more serious than that,
wasn’t there?

Mr. AUTREY. There was. I made a payment electronically and I
selected on my checking account the wrong account. And that
wasn’t returned like a check. It just wasn’t processed, so I had to
go back in and select the proper account that had the money in it.

Mr. BACHUS. Yes, but that happened twice.
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Mr. AUTREY. But Capital One is saying that they did not reprice
or they don’t reprice based on those items.

Mr. BAacHUS. But, what you're saying is, you had two returned
payments.

Chairwoman MALONEY. The gentleman’s time has expired.

Mr. AUTREY. Two returned payments?

Mr. BACHUS. Where you made a payment, but they were re-
turned, because, you know, you put the wrong account or some-
thing.

Mr. AUTREY. Right. I made two payments at one time in order
to pay extra.

Mr. BACHUS. But they still didn’t reprice your rate.

Mr. AUTREY. No, they said they don’t do that for that activity.

Chairwoman MALONEY. The gentleman’s time has expired.

Mr. BACHUS. Okay. Thank you.

Chairwoman MALONEY. Mr. Ellison is recognized for 5 minutes.

Mr. ELLISON. Thank you, Madam Chairwoman.

Mr. Autrey, let’s pick up right where we are. Sir, did you ever
get a specific answer as to why you were repriced?

Mr. AUTREY. Yes, sir. I actually have the letter right here.

Mr. ELLISON. Is it the letter you attached to your testimony?

Mr. AUTREY. Yes, sir.

Mr. ELLISON. Right, but it sounds to me in the paragraph that
I read that there was sort of some possibilities to why you were re-
priced, but there was never a definitive answer exactly why.

Mr. AUTREY. Correct.

Mr. ELLISON. To this moment in time, did anybody ever say to
you, Mr. Autrey, the reason that your interest rate changed is ex-
actly because of a specific reason?

Mr. AUTREY. No, sir.

Mr. ELLISON. And you’ve asked, because we have the letter that
you wrote to the chairman of the company asking.

Mr. AUTREY. Yes, sir.

Mr. ELLISON. How long ago was it for the record that you asked
the question?

Mr. AUTREY. I believe I sent the letter in July and I got a re-
sponse in September.

Mr. ELLisoN. Of 2007?

Mr. AUTREY. Yes, sir.

Mr. ELLISON. And until this date, have you received a specific an-
swer as to why your interest rate was changed?

Mr. AUTREY. No, sir.

Mr. ELLISON. Even though you talked to the top guy of the com-
pany?

Mr. AUTREY. I'd sent a letter to the top guy and I got a reply
from a person in Richmond, Virginia. So, I guess, I don’t know.

Mr. ELLISON. Okay, well, when you signed up for your credit
card, remember you wrote in here that you called up and said
“Give me a credit card.” It was easy to get somebody then, wasn’t
it?

Mr. AUTREY. Absolutely.

Mr. ELLISON. How was it when you tried to work out a problem?
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Mr. AUTREY. Well, you have to enter your account number. Then
it reads it back to you. Then it wants to make sure they got that
right and you wait awhile.

Mr. ELLISON. Is this a person?

Mr. AUTREY. No, sir. This is a computer recording or something,
not a human being.

Mr. ELLISON. So when they want to get your business, they have
a person, right?

Mr. AUTREY. Yes, sir.

Mr. ELLISON. But when you want to work out a problem, you get
some other thing. Am I right about that?

Mr. AUTREY. You have to have patience to get through to a per-
son.

Mr. ELLISON. And if you don’t have patience?

Mr. AUTREY. If your time is valuable, you don’t get through to
a person.

Mr. ELLISON. And if you have to get the kids to school, and if
you have to get to work, and if you have to go somewhere, you just
can’t sit on the phone like that. Am I right or wrong?

Mr. AUTREY. That is correct, unless you want to burn your cell
phone minutes.

Mr. ELLISON. Let me ask you this. Someone asked, why don’t you
just go get a new credit card? What happens when you apply for
a new credit card to your FICO score?

Mr. AUTREY. It lowers your FICO score every time you apply for
credit.

Mr. ELLISON. Just asking for a new card impacts your FICO
score. Is that right?

Mr. AUTREY. Not even asking, responding to a preapproved offer
where they tell you, you're a great guy, here’s a credit card. Just
call us and activate it.

Mr. ELLISON. And it goes down.

Mr. AUTREY. It does. How much, I don’t know. That’s a well-
guarded secret.

Mr. STRACHAN. About 4 points, from what I understand.

Mr. ELLISON. That’s interesting. Thank you, sir.

Ms. Wones, you have three cards?

Ms. WONES. Yes.

Mr. ELLISON. Are the three cards in three different addresses?

Ms. WoONES. No.

Mr. ELLISON. Three different names? Do you have any aliases in
there?

Ms. WONES. No.

Mr. ELLISON. Just you, right?

Ms. WONES. Yes, there is only one of me.

Mr. ELLISON. How did you get three risks? How did you get
priced for three different risks if you're just one person?

Ms. WoNES. That’s what I’d like to know, and if you can find that
answer, I'd appreciate it.

Mr. ELLISON. Have you tried to ask anybody about that?

Ms. WONES. Yes, I have.

Mr. ELLISON. And did you get a straight answer?

Ms. WoNES. No. I did not.
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Mr. ELLISON. Now, when you applied for your cards, did you talk
to a person?

Ms. WONES. No, I filled out a form.

Mr. ELLISON. But when you called up to get the problem
straightened out, did you get a person?

Ms. WoNES. Eventually.

Mr. ELLISON. Eventually; what do you mean by that?

Ms. WoNES. Well, like, you have to go through machines.

Mr. ELLISON. Now this is a huge company, right?

Ms. WoONES. Right.

Mr. ELLISON. You would think they’d have a person to try to
work out a problem with you, right?

Ms. WoNES. Exactly.

Mr. ELLISON. Now, did having to go through all those machines
diminish your ability to be able to straighten out the problem?

Ms. WoONES. No. I kept calling back to get someone.

Mr. ELLISON. I know, but they did put barriers in your way. Isn’t
that true?

Ms. WONES. Yes.

Mr. ELLISON. And it did make it a little bit more difficult for you
to straighten out the problem that you had to wait on the phone
and really couldn’t get anybody until eventually you got somebody.
Am I right?

Ms. WoONES. Right.

Mr. ELLISON. I just want to say this. First of all, I believe in fi-
nancial literacy. I think all three of you are extremely intelligent
people and probably understand financial matters better than most
people. I think the issue is not financial literacy. It is the Byzan-
tine structure that the company set up, and we need to focus on
that. And I just want to say that as a matter of fact, and I also
want to say as well that I commend all three of you.

You are tremendously courageous people. You are exposing your-
selves and you could just as easily have licked your wounds and
gone on about your life. By coming here today, you are doing a pub-
lic service, and I want you to know that I thank you for it person-
ally. Thank you, one and all.

Chairwoman MALONEY. Thank you. The gentleman’s time has ex-
pired.

Mr. Hensarling, for 5 minutes.

Mr. HENSARLING. Thank you, Madam Chairwoman.

Let me pick up where my friend from Minnesota left off. I want
to thank the panelists for coming here. And I know, Ms. Wones,
you said you were a little nervous. I'll let you in on a little secret.
Some of the people before you were probably a little nervous as
well. But I know it took a lot of time and effort on your part and
some courage to come here, and I thank you. And we all benefit
from your testimony.

I listened to your testimony. Frankly, I haven’t looked at the
other side of the argument. I accept what you say. I have no doubt
that there are some consumers who didn’t understand what they
were getting into. Maybe they were misled. Maybe the system
hadn’t worked well for them. I don’t care to delve into your indi-
vidual cases, but I do have a couple of questions for all of you.
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What I thought I heard from each and every one of you is that
essentially there was a provision in your agreement with your cred-
it card company that you did not understand, that either wasn’t
properly disclosed to you or you did not understand the interpreta-
tion of the credit card company.

Is that a fair assessment of your testimony? Does anybody dis-
agree with that, or was there something in there you just didn’t
understand? Is that correct?

Mr. STRACHAN. Apparently, there are multiple definitions for one
word, for the word “default,” for instance.

Mr. HENSARLING. Okay. If you had understood the provisions of
the cgedit card agreement, would you have accepted the card? Yes
or no?

Mr. AUTREY. Yes.

Mr. HENSARLING. You would have gone ahead and accepted the
card? Ms. Wones, would you have accepted your card?

Ms. WoNES. I would have had to think about the Disney one just
because I'm a huge Disney lover. That’s the only reason I got it was
for the Disney rewards.

Mr. HENSARLING. Okay.

Ms. WoONES. But with the interest rates, I probably would not
have charged on it.

Mr. HENSARLING. And Mr. Strachan, would you have accepted
your card if you understood the provisions?

Mr. STRACHAN. I understood the provisions. Had universal de-
fault been explained to me fully, which it was not—and vagaries
surrounding FICO and the arbitration clause I was only made
aware of after I applied for the card that came in the cardmember
agreement later on—had I known those things going in, I would
have accepted some of the cards and not accepted other cards.

Mr. HENSARLING. I think you were here for the two Senators who
testified before us and one of the Senators held up, I think, he said
a 43-page disclosure form; I admit I don’t understand those forms
either. And I think there are probably a lot of different guilty par-
ties that lead to a forum that none of us can understand. Part of
it is probably trial attorney driven. People are trying to reduce
their liability exposure, since we assume to live in a country where
more often than not we sue our neighbor instead of love our neigh-
bor.

Probably a full amount of it is driven by the Federal Government
that seems to have a philosophy for full and voluminous disclosure
written in legalese as opposed to simple and effective disclosure
written in English. And my guess is the credit card companies may
bear some blame, as well, so there’s probably a lot of blame to go
around.

But my question is, what I think I have heard a couple of you
say is that even if you understood it, you might go ahead and take
the card. Yet, under this legislation, certain credit cards that are
on the market now will be outlawed. Let’s assume for the moment
you understood. Let’s assume for the moment your neighbor under-
stands. Maybe you don’t like the card, but he does. Should Con-
gress outlaw a credit card?

Chairwoman MALONEY. For point of information, the legislation
does not outlaw any card. It is very heavy on notice so that people
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understand their cards. It does not have any price controls, nor
does it in any way say people cannot have a card, for point of infor-
mation.

Mr. HENSARLING. Okay, well, with all due respect, Madam Chair-
woman, that is not my interpretation of your legislation. And I do
not believe it’s the interpretation of others. If you're going to essen-
tially outlaw certain credit card practices, I don’t frankly know how
you come to any other conclusion.

But my question for the panelist is, if you understand the provi-
sions of your card, should Congress outlaw certain credit cards,
whether it is in the chairwoman’s bill or not?

We'll have that argument at a later time.

Ms. WoONES. I didn’t get the fact that it would outlaw any credit
cards. I agree with her. The way I read the bill, they still have
every right to issue any type of card, and it’s the consumers.

Mr. HENSARLING. Well, we’ll have the debate on that specific leg-
islation, but as a philosophical matter.

Chairwoman MALONEY. The gentleman’s time has expired.

Mr. Udall is recognized for 5 minutes.

Mr. UpaLL. I thank the chairwoman for yielding to me.

I wanted to come back and visit with the panel on this question
of repricing, and I want to start with Ms. Wones, who has done a
wonderful job today, I think we would all acknowledge. In some of
the information that was sent to us by your issuer, they point out
that you were repriced based on a decline in your credit score.

They also point out that they no longer engage in this practice,
and I do want to commend them for making the change. However,
when they reversed the practice, did they reverse the increased in-
terest rate on your accounts?

I am going to let you respond, and I would like to ask the other
two witnesses if they would be interested in responding as well.
Ms. Wones.

Ms. WoONES. No. My ASPCA card is still at 23 percent.

Mr. UDALL. So they no longer engage in the practice, but your
account interest rates did not change one iota.

Ms. WONES. No, it did not.

Mr. UpaLL. Mr. Autrey, would you care to comment?

Mr. AUTREY. Yes, my card is closed. I closed it and it stayed at
the 9.9 rate until I pay it off. Then it’s closed and I won’t be able
to reopen it or use it anymore.

Mr. UpALL. Mr. Strachan, I saw you nodding. Would you like to
respond?

Mr. STRACHAN. I'm bursting at the seams. No. Not only have I
not had things rolled back, but I have had APRs increase in leaps
and bounds. Additionally, one account was closed. When I paid it
off, I paid off $66,000 in about 2 months. My account was closed.

A year later, 16 months later, a card shows up in the mail again
for the same account, but the bank still says it was never closed.
It’s even in my exhibits. At any rate, no one at any time rolled back
my interest rates, nor have they offered to refund any of the over-
charges.

Mr. UpALL. Madam Chairwoman, I think it probably should go
without saying, but I'm going to say it anyway. I would predict that
there are many, many thousands more Americans who are in the
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same situation. That card company has changed its practices, but
it is one thing to just say, we have changed the practice, but it’s
another thing to keep these rates in place that aren’t sustainable.

I again thank the chairwoman for holding the hearing, and I
yield back any time I have remaining.

Chairwoman MALONEY. The gentleman’s time has expired, and
we have no further questions for these panelists. We want to thank
you very much for coming and testifying before Congress. It is not
an easy thing to do, and consumers are very appreciative of your
coming forward and giving your stories. You are really speaking for
many men and women in this country. I thank you on their behalf.
Thank you.

I now call on Ranking Member Biggert, who would like to re-
spond to Chairman Frank’s earlier statements.

Mrs. BIGGERT. Thank you very much, Madam Chairwoman. I
thought I would put this in the record right now. He was talking
about preemption by the Fed, but what I was talking about is that
I think we should look at evidence over anecdotes, and that was
my point.

I think the point that Chairman Frank misses is that the regu-
lators have the expertise, and Congress directs them to act on an
issue, not prescribe what and how they do it. So I was concerned,
as I said in my opening statement, that I want to hear the results
of what we in Congress authorized the Federal Reserve to under-
take, and that was a revision of Regulation Z. And I think that the
Fed’s 4 years of extensive expert review utilizing consumer focus
groups and other sound methodology would seem to be just as wor-
thy of our consideration as is anecdotal evidence presented by to-
day’s witnesses.

So I don’t think that—when we ask somebody to do something,
I think we should not jump in ahead of the time when they have
spent 4 years on that. So with that, I thank the chairwoman for
her indulgence, and I yield back.

Chairwoman MALONEY. The Chair asks for unanimous consent to
place in the record testimony from the American Financial Services
Association, and also a statement of John Finneran, who is the
general counsel of Capital One Financial Corporation. Without ob-
jection, they will be placed in the record.

Our third panel includes: Martin Gruenberg, Vice Chairman of
the FDIC; Julie Williams, Chief Counsel and First Senior Deputy
Comptroller of the OCC; John Bowman, General Counsel of the
OTS; and Sandra Braunstein, Director of the Division of Consumer
and Community Affairs of the Federal Reserve.

I want to welcome these regulators who are here to give us their
views and an update on their efforts in this area. As Chairman
Bernanke recently testified to this committee, the Fed plans to use
its unfair and deceptive practices authority to regulate the very
same abuses our bill goes after because he said the Fed’s authority
to regulate disclosure was not enough to deal with the unfair prac-
tices the regulators see.

And so I look forward to the testimony of all of the panelists
today. We will start first with you, Mr. Gruenberg.
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STATEMENT OF MARTIN J. GRUENBERG, VICE CHAIRMAN,
FEDERAL DEPOSIT INSURANCE CORPORATION

Mr. GRUENBERG. Thank you very much, Chairwoman Maloney,
Ranking Member Biggert, and members of the subcommittee. I ap-
preciate the opportunity to testify on behalf of the Federal Deposit
Insurance Corporation regarding credit card practices and to pro-
vide comments regarding H.R. 5244, the Credit Cardholders’ Bill of
Rights Act of 2008.

Credit cards have become an important component of everyday
life, serving as an accessible form of credit that provides great con-
venience to consumers. However, as with all credit products, unless
provided responsibly and used carefully, they hold the potential to
cause significant financial hardship.

By 2004, the most recent year for which aggregate consumer
data are available, 75 percent of U.S. households had some type of
credit card, and 46 percent carried a credit card balance. Recent
growth in credit cards has been especially prevalent in lower in-
come households and among young people.

Credit card lending has proven to be a profitable business line
that consistently has been more remunerative than other banking
activities. Even though credit card lending is unsecured, the best
returns from this activity more than offset their higher level of net
chargeoffs.

As you know, credit card lending is generally regulated by the
Truth in Lending Act and its implementing regulation, Regulation
Z. The Federal Reserve Board has the authority to promulgate reg-
ulations to implement TILA, the Truth in Lending Act, which focus
primarily on disclosure of the cost in terms of credit.

In May 2007, the Federal Reserve proposed amendments to Reg-
ulation Z that are designed to improve credit card disclosures.
While improved disclosures are important, it is questionable
whether even improved disclosures can mitigate the harmful effect
of some of the most problematic practices.

Credit card issuers are also subject to the prohibition against un-
fair and deceptive acts and practices under Section 5 of the Federal
Trade Commission Act. The prohibition against unfair and decep-
tive practices provides a powerful supervisory tool. However, cur-
rent law limits FTC rulemaking authority to the Federal Reserve,
the Office of Thrift Supervision, and the National Credit Union Ad-
ministration, and excludes the Office of the Comptroller of the Cur-
rency and the FDIC, who are the primary Federal regulators of
about 7,000 institutions.

We appreciate this committee’s leadership earlier this year in the
passage of legislation by the House of Representatives, H.R. 3526,
to amend the FTC Act to grant each Federal banking agency the
authority to prescribe regulations governing unfair or deceptive
acts or practices with respect to the institutions each agency super-
vises.

With regard to H.R. 5244, the Credit Cardholders’ Bill of Rights
Act of 2008, the FDIC views this legislation as a balanced and con-
structive effort to address many of the most problematic credit card
practices. These practices include universal default, double-cycle
billing, payment allocation to the lowest rate portion of the balance,
and inconsistent and often nontransparent billing practices.
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For example, in the case of universal default, an issuer increases
rates on debt when a cardholder fails to make payments to other
creditors or has an overall decline in his or her credit score. The
result is that a cardholder who pays on time still may be assessed
a higher interest rate because the cardholder made a late payment
to another creditor or has incurred a significant amount of addi-
tional debt unrelated to the credit card.

Employing this practice may materially worsen a cardholder’s fi-
nancial condition, contributing to the cardholder’s overall level of fi-
nancial distress and reducing incentives to stay current. This has
potentially serious implications for ultimate debt repayment, and
raises risk management issues.

Under double-cycle billing, when a cardholder fails to pay the en-
tire balance of new purchases by the due date, the issuer, despite
the cardholder’s having no previous balance, computes interest on
the entire original balance that had previously been subject to an
interest-free period, including that portion of the balance that the
cardholder paid on time.

These practices and others addressed in the bill, such as pay-
ment allocation, are so complex that they do not lend themselves
to clear and concise disclosure that effectively communicate usable
information to consumers.

Among other important provisions, the bill seeks to address prac-
tices often found in subprime credit cards, where they can have a
particularly harmful impact on consumers already facing financial
challenges.

In conclusion, the credit card has been an important innovation
in consumer finance, allowing consumers greater flexibility in ac-
cessing credit. Yet like all credit, credit cards can create financial
hardship if not properly managed or if consumers are confused or
misled regarding the terms and conditions of their use.

A proper balance needs to be struck. Legislative and regulatory
changes such as H.R. 5244 can help strike that proper balance.

Madam Chairwoman, that concludes my testimony. I would be
happy to address any questions the committee might have.

[The prepared statement of Mr. Gruenberg can be found on page
131 of the appendix.]

Chairwoman MALONEY. Thank you very much.

Ms. Williams?

STATEMENT OF JULIE L. WILLIAMS, CHIEF COUNSEL AND
FIRST SENIOR DEPUTY COMPTROLLER, OFFICE OF THE
COMPTROLLER OF THE CURRENCY

Ms. WiLLiAMS. Chairwoman Maloney, Ranking Member Biggert,
and members of the subcommittee, I appreciate the opportunity to
appear before you today to provide the OCC’s views on H.R. 5244,
the Credit Cardholders’ Bill of Rights Act of 2008.

In testimony before this subcommittee last year, Comptroller
Dugan provided extensive information on the credit card industry
and the OCC’s concerns and responses regarding current credit
card disclosures and marketing practices. He also urged certain key
principles that should guide any new credit card legislation or reg-
ulation.
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First, as a matter of safety and soundness, credit card lenders
need to be able to manage their risks effectively.

Second, credit card customers should be given meaningful notice
of the terms and conditions of their credit cards and the cir-
cumstances under which those terms may change.

Third, credit card customers also should have meaningful choice
when faced with certain increases in their credit card interest
rates.

My written testimony focuses on these three principles and their
application to H.R. 5244. I will briefly summarize some of the key
points.

It is important to recognize the type of risk presented by credit
card debt. A credit card is an unsecured revolving open-end credit,
very different from a mortgage or car loan, and requiring different
credit risk management techniques. As the customer pays down the
balance of a credit card, the customer can make new charges, and
the customer is not required to pay off the entire balance each
month.

Thus, changes in a customer’s creditworthiness affect the lender’s
credit risk in two ways: new extensions of credit for new trans-
actions by the customer; and continued extension of credit for the
customer’s existing unpaid balance.

Because credit card lenders qualify customers for interest rate,
credit limit, and other terms based on an assessment of credit-
worthiness at a time the account is opened, lenders must rely on
risk mitigation tools on an ongoing basis to address a customer’s
changing risk profile. These tools include freezing or reducing cred-
it lines, closing accounts, and repricing, that is, changing the rate
of interest charged for outstanding balances on an account.

From a supervisory perspective, we have concerns with certain
provisions of H.R. 5244 that would deprive credit card lenders of
some options that are important to effectively manage those risks.
Specifically, the lender’s ability to price for changing risks pre-
sented by an unpaid balance would be limited solely to cir-
cumstances where the customer has defaulted on the credit card
account itself.

The lender could not use information that is highly relevant to
its risk exposure, such as defaults on other credit or deterioration
of a credit score, to adjust its pricing for the risk of a credit card
balance that a customer has not repaid.

Comptroller Dugan has advocated an alternative approach which
we believe is consistent with safe and sound credit card lending
practices and the principles of meaningful notice and meaningful
choice.

Under this alternative, if a creditor seeks to increase the interest
rate on an account balance to address increased credit risk due to
a deterioration in a customer’s credit score or default on other debt,
the lender must first provide the customer with: one, a reasonable
advance notice; and two, an opportunity to opt out of the changed
terms and to pay down the outstanding card balance in accordance
with the existing terms.

If the customer opted out of the rate increase, the lender could
then mitigate its risk on that account by using other risk manage-
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ment tools, such as reducing the credit line or allowing the cus-
tomer to wind down the account over a specified time.

An opt-out structured in this manner strikes a fair balance, pre-
serving the lender’s ability to monitor and respond to changes in
a customer’s creditworthiness while recognizing that, from the cus-
tomer’s perspective, certain price adjustments should be preceded
by advance notice and an opportunity for the customer to make al-
ternative credit arrangements.

In closing, let me note that the bulk of the bill’s provisions do
not raise fundamental safety and soundness concerns. They do re-
flect real customer frustrations with the adequacy of credit card
disclosures and with particular credit card practices.

Yet there may well be tradeoffs between the potential benefits
and consequences of some of these measures. In this complex and
competitive business, for example, if credit card lenders are re-
stricted in their ability to price particular customer segments for
the risks and costs they pose, the alternative may be to spread
those costs over a broader range of customers, raising costs for cus-
tomers who do not pose higher levels of risk.

Provisions of the bill dealing with payment allocation and certain
billing practices may present similar issues of unintended con-
sequences if lenders react to mandated changes by making other
changes that reduce card features that benefit customers.

Thank you, Chairwoman Maloney, for the opportunity to testify
on these issues, and I will be happy to respond to any questions
you might have.

[The prepared statement of Ms. Williams can be found on page
332 of the appendix.]

Chairwoman MALONEY. Thank you.

Mr. Bowman?

STATEMENT OF JOHN E. BOWMAN, DEPUTY DIRECTOR,
GENERAL COUNSEL, OFFICE OF THRIFT SUPERVISION

Mr. BowMAN. Good afternoon, Chairwoman Maloney, Ranking
Member Biggert, and members of the subcommittee. Thank you for
inviting me to present the views of the Office of Thrift Supervision
on the Credit Cardholders’ Bill of Rights Act of 2008, and to dis-
cuss credit card lending in the thrift industry. Thank you also for
your leadership on this important subject.

We at the OTS share your commitment to protecting consumers
from abusive credit card practices, and during my testimony today
I will describe some of the ways we at the OTS are honoring that
commitment.

The first way is by responding to consumer complaints and fol-
lowing up on trends or patterns that emerge from our analysis of
those complaints.

A second way is through the vigilance of our examiners during
their inspections of our regulated institutions, assisted by our team
of credit card experts known as the core credit card specialty group.
This group pays particular attention to the 13 thrift institutions
that have significant credit card operations.

A third way we play our watchdog role over credit card practices
is through our enforcement powers, either formally or informally.
In one recent example, our examiners found evidence of a poten-
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tially abusive subprime credit card lending program in one of our
institutions. We directed the institution’s board of directors to im-
mediately cease new approvals under the program and to phase out
existing accounts. This action, while informal, resulted in the ter-
mination of the program in a short time frame after the examina-
tion.

We have taken similar actions with our institutions in the past.
Perhaps the centerpiece of efforts against credit card abuses is an
upcoming notice of proposed rulemaking on unfair and deceptive
acts or practices. The OTS issued an advanced notice of proposed
rulemaking this past August, and after reviewing the comments we
received from consumer groups, industry representatives, members
of Congress, and individual citizens, we have decided to move for-
ward and will issue the formal notice in the immediate future.

To ensure uniform rules governing such practices across the fed-
erally regulated financial services industry, we are working with
the other Federal agencies with rulemaking authority under the
FTC Act: the Federal Reserve Board; the National Credit Union
Administration; and the Federal Trade Commission. We have also
consulted with and briefed the Federal Deposit Insurance Corpora-
tion and the Office of the Comptroller of the Currency.

We consider this interagency approach essential for ensuring a
level playing field for the industry. We also support the provision
already approved by the House, H.R. 3526, to give the OCC and
the FDIC the same rulemaking authority as the OTS, the Federal
Reserve Board, and the NCUA under the FTC Act.

In our proposal, we are planning to adopt principles-based stand-
ards for unfairness and deception. A practice would be considered
unfair if it were likely to cause harm, consumers could not avoid
the injury, and the injury was not outweighed by countervailing
benefits to consumers or competition. A practice would be deemed
deceptive if it involved a material representation or omission that
was likely to mislead a consumer acting reasonably.

We also expect to address certain specific practices that have
raised concerns, such as retroactive rate increases and double cycle
billing, in which finance charges are based on account balances
that existed in the past.

Although we share some of the same concerns and are address-
ing some of the same issues as your bill, we believe the OTS cur-
rently has adequate authority to combat abuses by credit card lend-
ing programs of OTS-regulated thrifts. We prefer an agile regu-
latory approach for OTS to respond to whatever unfair or deceptive
acts or practices it identifies in the industry or on the horizon. We
believe the best approach is to continue to work under our existing
statutory authority to develop regulations on an interagency basis.

That you again, Madam Chairwoman. I look forward to respond-
ing to your questions.

[The prepared statement of Mr. Bowman can be found on page
94 of the appendix.]

Chairwoman MALONEY. Thank you.

And Ms. Braunstein?
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STATEMENT OF SANDRA F. BRAUNSTEIN, DIRECTOR, DIVI-
SION OF CONSUMER AND COMMUNITY AFFAIRS, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Ms. BRAUNSTEIN. Thank you. Chairwoman Maloney, Ranking
Member Biggert, and members of the subcommittee, I appreciate
the opportunity to discuss the Federal Reserve’s ongoing efforts to
enhance protections for consumers who use credit cards.

In June 2007, the Board proposed substantial revisions to the
credit card disclosures required under the Truth in Lending Act or
TILA regulations. Those revisions focused on ensuring that con-
sumers have the information they need about credit card costs and
terms when they need it and in a form they can use.

Our TILA proposed rules should result in disclosures that are
more effective for today’s credit plans. Those who have commented
on the proposal have generally agreed. At the same time, over
2,000 comments from individual consumers, a growing body of be-
havioral research, and our own consumer testing provide evidence
that it is increasingly difficult to use disclosure alone to help rea-
sonably diligent consumers avoid incurring unnecessary costs on
their complex credit card plans.

Careful measures that would restrict credit card terms or prac-
tices may in some instances be more effective than disclosure to
prevent particular consumer injuries. Such restrictions, however,
can have unintended adverse consequences for consumers, such as
reducing the availability of credit or increasing its cost.

Mindful of the advantages and limitations of both disclosure and
stricter approaches, this spring, the Board plans to utilize its au-
thority under the Federal Trade Commission Act to propose rules
prohibiting unfair or deceptive credit card practices.

In developing the proposed rules, we have consulted H.R. 5244,
the Credit Cardholders’ Bill of Rights Act of 2008. This comprehen-
sive bill has helped us to identify areas of concern where disclo-
sures alone may not be adequate and stricter approaches under the
FTC Act may be warranted.

The potential benefits of disclosure are well-known. More effec-
tive disclosures make information about terms and pricing easier
for consumers to obtain and understand. Informed consumers are
prepared to choose products that offer the best combinations of fea-
tures and pricing to meet their personal financial needs. Better dis-
semination of information about credit card terms and pricing also
enhances competition among credit card issuers, which helps gen-
erate products that consumers want.

Along those lines, the Board’s June proposal includes elements
such as an enhanced Schumer box with a more effective presen-
tation of rates and fees, including clearer disclosure of penalty
rates and fees. Penalty cost information is also included in the ac-
count opening summary table with a reminder of late penalty pay-
ments on every periodic statement.

The proposed TILA rules also include a requirement for a 45-day
notice for the imposition of a penalty rate or increase in fees, and
restrictions on the use of the word “fixed” with regard to rates in
advertisements.

The Board received over 2,500 comments on the June 2007 pro-
posal, about 2,100 of them from individual consumers. Broadly
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speaking, commenters generally supported the proposed disclosures
and the Board’s approach to improving disclosure through con-
sumer testing. Some commenters offered specific suggestions to im-
prove the disclosures or reduce unnecessary burden.

In some cases, the commenters were quite divided over whether
we had gone far enough, or instead, too far. Industry commenters
felt that the 45-day notice requirement for a rate increase would
harm consumers overall by raising credit costs or reducing credit
availability. Consumers and consumer groups, in contrast, felt the
requirement was not sufficient to protect consumers, and urged
stricter approaches, such as giving the consumer the right to opt
out of a rate increase for existing balances, or prohibiting issuers
from applying increased rates to preexisting balances.

Consumers and consumer groups also identified other issues they
believe better disclosure will not resolve, such as shortening the
time to submit payments, allocating payments first to balances
with the lowest interest rate, and computing interest using the so-
called double cycle method. They urged stricter approaches for
these issues as well, while industry commenters contended that
disclosure solutions were best for consumers and warned that
stricter approaches could hurt them.

The Federal Reserve remains strongly committed to enhancing
consumers’ ability to use credit cards to their benefit. Our work is
continuing on improving the proposed disclosures through addi-
tional consumer testing, and this spring we will issue proposed
rules to address targeted and specific practices. We plan to finalize
both the TILA disclosure rules and the FTC Act unfair and decep-
tive rules before the end of the year.

Thank you for the opportunity to appear. I will be happy to an-
swer any questions from the committee.

[The prepared statement of Ms. Braunstein can be found on page
107 of the appendix.]

Chairwoman MALONEY. Thank you. I thank you and everyone,
all the panelists, for your testimony before the subcommittee. And
I know that it has been a very busy time for all of you.

I would like to commend the Federal Reserve for undertaking the
significant step of rewriting and updating many of the disclosures
made to credit card companies under Regulation Z. I know that
many members of this committee support your efforts, and we ea-
gerly await the final rules that will be coming forward.

Additionally, I would like to note that Chairman Bernanke an-
nounced to us in February that the Federal Reserve, in consulta-
tion with the other regulators, was starting the process of using
your authority to regulate unfair and deceptive acts and practices.
And you stated you would be able to release this in the spring or
before the end of the year. Could you be more definitive? Which
month would this be coming out?

Ms. BRAUNSTEIN. Well, when I was referring to the spring,
which—in the next few months, we are going to be releasing our
proposed rules under the FTC Act and some additional pieces of
TILA. That will be out for public comment. And then after that
comment period is over, what we plan to do is roll that in with the
final rules for the TILA proposal we released last year and release
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the final rules for everything all at one time, which will be before
the end of the year.

We think that is a better way of doing that, and we have also
heard that from the industry. The rules, first of all, intersect with
each other. The FTC rules and the TILA rules intersect. And if the
industry needs to make a lot of changes to their systems and their
operations, it is better to do it all at the same time. So that is why
we are rolling it together.

Chairwoman MALONEY. Thank you. An American Banker article
written soon after the chairman’s announcement of the proposed
use of the unfair and deceptive acts and practices authority stated,
“The plan would severely curtail double cycle billing, require card
companies to let consumers opt out of an interest rate hike, and
provide guidance on the allocation of payments.”

Each of these proposals is addressed in our legislation. Can you
expand on some of the specifics you are looking at and what par-
ticular practices you are proposing to rein in?

Ms. BRAUNSTEIN. The practices that are listed—I am not sure
where the American Banker got that information. But the practices
that are listed in your bill, as well as things we heard about in our
comment letters, the comment letters we received on TILA, are all
things that we are looking at.

The final decisions have not been made yet, so it would be pre-
mature for me to say exactly what we are doing. But we are cer-
tainly looking at things like charging increasing rates on existing
balances, payment allocation, double cycle billing, the timeliness of
statements, and giving people adequate time to pay. We are looking
at all those things, and very seriously, in terms of this rulemaking.

Chairwoman MALONEY. Does the Reg Z and Unfair and Decep-
tive Practices Act and authority provide you with all of the tools
necessary to do everything that my legislation presents?

Ms. BRAUNSTEIN. Well, Reg Z doesn’t because Reg Z is TILA.
That is why we are also utilizing—complementary to Reg Z, we are
utilizing the FTC authority, which is a different authority.

Chairwoman MALONEY. Thank you. I would like to return to the
testimony of Mr. Gruenberg and Ms. Williams. It appears from
your testimony that the FDIC agrees with some of the provisions
of our bill which the OCC does not agree with. I would like to ex-
plore this a little further.

As I understand it from your testimony, you both agree with the
bill’s core provision, that a cardholder or consumer should have no-
tice and choice of any rate increase, and have the opportunity to
be properly notified, and have the opportunity to opt out of the rate
increase and pay off the existing balance at the agreed-upon con-
tract. Is that correct? You both agree with that?

Mr. GRUENBERG. Yes, Madam Chairwoman.

Chairwoman MALONEY. And Ms. Williams?

Ms. WILLIAMS. Yes.

Chairwoman MALONEY. Where you differ is in how to handle uni-
versal default under the bill. A card company can raise rates using
universal default or off-account behavior, but only going forward.
As I understand it, the FDIC agrees with this, but the OCC sup-
ports the repricing tool, including allowing card companies to raise
the rate on consumers who are never late, never go over their ex-
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isting balances, and to retroactively raise rates on those balances
even though they pay on time, never go over the limit on their
card, but because of some outside behavior.

If you would like to elaborate, both of you, if you would explain
your positions on this.

Ms. WiLLiAMS. Certainly. I would be happy to. As I set out in my
testimony, we look to three principles in our evaluation and assess-
ment of the provisions of your bill, and one of them is giving a
credit card lender the ability to manage their risk effectively.

There are a variety of circumstances that can be indicative of in-
creased credit risk being presented by a customer that are events
that are not the customer’s default on the card itself.

This could be relevant risk management information to the credit
card lender that the credit card lender should be able to take into
account in dealing with the two types of risk that I described, both
the risk of the continuation of the extensions of credit on the exist-
ing balance, and the rate that the customer is charged on a going-
forward basis for new charges. To address risk, the credit card
lender should retain the ability to so-called “reprice” the balance,
but to do that only after giving the customer the opportunity to opt
out of that increase, to keep their existing rate and to pay down
the account, and to close out the account over a period of time that
would be specified by the lender.

The credit card customer would not be forced to take the higher
rate. The credit card customer would have the option and the abil-
ity to opt out of the higher rate.

Chairwoman MALONEY. That is what our bill does. It allows
them to reprice, but you must notify the customer, the consumer,
of your rate increase. And it allows the consumer the opportunity
to opt out and pay off the balance at the existing rate.

As I understand it, you are proposing that the increased rate
could then revert back to the balance, which would make it incred-
ibly hard for the consumer to pay it off. Is that correct?

Ms. WiLLIAMS. Chairwoman Maloney, your bill would allow what
we are referring to as repricing, which is raising the rate on an ex-
isting balance, only in the circumstance where the customer has
defaulted on the card itself. It would not allow the credit card lend-
er to react to other risks that the credit card customer presents and
to reprice the existing balance based on those other risks.

Where we differ is that we would want to preserve that option
for the lender, but subject to the customer’s ability to opt out.

Chairwoman MALONEY. Well, we do differ on that. And I don’t
see how increasing a cardholder’s debt retroactively makes them
more able to manage their debt or pay it off. I would ask Mr.
Gruenberg to comment on this. As I understand it, you differ with
the OCC on this provision.

Mr. GRUENBERG. We basically agree with the point you just
made. The issue here is really the prospective or retrospective ap-
plication in the universal default situation. Under the provisions of
your bill, as I understand it, if a customer has been making their
payments and the card issuer evaluates the customer based on
credit activity unrelated to the card, and makes a judgment that
based on that unrelated activity, the card issuer wants to make an
adjustment in the terms, under your provision they would be per-
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mitted to do that prospectively, on debt incurred by the customer
going forward.

On debt that the customer has already incurred that is out-
standing and that the customer has been making payment on, they
would not be able to do that. That strikes us as reasonable from
a standpoint of fair dealing and from a perspective of risk manage-
ment as well. If a customer has incurred debt based on certain con-
ditions that the customer understood—

Chairwoman MALONEY. Well, thank you for—

Mr. GRUENBERG. —and then that is changed, that in itself can
present a problem.

Chairwoman MALONEY. Thank you for your testimony. My time
has expired. I would just like to say that 10 editorial boards in our
country, regional major editorial boards, agree with the position of
the FDIC in support of the legislation we are considering.

I thank everyone for their testimony, and I recognize my col-
league and good friend, Ranking Member Biggert.

Mrs. BIGGERT. Thank you, Madam Chairwoman. Before we
begin, if I might ask unanimous consent to insert into the record
Section 2845 of the U.S. Master Tax Guide, which deals with inter-
est on penalties for the IRS. In one of the panels, it came up that
nobody else has charged interest on penalties. And certainly our
beloved IRS does.

Then, Ms. Braunstein, I just want to wish you a happy birthday.

Ms. BRAUNSTEIN. Thank you. This is not the way I envisioned
spending it.

Mrs. BIGGERT. That is right. Well, we hope that you have a little
more time to enjoy the day, and we won’t take up too much more
of your time.

But could you please describe the studies, comments, and testing
that the Fed has conducted and for how long as it works to update
Regulation Z? We have heard from a few consumers here today and
heard about those who testified at the Senate. So based on your
testing and studies and comments received on Regulation Z, do you
think that those positions represent the majority of borrowers?

Ms. BRAUNSTEIN. Well, first of all, about the testing, we engaged
in extremely extensive consumer testing to develop our proposed
credit card disclosures, and that testing process has not concluded
yet. We are doing more testing now in preparation for the final
rules. There are still things that we are checking out.

Mrs. BIGGERT. And by testing, what do you mean?

Ms. BRAUNSTEIN. We actually have gone out around the country
and conducted focus groups with consumers, first of all, to find out
what kind of information is important to consumers in shopping for
cards, and what kind of information consumers want to know in
terms of how to use their cards and the terms of their cards and
the cost of their cards.

And then after we hired a professional firm to do this, that has
done this for many years, and then working with them, we de-
signed new disclosures and then went back out and conducted more
testing, including individual interviews with people, to look at the
new forms and see if they worked better than what existed.

One of the things that we learned that was very important to us
was the use of language. One example that I have used that is very
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telling is that most of us in this room probably know what is meant
when we talk about default pricing on credit cards. We know that
usually means a higher rate, and it means that you did something
wrong either on your account or another account, and you are get-
ting charged more.

When we tested that, consumer testing, we found that consumers
understood the word default the way you would use it on your com-
puter, as the default setting, which on a computer is the normal
or standard setting for that operation, and so that consumers actu-
ally, when they looked at the old disclosures and saw default pric-
ing, many of them thought that was the normal price.

Mrg. BIGGERT. You must have had a lot of young people that you
tested.

Ms. BRAUNSTEIN. So anyway, but that is just one example where,
in the newly designed disclosures that we propose, we have gotten
rid of that term altogether. We now use the term penalty pricing,
which when we consumer tested was much clearer to people. So
tﬁat is just an example. And we did that on a number of different
things.

We are huge believers in this. We think it definitely takes time.
It is time-consuming. But it definitely results in a much better
product and clearer information for consumers.

Mrs. BIGGERT. So do you think that when you talk to the con-
sumers that the positions that we heard today was the majority,
or were those—

Ms. BRAUNSTEIN. Well, I can tell you this, and I mentioned this
in my opening comments. It is hard for me to say. But one thing
we did find startling, you know, we do a lot of rulemakings and we
get a huge number of comments on some of our rulemakings. We
received over 2,000 comments from individual consumers on the
credit card rules.

Now, that is not a record at all, by any means, in terms of num-
ber of comments. I mean, we have gotten over 5,000 on the HOEPA
rules. But what was very unique about this comment database is
the fact that normally when we get large numbers of letters, a lot
of them, very frankly, are form letters that an organization has
issued to its membership, and people just sign it and send it in,
and they all say the same thing.

We had over 2,000 letters on the credit card proposal from indi-
viduals that were truly personally, individually written about peo-
ple’s personal experiences with their cards. We have never had that
on any rulemaking before. So I have to tell you that did kind of—
that resonated with us, and it provided a very rich anecdotal data-
base that we have used in working on the rules for the FTC Act.

Mrs. BIGGERT. Now, you already talked about UDAP. I was going
to ask you about that, but I won’t. Can you just—well, I just have
one question for Julie Williams of the OCC.

Can you describe some of the steps that the OCC has taken to
address concerns that have been raised over the years about credit
card practices, and have you seen any improvement in these prac-
tices?

Ms. WiLLiaMS. Yes, Congresswoman. We have been very active
over the years in taking actions and issuing guidance to address
various types of credit card practices that gave us concerns. We
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took the lead in the development of the interagency credit card ac-
count management guidance, which brought about important re-
forms in overlimit practices, minimum payment requirements, and
eliminating negative amortization.

We have issued separate guidance on particular credit card mar-
keting practices, and we have issued separate guidance on secured
credit cards. Some of the issues that you heard about this morning,
including the individual who had overlimit fees charged 47 times,
and clarifying the use of the term “fixed,” are issues that have been
addressed in the various guidances that I refer to.

That said, we heartily support the Fed’s rulemaking effort here.
Uniform, consumer-tested disclosures are critically important. This
really links very much, Congresswoman Biggert, to your concerns
about overall financial literacy. We are not helping people reach
the point of financial literacy with respect to credit cards with the
types of disclosures that they are getting today, and the approach
that the Fed is poised to implement I think will be enormously con-
structive in that regard.

Mrs. BIGGERT. Thank you. Then back to Ms. Braunstein. Could
you describe for us UDAP, what it is, and what could a new UDAP
rule mean for consumers and borrowers?

Ms. BRAUNSTEIN. Well, UDAP is Unfair and Deceptive Acts or
Practices, and it is an authority that is granted through the Fed-
eral Trade Commission Act, and basically allows us to ban or re-
strict practices that we think would harm consumers in cases
where consumers would have a difficult time avoiding those prac-
tices, or in some cases would be extremely harmful to consumers,
or a reasonable consumer, reasonably intelligent consumer, could
not avoid them, could not figure out how to avoid them.

And there are some practices that we are looking at to see
whether they are so complicated that even though we are very
much advocating our approach under TILA for increased disclo-
sure, there are some practices that we think may be so complex
and difficult for consumers to understand that it may be important
in order to do some targeted banning of those practices.

Chairwoman MALONEY. Thank you. The gentlewoman’s time is
over. I now recognize Chairman Watt.

Mr. WATT. Thank you, Madam Chairwoman. And let me con-
gratulate the Chair. I didn’t ask the consumer witnesses any ques-
tions, but I thought it was a wonderful idea to have them here to
express some of the concerns that we hear regularly in our congres-
sional districts about credit cards. That was an important ingre-
dient of today’s hearing.

I have a couple of specific questions that I want to try to address
here. Mr. Gruenberg, in your testimony on page 9, you say the
strength of the unfair and deceptive acts or practices is limited by
the need to make case-by-case determinations, and then, depending
on the problem being addressed, to decide appropriate corrective
action. While this approach results in changes to practices at indi-
vidual institutions, it does not necessarily result in changes indus-
try-wide.

Ms. Braunstein, is that the way you all are applying this? Or are
you applying your authority under unfair and deceptive trade prac-
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tices to deal with unfair and deceptive trade practices more broadly
than his testimony suggests?

Ms. BRAUNSTEIN. Through writing rules, we will be applying it
more broadly. We have applied it the way you just described in our
supervision process.

Mr. WATT. Okay, there is not a conflict there, so you are going
to have a broad set of rules at some point. It sounds like in some
respects, your rules may be somewhat at odds with what the
Cl())mptroller’s Office and the Thrift Supervision Office are talking
about.

How are you all going to reconcile those? Weren’t there some dif-
ferences? Because the worst thing we could have at the end of the
day is a set of conflicting rules out there, some from the Fed, some
from the other regulators.

Mr. GRUENBERG. Congressman Watt, I think it is important to
note, as Ms. Braunstein did and I have as well, that what we are
talking about is an interagency rule by those agencies—the Fed,
the OTS, the NCUA, and the FTC—that have the current authority
under the Federal Trade Commission Act to promulgate rules that
will be applied as you suggest.

Mr. WATT. I don’t understand what you just said. I am sorry.
What I want to know is: Is there the prospect that we will have
a different set of rules applying to different entities out there that
are issuing credit cards? Because I think that would be—

Ms. BRAUNSTEIN. No. Under what we are doing now is that the
OTS and the Federal Reserve and the NCUA, which are the three
agencies that are going to be issuing the proposal, are all going to
issue pretty much the same proposal, so that way, there will be
uniformity. And regardless of whether it is a bank or a thrift or a
credit union, they will all have the same rules.

Mr. WATT. Now, you are saying something different than that,
Mr. Gruenberg?

Mr. GRUENBERG. No, sir. No, sir, I agree.

Ms. WiLLiaMS. Congressman, maybe there is a missing piece
here, and that is that the Fed has rulemaking authority with re-
spect to all banks, all types of banks today. So when we talk about
the Fed’s rulemaking—

Mr. WATT. I understand. But if you have authority to do it with
respect to credit unions and other folks, and you all come out with
two different sets of rules or three different sets—

Ms. WiLLiAMS. We don’t have rulemaking authority.

Mr. WATT. Just reassure me that there will be one set of rules
once you all do—

Mr. GRUENBERG. There will be.

Ms. BRAUNSTEIN. Yes. There will be.

Mr. WATT. Okay. That is all I want to be reassured about.

Now, the other encouraging thing, since my knowledge of the
Senate—I am not supposed to say that—my knowledge of the other
body suggests that even if we did a bill on this side, you all are
going to have your rules out before we ever get it enacted. So that
is why I am dwelling on this.

The encouraging thing is that you have said that you are taking
Ms. Maloney’s legislation into account in drafting your rules. I
heard you say that.
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Ms. BRAUNSTEIN. Absolutely.

Mr. WATT. Okay. And so a lot of the things that are in Ms.
Maloney’s bill you expect—in one form or another, given your test-
ing and consumer and stuff—you expect some of that stuff to be in
there?

Ms. BRAUNSTEIN. Yes. I would say that is true.

Mr. WATT. All right. That is all the questions I have. I think we
are moving in the right direction, and I am—just to reassure the
Chair, I am planning to get on her bill. I have been looking at it
very carefully, and there are some specific issues that I want to
deal with, but they are not so great that I won’t be on the bill. So
just be reassured that in the next week or so, I will be there.

Chairwoman MALONEY. Thank you so much, Chairman Watt, for
your thoughtful comments.

The Chair recognizes Ranking Member Bachus.

Mr. BAcHUS. Thank you. And if I could ask the Chair, before my
time starts, if I could have a unanimous consent request to intro-
duce—

Chairwoman MALONEY. Absolutely.

Mr. BacHus. Paul Gillmor, when he was ranking member of the
Subcommittee on Financial Institutions, he and I in February of
2007, not 2008, we wrote the Federal Reserve and expressed our
opinion that they should accelerate the Regulation Z process. I got
a very prompt answer from Chairman Bernanke at that time tell-
ing me that they were moving forward. I want to introduce those
letters into the record.

One thing we said in our letter to him—and we wrote in Feb-
ruary; as you know, Mr. Gillmor passed away September 5th of last
year—is that the Board is to review provisions every 5 years to up-
date them in light of industry developments and also consumer
issues.

But Regulation Z hasn’t been subject to a comprehensive review
since 1982. So we are—it has been very late coming, which I think
is a shame. I am not saying I am ashamed of it; I am just saying
that it is unfortunate.

So I would like to introduce those letters.

And now, I would like to have my 5 minutes, if I may. Thank
you.

My first question, Mr. Gruenfield—Gruenberg, I am sorry—you
said that disclosures are not enough. Is that correct?

Mr. GRUENBERG. [Nods head affirmatively]

Mr. BAcHUS. Would you all all agree to that?

Ms. WiLLiaMs. Well, Congressman Bachus, as I think some of the
other panelists have said, there may be some situations where a
particular practice is very complex. And it is very difficult—

Mr. BAcCHUS. No. And let me say, I don’t think disclosures are
enough.

Ms. WiLLIAMS. Independent—and independent of that—

Mr. BAcHUS. I think there are situations where if there are con-
sumer abuses—

Ms. WiILLIAMS. Absolutely. And independent of that—

Mr. BACHUS. —there ought to be more than disclosures.



50

Ms. WiLLIAMS. We have taken enforcement actions in situations
when we felt that there were unfair or deceptive practices that
banks were conducting.

Mr. BACHUS. Are we hearing from the regulators that you are
moving to address those abusive practices? Can I be assured that
you are?

Ms. WiLLIAMS. Absolutely.

Mr. GRUENBERG. Yes.

Ms. BRAUNSTEIN. Yes.

Mr. BACHUS. Not just on a case-by-case basis?

Mr. GRUENBERG. No.

Ms. BRAUNSTEIN. No. That is the purpose of the rulemaking that
the OTS and the Federal Reserve are doing.

Mr. BACHUS. Mr. Autrey, the consumer, mentioned something,
and it is not the first time it has been mentioned, and that is re-
porting credit limit as the—or the current balance as the credit
limit. I don’t know whether that is, in fact, happening. But that
could be a problem, could it not, for the consumer?

Ms. WILLIAMS. Our position is that the credit limit is what
should be reported. Regarding the particular institution in ques-
tion, since that incident, it has become a national bank, so its prac-
tices are changing.

Mr. BacHus. So if he had a credit limit of $5,000, his account
azvas closed because he had the right to close it, then as he paid it

own—

Ms. WiLLiAMS. What the credit bureau would be showing, or
should be showing for the customer, is what the credit limit is, not
what the current balance is. His issue was that it was just the cur-
rent balance being reflected, and so all the information that was
available would indicate that was his limit, and that—

Mr. BAcCHUS. Also, let me ask you this. In the event that a con-
sumer says, “Close my account,” or he opted to close his account,
are there instances that, as regulators, you have run into where it
actually says the institution closed the account as opposed to cus-
tomer requested? Is that—

Ms. WiLLIAMS. Congressman Bachus, to make sure I give you the
correct answer on that, I would like to get back to you on that.

Mr. BacHUS. Okay. Let’s just suppose that a customer says, “I
want my account closed.” He calls a 1-800 number and says, “Close
my account.” Then he writes them, and in the interim, the institu-
tion closes that account. There ought to be some accuracy as to—
or consumer requested and institution closed, or—because appar-
ently, there is a difference in why that account was closed. And I
think it is very important.

Ms. WiLLiAMS. I would be happy to get back to you with that.

Mr. BacHUS. Thank you. Mr. Gruenberg says that the FTC finds
that there are—under UDAP, that there are a lot of problematic
practices. The bill that we passed last year, H.R. 3526, giving
you—and it actually would give, as I recall, the Fed and the OCC—
and the Fed and the OTS already have the powers. Right?

Ms. BRAUNSTEIN. We already have it. Yes.

Mr. BacHUS. So this would be the OCC and the FDIC. Will this
be a help? I mean, the FDIC is saying it will.

Mr. GRUENBERG. We believe it would, Congressman.
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Mr. BAcHUS. What?

Mr. GRUENBERG. I said, we very much believe it would, and we
are strongly supportive and grateful for the legislation that the
committee and the House acted on.

Mr. BacHus. Will this allow you to—mnow, that bill has not
passed the Senate.

Ms. WiLLIAMS. That is correct.

Mr. BacHus. If that bill were to pass the Senate and go to the
President and he signed it, would that give you a greater ability
to protect consumers against abuses?

Mr. GRUENBERG. We believe it would. Let me try to just clarify
this because it has come up, and this is the issue that the bill ad-
dresses. Currently, only the Federal Reserve, the Office of Thrift
Supervision, and the National Credit Union Administration have
the ability to do rulemaking which would apply to all the institu-
tions that they supervise.

The OCC and the FDIC do not have rulemaking authority. We
can only enforce on a case-by-case basis, which is a much more lim-
ited authority. And what your legislation would do would be to
grant to us the same rulemaking authority that the other agencies
have. This would expand our ability to address these issues across-
the-board for the institutions we supervise, and would also allow
us to engage in joint rulemaking with the other agencies to assure
we have an across-the-board treatment.

Mr. BAcHUS. Thank you.

Chairwoman MALONEY. Thank you. The gentleman’s time has ex-
pired. The Chair recognizes Chairwoman Waters.

Ms. WATERS. Thank you very much, Madam Chairwoman. I have
had to be in and out, but I have tried to spend as much time as
I possibly can so I can learn the responsibility of these various reg-
ulatory agencies.

It would be very nice if regulation and oversight for credit cards
could all be combined in one agency. I suspect, because these agen-
cies are looking at these various institutions in total, it is necessary
to look at them not only in relationship to the other services that
they provide, but the credit cards also.

But only one of you have rulemaking authority. Is that correct?
Two? Which two?

Ms. BRAUNSTEIN. The Federal Reserve and the Office of Thrift
Supervision.

Ms. WATERS. Well, in the rulemaking that you describe, where
you will be taking a look at some of the chairwoman’s proposals in
her legislation, who will be responsible for taking those rec-
ommendations into consideration?

Ms. BRAUNSTEIN. We are working together on doing that. Be-
cause of the way it is structured, there will be two separate rules,
but the rules should be identical. One would be the OTS would
issue rules for thrifts, and the rules that we issue at the Federal
Reserve will cover all banks. And that would include banks that
are supervised by the OCC and the FDIC.

Ms. WATERS. Who has the responsibility for the creation of new
products?

Ms. BRAUNSTEIN. Creation of new—

Ms. WATERS. New credit card products.
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Ms. BRAUNSTEIN. Oh, new products.

Ms. WATERS. Who has that responsibility? For example, when a
credit card companies decides that it is going to have retroactive
interest rate increases or other practices that we have heard here,
who has the responsibility for seeing those new products before
they are introduced to the consumer?

Ms. BRAUNSTEIN. The regulatory agencies. That would be normal
business practice of the financial institutions. Certainly their array
of products would likely be looked at during a supervisory examina-
tion. But they don’t come to a regulatory agency for approval to in-
troduce new products.

Ms. WATERS. Well, I thought somebody had the responsibility for
protecting the consumer against products that would do them
harm. Who said that?

Ms. WiLLiAMS. Congresswoman Waters, maybe I can jump in
here a little bit?

Ms. WATERS. Yes.

Ms. WILLIAMS. As part of our regular supervisory process and the
dialogue that we have with the national banks that are credit card
issuers, it is fairly customary that we are having discussions with
them about new products that they are thinking of offering, and
changes in product features and terms. And there is a lot of flexi-
bility under the current law in the terms and conditions that can
be provided.

When a product is then offered, if it is offered in a way or if it
is structured in a way that is inherently unfair or deceptive, we
have enforcement authority and we have the ability, again as part
of our regulatory oversight—

Ms. WATERS. May I stop you? May I just stop you at this point?

Ms. WiLLIAMS. Sure.

Ms. WATERS. I have a great respect for disclosure. But I really
don’t want to be told about something that you have seen and you
had the ability to determine whether or not it was unfair in your
discussions. That brings us to where we are now. Here we are with
the chairwoman of this subcommittee having the wisdom and the
foresight to take a look at all of these deceptive practices and try
and place something in law.

But you have seen all of this before it ever hits the public. You
have seen it. You have—I am not sure what your authority is. You
discuss it. And it goes—it is instituted. And then maybe we get
some disclosure to tell us what it is.

But what I am interested in is consumer protection. And I am
not interested in the Congress of the United States having to do
this kind of work every few years when we have all of these regu-
latory agencies running over each other that are supposed to be
providing some protection for us.

Now, that is my feeling. Tell me why I am wrong.

Ms. WiLLiAMS. Congresswoman, we are interested in consumer
protection, too, very much.

Ms. WATERS. Why don’t—

Ms. WiLLiaMS. And what we do is we take supervisory actions,
we take enforcement actions, to deal with these practices.

Ms. WATERS. Did you see the practice of the interest rate in-
creases on unsuspecting customers who had signed a contract or
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gotten involved with a credit card company based on an interest
rate, only to have it increase maybe one, two, or three times after
they were into the—did you see that before it happened?

Ms. WiLLIAMS. We are very, very strongly in favor of improved
disclosures in this area.

Ms. WATERS. Did you see what—did you see that practice before
it was introduced to the consumer?

Ms. WiLLiaMS. I don’t know what particular practice you are re-
ferring to. But the practices are—

Ms. WATERS. All right. I am talking about the first practice in
the credit card bill of rights. Do you have a copy of that?

Ms. WiLLIAMS. I am sorry.

Ms. WATERS. The first practice that is spoken to in the credit
card bill of rights. Where is that? Somebody hand me the credit
card bill of rights here so we can all get on the same page. Uni-
versal default, is that what it is?

Ms. WILLIAMS. Yes.

Ms. WATERS. Did you have an opportunity to discuss universal
default?

Ms. WiLLIAMS. The term universal default is one term that is
sometimes used for what I have described as risk-based pricing.

Ms. WATERS. You don’t understand what it is?

Ms. WiLLIAMS. And yes, that—

Ms. WATERS. You don’t understand what universal default is?

Ms. WILLIAMS. Yes, we do.

Ms. WATERS. Did you see it before it became practice?

Ms. WiLLiaMS. That has been a practice for some time, and we
do see it as it is implemented.

Ms. WATERS. So you did nothing to deem that was an unfair
practice, an abusive practice, and perhaps would be harmful to con-
sumers?

Ms. WiLLiAMS. We have taken actions where the nature of that
practice has not been adequately disclosed to the consumers in ad-
vance.

Ms. WATERS. So as you see your responsibility, it was to disclose
it, to let the consumers know that you are going to get ripped off,
that your interest rates are going to be increased, and that is the
extent of your authority. Is that right?

Ms. WiLLiaMs. We don’t have rulemaking authority to prohibit it
in this area. We have the authority to take case-by-case enforce-
ment action.

Ms. WATERS. All right. Let me ask the whole panel: Who has
rulemaking authority in this area? Who saw the practice, the prod-
uct, before it was introduced to the consumer, and what did you do
about it?

Chairwoman MALONEY. After this is answered, the gentle-
woman’s time has expired. But that is an important question. And
if we could start with you, Mr. Gruenberg, and go down the panel.
Thank you very much, Congresswoman.

Ms. WATERS. Is it going to be answered?

Mr. GRUENBERG. Yes, ma’am.

Ms. WATERS. All right. Thank you.

Mr. GRUENBERG. Congresswoman, I think the answer is that this
is the reason, quite frankly, legislation and/or regulatory rule-
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making is needed, to address practices that have not been clear in
terms of the application of the Unfair and Deceptive Practices Act
in the past.

That is why the proposal, the legislative proposal before the sub-
committee to address this practice in law is an important step. And
in addition, as has been discussed, the Federal Reserve and the Of-
fice of Thrift Supervision have current authority to do rulemaking
across-the-board to address these issues as well. This is what needs
to be done.

Chairwoman MALONEY. Ms. Williams, would you like to respond?

Ms. WiLLIAMS. As I said, we have the ability to take actions on
a case-by-case basis against unfair or deceptive practices, but we
don’t have rulemaking authority in this area. That is something
that would be corrected both for the OCC and the FDIC with the
legislation that this committee has passed.

Chairwoman MALONEY. Mr. Bowman?

Mr. BowMaN. Yes. I think, as Ms. Braunstein may have men-
tioned, there are a number of items in your proposed legislation
that we are considering, seriously considering, dealing with in our
proposed unfair and deceptive acts and practices regulation.

Ms. BRAUNSTEIN. And yes, I would reiterate that this is one of
the practices that we are concerned about and we are looking at
very seriously for our rulemaking. But I would also add that even
though the other agencies do not have rulemaking authority, every-
one has the authority for enforcement through supervision. And
had the case been made for unfair and deceptive for any practice,
tﬁe agencies all have the authority to take enforcement actions on
that.

Chairwoman MALONEY. The Chair grants an additional minute
to Chairwoman Waters.

Ms. WATERS. Thank you very much. Ms. Braunstein, I would like
you to speak directly to the question that I was raising earlier. Did
you see the practice, universal default, did you see the practice be-
fore it was implemented?

Ms. BRAUNSTEIN. I can’t speak for the entire agency.

Ms. WATERS. No. I just—

Ms. BRAUNSTEIN. For myself personally, before it was imple-
mented, no. We became aware of it, obviously, after credit card
issuers were doing universal default.

Ms. WATERS. Well, what I am trying to determine is, if I may,
Madam Chairwoman, what good is a regulatory agency with the re-
sponsibility to see new products, new practices, and see that they
are unfair, they may be abusive, and you do nothing about it until
the Congress of the United States implements a terribly long proce-
dure in order to correct it? Will this chairwoman or this committee
have to do that on every unfair practice that is implemented, or
what are you good for? What do you do?

Chairwoman MALONEY. The gentlewoman’s time has expired.
But Ms. Braunstein, if you could respond to her very pointed ques-
tion. She has raised a concern that many Members of Congress feel
for their constituents.

Ms. BRAUNSTEIN. Well, the first step that we took—we have been
concerned about credit card practices, and the first thing that we
did was to improve disclosures because we felt that that was an im-
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portant first step in this process. And then we have moved forward
to address unfair and deceptive practices head-on through this
UD%P rulemaking, and we are doing that. And we are moving for-
ward.

Chairwoman MALONEY. Thank you very much. The gentlelady’s
time has expired, and the Chair recognizes, in the spirit of the bi-
partisan cooperation in this committee, Ms. Biggert, Ranking Mem-
ber Biggert.

Mrs. BIGGERT. Thank you very much, Madam Chairwoman. I ap-
preciate it.

I just have one last question for Ms. Braunstein, and that is:
Could you tell us what are some of the proposals in Reg Z that will
help consumers better shop for a credit card and will protect bor-
rowers? What are some of the things that you are looking at?

Ms. BRAUNSTEIN. One of the main things that we did through re-
designing disclosures is to greatly improve and enhance the Schu-
mer box, which has been—the Schumer box itself, we found in our
consumer testing, has been a very successful innovation. People ac-
tually said, when we talked to consumers and asked them, how do
you shop for a credit card, many of them said, when I open this
piece of mail up, I look for the box.

But what we found is that we thought there could be improve-
ments in terms of really making it much clearer what the costs are
of this card and, in particular, the penalty pricing, what conditions
would cause that penalty pricing to kick in, so that people would
have much better information.

We also have a number of rules around advertising, and one of
them is that we did see practices in the past of institutions adver-
tising fixed rates on credit cards when in fact they were not fixed.
And so we have added rules along those lines to say that you can’t
use the term “fixed” unless you are much more specific about for
what period of time and under what conditions.

Mrs. BIGGERT. Anything else?

Ms. BRAUNSTEIN. Yes. One of the big ones I want to mention is
that we do—we also instituted a 45-day waiting period for chang-
ing terms for any increases in rates or fees, that an institution
must give a consumer a 45-day notice, which would provide that
consumer with an opportunity to either go back and renegotiate
with their card institution or to leave that institution and find an-
other product with another institution.

Mrs. BIGGERT. What about advertising? Is there anything that—

Ms. BRAUNSTEIN. Oh, yes. I was mentioning that we put a num-
ber of restrictions around the use of the term fixed to make sure
that people understood that credit card rates, for the most part, are
not fixed, not the way people generally think of it.

Mrs. BIGGERT. Some people might not know what the Schumer
box is, but it is a box that is actually—is it in boldface? Is it—

Ms. BRAUNSTEIN. Yes. We have guidelines around the typeface
and the array of information. And it is a box that shows up—it has
always shown up on solicitations. We now not only use it on solici-
tations, but we also have moved it and use it on account opening
disclosures because we found that people really did pick up infor-
mation much better through a tabular format than they do through
dense prose.
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Mrs. BIGGERT. And I don’t know if you mentioned this, but the
cost of the fees, that is in that box?

Ms. BRAUNSTEIN. Yes. We increased the—we have improved it in
terms of highlighting what the fees are, and for penalty rates and
things like that, and under what conditions they would kick in.

Mrs. BIGGERT. I yield my remaining time to Ranking Member
Bachus.

Mr. BAcHUS. Thank you. And actually, you had indicated you
wanted to go to the gentleman, Mr. Cleaver?

Chairwoman MALONEY. Would you like me to go to Mr. Cleaver
first or to recognize you?

Mr. BacHUS. Well, I just have one question. But I don’t want to
jump in front of Mr. Cleaver.

Chairwoman MALONEY. She is yielding her remaining time.

Mr. BacHus. All right. We have seen a problem in the mortgage
lending market restricting credit for borrowers. Is there anything
in the Maloney bill that causes you concern that it may actually
restrict credit to consumers who may want and need a credit card
and it may not be available? I mean, is that a concern?

Ms. BRAUNSTEIN. Yes. It is a concern, and it is something that
we always look at, unintended consequences of overly restricting
credit or even raising the costs of credit. And it is something that
we are looking at in terms of doing our UDAP rules. In terms of
the specifics of that, I think you would probably have to ask the
industry.

Mr. BAcHUS. What now?

Ms. BRAUNSTEIN. I say in terms of the specifics, I can’t say for
sure how much or what the effects are. You would probably have
to ask the next panel.

Mr. BAcHUS. Yes. And I am not asking you how you ought to say
that. I am asking just—that is it.

I have one other question. Of course, earlier, I think I pretty
strongly took the position that I don’t think disclosures—well, the
whole 1ssue. I think there are deceptive practices or abusive prac-
tices. And I think what I have heard from you is that you are mov-
ing against those.

Everyone agrees that credit cards have become more complex
and somewhat more confusing. Has part of that complexity bene-
fitted customers because they can shop for a product that best suits
their needs? As you address the complexity, is that something you
would factor in?

Ms. BRAUNSTEIN. Well, yes. Certainly a wide array of products
offers consumers a lot of choices. But that only works if consumers
can comprehend what those choices are.

Mr. BACHUS. I agree.

Ms. WiLLIAMS. I would completely agree with the way Sandy has
said it. Complexity equates to options. There are a lot of different
choices. But if there isn’t good disclosure for the consumer to un-
derstand the consequences of those options, you don’t get to where
you want to be.

Mr. BAcHUS. No matter how complex, it ought to be able to dis-
close clearly to a consumer. Thank you.

Chairwoman MALONEY. Thank you. The Chair recognizes Con-
gressman Cleaver, and recognizes his hard work. He has intro-
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duced his own credit card reform bill with Mr. Udall. I would also
like to note that I have been informed that there will be votes at
1:15 p.m..

Mr. Cleaver.

Mr. CLEAVER. Thank you, Madam Chairwoman. And thank you
for your work on this legislation.

I would like to ask four questions. And so, if you would, because
time is of the essence, if you would be economical in your answers,
the first, and Ms. Williams, maybe you can help. I just need to un-
derstand this. The U.S. savings rate is minus one percent com-
pared to almost 20 percent for the Japanese, and, we are having
a credit crunch.

Can you explain or help me understand how in a situation like
this where we'’re really having some credit issues that are becoming
worldwide, how the credit card industry can make 5.4 billion offers
at a time when people don’t have money? They’re spending money
with credit cards that they don’t have.

Ms. WiLLiaMS. Congressman, very quickly, the credit card com-
panies employ some very sophisticated techniques to try to identify
groups of customers that would be likely candidates for their credit
cards. And then they make determinations about issuing the cards
based on that criteria. I suggest you ask the industry panel to ad-
dress that in more detail.

Mr. CLEAVER. I will. In the bill Congressman Udall and I have
put together, we have a section that deals with underage con-
sumers.

Ms. Braunstein, are you familiar with our legislation?

Ms. BRAUNSTEIN. Actually, I'm sorry, no. I'm not.

Mr. CLEAVER. Okay, I'm not offended, but do you think that more
needs to be done to protect underage consumers? For example, our
bill would require that no credit cardholder could be under 18 un-
less he or she received a card on the credit of a sponsor, a parent
or a sibling, who would sign for it. Because at 5.3 billion, many of
those people are students.

And you go to colleges and they have a table set up in the stu-
dent union so that kids with no jobs can get credit cards. That just
seems to me to be really dumb. And if somebody gave my son a
credit card, they deserve not to be paid. I mean, he is in college
right now. And when we do the mark-up on this bill, hopefully we
can do something along those lines.

But to the regulating agencies, is that something that you would
think should be a part of the regulations, Mr. Bowman?

Ms. BRAUNSTEIN. I think.

Mr. CLEAVER. Either one of you.

Mr. BOWMAN. As a parent of a college-age son, I would agree
with your analysis. It is of great concern. I'll even point out that
in reviewing some mail that came into my house last week, what
I thought was a solicitation, actually, ended up being a credit card
that he apparently had applied for and had received.

I will tell you that it made for a sleepless night on my part, and
I hope that, in fact I feel fairly confident, that my son will make
every effort to satisfy whatever obligations he incurs, but it is trou-
bling. He is 22 and, I think, financially literate. But there are
temptations that credit cards do provide.
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Mr. BAcHUs. Can I ask for some clarification just without taking
the gentleman’s time or extending his time?

Chairwoman MALONEY. Does the gentleman yield for point of
clarification?

Mr. CLEAVER. Yes.

Mr. BacHUS. Is this a blanket prohibition under 18 without par-
ents? What if you had a 16- or 17-year-old who didn’t have par-
ents?

Mr. CLEAVER. Well, the bill would allow for a person with means
to sign for him or her.

Mr. BACHUS. Yes, okay.

Mr. CLEAVER. I mean, you know, my son is financially literate,
but he is financially broke. And, so, you know, those two things
cancel each other out.

[Laughter]

Mr. CLEAVER. One final question, and any of you can deal with
this. Late payments hurt the credit cardholder, and we heard that
from some of our panelists. But, as I analyzed this situation, it
doesn’t hurt the credit card company. And so the credit card com-
pany receives late fees, and many of the credit card companies ac-
tually build in late fees as apart of that expected revenue. So the
consumer gets hurt. The credit card company actually does better.
Have I analyzed that wrong?

Chairwoman MALONEY. The gentleman’s time has expired, but I
invite all the panelists to respond to his very important question.

Ms. WiLLIAMS. If I could try a short answer here, the way in
which the credit card companies price the package of features that
they design is based on their analysis of the likely behavior of the
customers that are in that group. The particular issues that you
raised and the motives of the companies, again, I'd suggest that the
industry people might be better situated to deal with the particu-
lars.

Chairwoman MALONEY. Thank you.

The Chair recognizes Congressman Castle.

Mr. CASTLE. Thank you, Madam Chairwoman.

I apologize for my absence. I had business on the Floor and then
I agreed to give a speech off the Hill, which one should never do
when one is in Congress, I might add.

I would like to ask Ms. Braunstein a question. You may have
been asked this already, but can you help us with the dates of the
proposed changes to UDAP and to Regulation Z?

Is there anything new or an update on that? We never seem to
get very solid answers on those questions.

Ms. BRAUNSTEIN. Well, I can’t give you exact days to circle on
your calendar, so to speak, but I can tell you that the UDAP pro-
posal will be coming forward in the spring. And we'’re in the spring
now, so it will be not too long.

That will be out for public comment, and, once that comment pe-
riod is concluded, then those rules will be finalized in conjunction
with the Reg Z rules, the truth-in-lending rules that are already
out in proposed form. And they will all be finalized at the same
time and that will be done before the end of this year.

Mr. CASTLE. Thank you.
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Just a general statement; we talk about Regulation Z and we
talk about this legislation. How much they are going to completely
overlap, I don’t know. But I do know this. Just in reading Regula-
tion Z and hearing what the Federal Reserve has done in terms of
going out and doing further investigative type work, plus all the
comments they have had, it just seems to me that the public and
everybody would be best served if we could get our hands on that
particular document when it is issued in final form and make our
legislative decisions based on that.

I am not saying we shouldn’t do legislation by saying that. I
would just sort of like to know; I have a hunch we may get into
conflict with each other; and, if we knew exactly what Regulation
Z was going to do, it would be easier to base our legislation around
that from my point of view.

Chairman Frank obviously argued that he thinks that the legis-
lation takes precedence. I'm not sure in this case that is the best
way to proceed, and I would hope that we could work out a meth-
odology of process here that would be in the best interest of dealing
with credit cards and dealing with the consumers.

I don’t think any of us disagree with many of the points that
have been made today and before. I don’t disagree with the chair-
woman on a lot of those things, but I am very concerned about how
we are going about this. And I am always a little suspect of what
we in Congress do sometimes. So I would hope that Regulation Z
might help straighten that out, and you are welcome to comment
on it if you wish. If not, I'll be happy to yield back, because I know
time is short.

Ms. BRAUNSTEIN. Well, we do think that Regulation Z is going
to be very helpful to consumers, and especially once we have the
UDAP rules out too, we think the two are complimentary and to-
gether will provide consumers with a lot more information and a
lot more protection in regard to these products.

Mr. CASTLE. Thank you.

I yield back, Madam Chairwoman.

Chairwoman MALONEY. The Chair recognizes Melissa Bean.

Congresswoman Bean?

Ms. BEAN. Thank you, Madam Chairwoman, and thank you to
our ranking member as well for covering these issues of importance
relative to consumer credit in a downward economy. It’s very im-
portant that we look at access to credit, not just for small busi-
nesses, but for our consumers as part of our spending engine.

My question is for Ms. Williams from the OCC. As a regulator
for the majority of card issuers, what impact would the risk pricing
restrictions in the bill have on the requirements that you place on
the banks that you regulate?

Ms. WiLL1AMS. I think fundamentally what we would be doing is
looking at those credit card lenders to see if they’re not going to
be allowed to use one particular risk mitigation technique, what
other risk mitigation techniques they are going to use, and whether
they have thought through the challenges that that presents.

Ms. BEAN. All right, thank you.

And I guess, to the panel, relative to Reg Z moving forward, what
is the timing that you see? And, I apologize if I missed some of this
earlier, I had another committee mark-up that I had to get to.
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What do you see as the real timing and the status overall on that
moving forward?

Ms. BRAUNSTEIN. The Reg Z rules will be finalized before the end
of this year, along with a proposal we are issuing in the next
month or so on unfair and deceptive acts and practices under the
FTC Act. That will be out for comment. Once that comment period
is over, those rules will be finalized at the same time as the Reg
Z rules, because there are overlaps, and it would be easier for ev-
erybody if it is all done in one package.

Ms. BEAN. Would anyone else like to comment?

Mr. BowMAN. I would agree with that. I mean, we have the
UDAP rule and our plan, our target, our goal, and it will happen
by the end of the year. We will go final with that regulation.

Ms. BEAN. No others?

Thank you. I yield back.

Chairwoman MALONEY. Thank you. We have been called for two
votes.

Mr. BACHUS. Madam Chairwoman, I would like to compliment
the panel for their testimony and their written testimony which I
thought was very informative. I thank you.

Chairwoman MALONEY. Thank you.

[Recess]

Chairwoman MALONEY. I call this meeting back into order.

We just had the last vote of the day. I don’t know how many
more members will be coming back, and I really thank you for
being here all day and for your attention. We have been told by the
Republicans to proceed with introductions and testimony.

We will now hear from the witnesses on the fourth panel—three
issuers who have participated in the process that led to this bill
from the beginning. I am very happy to welcome John Carey from
Citibank, Larry Sharnak from American Express, and Carlos
Minetti from Discover. I have appreciated very much their compa-
nies’ input, and in many ways the bill reflects many of their con-
tributions.

We also worked very closely with a group of consumer advocates,
and three of them are here today to give us their views and sugges-
tions for further progress: Travis Plunlett from the Consumer Fed-
eration, Linda Sherry from Consumer Action, and Ed Mierzwinski
from U.S. PIRG.

And we thank you for your dedication and hard work also. And
we will begin with Mr. Carey, and your comments will be part of
our official record and we thank you so much for being here today
and really apologize because it has taken all day to get to you.

Thank you.

STATEMENT OF JOHN P. CAREY, CHIEF ADMINISTRATIVE OF-
FICER AND EXECUTIVE VICE PRESIDENT, CITI CARDS,
CITIGROUP INC.

Mr. CAREY. Thank you.

Chairwoman Maloney, members of the subcommittee, my name
is John Carey, and I am the chief administrative officer of Citi
Cards. I appreciate the opportunity to appear before you today.

As a leading credit card provider with more than 45 million bank
card customers, we understand the concerns motivating legislative
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action. They are real, and they are the same concerns that underlie
the Fed’s reform proposals. There is a broad consensus that we
need action. The question is, what kind?

Credit cards have become an integral part of the economy. Be-
cause they are so familiar, it is easy to forget that using a credit
card means taking out a loan. These loans carry a lot of risk for
the lender, because they are unsecured and open-ended. So lenders
need to protect themselves.

Twenty-five years ago. banks managed that risk by lending only
to customers with the strongest credit histories, imposing across-
the-board 20 percent interest rates and charging annual fees. In
the last 15 years, new technology and more sophisticated risk man-
agement practices have allowed issuers to price credit card loans
based on a customer’s risk profile. This risk-based pricing helps
consumers in two ways:

First, by allocating the cost of risk to individual customers,
issuers can offer lower costs to customers with solid credit his-
tories, while the customer who poses higher risks appropriately ab-
sorbs that higher cost himself.

Second, risk-based pricing actually grows the pie, providing more
creditworthy people with access to regulated credit. With more
choices, consumers need complete, clear, uniformly presented infor-
mation to make informed decisions. Unfortunately, Federal disclo-
sure requirements have not kept pace and the industry has not
been able to fill the gap. I can tell you about this challenge from
our own experience.

Last year, we were one of the first issuers to stop two practices
that were the focus of widespread customer concern: Repricing cus-
tomers during the term of the card on delinquent behavior with
other creditors, often referred to as universal default; and so-called,
“anytime, any reason repricing.”

We hoped and expected that this differentiation would leave cus-
tomers to vote with their feet, but we have been disappointed in
the results so far. So what happened? The problem is that cus-
tomers could not recognize the differences between us and our com-
petitors; disclosures industry-wide are not providing sufficient,
straightforward information to allow a lay person to make an ap-
ples to apples comparison on key terms.

That is why we applaud the Fed’s efforts to modernize the disclo-
sure regime for the entire industry. The Fed’s proposal would re-
quire that certain information be provided at each stage of the cus-
tomer’s interaction with her credit card company in a consistent,
readable format. In essence, the proposed changes seek to move
credit card disclosures to the successful model of food labeling
where consumers can get all the information they need in simple,
uniform terms that allow them to compare products easily.

In an effective marketplace, consumers will be the judge, and
issuers who adopt best practices will enjoy a competitive advan-
tage. We agree that change is necessary, but in our view, the Fed’s
approach offers a better path to reform than H.R. 5244.

The Fed’s thorough, consumer-tested revision of Reg Z is ex-
pected to be completed before year-end, and we are confident that
given the chance to work, the revision will largely resolve the prob-
lems H.R. 5244 is intended to address.
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Moreover, the bill could have important unintended consequences
that would dramatically affect cardholders. First, the bill would
significantly limit our ability to price for risk. Without the ability
to do that, higher-risk customers would have fewer ways to get reg-
ulated credit, and low-risk consumers would face the higher cost of
credit. Second, the bill would rewrite the terms in which issuers
offer a grace period, fundamentally altering the way we make cred-
it available to customers, potentially leading to the elimination of
a grace period altogether.

I believe this legislation is unnecessary in light of the targeted
regulatory efforts underway to address these concerns, and that its
unintended consequences would undermine the genuine benefits of
a risk-based model for consumers and threaten to further desta-
bilize the credit markets. Thank you, and I look forward to answer-
ing your questions.

[The prepared statement of Mr. Carey can be found on page 118
of the appendix.]

STATEMENT OF LARRY SHARNAK, EXECUTIVE VICE PRESI-
DENT AND GENERAL MANAGER, CONSUMER CARDS, AMER-
ICAN EXPRESS COMPANY

Mr. SHARNAK. Chairwoman Maloney, Congressman Castle, my
name is Larry Sharnak, and I am executive vice president and gen-
eral manager of consumer cards at American Express.

I have submitted my full statement for the record. I want to
summarize a few points from that testimony. As Congress con-
siders credit card practices, we believe it is important to focus on
three key principles: access; choice; and accountability.

Any legislation should create incentives for transparent pricing
and clear disclosures that will help consumers better manage their
use of credit. American Express is committed to providing choice in
the products we offer and clarity in our terms and conditions. We
have recently launched several initiatives to foster even greater
transparency, and we believe these initiatives along with the ef-
forts by the Federal Reserve Board to improve disclosures will sig-
nificantly benefit consumers.

There are a number of practices we simply do not do. We do not
increase an individual’s interest rate for any reason other than the
customer’s performance on that particular account. We do not in-
crease a customer’s rate if they are late on another account with
us, or with another lender. We do not increase a cardmember’s rate
when we issue a renewal card; and we do not increase a
cardmember’s rate if our cost of borrowing increases. We do not
charge customers a fee to pay their bill. We do not engage in dou-
ble-cycle billing. In addition, we give cardmembers at least 72
hours after the payment due date before applying any late fees.

I would like to turn now to H.R. 5244. We support the goals of
this legislation; however, we are concerned about several specific
provisions that could negatively impact consumers. The legislation
treats all rate increases uniformly, whether the rate increase was
triggered by behavior on the account in question or a mispayment
with a third party. This provision would reduce incentives for con-
sumers to make timely payments.
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For example, consumers can run up a balance on their account,
make no subsequent payments, and still avoid a rate increase by
exercising their right to opt out. It would also reduce incentives for
issuers to be clear and concise with their terms and pricing, be-
cause all rate increases are treated the same. Increases triggered
by a customer’s performance on their account should not be subject
to the 45-day advance notice and opt-out.

We are also concerned about requiring credit card companies to
allocate consumer payments on a pro rata basis. This would have
a negative impact on consumers, because they will be left with
fewer choices should they want to change products.

Many issuers have already curtailed promotional offers in the
light of the current economic environment. This legislation would
likely accelerate that trend. Our own research clearly demonstrates
that consumers significantly reduce their overall effective interest
rate by taking advantage of a promotional offer. In closing, I want
to emphasize that any legislation focus on preserving consumer’s
access to credit, enhancing choice in the marketplace, and ensuring
accountability for both issuers and consumers.

I can’t leave today without sharing a few words from one of our
cardmembers: “During the past year we have had an extremely un-
fortunate experience. Our 40-year-old son was in an accident in
Thailand and remains in a coma in a hospital in Bangkok. My wife
and I have spent 9 of the past 12 months at his bedside.

“Mrs. Rogers, a customer service representative, went to extraor-
dinary measures to assist us. She arranged for us to use our card
for expenses up to $50,000 and arranged systematically for us to
make payments by phone from Bangkok. We have encountered nu-
merous challenges, and whenever I contacted Mrs. Rogers, she was
there with charm and resolve.”

I have been at American Express for 28 years, and stories like
these and many, many more is why I am proud of every one of
those years.

Thank you for the opportunity to testify today.

[The prepared statement of Mr. Sharnak can be found on page
246 of the appendix.]

Chairwoman MALONEY. Mr. Minetti?

STATEMENT OF CARLOS MINETTI, EXECUTIVE VICE PRESI-
DENT, CARDMEMBER SERVICES AND CONSUMER BANKING,
DISCOVER FINANCIAL SERVICES

Mr. MINETTI. Thank you.

Madam Chairwoman and members of the subcommittee, on be-
half of Discover Financial Services, I appreciate the opportunity to
appear before you to offer Discover’s perspective on H.R. 5244. Like
the subcommittee, Discover believes that increased transparency in
credit card practices is desirable. I commend you for bringing this
topic to the forefront.

When Discover Card was launched, a little over 20 years ago, it
was a unique credit card, introducing features that changed the
marketplace. Unlike other cards then available, Discover charged
no annual fees. Discover pioneered credit card reward programs
with the groundbreaking Cashback Bonus award. This feature
today returns more than %7 00 million to Cardmembers annually.



64

Discover also introduced a level of service that was unknown at
the time in the industry: 24/7, toll-free service lines, staffed with
knowledgeable representatives, empowered to respond rapidly to
Cardmembers. In fact, we answer over 95 percent of all the calls
in less than 60 seconds.

We still offer these features and continue to build on them. For
example, last year we introduced the Discover Motiva card, which
was recently named the best new card product for 2007 by a lead-
ing industry publication.

Motiva was another industry first, providing interest rate rebates
to consumers who pay their bills on time. This encourages payment
behavior that avoids late fees and interest rate increases, while
also lowering the balance owed on the account.

We continue to work with our customers to understand what
they value, and then strive to create products and services that
meet their needs. There are some things we don’t do. We don’t tar-
get subprime borrowers or offer a Discover card to everyone who
applies. We don’t outsource loan origination or loan servicing.
Every Discover card we issue is underwritten by us and serviced
by Discover.

We viewed the customer relationship as a long-term commit-
ment, and so do our Cardmembers. In fact, Discover has ranked
number one in the industry for customer loyalty for 11 years in a
row. We don’t outsource customer service. Every service call is
made or answered in-house by a Discover employee in one of our
service facilities across the United States.

Last year, our Cardmember services representatives spoke with
Discover Cardmembers more than 30 million times. We believe
that the combination of a competitive market, consumer choice,
personal and corporate responsibility, and sensible regulation is the
most effective course of action. The majority of the practices in
H.R. 5244 are the subject of regulatory changes that the Federal
Reserve Board is expected to finalize this year. We believe these
developments should be permitted to unfold before statutory
changes are made and encourage the Fed to move swiftly towards
this objective.

A large number of provisions in the bill address interest rate
changes. Let me start by saying that Discover does not engage in
the practice of universal default. In fact, we would prefer not to in-
crease the interest rates on any of our customers. This is why we
send them online payment reminders, why we call tens of thou-
sands of customers before their bills are due, and why we offer free
pay-by-phone and pay-by-Internet features. These efforts contribute
to lower delinquencies and prevent unwarranted repricing.

There are instances, however, where we need to reprice, given
that the risk profile of the account has worsened. The ability to re-
price has allowed the industry to offer lower rates at the outset,
and extend credit to a population who had historically been ex-
cluded. At Discover, we conduct limited default and risk-based re-
pricing. In all repricing occurrences, we provide a 45-day advance
notice, or clearly communicate the default conditions in the
Cardmember Agreement.
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Furthermore, we provide Cardmembers with the option to cancel
their accounts without an increase in the interest rate of their out-
standing balances.

The bill also addresses over-the-limit transactions. At Discover
we charge an over-the-limit fee only if the account exceeds its cred-
it limit at the end of the billing period. We also provide
Cardmembers with online reminders to alert customers when they
approach the credit limit, and we reach out to customers who ap-
pear to be having difficulties in keeping below their credit limit.
Since the inception of this program, we have been able to reduce
the number of over-the-limit accounts by half. We also embrace a
concept of offering consumer choice with respect to over-the-limit
transactions, and will soon allow Cardmembers to opt out of going
over the limit.

Given the limited time, I would like to address the provisions re-
garding payment allocation. H.R. 5244 requires a pro rata alloca-
tion of payments on accounts with multiple balances at different
APRs. This will result in the elimination or reduced availability of
balance transfer offers, hindering competition in the industry, and
depriving consumers of features that they value and use fre-
quently.

In closing, we believe that changes being made in the market-
place, and through regulatory actions are advancing the goals of
enhanced protection that H.R. 5244 seeks to achieve. We would
urge the subcommittee to defer action until these developments
play out. Congress should be cautious about some of the potential
unintended consequences at a time when consumers are stressed
and the need for credit is strong.

Thank you.

[The prepared statement of Mr. Minetti can be found on page 201
of the appendix.]

Chairwoman MALONEY. Thank you.

Mr. Plunkett?

STATEMENT OF TRAVIS B. PLUNKETT, LEGISLATIVE
DIRECTOR, CONSUMER FEDERATION OF AMERICA

Mr. PLUNKETT. Good afternoon, Madam Chairwoman, and Con-
gressman Castle.

I am Travis Plunkett, the legislative director at the Consumer
Federation of America. I am testifying today on behalf of CFA and
Consumer’s Union, the publisher of Consumer Reports. I appreciate
the opportunity to speak today in support of H.R. 5244, the Credit
Cardholders’ Bill of Rights, which would curb some of the most ar-
bitrary, unfair, and abusive credit card lending practices that often
trap consumers in a cycle of costly and sharply escalating debt.

It is particularly important that the subcommittee act on this bill
now, because the signs of economic distress by credit card con-
sumers are increasing fast. According to the Federal Reserve
Board, 30-day credit card delinquencies—a major leading indicator
of the coming economic storm—are approaching historically high
levels. In fact, they are at their highest peak in 5 years.

It is not just the declining economy and mortgage crisis that are
affecting the ability of credit cardholders to pay off their bills.
Credit card issuers have caused a good deal of this economic dis-
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tress all by themselves through reckless lending, especially to fi-
nancially vulnerable consumers, and by hitting cardholders with
costly and unjustified interest rates and fees that can destabilize
a family’s finances quickly.

Since 1999, the marketing and extension of credit by card issuers
has increased about twice as fast as consumers have taken on debt.
This means that aggressive marketing and lending by creditors,
not consumer demand, has been the driving factor in pushing cred-
it card debt to about $850 billion. Much of this growth has been
fueled by loans to new and financially vulnerable borrowers, such
as students, lower- and middle-income families, minorities, and
older Americans.

The massive amount of credit card debt that exists in this coun-
try is not shared equally. Moderate- and lower-income families are
more likely to carry a balance from month-to-month and have a
much higher proportion of credit card debt relative to their income.
The 50 million households that carry credit card debt have an aver-
age balance of $17,000.

It is the working families with credit card balances who are
starting to show signs of economic distress, and they are just the
households who end up coping with balances that shoot up over-
night, interest rates and minimum payments that double, and
large penalty fees. H.R. 5244 would curb many of these abusive
practices. It would stop unjustifiable interest rate increases on ex-
isting balances for consumers who are meeting their obligations
with their credit card company, because of a supposed problem
with another creditor or a drop in their credit score.

It would end bait-and-switch contract clauses where issuers give
themselves the right to raise fees or interest rates at anytime for
any reason. It would prevent issuers from playing costly games
with consumer payments by requiring them to apply payments to
both high and low interest rate balances, not just the lower rate
debt. It would stop billing methods like double cycle billing, that
r%guire consumers to pay interest on debts they have already paid
off.

It also takes several steps to stop the assessment of late fees
when payments are truly on time. What this bill does not do is as
significant as what it does do. It doesn’t cap interest rates and it
gives issuers several ways to price for risk and protect themselves
in the case of higher risk customers. They can set the initial rate
based on risk for cardholders.

If a cardholder becomes riskier after they get the card, and it in-
volves a problem not with the credit card itself, they can raise rates
on future purchases. If it does involve problems with the card, they
can raise rates on future and past purchases.

If issuers become concerned about the increasing risk of a card-
holder, they can also deal with the problem the old-fashioned way;
they can freeze the credit line or lower the credit line. This protects
them better than anything from additional risk, and they can also
do a better job of developing a workout with cardholders who get
into trouble—a payment plan that will work for the cardholder and
still protect the financial risk of the credit card company.

In conclusion, let me say that we have heard from issuers here
today and at your last hearing that their “risk-based pricing,” as



67

they call it, has lowered rates for consumers and that this proposal
would not allow them to offer the kind of risk-based pricing that
they have offered in the past. Let me say that two Federal studies
have examined the question of risk-based pricing and have not
been able to confirm the issuers’ contention that what they have
been doing since the early to mid-1990’s has led to substantially
lower interest rates for consumers.

So, we would very much like to talk about why this proposal ac-
tually will allow them to price for risk and also protect credit card-
holders as well.

Thank you.

[The prepared statement of Mr. Plunkett can be found on page
223 of the appendix.]

Chairwoman MALONEY. Thank you very much.

Ms. Sherry?

STATEMENT OF LINDA SHERRY, DIRECTOR, NATIONAL
PRIORITIES, CONSUMER ACTION

Ms. SHERRY. Chairwoman Maloney, thank you.

Members of the subcommittee, my name is Linda Sherry and I
work for Consumer Action, a national nonprofit organization that
each year surveys credit card rates, terms, and fees to track indus-
try developments and assist consumers in comparing cards.

The cardholder bill of rights takes aim at many of the unfriendly,
even abusive practices. Americans are falling deeper into debt at
a particularly troubling time in the economy when consumer use
of revolving credit, mostly credit card debt, is growing at rates not
seen since 2001. This means credit cardholders are sitting ducks
for the retroactive repricing strategies of card issuers, who increase
APRs using flimsy excuses like the market conditions loophole al-
ready used to hike rates at two top issuers.

The Maloney bill would limit some of the most unfair and decep-
tive tactics, including universal default, anytime any reason rate
changes, and retroactive interest rates for credit-based repricing.
The industry continues to abruptly and unexpectedly change the
terms of existing cardholder agreements. It won’t clean up its act
without legislation and UDAP regulation.

It is time for you to enact strong laws to make the credit card
industry drop its bait-and-switch business model. Don’t sit by as
the industry lures people in at unsustainably low interest rates
just to jack up rates a couple of months later, all the while expos-
ing cardholders to even more punishing rates if, God forbid, they
pay one day late.

We believe the issuers when they say revolving credit is a risky
business. It is risky for cardholders as well as for card issuers, yet
that business remains immensely profitable. The risk should be to
the banks, not to the individuals who attempt to follow rules writ-
ten in disappearing ink. Anytime, any reason, repricing needs to
go. Consumers are taking on more debt, which makes them more
vulnerable to repricing tricks.

Change of terms disclosures are just blank checks to hike rates.
These disclaimers are so broad they seem comic, but this is not a
laughing matter when you consider the damage these policies
wreak on struggling families. Universal default or risk-based pric-
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ing, based on how customers perform with other financial institu-
tions may be going, but large conglomerate financial institutions
assess customer risk across all of their products, a practice that
could be called in-house, universal default. A consumer with a
checking account, mortgage, and credit card from the same institu-
tion is placed in an especially precarious position.

If she bounces a check or pays her mortgage late on other in-
house accounts, she could get hit with an interest rate hike on her
credit card. In-house, universal default is a clear downside to the
often-touted convenience of having all your financial services at one
institution. We continually hear three dubious messages from the
industry and its hired consultants. These theories have been coun-
tered by respected academics whose research has been entered in
to the record at previous subcommittee hearings.

Message one: Risk-based pricing benefits credit-worthy con-
sumers through lower prices. Please consider this: One-size-fits-all
default rates are opportunistic pricing, which bears no relation to
cardholder risk. The application of predatory risk-based rates of 30
percent and higher to existing balances can drive cardholders into
default and bankruptcy and drive up costs for all cardholders.

Message two: Regulation and legislation would limit access to
credit cards for low-income households. Please consider this: Low-
income consumers need and use cards to pay off balances over
time, which generates reliable interest income and makes them de-
sirable customers. Anti-predatory lending regulation at the State
level has not decimated the market for affordable loan products.

Message three: Risk-based pricing deters irresponsible credit use,
the moral hazard argument. Please consider this: Hiking rates
based on a drop in a credit score, a late payment or an unrelated
account or general economic conditions does nothing to deter irre-
sponsible credit use. You can’t game the system if you don’t know
the rules.

Please look beyond these myths and give reckless lending its day
of reckoning. To date in the 110th Congress alone, almost 18,000
individual individuals have visited Consumer Action’s Web site to
write to you for protection from abusive credit card practices. This
is important to the people you represent. Please don’t ignore them
any longer.

I thank you for holding this hearing. This is a non-partisan issue,
despite the way this room looks sometimes.

Please work together to pass the Credit Cardholders’ Bill of
rights today.

[The prepared statement of Ms. Sherry can be found on page 276
of the appendix.]

Chairwoman MALONEY. Thank you. Our last panelist, Mr.
Mierzwinski.

STATEMENT OF EDMUND MIERZWINSKI, CONSUMER PRO-
GRAM DIRECTOR, U.S. PUBLIC INTEREST RESEARCH GROUP

Mr. MIERZWINSKI. Thank you, Madam Chairwoman, and mem-
bers of the subcommittee. I am Ed Mierzwinski with the National
Office of the State Public Interest Research Groups. We take on
powerful interests on behalf of our members.
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It’s a privilege to be before the committee again to talk about
this important issue. The question is, how did we get to where we
are today? Very quickly, I would summarize that we really have
three problems. First, we have the problem of preemption by the
courts, the Congress, and then the OCC, asserting broad preemp-
tion first of State rights to protect their citizens against the credit
card industry; second, taking away the rights of State attorneys
general to enforce the laws when credit card companies break the
law.

Second, as you have heard, these contracts that Senator Levin
called incomprehensible all include a clause that says we can
change the rules for any reason at anytime, and including no rea-
son. In addition, to that clause, they all include a clause that essen-
tially prevents consumers from being able to go to court. So attor-
neys general cannot enforce the law, nor can consumers through
the binding mandatory arbitration provision. We are left with the
regulators.

Contrary to the views expressed by some of the regulators, al-
though I want to except the FDIC, which I was pleased to see sup-
ported your legislation, or at least many parts of it, it is not the
view of this consumer advocate that the OCC enforces the laws.
The OCC is primarily a cheerleader for banks. The more banks
that become national banks, the bigger the budget of the OCC
under the way the OCC is funded through bank contributions, not
the regular appropriations process. That cheerleader role conflicts
with the supervisory role, and may be one of the reasons no big
bank has been publicly punished for breaking a credit card rule
since Providian in the year 2000.

And that is just the way it is. The regulators don’t enforce the
law. The banks do what they want to do. Consumers are left in the
situation that we’re in today. But if we don’t have the regulators
helping us, we have to rely on the Congress.

Oh, and by the way, in terms of regulators, we also have the Fed.
I would agree with Senator Levin, who said the Fed’s deliberations
are endless. And maybe they’ll finish this rule by the end of the
year, but then will it be enforced? I don’t know. It is better to have
a law than to wait for the regulators.

And so your bill, as my colleagues, Mr. Plunkett and Ms. Sherry,
have articulated, does many important things to enforce the law
and improve the situation.

First, it says no retroactive application of universal default. We
prefer no universal default at all. But the worst part of it is apply-
ing it to the old balances. So that is a very strong provision.

The other provisions of your bill. We strongly support the pay-
ment allocation provision, and we believe that is a reasonable pro-
vision that will be fairer to consumers who don’t understand that
if they make a $1,000 payment, it will only applied to their lowest
balance.

And the other provisions in your bill are also very important. As
Mr. Plunkett pointed out, and as I concur in my written testimony,
your bill doesn’t go as far as we would like. We would like to put
usury ceilings back in place. We would like to impose limits on the
fees that banks can charge.
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I believe that it is an unfair and deceptive practice of banking
lobbyists to assert that your bill imposes price controls or is a form
of price-fixing, because you do not do either of these things. Your
bill is a moderate approach that does not impose price controls in
any way. So for that reason, we would support it.

The provision that I would like to talk about now is—we talked
a little bit about earlier that the banking industry makes the most
money on credit cards. That’s a fact. It’s a fact documented by the
Federal Reserve Board. It is something that everybody agrees on.
Every year, the Federal Reserve Board puts out a report that says
credit cards are the most profitable form of banking.

There are three ways the credit card industry makes money. The
first one is they’re imposing greater fees on their existing good cus-
tomers, which is the subject of your bill. Second, they try to recruit
new customers from existing cardholders of other banks. But that’s
expensive; it costs a lot of money to kill the trees that they kill to
send out the 5.7 billion solicitations each year.

The third thing they do is, they try to recruit new customers.
And there are really two major populations. But there is a third
one, the subprime customers, who have previously defaulted on
cards. They offer them very expensive, unfair cards.

And the two kinds of customers they’re going after are either im-
migrant populations who never had cards or students who never
had cards.

And in response to Mr. Cleaver’s comments earlier, I would point
out that PIRG is running a 40-campus campaign to educate college
students about credit card debt; we’re handing out at our own cred-
it card tables FEESA—it sounds like VISA but it’s not VISA—
FEESA. We're handing out our own credit card literature and we’re
handing out free lollipops that say, “Don’t be a sucker.”

We also recently issued a report, “The Campus Credit Card
Trap,” which found that most students—

Chairwoman MALONEY. The gentleman has to wrap up, even
though these are important points.

Mr. MIERZWINSKI. Right. It found that most students support
strong reforms for the credit card marketing on campus, and we
would like to work with the committee on improving the bill by
adding some provisions on campus credit card marketing and mar-
keting to youth.

We appreciate your time.

[The prepared statement of Mr. Mierzwinski can be found on
page 186 of the appendix.]

Chairwoman MALONEY. Thank you very much.

I first of all would like to thank all of the panelists for all of their
hard work and for participating in what has been a very delibera-
tive process, and for participating in the credit cardholders’ bill of
rights, and also our best set of practices and values that we came
forward with.

At the last hearing we heard from the Bank of America, Capital
One, and Chase. And after the testimony today from the other
issuers, we will have heard from the six largest credit card issuers
in our country.
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I would like to note that some of the practices that are contained
in my bill are practices that some of you have voluntarily aban-
doned, and I truly applaud you for these efforts.

A number of these practices I would consider some of the best
practices in the credit card industry. In my legislation, I seek to
adopt a number of them uniformly, so that all consumers have the
protections that they provide.

I would like to ask the issuers a question that was raised by Mr.
Plunkett in his testimony, and Ms. Sherry in hers. And that is,
could you identify which of the practices in my legislation you
would consider to be the most difficult to live by, and in doing so,
can you explain why it presents a difficulty?

I refer to their testimony on risk-based pricing. And given the
studies by the GAO and the Federal Reserve—and I'd like unani-
mous consent to place these studies in the record—and hearing no
objection, they will go in the record—but these studies were not
able to confirm that risk-based pricing has led to lower interest
rates, which of course we would all like and support for consumers.

In fact, it has been shown that the main reason in these two re-
ports that rates dropped at the beginning of this decade, was be-
cause of a lower Federal funds rate. And what evidence can you
provide that risk-based pricing, as you define it, has led to lower
interest rates for some or all cardholders? Because that has been
mentioned in previous testimony.

I will ask all of you to respond, if you would like to, and I will
begin with Mr. Carey.

Mr. CAREY. Congresswoman, you had a number of questions
there, and I'm wondering whether you could break them down for
me? I apologize.

Chairwoman MALONEY. Basically, the main question is risk-
based pricing, and some issuers have testified that they believe
that risk-based pricing lowers interest rates. There have been two
reports—and this was referenced in the testimony of Mr. Plunkett
and Ms. Sherry—specifically from the GAO and the Fed, that have
said that it does not lower interest rates. And in fact, in those re-
ports said that the lower Federal funds rate was the reason that
interest rates were lowered.

So my basic question is, can you provide any facts or figures or
statistics or analysis that shows that risk-based pricing as you de-
fine it has led to lower interest rates for some or all of your card-
holders?

Mr. CAREY. I most certainly can. It was in my testimony, but if
you go back to a model where we were a number of years ago, ev-
erybody was at a much, much higher rate. We had very low late
fees, we had very low over-the-limit fees. And everybody had a $35
or $50 annual fee.

What has happened over time is that banks have been able to—
in a very, very competitive business—better calibrate the risk and
do risk-based pricing when they acquire an account, and offer very,
very competitive rates upfront. And they are able to do that be-
cause they know that in Citi’s example, if the customer’s credit risk
profile changes and the customer defaults on their agreement with
us, we have the ability to re-examine the customer’s risk profile
and re-price it accordingly, thus, shifting the cost of the credit risk
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to those that are the most credit-risky, and leaving those that are
not at this very competitive rate.

If you look at our portfolio over a number of years, what you
would see is the actual—the pricing for credit cards, for example,
this year over last year, is either at the same rate or lower than
it was the previous year. That was about 90 percent of the port-
folio, and only about 10 percent of the portfolio was actually higher.

So that’s the data that I would refer to. I also think the Congres-
sional Research Service, which is cited in my testimony, actually
supports the notion about risk-based pricing.

Chairwoman MALONEY. My time is almost up. Later, I would like
the consumer groups to respond, but right now, I want to recognize
my colleague’s time.

Is there any other issue you would like to respond to?

Mr. MINETTI. If T can add one thing to it, which is that I think
the overall interest rate has remained the same. But one fact that
the study doesn’t mention is that credit cards have become much
more available to a segment of the population that they were not
previously available to. So I think if you look at the same cus-
tomers that the credit card companies had 10 years ago, for those
customers, the rates have come down. For new customers, some of
whom are subprime, the rates are higher. The blended rate is the
same, but not when you break it down into two constituents.

Chairwoman MALONEY. Okay. My time has expired. The Chair
recognizes Congressman Castle.

Mr. CASTLE. Thank you, Congresswoman Maloney. Let me start
with this. Let me ask Mr. Plunkett and Ms. Sherry and Mr.
Mierzwinski, have you personally read Regulation Z in its draft
form that the Federal Reserve has issued? You are nodding your
heads “yes.” You are sure?

[Chorus of ayes]

Mr. CASTLE. Because I want to ask questions about it if you
have. You all have? Do you have any objection to what is included
in Regulation Z? And one of you testified—I think it was Mr.
Mierzwinski—you’d prefer to this a law. I understand that. But do
you have any concerns in Regulation Z, either in terms of omission
or in terms of something included with respect to addressing many
of the issues that have been raised at these hearings today?

I'm asking any of you.

Ms. SHERRY. I'll take the question, initially. I would say that
they have done a very good job with outlining some new and im-
proved disclosures. Disclosures, of, really are not going to protect
people. Legislation protects people—substantive regulation.

They have also, I think, left out some key things in their attempt
to tell consumers about fees, etc. They have in the fee-inclusive
APR idea they have, they have actually left out penalty rates, pen-
alty fees. Excuse me. Like late fees and over-limit fees. And I think
these are a major cost, as, Mr. Carey even alluded to, of carrying
credit today. So that’s one thing.

I also am very glad that they are looking into unfair and decep-
tive practices act type rules under the Federal Trade Commission
authority, because that is one thing that was missing from the Reg-
ulation Z to begin with.

Mr. CASTLE. Okay. Any comments from either of the other two?
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Mr. PLUNKETT. Congressman, here are three examples to but-
tress Ms. Sherry’s point that disclosure, while helpful, will not
solve some of the underlying problems in the marketplace. We have
heard criticisms today about the payment allocation methods that
issuers use, the use of retroactive interest rates on existing bal-
ances, and of universal default. Two of those three practices are
used by virtually every issuer that I am aware of, so shopping
around the marketplace isn’t going to help you there.

On universal default, that is what we often call a back-end proc-
ess; that is, you get your card, you get your standard interest rate
or your teaser rate, and you only deal with it after the fact. There
is really no evidence that consumers now in the marketplace shop
based on back-end practices by credit card companies. So, shopping
doesn’t help you much there, either. That is why you need sub-
stantive regulation on these three concerns.

Mr. MIERZWINSKI. I would briefly, Mr. Castle, say that along
with other consumer groups including the National Consumer Law
Center, our group submitted over 90 pages of comments to the Fed.
I think I have a footnote linking to them. And one of the things
that is missing again is we believe the Fed has existing authority
to do some of the things that are in Chairwoman Maloney’s bill,
such as fixing the due date problem and the postmark problem.
They simply don’t do it; that’s why we need—

Mr. CASTLE. Well, they could do it.

Mr. MIERZWINSKI. They could do it.

Mr. CASTLE. We don’t know what they could do in final form.

Mr. MIERZWINSKI. They could do it, but—

Mr. CASTLE. They have not done it.

Mr. MIERZWINSKI. Because they don’t do these things, and that
is why we’re pushing the legislation.

Mr. CASTLE. Okay.

Let me turn to those representing the issuers here. I noted this
before of the other large issuers. Many of your practices have
changed, so that you’re doing a number of the things that have
been asked for by the rest of the panel with respect to eliminating
universal default and a few other areas, the anytime pricing, or
whatever. Aren’t we as consumers and as a country best served by
having those practices either in a Regulation Z or in legislation so
that everybody would be in the same circumstance? Or do you feel
it should be a market decision and it should not be regulated or
legislated against?

Mr. CAREY. Congressman—no, that’s all right, that’s fine.

Mr. CASTLE. I gave you the volunteers.

Mr. CAREY. I gave the example of what Citi had done.

Mr. CASTLE. Right.

Mr. CAREY. That we thought these were significant improve-
ments and we thought transformed the business. You actually
heard from two other companies today about their best practices.
And frankly, a lot of their best practices I am not aware of, because
I can’t take the time to go through very, very complicated disclo-
sures that don’t make a lot of sense and don’t help the average con-
sumer.

What the changes in Regulation Z are going to do is actually be
able to outline those differences, so that American Express can
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compete against Citi, and Discover can compete against Citi for
what are the best practices. I saw no lift, no change, in the great
things we did for consumers.

It is because consumers couldn’t see it, and that is why I am sup-
portive of a much more market-based approach where consumers
have the power to make decisions and they can vote with their feet
and go to the issuer that has those best practices.

So I would look to that first, but I do believe there are certain
practices that are so outrageous, so unfair that they should be
stopped. And I believe the Fed already currently has that author-
ity, either under UDAP or under Reg Z.

Mr. CASTLE. I yield back.

Chairwoman MALONEY. Thank you. The Chair recognizes Chair-
woman Waters.

Ms. WATERS. Thank you very much, Madam Chairwoman.

Let me start with Mr. Carey, I don’t know whether or not you
have said this already, but do you support Ms. Maloney’s bill?

Mr. CAREY. Congresswoman, I think the work that Congress-
woman Maloney and her staff and the other people who have
worked on it have done is a terrific first step. I actually do, how-
ever, support credit card reform through the tools that the Federal
Reserve has presented with the amendments to Regulation Z as
well as their work in UDAP. I do support the direction in which
she is going.

Ms. WATERS. Which of the points in the credit cardholders’ bill
of rights do you disagree with? Do you have it before you? The nine
points of the bill?

Mr. CAREY. I don’t have that document before me. I am reason-
ably familiar with it.

Ms. WATERS. Arbitrary interest rate increase?

Mr. CAREY. Again, I think that is something that needs to be
looked at through a rulemaking process because of the con-
sequences that may occur. But I do believe that is something that
ought to be looked at, and there out to be robust debate around
that, and I think the regulatory process that the Fed is working on
will do that.

Ms. WATERS. The second point is that credit cardholders who pay
on time should not be penalized. Do you think that is a good idea?

Mr. CAREY. I am not aware of any issuer who penalizes a cus-
tomer, who—so I support that.

Ms. WATERS. There has been a lot of discussion about due-date
gimmicks.

Mr. CAREY. Well, again, I think from the reputable issuers, you
wouldn’t get a disagreement.

Ms. WATERS. Do you think that the disclosure that is done and
that is discussed so much today is enough to protect consumers,
and that there is no need for the Congress to produce legislation
on all these issues?

Mr. CAREY. I believe that, again, the Federal Reserve has the
power to first look at all of those issues that people and consumers
are concerned about, and to come up with a solution that makes
the most sense for consumers and for consumer lending.

Ms. WATERS. They have been looking all of these practices. Do
you think they have done a good job?



75

Mr. CAREY. Their first work hasn’t been done and theyre actu-
ally in sort of a middle phase; they are, as they announced today
they are—

Ms. WATERS. Well, I'm talking about historically. As I under-
stand it, they see your products before they hit the market, and
they have an opportunity to discuss them, to talk with you about
them, and to do disclosure. Do you think that they could perhaps
engage you a little bit more, and discuss why perhaps some of
these practices would be harmful to the consumer?

Mr. CAREY. I am absolutely convinced, certainly through the at-
tention of this committee, that, in fact, will occur.

Ms. WATERS. Mr. Sharnak?

Mr. SHARNAK. Yes.

Ms. WATERS. Which of these points of Ms. Maloney’s bill do you
disagree with?

Mr. SHARNAK. As I said in my testimony, we support the goals
of the legislation. We don’t do universal default. We don’t raise peo-
ple’s rates for any other reason than if they violate their terms and
conditions on that specific account.

We don’t change due dates. We don’t penalize people who pay on
time. We don’t engage in a lot of those practices, so I'm not going
to try to defend them.

Now as I did say, there are a couple of provisions in Ms.
Maloney’s bill that we think need to be amended. There needs to
be a distinction between what we’ll call on-account and off-account
behavior, because it is very different.

I do think that payment allocation, as I said in my testimony, as
written, will make credit less available to certain groups, low-rate
interest to certain people. So those are the two provisions, and the
one specifically on on-account, off-account, the 45-day notice for on-
account behavior where it has been disclosed upfront in the appli-
cation process in the terms and conditions, we don’t think that that
should go forward.

Ms. WATERS. Do I have any more time, Ms. Maloney? I don’t
want to take more than my time.

Chairwoman MALONEY. Your time is expiring, Chairwoman Wa-
ters.

Ms. WATERS. Thank you.

Chairwoman MALONEY. But I do want to say that there is a dis-
tinction in the bill on on-account and off-account behavior. And I
just want to just point that out.

Ms. WATERS. Does the Chair have the liberty to explain that? Be-
cause evidently, there is a difference of opinion here.

Chairwoman MALONEY. Well, in the bill on on-account behavior,
you cannot retroactively put interest rates on the actions there. On
off-account behavior, you can notify and go forward with it. But
there is a distinction in the bill.

The Chair recognizes Ms. Biggert.

Mrs. BIGGERT. Thank you, Madam Chairwoman.

For the issuers, given your broader knowledge of the industry as
a whole, can you tell me what the consumers this morning told us
about in their experiences? Is this typical of the industry as a
whole? Mr. Minetti?
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Mr. MINETTI. I think it is unfortunate that it happened to those
consumers. At Discover, that is fairly atypical. I don’t mean to
imply that we are perfect, but we do the best we can for our cus-
tomers. And as I mentioned before, we get over 30 million calls a
year, and we actually have very, very few complaints.

Mrs. BIGGERT. Okay.

Mr. Sharnak?

Mr. SHARNAK. Those individuals, those behaviors they described
that caused their rates to go up wouldn’t happen at American Ex-

press.
Mrs. BIGGERT. Okay.
Mr. Carey?

Mr. CAREY. Congresswoman, exactly the same—those practices
are not practices that we engage in at all.

Mrs. BIGGERT. Okay.

Then back to Mr. Minetti. You know, we’ve heard some talk
about what happened to Discover in the UK.

Mr. MINETTI. Yes.

Mrs. BIGGERT. And that some of the changes that might be com-
ing in this bill would cause a problem here in the United States?

Mr. MINETTI. Well, what happened in the UK is that the regu-
lators limited the amount of fees that could be assessed on ac-
counts, among other things, and what it created was an environ-
ment where the profitability of those businesses no longer met the
hurdles that we’re required to have. And as a result, we have
pulled out of the UK; we no longer do business in the UK.

Mrs. BIGGERT. Yes.

Mr. MINETTI. You know, there are some provisions that could
have unforeseen impacts, and I think we need to look at them long
and hard before we go forward with them.

Mrs. BIGGERT. Okay. Thank you.

Then, Mr. Carey, has Citi taken any steps to help people avoid
fees for late payments, or going over their credit limit?

Mr. CAREY. Generally, I mean as this is a business practice for
us, and we have heard a lot about this, but it is becoming increas-
ingly expensive to acquire customers, particularly good customers,
who pay their pay their bills on time, and use the product wisely,
all of those things. It is very, very expensive to bring customers on
because of the intensive competition that’s in this industry.

When a customer has trouble, we want our customers to engage
with us. And if they feel that they have been treated unfairly be-
cause the check came late, or they were traveling away, or there
was some explanation to explain why their payment was late or
why their card would have gone over the limit, we want to engage
with them.

Now some customers because of—and again, we only reprice
when a customer defaults on the agreement between Citi and the
customer, and then at that point in time we look at the customer’s
overall credit risk profile, and depending upon that, we may change
the pricing to accompany or tied to risk.

What we don’t want to do is, we don’t want to tip that customer
to the point of default. There is no interest in us being able to do
that. In most cases when they incur a fee or they are default re-
priced, customers do exactly what you would want them to do.
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They pay off their balances faster, they start paying on time, they
incent the customer to do the thing you would hope that they
would do.

But there is a small set of customers—and I will grant you
that—that because of the repricing or because of the change, we
might have—don’t know—contributed to that. But, again, it is not
in our best interests, and we don’t get it right all the time; we have
45 million customers, and from time to time, I hate to say it, but
we don’t get it right.

But our goal is not to cause that. There is no incentive for me
to force a customer to default and not pay on the loan. And so we
do engage with our customers, and we have a number of temporary
and work-out programs, depending on where the customer is and
the problems that they are facing.

Mrs. BIGGERT. Would you say that when a customer tries to call
you, there was some talk this morning that it was very difficult to
reach a real person. Have credit card companies had to put more
people on the job to answer their phones?

Mr. CAREY. Well, again, I think there is a little bit of a mis-
understanding of it. We rate our customer service—we take our
customer service very seriously—again, we believe it is a competi-
tive differentiator—so we have analytics, which I'm sure my com-
petitors do as well, called “average speed of answer,” and we try
to drive a performance based on that.

And so when a customer calls—the first thing virtually every
issuer does is, you get a recording. Because most customers who
are calling just want to know what their balance is. They key in
their account number, they find out their balance, they don’t talk
to a representative. They like that.

But there are other pieces of the phone tree, where if they push
“4.” they would get a representative, or if they push “0,” they would
get a representative.

Then there is a hold time. The hold time for us and the goal for
us is certainly under 60 seconds. We try and do that the way we
manage the business, because we know if it’s any longer than that,
then customers are dissatisfied.

Again, we want to compete on performance and value and this
is how we do it, and I'm convinced that my competitors next to me
have the same thing.

Chairwoman MALONEY. Thank you. The gentlelady’s time has ex-
pired. The Chair recognizes Congressman Cleaver.

Mr. CLEAVER. Thank you, Madam Chairwoman.

I think I'm probably the last questioner, so I'll try to be brief, if
you will respond by being brief in your responses. I raised the ques-
tion earlier when some of you were here about the late payments.
It is my view that the late payments hurt the credit cardholder,
but they do not hurt the credit card company. It seems to me that
the credit card companies have become addicted to the late fees
that are paid, and that it is actually a part of the revenue stream
that supports the credit card company.
hMr. Carey, am I correct or incorrect? Help the world understand
this.

Mr. CAREY. There is certainly revenue that comes from the fees,
but again the goal here is to drive customers not to be late. We ac-
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tually give customers the tools to be able not to be late, by having
alerts that can go to their e-mail or on their cell phone to tell them
when their statement is, how many days before. We give the cus-
tomer complete control to avoid any type of fee at any time.

Mr. CLEAVER. I want to get Ms. Sherry’s or Mr. Plunkett’s re-
sponse to that. Just to follow up, though, Mr. Carey, are you saying
that the revenue from the late fees does not exceed the cost of
sending out a notice or whatever you do for a late payment?

Mr. CAREY. I don’t know about the cost, but what I can say is
that when investors who are in the securitization market look at
credit quality, one of the things they look at is whether the account
is delinquent or not. And that affects the pricing of how we’re able
to place those loans. So being late is, first, a terrific indicator of in-
creased credit risk, and it’s a terrific indicator for investors who
look at the quality of the loan portfolio and say, “What percentage
of those customers are delinquent?”

So it is important. You know, we don’t run our business that way
about the cost of individual—what we want, again, is we want cus-
tomers not to pay late fees; what we want them to do is pay on
time, and we give them the tools to do that.

Mr. CLEAVER. Mr. Plunkett?

Mr. PLUNKETT. Yes. I do think for some issuers that penalty fees
have been driven by the need for greater income, rather than by
the need to deter bad behavior on the part of borrowers. The GAO
reported in 2006 that the size of these fees, over-the-limit fees and
late fees in particular, had grown in the last 10 years far faster
than the rate of inflation. And you are facing a $35 to $40 late fee
now if you are late by a single day, with some issuers. But that
is another issue.

There doesn’t seem to be differentiation by some issuers as to
whether the consumer is late one time by an hour or a day, or late
repeatedly. They still get hit with the same one-size-fits-all fee. So
I think there is some evidence that for some issuers, the goal has
been to drive up revenue, not to deter bad behavior.

Ms. SHERRY. And I think the point needs to be made here, Mr.
Cleaver, is that you know being one day late, that is a quite a bit
different than a true default, which probably investors would be
concerned about of a 30-to-60-day late that is reported on the credit
report. Otherwise, they would have no way of knowing about a one-
day late that results in a $40 fee.

Mr. CLEAVER. Let me go back. I am having some difficulty. One
of you represents my credit card company. I only have one credit
card. I'm having difficulty with the fact that a company as success-
ful as those represented at the table are not aware of whether or
not the fees they receive exceed the cost of the administration of
late payments. I mean those companies, your companies, are some
of the top companies on the planet. And I can’t believe that a dumb
Methodist preacher would come up with this issue, and the credit
card companies had never even thought about it.

Chairwoman MALONEY. The gentleman’s time has expired, but I
invite the issuers to respond to his important question.

Mr. SHARNAK. As I said in my testimony, we give consumers at
least 72 hours before we apply a late fee; that is at least 3 days.
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We have many products that don’t have late fees. We offer choices
to our consumers.

So we have a clear card from American Express that has no fees
whatsoever, no late fees, no over-limit fees, no bounced check fees.
So we do give consumers choice. And as was said earlier, they do
have the ability to get alerts from us when their bill is about to
go delinquent, so we give consumers many different choices and op-
tions, including a card that wouldn’t have late fees.

Chairwoman MALONEY. Okay. Thank you very much. The Chair
recognizes Ranking Member Bachus.

Mr. BAcHUS. I thank the chairwoman. The first thing I would
say is to the three issuers, you agreed to come here. You volun-
teered to testify. I mean we just didn’t arbitrarily say to Citi,
American Express, and Discover, “You will be here.” We asked ev-
erybody if they would testify. And there may have been others too,
but the three of you said that you would come.

That to me indicates something good, indicates you were willing
to come here, you were willing to sit down, and you were willing
to say, “These are our practices.”

I don’t know if the consumer groups would agree, but to me
that’s at least anecdotal evidence that you probably do a very good
job, or at least a better job than some of your peers.

I appreciate that. You know, maybe no good deed goes
unpunished. And you know, you may be in tomorrow’s newspapers
here answering questions, and people won’t realize that your three
organizations volunteered to come. But I thank you.

Let me just ask this—because I have been in negotiation on
something else entirely out of this committee for the last 20 min-
utes—is there anything you would like to say? I'm just going to
give each one of you 30 or 40 seconds to respond to, you know, any-
thing that has been asked here or anything that has been said. You
don’t have to take that opportunity, but I would just go from left
to right, starting with Mr. Carey. I have enjoyed our visits together
in the office, and you’re certainly knowledgeable. And I know that
you are committed as American Express and Discover. You have
made changes. You know, American Express kind of has a different
model, so you know some of these problems that we talk about
have never been a problem for American Express customers. And
we don’t hear—you know, I don’t recall hearing any complaints
about Discover.

I appreciate the consumer groups for your concern for the Amer-
ican people and for being advocates for them.

Mr. CAREY. I appreciate the opportunity. I feel like I have been
talking a lot already. But I think the one thing that I would say
is that we believe that there’s a terrific opportunity to transform
the way this business is done. And we place a lot of reliance on the
work that the Federal Reserve has done in their careful analysis
in looking at disclosures. We believe that when that work is com-
pleted, for the first time we will see a truly vibrant marketplace
where those institutions, those credit card issuers will be able to
compete on a level playing field, and those that truly have the best
practices will see a competitive advantage against those that will
not.
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And we think that is the best way to drive change in this busi-
ness. Because the marketplace is not transparent, people don’t
have a true ability to understand how their card is different from
that of competitors. We don’t see those changes. You know, as I
was commenting earlier, 'm unaware of my competitors’ best prac-
tices, because I can’t take the time to read through disclosures that
simply don’t work. And what the Fed is trying to do is create some-
thing where literally consumers can line up the disclosures like ce-
real boxes in a grocery store, and compare the products that give
them the most value.

So we look forward to the effort, and we are very much engaged
in it, as you know. Thank you.

Mr. BACHUS. Sure.

Mr. SHARNAK. First, thank you for taking note that American
Express hasn’t been cited by any of these consumers for practices.
We haven’t had to change any of our practices, and we have not
changed one practice, because we do believe our practices are fair.

We do support the goals of the legislation and think they are
noble. And I do want to just throw out that we did win the J.D.
Power award for customer satisfaction.

That last thing I want to say is the reason—

Mr. BacHUS. I think that’s good. I think that speaks well of you.

Mr. SHARNAK. Thank you. The last thing I want to say is that
Mr. Carey was not aware of some of our practices because every
day we do things for our customers, and we don’t brag about it. We
just do it in the normal—

Mr. BAacHUS. Now I don’t think he was talking about you. I never
got that idea.

Mr. SHARNAK. Well, I think he was talking about transparency.
So we do lots of things for consumers that we don’t go around brag-
ging about. We give them extra time to pay their bills, and we do
lots of things. And we just think it’s the right thing to do, and we
go about it every day.

Chairwoman MALONEY. Thank you.

Mr. MINETTI. I want to thank you for giving me the opportunity
to speak to the subcommittee. We agree with most of the provisions
in the bill. As a matter of fact, our practices already reflect many
of those provisions. There are some that we are in the process of
changing, for instance, giving customers the opportunity to opt out
or being over limit, I think, is a great practice, and we will imple-
ment that.

And there are some that we believe might have unforeseen or un-
intended consequences, or might be unnecessary. But I think I
agree with what my competitors have said. The most important
thing for us is to do what’s best for the customer. We are in busi-
ness for the customers, and we want to have them for a long time,
so we certainly wouldn’t do anything to harm them.

Mr. BAcHUS. Thank you.

Mr. Plunkett, you don’t have to say anything if you don’t want
to.

[Laughter]

Chairwoman MALONEY. All right, enough grumbling over there.
Thank you, Mr. Bachus.
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Mr. PLUNKETT. Let me say this. I believe Mr. Carey when he
says that there has been no intent to cause default among credit
cardholders. And I am talking about the whole industry here; I am
not talking about just one issuer. But the truth is, the last 10 years
have been like the Wild West in the credit card industry. Under-
writing standards were lowered. Loans were made that shouldn’t
have been made. Interest rates, whether teaser interest rates or
balance transfer interest rates were offered, and when they reset
at a much higher level, just like mortgage loans, the consumers in
some cases couldn’t afford them. These were unsustainable loans,
and defaults occurred.

And then, as we heard from Professor Ausubel at the last hear-
ing, the issuers have an interest at that point in trying to get as
much money from cardholders in trouble as they can, as quickly as
they can. He called it a “pooling” problem, which further desta-
bilizes the finances of some cardholders and puts them in a bad sit-
uation. So that is where we are now, with delinquencies rising and
charge-offs, or the amount of money written off by the credit card
companies rising, and a number of people in shaky financial condi-
tion.

Thank you.

Mr. BAcHUS. Thank you.

Ms. SHERRY. Thank you, Mr. Bachus.

I would like to make a couple of points actually. One is the thing
about credit card rates going down. Well, Consumer Action surveys
we have done since the mid-1980’s don’t really show any major low-
ering of credit card rates for consumers except when the underlying
indexes are going down, as the point Mrs. Maloney made. So the
variable rate cards do go down when the indexes like the prime go
down, but otherwise, we have seen absolutely no kind of direct cau-
sality to that over the years as we have done our surveys.

And the other thing is, again Mrs. Maloney mentioned that some
of the top issuers are stopping unilateral change of terms and the
rest of it. Well, just last Friday, I went onto the Web sites of all
five issuers, and I found language about change of terms for any
reason on all cards offered by those five issuers. But the thing I
want to point out is that even Citi, which does have its very laud-
able practice of letting people go 2 years or more without any
change of terms, then does actually apply a standard of anytime,
any reason type of change of terms at that point.

So we are seeing this still.

Mr. MIERZWINSKI. Mr. Bachus, I appreciate the question. And I
would simply say, as I said in my testimony, that any marketplace
needs rules to be an effective marketplace. To use Mr. Carey’s ex-
ample—

Mr. BAcHUS. In fact, I think the free market system depends on
structure, rules.

Mr. MIERZWINSKI. Right.

Mr. BAcHUS. And—

Mr. MIERZWINSKI. And that’s really the summary of what I was
just going to say. To use Mr. Carey’s comment about the cereal
that you choose from, well that’s okay, but there’s an FDA guaran-
teeing that the cereal is of a high enough quality. And to use Mr.
Plunkett’s analogy of the Wild West, which I absolutely agree with,
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we need a sheriff in this marketplace, and the credit cardholders’
bill of rights should be the sheriff setting minimal standards, and
then the best practices should go above the minimal standards.

Mr. BAcHUS. Thank you.

Chairwoman MALONEY. Thank you very much for your questions
and for being here with us, and I thank all of the panelists, all of
whom voluntarily came, and all of whom participated in numerous
deliberative meetings prior to this hearing.

I would like to go back to the question of my colleague, Congress-
woman Biggert, and ask you, Mr. Minetti, you discussed how fees
were limited in the UK, which required you to pull out of that mar-
ket. Can you point out any part of my bill or the bill that we’re
considering that puts a cap on a fee amount or a price cap or does
actually anything else that was done in the UK? I, for one, respect
the free-market system, but I also believe very strongly in notice
and choice, and purposely did not include any fee caps or price lim-
its as many bills before this Congress do, but relied heavily on giv-
ing adequate notice to consumers when there was a fee increase,
and letting them pay off their existing balance at the agreed-upon
contract, allowing them if they so chose to go to a higher fee. But
our bill does not have any fee limits or price controls, as did the
UK. Can you clarify that? Did you see any price controls in this
bill? They are not in the bill, so I just wanted you to clarify the
question for Mrs. Biggert.

Mr. MINETTI. Chairwoman Maloney, I think you have been very
thoughtful in your bill, and your bill does not contain any price re-
strictions or any price limits. I was answering the specific question
about the UK and what happened in the UK.

Chairwoman MALONEY. Yes.

Mr. MINETTI. In that case, there were price restrictions that were
enforced, and we had to pull out of the market, because it wasn’t
profitable for us. I am sure that our pulling out of the market was
not good for the consumers in the UK.

Chairwoman MALONEY. Okay. I just wanted to say that those
who are opposed to my bill continually put out memos and state-
ments that I have price controls in it. And I purposely do not have
any price controls or fee limits. Industry is free to make their busi-
ness model, make their decisions, but whatever your decision is, I
think it’s only fair that consumers be told what this decision is, and
allow them to make their decision if the terms of the contract
change.

I would like to ask, going back to the some of the testimony from
Mr. Sharnak, what evidence can you offer that requiring consumers
to pay off lower interest rate debt before higher interest rate debt,
a practice that financial educators say is harmful, is financially
beneficial to your cardholders?

I would like to just point out that in my bill or the bill that Con-
gressman Frank and I and many Members, 101 Members of Con-
gress have been working on, requires that all payments be allo-
cated pro-rata when a cardholder has two rates. As you know, in
Senator Levin’s bill and other bills, they require that the lower in-
terest rate debt be paid off first, and some of our consumer panel-
ists have testified today that they feel that is what should be done.
I purposely was very balanced, and said that it should be allocated
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between the two rates. But you testified earlier that you believe
that they have to pay off—your statement that paying off the high-
er rate first lowered rates. Could you please clarify that for us, or
comment further with us?

Mr. SHARNAK. Sure. When consumers take one of our low rates
now, on average, their rate decreases by 2.8 percent on their ac-
count. So, today it is working for the overwhelming majority of the
consumers. The new payment allocation that you’re proposing will
raise the cost of doing this, because we cannot allocate it to the
lowest payments first. All I said is that it will limit our offers to
many, many consumers. We will not be able to make it to as many
consumers as we do today. And so those who are getting the benefit
on average of 2.8 percent, there just won’t be as many offers in the
marketplace.

Chairwoman MALONEY. I would like to—my time is expiring, but
I would like to invite any of the consumer panelists to comment on
this provision, and any additional information you could provide to
the members of the subcommittee?

Mr. PLUNKETT. Well, I would just like to say that I think it is
an important provision. Given the way that this industry works, I
think it is very likely that we are still going to see competition be-
tween the issuers to lure customers, especially very creditworthy
customers, away from each other. And the balance transfer offer is
a key way to do that. I would like to see numbers to show that this
provision would somehow lead to fewer balance transfer offers.

It seems hard to fathom, given that is the business model for the
most significant credit card issuers in this country. And I would
like to remind the subcommittee how damaging this practice can
be if somebody ultimately ends up paying a higher interest rate,
once that balance transfer offer resets, or a higher interest rate be-
cause their new purchases on the new card are at a very high rate.
That can be financially damaging, so I don’t accept Mr. Sharnak’s
notion that, in all cases, this saves customers money. I don’t think
there is evidence to show that.

Chairwoman MALONEY. Thank you. Ms. Sherry, do you—

Ms. SHERRY. Mrs. Maloney, I would just like to add that if, in
fact, I would even accept what Larry Sharnak has said about the
fact that overall this leads to lower rates for consumers. But in ac-
cepting that, I would say that if youre truly offering and giving
your cardholders a benefit, such as a lower rate on balance trans-
fer, why not make that a legitimate rate that they can rely on?
Why use the bait-and-switch tactic of bringing them in at 0 per-
cent, when overall, with payment allocation practices, they actually
are not going to pay 0 percent?

So why not really make it clear from the get-go what they really
are paying? I think many cardholders would be happy to get a
lower interest rate on a balance transfer and give up 0 percent, if
they knew that the payment allocations were not actually causing
them to get deeper and deeper in debt as time went on.

Mr. MIERZWINSKI. I would just add that in addition to the bal-
ance transfer offers that I get from other credit card companies, my
own credit card companies, of course, send me more blank checks
than I think I have from the credit union downstairs in the form
of their convenience checks, and those of course are at the highest
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rate. And they’re trying to encourage me to take on the high-cost
debt at the same time as other companies are trying to lure me.
So I would concur that we think your provision is a very important
change. We don’t see any evidence that it will hurt consumers.

Chairwoman MALONEY. Thank you. My time is up. I recognize
Ranking Member Bachus.

Mr. BacHUs. I yield back my time.

Chairwoman MALONEY. Thank you.

I would like to ask the consumer panel a question that has come
up repeatedly today from many members of the committee, and
some of my colleagues have argued against passing the legislation
because the regulators will be coming up with updated disclosure
under Regulation Z. I would add that we have been waiting for this
update for 4 years. And it has also been pointed out repeatedly
today that the regulators are about to propose regulations using
their unfair and deceptive acts and practices authority, and the
current economic uncertainty that we’re confronting in our country.
Could you please respond to these arguments and provide me what
you believe is the best argument? Do you believe we should wait
for the regulators to act? Or do you think we should move forward?
Could you give me your best judgment, please? I will start with Mr.
Plunkett and go down the line.

Mr. PLUNKETT. I would urge the subcommittee and the full com-
mittee to act as quickly as possible to send guidance to the Federal
regulators as to exactly how they should proceed on these crucial
questions. I think that too much is at stake to wait. Now, if you
did decide to wait, I wouldn’t hold your breath, because your hear-
ing today has enlightened us as to what we might see. It is hard
to predict what the Federal Reserve might write in the way of
rules, but I think you saw today what the situation is with the reg-
ulators. The Fed writes the rules, technically.

But it is a collaborative decision, as the regulators said. And the
Office of the Comptroller of the Currency, which regulates virtually
all of the biggest national credit card issuers, does not want to ad-
dress many of the substantive problems that your legislation ad-
dresses, such as retroactive interest charges, unfair universal de-
fault rate hikes, and payment allocation problems.

So, with a very significant regulator opposed to those approaches,
I think it’s very likely that we’re not going to see strong sub-
stantive regulation from the Federal Reserve.

Ms. SHERRY. Mrs. Maloney, I think it’s a great question. I have
been with Consumer Action for 13 years, and I have to tell you that
for 13 years, ever escalating we have been hearing from consumers,
cardholders, people who have credit cards, that there are abusive
practices out there in the industry. I think you need to act now
quickly, because we can’t just let this go on forever. There are cer-
tain things about the industry that they have gotten very en-
trenched with, certain practices that they’re not going to let go of
easily without Federal legislation.

And as Travis really very well notes, we could wait forever for
some of the regulations to come down.

Mr. MIERZWINSKI. Thank you, Madam Chairwoman. I would con-
cur. The regulators have ignored or encouraged many of these prac-
tices for many years, and again regulation should sit on top of
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strong law. Strong law should form the basis for regulation. We
shouldn’t wait for them. You should act first.

Chairwoman MALONEY. Well, thank you. And I really want to
thank all of the panelists. It has been a long day, and I thank you
for being involved in the development of this legislation and in our
many conferences and meetings, and I congratulate the issuers who
have come forward with best practices and standards that I believe
others should follow.

I would like to note that the hearing record will remain open for
30 days so that members may submit written questions to these
witnesses and place their responses in the record. And I would just
like to conclude by thanking all of you and inviting you as panelists
to submit additions that you think should be part of this legisla-
tion, or if you could inform the committee of what you consider the
most important aspect of the legislation, and what ideas you feel
should be added or deleted in writing, we will certainly consider it.

Again I thank you very much for your commitment and your
time and for being here today. This meeting is adjourned. Thank
you.

[Whereupon, at 3:30 p.m., the hearing was adjourned.]
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Thank you Chairwoman Maloney and Ranking Member Biggert for holding this hearing
today on the issue of credit card practices and in particular, H.R. 5244, the Credit Card
Holders’ Bill of Rights. For many individuals, credit cards offer necessary sources of
liquidity and allow individuals to cstablish good credit by making on timc payments and
not carrying a balance.

Recent trends; however, have shown that consumers rely more heavily on this source of
credit and the average household now carries $8,000 in credit card debt. While balances
have increased, so have the incidence in which those consumers have fallen victims to
deceptive and, in some cases, predatory credit card company practices.

As we have discussed in numerous hearings in the Financial Services Committee this
week, hard-working Americans loosing their homes at a devastating rate. Job cuts,
increased energy and health costs all severely limit their disposable income.

In light of these growing financial burdens, more and more consumers have come to rely
on credit cards to make basic payments such as utility costs. During this fragile time in
our economy, consumers need enhanced disclosure from their credit card companies, not
to fall victim to ill-advised loan agreements and hidden rate hikcs.

The egregious practice of universal default and “any time any reason rate” hikes are
particularly troubling. These practices are not instigated by a consumer’s irresponsibility
in paying their loans; rather they reflect a company’s effort to achieve higher profits as
they provide no corrective course of action after universal default is triggered.

I am please that companies like Citi Cards have ceased these practices and ! am pleased
they are forbidden in H.R. 5244,

Beyond these practices, I have concerns regarding excessive fees and the populations
who are aggressively targeted for credit cards. I am particularly worried about the
number of young adults taking on credit card debt while they are in school and have
limited means to pay their bills. Thc average college student now holds an average of
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$2,169 in credit card debt. Further, 76% of undergraduates have credit cards and 47%
have four or more.

Clearly, we need stronger oversight and regulations of this industry in addition to
enhanced financial literacy programs for consumers. [ thank Chairwoman Maloney for
bringing forth this responsible bill. Ilook forward to hearing testimony in regards to the
bill from our witnesses.
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Thursday, Aprit 17", 2008
Testimony of Steven Autrey

Ladies and Gentlemen of the subcommittee, Ranking member, and Madame chair: Good morning, and
thank you for inviting us to speak before you. Again.

I would like to give you a brief recap of some negative experiences I have had with one particular credit
card issuer. Though Chase, Citibank, and GE Money Bank have engaged in much more egregious and
unethical behavior, 1 would like to make you aware of some actions of Capital One with regards to a Visa
card account.

When a consumer applies for credit with a card issuer, or as we did ~ respond to a “pre-approved” offer,
upon establishment of an account, a bona-fide financial contract exists between the consumer and financial
institution. It is because of consumer protection laws at the federal level, that the rates, rules, and terms of
the contract are spelled-out in advance of the first use of the card. Both the customer and financial
institution trust that the other will live up to the terms of thc agreement.

Unfortunately, an increasing number of credit card issuers are engaging in sub-ethical practices at an
alarming rate. Unilateral, or one-sided changes in the terms of the contract — most always in favor of the
credit card company - are becoming routine practice. These one-sided changes are bad for consumers, bad
for our national retail credit health, and essentially violate the spirit and letter of Title 15 Consumer Credit
Protection Law.

My relationship with Capital One goes back to 2000, when 1 was solicited with an offer for a Visa card
with a “fixed” 9.9% rate card. I applied over the phone, and was approved. The card was used for both
purchases and balance transfers in a positive relationship with Capital One for over seven years until July,
2007. That’s when Capital One advised me in a small, loose, billing insert that my “fixed” rate of 9.9%
was being raised to 15.9% - nearly a 60% increase. No reason or explanation was given. This was a
unilateral change to the terms of the Cardholder Agreement.

Until then, I had been late by one day one time, and months later, my finance charges alone — when added
to billing cycle’s closing balance — pushed the account $13.58 over the limit. I wanted to find out if these
were the reasons why my rate was going up.

In August, of 2007, I wrote a letter to Mr. Richard D. Fairbank, Chairman, President, and CEO of Capital
One, at their McLean, Virginia home office. My written statement will contain a copy of Capital One’s
response which includes the line, “Unfortunately, changes in the interest-rate environment or other business
circumstances may require us to increase rates, even for fixed-rate accounts in good standing.”

Capital One did offer me the opportunity to keep my fixed 9.9% rate on the balance and pay it off, but in
order to do so, there was a cost: Ihad to close my account. The credit industry, in collusion with the Fair
Isaac and Company of Minneapolis, has carefully constructed an unchallenged scheme where consumers
are penalized with a declination to their FICO credit score when they choose to close accounts. Lower
“FICO” scores yield less-than-favorable terms on existing and future loans, mortgages, even insurance
rates.

Although some of the credit card companies represented here today, and some of those who were allowed
to bring testimony before this committee on March 13® are now voluntarly taking baby steps toward the
broader goals of H.R. 5244, random acts of chosen change by some are no bellwether of comprehensive
compliance by all card issuers. The playing field must be leveled between consumer and creditor.

The NFL does not allow one team, in the midst of the fourth quarter, to unilaterally move their end zone 20
yards just because they don’t like the point spread. The rules are laid out before the kickoff, and the
umpires enforce the same rules for both home and visiting teams for the whole contest. 1t’s time for
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legislation at the federal level that tells the credit card industry, “Game Over” to unilateral, one-sided,
contract changes.

As a registered Republican, it has typically been my philosophy that business and commerce flourish and
perform better with minimal government interference. However, when an industry sector proves time and
again that it is unable to police itself and behave and engage in fair and ethical trade practices, legislative
intervention is required.

With some progress in our consumer credit laws, and reform of the monopolistic credit scoring cartel
controlled by the Fair, Isaac, and Company (“FICO”), perhaps once again consumers can have a level
playing field in doing business with credit card issuers.

I
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Capifal,
Capital Onre Services, Inc.
PO Box 85870
Richmond, Virginia 23285-5870

September 12, 2007

Steven G. Autrey
2714 McKenzie |ane
Fredericksburg, VA 22408

Re: Account ending in 8743
Case No: 10000307331710

Dear Mr. Autrey:

Your letter has been forwarded to my altention for response.  You express concermn with
our recent change in terms to your account.

First and foremost, we want you to know we value your business and appreciate the opportunity
to be your credit card provider. As described in your original solicitation, the fixed Annual
Percentage Rate (APR) on your account was 9.9%, which was not a promotional rate.
Unfortunately, changes in the interest-rate envirorument or other business circumstances may
require us Lo increase rates, even for fixed-rate accounts in good standing.

As stated in your Cusfomer Agreement {copy enclosed), provided to you at account opening, we
reserve the right to make changes to your account as long as we provide vou written notification
prior to such chanpes taking effect. Due to rising interest rates, we notified you of a pending
APR increase on your account, in a separate change in terms notice. The change in terms notice
explained that your APR for purchases and cash advances would increase from a 2.9% APR to
12.9% APR beginning with your first billing eycle after September 16, 2007.

We offered you the option to decline these changes by contacting our automated system at §00-
211-3313, by midnight EST on September 11, 2007, If you declinc the changes, you will be able
o pay down your account at your existing terms, but. will not be able to use your card.
Additionally. if vou decline the changes, we will close your account after your balance reaches
zero and we confirm no new charges have posted to your account.

Keep in mind. if you have accumulated rewards and would like to redeem them, you will need to
do so before September 16, 2007,

We appreciate this opportunity to address your concems. {f you have any additional questions o
concerns, please feel free to call me at 1-800-955-1435, Ext. 4353,

Si(%cgrely,
I ¥ S SR B
T AL A

Tanesha Brown
Capital One Services, Inc.
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Steven Autrey
2714 McKenzie Lane
Fredericksburg, VA 22408

Richard D, Fairbank,

Chairman, President and CEQ
Capital One Financial Corporation
1680 Capital One Dr.

MeLean. VA 22102-3407

Capital One

Ann: Disputes

PO Box 85520

Richmond, VA 23285-3520

RE: Capital One Visa Card Account #xxxa-xxxx-xxxx-§743

August 27th, 2007

Dear Mr. Fairbank:

Our banking relationship has grown since the above-referenced card was first issued back
in 1999, Over the last eight years, Capital One has raised my credit limit numerous times
~ most without solicitation - and has honored the contents in the cardholder agreement.
Recently, I received a notification from Capital One that due to the “increased costs of
doing business™ (sic), my fixed rate of 9.9% is being raised 1o 16.9% effective after the
September, 2007 billing eycle,

As a longstanding customer of Capital One’s, and a good customer who generates a lot of
finance charge revenue and purchase revenue for your company. and in light of our

heretofore good relationship since 1999, I am asking you to maintain my 9.9% fixed rate.

My personal financial situation has changed for the positive. and a new payrate will go
into effect next month here at my job.

Thank you for your kind consideration.

Best regards.

Steven Autrey
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Testimony on the Credit Cardholders’
Bill of Rights Act of 2008
before the
Subcommittee on Financial Institutions and Consumer Credit
of the Committee on Financial Services
United States House of Representatives

April 17, 2008

Jehn E. Bowman, Deputy Director, Chief Counsel
Office of Thrift Supervision

L Introduction

Good morming, Madame Chair, Ranking Member Biggert, and Members of the
Subcommittee. Thank vou for the opportunity to present the views of the Office of Thrift
Supervision (OTS) on H.R. 5244, the Credit Cardholders’ Bill of Rights Act o' 2008 and
issues related to credit card lending in the thrift industry. Thank you also for your interest
and feadership on this important aspect of the financial services market. We share your
commitment to protecting consumers from abusive credit card practices.

In my testimony today, I will discuss the thrift charter, authority for savings
agsociations to issue credit cards, QTS authority to supervise the credit card activities of
thrift institutions and credit card holdings of the industry. Next, [ will explain how the
OTS monitors and oversees the credit card activities of the industry. Then, I will address
the adequacy of our authority to oversee credit card lending, regulatory alternatives to
legislation and our comments on H.R. 5244.

I would also like to take this opportunity to update the Subcommittee on OTS
etforts to curb abusive practices with regard to credit cards and other lending activities.
On August 6, 2007 the OTS issued an Advance Notice of Proposed Rulemaking (ANPR)
requesting comment on the issuance of additional OTS regulations implementing section
5 of the Federal Trade Commission Act, which prohibits unfair or deceptive acts or
practices (UDAPs). The ANPR soljcited comment on a wide range of potential UDAPs
in addition to those already covered by the existing OTS Credit Practices Rule.

Based on our review of comments from consumer advocates. industry
representatives, members of Congress, and the general public. we are working to issue a
Notice of Proposed Rulemaking (NPR) in the immediate future. We expect the UDAP
rufe to address certain practices that have raised concern, including retroactive rate
increases and double cycle billing. In response to commenters” requests for consistent
interagency standards and a level playing field, we have invited the other federal agencies



with FTC Act rulemaking authority — the Federal Reserve Board, Federal Trade
Commission, and National Credit Union Administration ~ to participate in the
rulemaking. [ will discuss our UDAP proposal in more detail later in this testimony.

In this regard, before proceeding it is important to note that we are providing
comments on H.R. 5244 while our existing UDAP rulemaking is pending. As you are
aware, there are clear standards and requirements under the Administrative Procedure Act
(APA) that all federal agencies must follow in the context of any rulemaking. Therefore,
we are providing comments on H.R. 5244 today mindful of preserving the integrity of our
existing rulemaking under the APA. That is, our comments on H.R. 5244 are offered as
cbservations only on that legislation. While policy observations have informed our
rulemaking efforts, the public comment process will ultimately guide our rulemaking on
our pending UDAP proposal.

II.  Overview of the Thrift Charter and Thrift Credit Card Lending Authority

By statute, thrift institutions must maintain 65 percent of their assets in mortgages
and mortgage-related assets; however, this requirement makes accommodation for certain
retail lending activities of thrifts, including credit card lending. The purpose of this
statute and accommodation is to encourage a mortgage lending focus by thrifts, bur also
permit activities that are complementary to mortgage lending, such as consumer-based
retail lending operations. This benefits consumers by increasing competition for these
types of lending services. It also promotes asset diversification and balance in thrift
operations by avoiding overexposure to a limited and narrowly focused lending strategy.

The authority for thrifts to engage in credit card lending depends on whether the
institution is state or federally chartered. The authority for state-chartered thrifts comes
from state law, and the extent and scope of this authority varies depending on the
jurisdiction. Generally, state chartered thrifts may engage in credit card lending, although
there may be differing limits and/or other restrictions depending on the state.

The authority for federal thrifts to engage in credit card lending derives from the
Home Owners’ Loan Act (HOLA). Pursuant to the HOLA,' a federal savings association
may invest in, sell, or otherwise deal in loans made through “credit cards or credit card
accounts” without limitation as a percentage of assets to the extent specified by OTS
regufations. OTS regulations permit thrifts to issue credit cards and maintain credit card
accounts,” but impose no general limitation on the extent of credit card lending by federal

1. 12 USC § 1464(c)(1XT).

2. 12 CFR § 560.30. A credit card is “any card, plate, coupon baok, or other single credit device
that may be used from time to time to obtain credit.” 12 CFR § 560.30. A credit card account is
defined as “a credit account established in conjunction with the issuance of, or the extension of



thrifts. By regulation, however, the OTS may establish an individual limit on such loans
if the agency determines that an institution’s concentration in such loans presents a safety
and soundness concern.’

I, OTS Authority to Supervise Thrift Credit Card Lending Activities

Federa! thrifts are subject to the authority of the OTS to supervise thrift credit card
lending activities. OTS authority includes the ability to examine, regulate and, as noted
above, limit for safety and soundness reasons the credit card operations of federal thrifts,’
Pursuant to its authority to oversee the activities and operations of a federal thrift, the
OTS is authorized 1o regulate. oversee and limit the credit card operations of a federal
thrift that are in violation of consumer protection laws and/or that the agency determines
pose a reputation risk — and thus a potential safety and soundness risk — to an institution.

1V, Thrift Industry Credit Card Holdings

As of December 31. 2007, OTS-regulated thrifts had total credit card holdings of
$44.39 billion, or 2.9 percent of aggregate thrift industry assets. This amount represents
approximately 10,6 percent of the aggregate $422.5 billion of credit card holdings of all
FDIC-insured depository institutions. Thrift holdings of credit card balances were highly
concentrated in just a few thrifts. Eight OTS-regulated thrifts reported over §1 billion in
credit card balances as of December 31, 2007. These institutions reported $43.54 billion
outstanding, representing the vast majority (97.6 percent) of thrift industry holdings. By
contrast, the remaining 116 thrift institutions that reported some level of credit card
balances accounted for only $1.05 billion, or 2.4 percent of thrift industry credit card
holdings.

credit through, a credit card.” 12 CFR § 560.30. A credit card account includes loans made to
consolidate credit card debt, including credit card debt held by other lenders, and participation
certificates, securities and similar instruments secured by credit card receivables. 12 CFR §
560.3

3. 12 CFR § 560.30, Endnote 6.

4. Section 4(a) of the HOLA. 12 USC § 1463(a), provides that the OTS Director shall provide
for the examination, safe and sound operation. and regulation of state- or federally-chartered
savings associations. It further provides that the OTS may issue such regulations as the Director
determines to be appropriate to carry out its responsibilities. In addition, HOLA section 5(a). 12
USC § 1464(a). provides that the OTS Director may prescribe the organization, incorporation.
examination, operation, and regulation of federal savings associations. Finafly, as previously
noted, the OTS has specific authority to regulate the credit card activities of federal thridts
pursuant to HOLA section 5(c), 12 USC § 1464(c)(1)(T), which provides that a federal thrift may
engage in credit card lending to the extent specified by OTS regulations.



On an aggregate basis, unused consumer credit card lines at OTS institutions
totaled $686.5 billion in December 2007, up from $597.1 billion one-year earlier. This
represented 14.7 percent of the unused balance of $4.68 trillion of consumer credit card
lines reported by FDIC-insured institutions as of December 31, 2007.

Nineteen thrift institutions had credit card loan balances in excess of 10 percent of
their risk-based capital. Nine of these institutions had credit card concentrations
exceeding 100 percent of risk-based capital. Notwithstanding these levels. issuers
continue to have strong capital positions supporting their credit card lending programs.

Credit card delinquencies have trended up in the past two years. Credit card
balances with payments between 30 and 89 days delinquent were 1,88 percent at the end
of 2007, up from 1.68 percent at the end of 2005. Similarly, credit card balances 90 days
past due plus those in non-accrual status were 1.58 percent at the end of 2007, up from
1.08 percent two years ago. Net charge-offs by OTS-regulated credit card lenders have
also been trending higher. On an aggregate basis, adjusted net charge-offs were 5.04
percent of the credit card portfolio during 2007, compared to 3.84 percent and 4.26
percent during 2006 and 2005, respectively. We continue to monitor these trends closely,
especially given weakness in the Jabor markets and the strains on consumer budgets
caused by higher energy and food costs.

VY. OTS Monitoring and Oversight

In addition to quarterly monitoring of the loan levels, performance and capital
adequacy of thrifts engaged in credit card lending programs. the OTS monitors the
marketing, pricing, fee and servicing practices of these programs. An important
component of our oversight is examining for compliance with consumer protection Jaws,
and particularly the account management and collection activities and practices of these
institutions.

The OTS has a dedicated team of credit card specialists known as the Core Credit
Card Specialty Group that works on continually improving our examination staff’s
knowledge base. effectiveness, and inter-regional training program with respect to credit
card oversight. Our Core Group staff assists our regional examiners review institutions
with the most complex credit card operations and they enhance cross-training efforts and
the consistency of these examinations. Staff at the national office prepares specific
quarterly monitoring reports and assigns core teams to assist in key selected institutions.
For the thrifts that have significant credit card operations, we currently have examiners
assigned to this core group. The group focuses on the major functional areas involved in
credit card lending: marketing, underwriting, account management, and collections
activity.



The OTS is required to ensure that thrifts conduct their credit card lending
activities and programs in compliance with applicable consumer protection laws and
subject to rigorous scrutiny of all aspects of an institution’s program. In conducting its
oversight of thrift credit card lenders, the OTS is particularly mindful of reputation risks
that could undermine the safety and soundness of an institution and/or the thrift charter
under which an institution conducts its credit card operations.

We regularly examine thrifts for compliance with federal consumer protection
statutes including the Truth in Lending Act (TILA) and fair lending laws such as the
Equal Credit Opportunity Act (ECOA). We examine for compliance with our advertising
regulation, which prohibits thrifts from making any representation that is inaccurate or
that misrepresents its services, contracts, investments or financial condition.” We also
examine thrifts for compliance with our nondiscrimination regulation, which prohibits
thrifts from discriminating in lending and other services, appraisals, marketing practices
and related areas.® Finally, long-standing OTS guidance provides that a thrift’s collection
activities must comply with the following:

« state laws that pertain to collection and foreclosure actions; and
« bankruptcy law — an institution’s collection activity is affected by any
bankruptcy plan into which a debtor has entered.

An area of particular scrutiny with respect to credit card management practices in
recent years 1s the application of minimum amortization standards by credit card lenders.
Pursuant to guidelines issued by the federal banking agencies, credit card lenders are
expected “1o require minimum payments that will amortize a current loan balance over a
reasonable period of time, consistent with the unsecured, consumer-oriented nature of the
underlying debt and the borrower’s documented ereditworthiness.”’ The banking
agencies understand that safety and soundness concerns are raised by prolonged negative
amortization, inappropriate fees, and other practices that inordinately compound or
protract consumer debt and disguise portfolio performance and quality.

OTS examiner guidance provides interpretation of the interagency amortization
guidelines that are even strieter than those of the other agencies. stating that “monthly
payments should cover at feast a one percent principal balance reduction. as wel} as all
assessed monthly interest and finance charges.”® While the interagency credit card

5. 12C.FR.§ 563.27.
6. 12 C.F.R. Part 528.

7. Imeragency Credit Card Lending, Account Management and Loss Allowance Guidance.
January 8, 2003.

8. Section 218, OTS Examination Handbook.



guidance and OTS examiner guidance allow for exceptions within well-managed credit
card programs, consistent with prudent underwriting, we significantly limit the issuance
of exceptions.

A. Consumer Complaint Activity

The OTS continually tracks, investigates and responds to consumer complaints
involving thrift institutions with respect to product offerings and services. including credit
cards. Consumer complaint staff and managers also prepare summaries of consumer
complaints for OTS examiners to utilize in their reviews during on-site examinations.

Institution consumer complaint records are an integral part of the OTS
individualized Pre-Examination Response Packages (PERK), which is our request to
thrifts for data that will be used during the examination. This data plays a significant role
in identifying areas for examiners to focus on during on-site examinations. These records
also play a critical role in assessing the adequacy of an institution’s overall compliance
management program and in pursuing corrective action that may be appropriate to
address programmatic weaknesses or deficiencies.

Specific complaint activity for particular institutions engaged in credit card
lending varied considerably over the past year. Not unexpectedly. the largest issuers
generally received larger numbers of consumer complaints. In contrast, the remaining
institutions generated relatively few complaints in this area. The most frequent
complaints related to billing errors and credit card underwriting. Other common
complaint areas involved penalty charges, credit bureau reporting, fair debt collection
practices, and customer service and consumer relations issues.

It is important to note that our consumer complaint policy provides that even
when evidence does not reveal regulatory violations, OTS complaint analysts and
management have the flexibility and authority to encourage thrifts to take voluntary
action to satisfy a consumer, where circumstances warrant such action. This happens
fairly frequently in the interest of preserving strong customer relationships and further
enhancing the reputation of thrifts as essential providers of financial services.

B. OTS Enforcement Activities

it is important to note that OTS jurisdiction and oversight of an institution’s
lending programs also extends to its holding companies and related entities. service
providers. and other contractual relationships that an institution may utilize to conduct its
credit card activities and related operations.

When an institution’s lending programs are found to be potentially predatory or
lacking adequate conirols to support responsible lending, there are numerous options that



the OTS can take. These include informal agreements, supervisory directives. board
resolutions, and various other approaches.

For example, we previously addressed an issue with an institution that we believe
was engaging in a potentially abusive subprime credit card lending program. The nature
of the program was uncovered in the normal course of an examination. To resolve the
matter, we directed the institution’s board of directors to establish a systematic process o
withdraw from the subprime credit card program and immediately cease new approvals
under the program. Although this was an informal action pursued in the course of an
examination, it resulted in termination of the program in a reasonably short timeframe
following the examination. We have taken similar actions with other institutions in the
past.

We have also used a combination of formal and informal enforcement actions to
force the discontinuation of lending operations by federal thrifts that were attempting to
exploit the charter to engage in lending programs lacking adequate consumer protections
and management controls, Some cases referred to as “‘charter rental” strategies involve
situations where an institution is attempting to avoid state oversight of out-of-state
lending activities by the institution. In addition to raising significant consumer protection
issues, these situations not only expose the institution to potential risks, but undermine
the integrity of the federal thrift charter. The OTS is particularly vigilant in intervening
and expeditiously shutting down these types of operations.

There are numerous other such examples of actions taken by the OTS in the
course of examinations of the institutions we regulate. While we find informal actions to
be an effective mechanism to address many supervisory concerns, we do not hesitate to
use our formal enforcement authority when appropriate. Fundamental to our continuing
oversight of the industry we regulate is ensuring that institutions conduct their activities
in a manner consistent with sound consumer protection.

VL Adequacy of Existing OTS Authority

For the reasons described above, 1 believe that OTS's existing authority is
adequate to address the types of issues and potential abuses that may arise with the credit
card lending programs of OTS-regulated thrifis. While we believe many of the provisions
of Chair Maloney’s bill may be beneficial, OTS favors an alternative to new legislation
prohibiting specific credit card practices. We support a more agile regulatory approach
that allows OTS to respond to whatever unfair or deceptive acts or practices it finds exist
in the industry or are on the horizon.

Accordingly, OTS believes the best approach at this time is to continue to work
on regulations on an interagency basis addressing unfair or deceptive acts or practices
under its existing statutory authority under the FTC Act. We do note. however, that using
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the FTC Act in a way that creates a level playing field among all financial institutions is
complicated because of some restrictions on the Federal Trade Commission’s rulemaking
authority t prohibit unfair or deceptive acts or practices that appear to have outlived their
usefulness.

Specitically, the FTC must use special rulemaking procedures applicable only to
the FTC, while the other agencies with FTC Act rulemaking authority can use standard
Administrative Procedure Act rulemaking procedures. The FTC has testified on a
previous occasion before the House Subcommittee on Commerce, Trade, and Consumer
Protection of the Committee on Energy and Commerce (October 23, 2007) that its
rulemaking procedures “are much more cumbersome and time-consuming than the APA
rulemaking procedures.”

This disparate rulemaking authority creates a potential regulatory gap because the
FTC is responsible for issuing rules on unfair or deceptive acts or practices that apply to
financial institutions that are independent of a depository institution as well as state
chartered credit unions. Those entities would not be covered by a joint rule issued by
OTS and the other agencies with FTC Act rulemaking authority.

To close that gap. the House of Representatives passed H.R. 3526 on December 5,
2007. One provision in that bill would allow the FTC to use the same APA rulemaking
procedures that the other agencies use when promulgating an FTC Act rulemaking jointly
with the other agencies to address unfair or deceptive acts or practices. We note that H.R.
3526 also would provide the OCC and FDIC with the same rulemaking authority under
the FTC Act as is currently provided to the OTS. We believe these provisions are a good
idea and would be helpful.

VII. Consumer Protection Issues

Now I would like to describe two regulatory agencies’ proposals to provide proper
disclosure and to curb abusive practices with regard to credit cards, as well as to address
Chair Maloney’s bill.

A. Proposed Amendments to Truth in Lending Act (TILA) Regulations

I believe that clear, comprehensible disclosure of all significant loan terms is
essential to every consumer credit transaction. One of the primary purposes of TILA is to
provide meaningful disclosure of credit terms so that consumers are able to compare
financial products and avoid the uninformed use of credit.



While the Federal Reserve Board (FRB) has sole authority to promulgate
substantive rules to implement TILA,? a number of regulatory agencies have authority to
enforce them. Known collectively as Regulation Z, these rules are enforceable against
thrifts, thrift holding companies, and thrift subsidiaries by the OTS under TILA. HOLA.
and the Federal Deposit Insurance Act.”

In September 2006, the Government Accountability Office issued a report which
concluded that the credit card disclosures used by the largest issuers had weaknesses
which reduced consumers’ ability to understand them.'' In June 2007, the FRB proposed
changes to the provisions of Regulation Z that apply to open-end credit.? According to
the FRB, the goal of the proposed amendments is to improve the effectiveness of the
disclosures that creditors provide to consumers at application and throughout the life of
an open-end account that is not secured by a home.” Consistent with this narrow goal,
the amendments do not attempt to directly address practices that may cause harm to
consumers.

B. Propesed Rulemaking to Address Unfair or Deceptive Practices

As noted above, TILA and Regulation Z are primarily intended to provide
consumers with information to help them comparison shiop among competing products.
While improving the quality of this information is a positive step, there are a number of
harmful practices that cannot be addressed through improved disclosure alone,

Recognizing this, the OTS has initiated a rulemaking intended to address unfair o1
deceptive practices (UDAPs) prohibited by the Federal Trade Commission (FTC) Act.
On August 6, 2007, we issued an advance notice of proposed rulemaking (ANPR)
requesting comment on the adequacy of our current UDAP rules.'’ Based on our review
of comments from consumer advocates, industry representatives, members of Congress,
and the general public, we are working to issue a Notice of Proposed Rulemaking (NPR)
in the very near future.

Y15 LLS.C. 1604.
15 U.S.C. 1607(a)2). 12 U.S.C. 1464(d), 1467a, 1813(q)(4). and 1818,

" See, “Credit Cards: Increased Complexity in Rates and Fees Heightens Need For More
Effective Disclosures to Consumers”, GAO-06-929, issued September 2006.

" 72 FR 32948 (June 14, 2007).
3 1d.

" Unfair or Deceprive Acts or Practices; Advance Notice of Proposed Rulemaking, 72
FR 43570 (August 6, 2007).
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In response to commenter requests for consistent interagency standards and a level
playing field, we invited the other federal agencies with FTC Act rulemaking authority ~
the Federal Reserve Board, Federal Trade Commission, and Nationa! Credit Union
Administration ~ to participate in the rulemaking. The Federal Deposit Insurance
Corporation and the Office of the Comptroller of the Currency currently do not have
rulemaking authority under the FTC Act; however, we have consulted with them
regarding our UDAP proposal. We envision promulgating a rule that adopts principles-
based standards for unfaimess and deception. Under these standards, a practice is viewed
as unfair if: it is likely to cause harm; consumers cannot avoid the injury; and the injury is
not outweighed by countervailing benefits to consumers or competition.'” A practice is
viewed as deceptive if it involves a material representation or omission that is likely 1o
mislead a consumer acting reasonably.'®

Our ANPR examined a broad array of issues and practices, including practices
relating to the marketing, origination and servicing of credit cards.

C. Comments on H.R, 5244

We have reviewed your bill, the Credit Cardholders Bill of Rights (FL.R. 5244},
which seeks to end certain credit card industry practices and provide important consumer
protections to credit cardholders.

We share many of your concerns. For example, some issuers have engaged in
pricing practices that are potentially harmful to consumers. These include increasing the
annual percentage rate on an outstanding balance for reasons other than cardholder
behavior that is directly related to the account. In our UDAP proposal we expect to place
restrictions on some of these types of practices.

Also troubling is “double cycle billing,” the practice of computing finance
charges based on account balances in billing cycles preceding the most recent billing
cycle. [tis very difficult for consumers to avoid the increased costs associated with
double cycle billing because most consumers simply can’t understand it. This is another
area that we address in our proposal.

Like you, we believe that payment allocation practices also require artention.
Where an account has balances with different rates (e.g.. for balance transfers. cash

¥ See 15 U.S.C. 45(n) (unfairness standard codified for FTC use).

¥ See FTC Policy Statement on Deception, Letter from the FTC to the Hon. John H.
Dingell. H. Comm, on Energy & Commerce (Oct. 14, 1983) (“FTC Policy Statement on
Deception™) (available at http:/‘www fte.gov/bep/policystmt/ad-decept itm)

10



advances, and charged purchases), most issuers now allocate payments in ascending order
from the balance with the lowest interest rate o the highest. This maximizes issuer
returns, but is costly for consumers, Moreover, because cardholders have difficulty
understanding how issuers allocate payments, it is hard for them to use their cards in a
manner that minimizes the cost attributable to these strategies. Your bill would respond
to these issues by requiring that issuers allocate payments on a pro-rata basis. We agree
that payment allocation needs to be addressed. but would offer additional options that
could reduce cost for consumers. These might include allocating payments from the
highest interest rate balance to the lowest or allocating payments equal dollar amounts to
each balance.

Overlimit fees have also generated negative public attention. [t can seem
counterintuitive that an issuer would permit a cardholder to exceed his or her credit limit -
which ostensibly represents the amount of credit for which the cardholder is qualified -
and then charge a fee for the transaction that the issuer permitted. The possibility that an
issuer would take this approach multiple times during a billing cycle is disturbing. Your
bill would respond to these concerns by restricting overlimit fees to one per cycle if the
cardholder’s credit limit was exceeded on the last day of the cycle. Our research indicates
that most issuers are already handling overlimit fees in this manner. We are continuing to
gather information in this area.

Finally. your bill responds to serious concerns that have been raised about cards
typically offered in the subprime market. All too often, fees imposed when such cards are
issued erode most of the credit promised. Your bill would prohibit issuers from imposing
fees during the first vear an account is open from exceeding 25% of the credit financed.
We certainly support efforts to ensure that consuniers who are promised credit actually
get i1t.

We appreciate your intentions in introducing H.R. 5244 and would be pleased to
work with you and your staff to address these important issues. In crafiing our UDAP
rule, one of our primary objectives has been to deal with practices that have raised
concern about the fairness and transparency of the credit card market.

X. Conclusion

While credit card lending programs are not prevalent throughout the OTS-
regulated thrift industry, there are a number of institutions that engage in significant
amounts of credit card lending. For our part, we will continue to work with our
institutions to ensure safe and sound underwriting standards and strong consumer
protections that benefit both the institutions that we regulate and their customers, We
will continue to support efforts to strengthen the ability of consumers to make informed
decisions with respect to their credit card accounts.

11



As 1 said earlier in my testimony, I favor a regulatory solution to protect
consumers from any abuses in the credit card lending activities and practices of the thrift
industry. I do not believe that additional statutory authority is necessary at this time, with
the exception of enhancing the FTC’s rulemaking authority and providing the OCC and
FDIC the authority to issue joint rules on unfair or deceptive acts or practices as
previously indicated. However, at such time as a need should arise, I assure you that we
will advise the Chair and Members of the Subcommittee of the need for legisiative
assistance to address any deficiency in our ability to supervise and/or respond to thrift
credit card lending practices that pose consumer protection, safety and soundness, or
other risks to the federal thrift charter.

Thank you, Madame Chairman and Ranking Member Biggert, for holding this
important hearing. We appreciate the opportunity to present the OTS’s views on these
issues.

L2 L 28]
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Madam Chair Maloney, Ranking Member Biggert, members of the Subcommittee, I
appreciate the opportunity to discuss the Federal Reserve Board’s ongoing efforts to enhance
protections for consumers who use credit cards. In June 2007, the Board proposed substantial
revisions to the credit card disclosures required under the Truth in Lending Act (TILA)
regulations. Those revisions are focused on ensuring that consumers have the information they
necd about credit card costs and terms, when they need it, in a form they can use. In addition, as
Chairman Bernanke indicated in testimony before the full Committee in February, the Board
plans to use authority under the Federal Trade Commission Act (FTC Act) to propose rules
prohibiting unfair or deceptive credit card practices. The proposal will be issued this spring. We
arc working on these rules with the Office of Thrift Supervision (OTS) and the National Credit
Union Association (NCUA) so that consumers would have the same level of protection whether
their card issuer was a bank, savings association, or federal credit union.

Implications for Consumers of Increased Credit Card Complexity

In the carly 1980s, less than half of American familics had a general purpose credit card
(43 percent in 1983). Currently close to three-quarters have at least one card (71 percent in
2004). The increasc in credit card holdings was sharpest among lower-income families: from
1983 to 2004, the share of familics in the lowest income quint‘ile that hold such cards jumped
from 11 percent to 37 percent.! In addition, consumers are using their cards more both as a
payment device and as a source of credit. Total charges on bank credit cards increased by about
five times and total debt outstanding as of year-end by almost four times from 1991 to 2006.2

This growth is explained by scveral factors, including substitution of cards for cash and

! Board of Governors of the Federal Reserve System (2006), Report to the Congress on Practices of the Consumer
Credit Industry in Soliciting and Extending Credit and their Effects on Consumer Debt and Insolvency (Washington:
Board of Governors of the Federal Reserve System), table 6.

? Board staff calculations from Thomson Financial Media, Cards and Payments: Card Industry Directory, various
editions (New York: Thomson Financial Media, pp. 14-16 in each edition).
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installment credit and the development of credit scoring and risk-based pricing, which have made
credit cards available to more people.

As consumers have relied more on credit cards, card plans have become more complex.
Once, a card may have allowed the user to make purchases or obtain cash advances and applied a
single, unchanging annual percentage rate, or APR, to each feature. Fees were typically limited
to an annual fee, a charge for cash advances, and perhaps fees for paying late or exceeding the
credit limit. Today’s more complex products offer balance transfers and treat different classes of
purchases and cash advances as different features, each with its own APR (for example, an APR
for purchases generally and a lower APR for certain purchases made during a “promotional”
period). In addition, APRs adjust much more frequently to changes in the market, in a
borrower’s credit risk profile, or in other factors the creditor considers important. The typical
card no longer has an annual fee, but it can have many other fees ticd to a variety of features,
requirements, or services.

These more complex plans hold significant potential benefits for consumers. Pricing that
is sensitive to consumers’ preferences for services likely increases the availability of the services
that consumers find most valuable. Pricing that is sensitive to consumers’ credit risk profiles can
increase the availability of credit and lower its cost for many consumers. Growing complexity,
however, has increased the risk that consumers will not understand or notice key terms that affect
a plan’s cost. With so many rates, fecs, and features, it has become more likely that even
reasonably diligent consumers make costly mistakes. Moreover, when complexity reaches the
point of reducing transparency, it impedes competition and creates inefficiencies.

Even when credit card plans were simpler, ensuring that consumers understood the cost

of using the plan or of using it for a particular purpose was a challenge. Key variables that affect
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a consumer’s costs, such as the amount of credit the consumer will use or the timing and amount
of the consumer’s payments, are not known in advance to the card issuer. TILA, therefore, does
not require advance disclosure of a single, effective rate. It requires the issuer to disclose a
nominal rate and other terms that determine the cost of the plan, such as fecs, any grace period,
and the balance calculation method. Clear disclosure of these terms and how they determine
what the consumer will pay has always been a challenge. The disclosure challenge has grown
substantially with the increase in the complexity of credit card plans.

The Board has sought to meet this challenge with a systematic and comprehensive review
of TILA disclosures based on extensive consumer testing. We belicve that our June 2007
proposal will lead to disclosures that are more effective for today’s more complex credit plans.
Those who have commented on the proposal have generally agreed. At the same time, over two
thousand comments from individual consumers, a growing body of behavioral research, and our
own consumer testing provide evidence that it is increasingly difficult to use disclosure alone to
help reasonably diligent consumers avoid incurring unnecessary costs on their increasingly
complex credit card plans. Careful measures that would restrict credit card terms or practices
may in some instances be more effective than disclosure to prevent particular consumer injuries.
At the same time, such restrictions can have unintended adverse consequences for consumers,
such as reducing the availability of credit or increasing its cost.

Mindful of the advantages and limitations of both disclosure and stricter approaches, the
Board is developing a second set of rules to supplement the June 2007 disclosure proposal with
new targeted requirements and restrictions on credit card terms. As Chainnan Bemanke recently
testified, these rules will be issued later this spring under the FTC Act, in coordination with the

OTS and NCUA. In dcveloping proposed rules, we have consulted H.R. 5244, the “Credit
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Cardholders’ Bill of Rights Act of 2008” introduced by Madam Chair Maloney. This
comprehensive bill has helped us to identify consumer protection concerns that we should
consider addressing by regulation.

In the remainder of my testimony, I will review the Board’s pending proposal to improve
credit card disclosures and discuss the concerns raised and suggestions made about certain credit
card practices during the comment period. I will also summarize our ongoing efforts working
with the OTS and NCUA to develop joint rules under the FTC Act.

The Board’s 2007 Proposal to Improve Disclosures

The potential benefits of disclosure are well-known. More effective disclosures make
information about terms and pricing easier for consumers to obtain and understand. Informed
consumers are less likely to fall into “traps for the unwary” and more able to choose products
that offer the best combination of features and pricing to meet their personal financial needs.
Better dissemination of information about credit card terms and pricing also enhances
competition among credit card issuers, which, in turn, helps generate products that consumers
want.

The Board’s proposal to improve disclosures seeks to ensure that consumers receive key
information about the costs of credit card transactions in ways they can understand, in formats
they can use, and at times when it is most helpful. To help us craft a proposal to meet these
specific objectives, we considered comment letters, available sources of data and information,
and our own long experience implementing TILA. We also considered what consumers
themselves had to say by interviewing consumers individually about their use and understanding

of different disclosures. Consumers told us what information they find useful when making



112

-5-

credit decisions and what information they ignore. We learned which words and formats for
presenting information promote understanding and which do not.

Lessons from our extensive consumer testing are reflected in a myriad of preliminary
judgments made in the proposal about appropriate disclosure content, format, and timing. The
proposal includes the following specific elements:

e Advertisements of introduetory rates would more clearly disclose the eventual higher

rates and how soon they would be imposed;

e Advertisements of “fixed” rates would be restricted to rates that are truly not subject to

change, either for a clearly disclosed period or for the life of the plan;

¢ The “Schumer box™ required with credit card solicitations and applications would be
updated to more effectively present information about rates and fees. The most critical
rate and fee information would be presented in the box; rates and fees would be separated
into two sections; and graphic techniques such as minimum font size, judicious bolding,

and vertical alignment of key numbers would make it easier to read and usc;

e A summary table similar to the Schumer box would accompany the lengthy, complex
credit agreements that consumers receive when they first open an account and would also

be provided, later, when account terms are amended;

e The penalty rate and penalty fees would be highlighted in the Schumer box and the
account-opening summary table; and a reminder of late payment penalties would appear

on every periodic statement;

» A consumer would be sent notice 45 days before a penalty rate was imposed or the rate or

a critical fee was increased for other reasons;
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e The cumulative cost of fees would be highlighted cvery month. Fees charged in the
previous month would be grouped together on the statement in a prominent loeation and

totaled for the month and year-to-date;

e The periodic statement’s “effective APR,” another way of disclosing the total cost of
credit, is the subject of two alternative proposals. Under one proposal, the effective APR
could be revised to make it simpler for creditors to compute and potentially easier for
consumers to understand. Alternatively, if continued consumer testing, public comments,
and the Board’s analysis indicate that the effective APR does not offer a meaningful

consumer bencfit, then it could be eliminated, as the statute authorizes;

e Consumers would be wamed on the periodic statement about the higher cost of making
only minimum payments, and creditors would be provided incentives to give consumers a
more precise estimate of the time it would take to repay the balance and to place that

estimate on the periodic statement rather than make it available by telephone;

e Creditors would receive clearer guidance regarding what charges must be disclosed,
when, and how. They would be given incrcased flexibility to disclose charges at times

and by methods more useful to the consumer and more convenient to the creditor.

Comments on the 2007 Proposal

The Board received over 2,500 comments on the June 2007 proposal, about 2,100 of
them from individual consumers. Many consumers wrote us about their personal experiences
with credit cards, providing information that we have found invaluable in our continuing efforts

to improve disclosures and in our development of proposed regulations under the FTC Act.
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Consumer advocacy groups also wrote to us, as did financial institutions or their trade
associations. We also heard from members of Congress and other government agencies.

Broadly speaking, commenters generally supported the proposed disclosures and the
Board’s approach to improving disclosure through consumer testing. Some commenters offered
specific suggestions to improve the disclosures or reduce unnecessary burden, and we are taking
those suggestions into account. As we cxpected, a few clements of the proposal clicited
significantly divided rcactions. For example, industry representatives contended that the format
requirements we proposed for periodic statements, which arc favored by consumer groups,
would be overly prescriptive. Consumer groups opposed the proposal to eliminate the cffective
APR from the periodic statement, a proposal supported by industry representatives. We are
carefully cvaluating thesc matters, including through more testing with consumers.

Consumers and consumer groups also contended that better disclosures were not
sufficient to address certain issuer practices and they urged the Board to regulate thesc practices
more strictly. Among the concerns frequently cited were shortening of the time to submit
payments, applying intercst rate increases to pre-existing balances, allocating payments first to
balances with the lowest interest rate, and computing interest using the so-called double-cycle
method.

Individual consumers and consumer advocates indicated that consumers are allowed too
little time after receiving their bills to submit their payments, thus leading to late fees and interest
charges and other adverse conscquences such as rate increases. They urged the Board to require
that consumers be given more time to pay and to require creditors to show that the consumer,
rather than the mail service, was to blame for a late payment. Comments from creditors,

however, generally asserted that consumers have ample time to make payments, particularly in
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light of the increasing number of consumers who receive periodic statements and make payments
clectronically. These comments also stated that providing longer grace periods to consumers
would reduce interest revenue and lead creditors to increase other consumer costs.

The Board’s proposal to require 45 days’ notice before a rate or critical fee is increased
was criticized by some commenters for going too far, and by others for not going far enough.
This proposed notice was intended primarily to give consumers time to pay off the balance
before the rate increase, through then-existing resources or alternative credit sources. Industry
representatives contended, however, that the requirement would harm consumers overall. They
say it would delay issuers from increasing rates when there is an increase in the consumer’s risk
of default or the issuer’s cost of funds, and that issuers would likely need to respond by raising
credit costs or reducing credit availability. On the other side, individual consumers, consumer
groups, and members of Congress contended that the proposed 45-day notice did not go far
enough to protect consumers from unfair surprise. They argued that many consumers would not
be able to avoid the increase by transferring their balances to lower-rate accounts and
recommended stricter approaches, such as giving the consumer the right to “opt out” of a rate
increase for existing balances, prohibiting issuers from applying increased rates to pre-existing
balances, or prohibiting issuers from increasing rates until the card expires.

The issue of payment allocation also elicited divided responses. If a eard holder’s
account has two or more balances with differcnt interest rates (for example, a purchase rate and a
cash advance rate), issuers typically apply payments to the lowest-rate balance first, so the
consumer accumulates interest at the higher rates applicable to other balances. The Board
proposed a new disclosure of this practice when issuers advertise promotional rates. Industry

representatives generally favored the proposed disclosure and urged that it be applied more
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broadly, not just to promotional terms. Consumers, consumer groups, and members of Congress,
however, commented that a disclosure would not protect consumers sufficiently. These
commenters urged the Board to prohibit the practice of allocating payments to the lowest-rate
balance first. Industry representatives countered that regulating payment aliocation methods
could reduce consumers’ choice of features and incrcase their credit costs.

Consumer groups urged the Board to prohibit the usc of a method sometimes referred to
as “two-cycle” or “double-cyele” to compute the balance on which the consumer’s interest
obligation is determined. The finance charge is computed by most issuers on the balance from
the most recent billing cycle. Under the less typical two-cycle method, the finance charge is
computed beginning on the date of the transaction, even if that date falls in the prior billing
cycle. This method yields higher finance charges whenever a consumer shifts from paying the
balance in full each month to carrying a balance on the account. Consumers and consumer
groups contended this method is unfair to consumers. Industry representatives generally did not
comment on the issue, pcrhaps because few card issuers currently use the two-cycle method.
Regulatory Proposal under the FTC Act

The FTC Act gives the Board authority to prohibit unfair or deceptive practices by banks.
The OTS and NCUA have identical authority over savings associations and federal credit unions,
respectively. We are working closely with these agencies with the expectation of developing
uniform rules to prohibit unfair or deccptive practices with respect to credit cards. In addition,
we plan to use our authority under TILA, which applies to all card issuers regardless of regulator,
to adopt stronger substantive protections where appropriate.

Our work is ongoing. Just last week we received useful information in a forum on credit

cards hosted by Governor Kroszner in which card issuers and processors, consumer advocates,
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counseling agencies, and other regulatory agencies came together at the Board to discuss relevant
industry trends and identify areas that may wa;'rant action or further study. Among the topics
discussed were the Board’s previously announced plan to issue a proposal under the FTC Act
and the Board’s June 2007 disclosure proposal. Participants provided key insights for us to
consider as we develop the FTC Act proposal and work to finalize new disclosures.

Our efforts to develop new disclosures continue apace. The public comments identified
potential arcas for improvement that we are testing through additional in-depth, one-on-one
interviews with consumers. Quantitative testing on a statistically valid basis will follow, and we
expect to issue a final rule under TILA before year-end.

Conclusion

Madam Chair, in closing let me emphasize the Federal Reserve’s commitment to
enhancing consumers’ ability to use credit cards to their benefit. Disclosure requirements can
help ensure that consumers receive information about credit card terms in ways they can
understand, in formats they can use, and at times when it is most helpful. More complex pricing
and continuous change in the marketplace, however, make the task of writing rules for effective
disclosure increasingly challenging. Consumer testing has proven to be very useful in improving
disclosure, but we have also concluded that stricter approaches in some areas may be needed. To
that end, we will be proposing regulations under the FTC Act later this spring that would imposc

new restrictions and requirements on credit card issuers to prevent unfair or deceptive practices.
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Subcommittee on Financial Institutions and Consumer Credit

April 17,2008

Introduction

Good morning Chairwoman Maloney, Ranking Member Biggert, and Members of
the Subcommittee. My name is John Carey, and 1 am the Chief Administrative Officer of
Citi Cards. Iappreciate the opportunity to appear before you today to discuss our views
on H.R. 5244 and its implications for credit card customers and issuers.

Citi Cards is one of the leading providers of credit cards, with roughly 45 million
active bank card customer accounts in the United States, served by 33,000 employees in
20 states. This is a complex business-—managing literally billions of individual financial
transactions for our customers each month—and we strive to get it right. This is a highly
competitive business, so we are continually analyzing our business practices and {ooking
for ways to do a better job of meeting our customers’ needs.

That’s why last year we were one of the first issuers to stop two practices that
were the focus of widespread customer concerns: repricing customers during the term of
the card based on delinquent behavior with other creditors, often referred to as universal
default, and so-called “any time any reason” repricing.

More broadly, we know customers are not satisfied with the status quo across the
industry and, frankly, we are not satisfied either. We understand the concems motivating
legislative action. They are real. They are the same concerns that underlie the Federal

Reserve Board’s (Fed) proposed modification to the regulatory regime that governs credit



119

cards. There is, in fact, a broad consensus—across the credit card industry and among
consumers, advocacy groups, and academics—about the need for action. The question
for robust discussion is what kind of action.

We have studied H.R. 5244 closely, and we welcome the opportunity to share our
views. My testimony today will: (1) examine how the evolution of the credit card
industry created the challenges we face today; (2) identify what we think are the best
solutions to those challenges; and (3) offer our views about why H.R, 5244 is not the
right approach.

Evolution of the Credit Card Industry: Roots of Today’s Challenges

Background. To understand the roots of today’s challenges in the credit card
industry, it is important to appreciate how credit cards have evolved over the past half-
century: they have transformed from an accommodation by local merchants for a few
trusted customers to an integral part of the national economy and the principal form of
credit for millions of Americans.

The industry’s roots are found in small retail stores where customers charged
purchases and paid the merchant back monthly; these arrangements were based on face-
to-face relationships and the credit issuer’s knowledge of the borrower’s financial
situation and ability to repay the loan. Even as recently as 25 years ago, credit cards were
available only to a relatively small group of high-income individuals who had strong
credit histories. But even those reliable customers had little choice and more onerous
terms than what is available to most Americans today. Before 1990, nearly all credit

cards carried an annual fee, ranging from $20 to $50, and most cards charged fixed
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interest rates of roughly 20%. Today, the situation is nearly reversed. By 2005, 75% of
cards had no annual fee, and 80% of cardholders had interest rates lower than 20%.

Risk-Based Pricing. Before the late 1980s, two factors combined to create a one-
size-fits-all credit card market, with fewer cards available and more restrictive terms:
first, for lenders, credit card transactions are not secured by a lien on a tangible asset,
which makes them a risky form of loan; and second, lenders at that time had no good way
to evaluate and calibrate that credit risk for individual customers.

Because credit cards are now so familiar and ubiquitous, it is easy to lose sight of
what they are. While most people may not think of it this way, the fact is that every time
a person uses a credit card, that consumer is taking out an unsecured loan through a
revolving line of credit. Although credit cards are treated interchangeably with cash,
checks, or debit cards during a transaction, they operate quite differently. When a
customer pays with cash, check, or debit card, she is simply choosing among different
methods of transferring her own funds to a merchant. But a credit card is more than a
method of payment; when a customer uses a credit card, she borrows funds from the
issuer of the credit card and directs the issuer to transfer that borrowed money to the
merchant at the same time.

And because the loan a customer takes out when using a credit card is an
unsecured revolving loan, it carries a lot of risk from a lender’s perspective. Unlike other
common consumer loans, such as car loans and mortgages, which are backed up by
tangible security, a credit card loan is secured only by a customer’s promise to repay.
Moreover, it is an open line of credit, which the customer can access at any time from

almost anywhere in the world. Finally, these loans typically are made not through

-3-
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personal interaction, but through the mail, by telephone, or over the Intemnet, to someone
the lender in all likelihood has never met.

The unsecured, open-ended nature of credit card loans means that lenders need to ‘
take steps to protect themselves against unanticipated changes in credit risk. Twenty-five
years ago, issuers did that by lending only to customers with the strongest credit histories
and by imposing across-the-board 20% interest rates and charging annual fees. At that
point, credit card companies simply did not have sufficiently developed technology or the
analytical tools to permit the pricing of credit card loans based on a customer’s risk
profile.

In the last 15 years, new technology and more sophisticated risk management
analytics and practices have made it possible for issuers to evaluate an individual
customer’s risk profile more effectively at account opening and throughout the
relationship, and to base credit card loan pricing on those evaluations. Thus, while
issuers still have to contend with the inherently riskier nature of an unsecured, revolving
loan, these technological and analytical advances have given issuers more precise and
effective tools to mitigate that risk. This is risk-based pricing, and it has revolutionized
the credit card market, witﬁ many benefits for consumers.

Benefits to Consumers. Issuers now can set prices and credit limits at the time a
credit card application is approved that will better correspond to an individual customer’s
credit risk profile, and they also can react in “real-time” to changes in risk over the life of
a customer’s account.

This risk-based pricing is good for consumers in two ways. First, by allocating

the cost of risk to individual customers, issuers can reward customers who have solid
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credit histories with more competitive pricing, while the customer who poses a higher
risk appropriately absorbs the cost of that risk himself,

Second, risk-based pricing actually grows the pie, providing more people with
access to regulated credit, including consumers who were previously underserved or had
no access to unsecured, revolving credit. With the ability to adjust pricing so that it has a
nexus to risk, issuers can expand access t(; credit, giving a broader range of consumers
across the economic spectrum the opportunity to establish a credit history, better manage
their cash flow, and deal with costs associated with unexpected life events such as job
loss or health emergencies. These benefits are particnlarly important for Americans who
may not have been able to build up a cash nest egg and otherwise would have to dip into
retirement savings or seek credit from payday lenders or others in the unregulated market.

These improvements derived from risk-based pricing also have led to increased
competition in the industry, which, in turn, has created both more choices for consumers
and overall lower prices. Issuers offer affinity, co-branded, and special feature credit
cards, including cards with rewards programs tied to airlines or retail stores, with special
pricing for higher payments, or that provide contributions to an associated 529 college
savings plan. In addition, credit card interest rates have declined since mid-1991, largely
through greater competition and reduced cost of funds. As a result, in 1991 only 11% of
cardholders reported interest rates below 16%, while 71% did so in January 2007,

According to the 2006 report by the Government Accountability Office (GAO), the
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average interest rate on cards declined by almost six percentage points as compared to
1990.!

Taking Action: Solving the Challenges

There is widespread agreement on the need for comprehensive changes—beyond
individual companieé’ actions—to improve the credit card marketplace. As the credit
card market has evolved and the products have become more numerous and complex, it i
all the more important for consumers to have complete, clear, consistently-presented
information to make informed choices. Unfortunately, federal disclosure requirements

.have not kept pace with market innovation. Nor has the industry been able on its own to
develop a uniform set of rules that would effectively inform consumers about the credit
card products they choose and use every day. This lack of transparency prevents
consunters from being able to make fully informed decisions and distorts the
marketplace.

Citi's Experience as an Innovator. 1 can tell you from our own experience that
the lack of complete, understandable information about credit card practices undermines
the incentive to make consumer-friendly changes. Last year, we led the industry in
responding to consumers and policymakers who criticized two practices that, while
rational from a purely credit risk-pricing perspective, were viewed as heavy-handed.
First, we eliminated the practice—known as universal default—of adjusting our
customers” interest rates during the term of their card based on their delinquent behavior
with other creditors, even though a customer’s credit behavior with another creditor has

proven to be predictive of that customer’s behavior with us. Some issuers continue to

! Credit Cards: Increased Complexity in Rates and Fees Heightens Need for More Effective Disclosures to
Consumers, GAO at 15, Sept. 2006.
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assert that they have eliminated universal default simply because they give customers
notice before they reprice on the basis of behavior with another issuer. But we mean
more than that: we have eliminated not just “automatic” repricing (i.e., without notice)
based on such behavior, but any repricing,

Second, we also gave up the ability—commonly known as “any time any reason
repricing”—to increase rates or fees during the term of the card (typically two years) for
reasons such as changes in economic conditions, including our own cost of funds, which
obviously affect our business.

We hoped and expected that these two points of differentiation would lead
customers to vote with their feet. These changes were widely applauded, both by
consumer advocates and by many of you. But we have been disappointed with the results
we have seen so far. So, what happened? The problem is that customers cannot
recognize the differences between us and our competitors; disclosures across the industry
are not providing sufficient, straightforward information that allow a layperson to use a
side-by-side comparison to select the best value.

Simple, clear disclosures stimulate innovations that benefit consumers, encourage
firms to adopt policies and practices that are distinctive and attractive to consumers, and
help to prevent potentially unfair practices by shining a light on them. If properly
designed, disclosures provide a clear understanding of credit card policies and practices;
help consumers in selecting the card best suited to their needs; help consumers avoid
being surprised by unexpected fees; provide sufficient notice of potential changes in

practices; and promote greater competition within the industry.
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‘We have invested significant time and effort in making sure our own disclosures
communicate effectively. While we are, of course, always looking for ways to improve,
our disclosures were the only ones singled out by the GAO in its September 2006
industry-wide report on credit cards as effective and simpler to read. We also have
introduced an enhanced “Facts About Rates and Fees” table in our cardmember
agreements, summarizing all rates and fees in clear, easier to read language; adopted a
more consumer-friendly notice to better inform each customer of a change in terms and
the right each customer may have to opt out of that change; and enhanced our
“responsible lender” disclosures by adding a simple paragraph to the front page of all
solicitation letters making clear, among other things, any balance transfer fee, the
circumstances under which a customer may lose a promotional rate, and the balances to
which the promotional rate does and does not apply.

We recognize, however, that our own efforts, and those of a number of other
issuers, are not enough. The industry cannot solve this problem itself because there is no
incentive for companies with poor practices to have clear disclosures. In fact, quite the
opposite is true. That is why we applaud the Fed’s efforts to modernize and improve the
disclosure regime for the entire industry for the first time in 30 years,

Regulatory Action by the Fed. When we last appeared before this Subcommittee
in June 2007, the Fed had just announced its proposed changes to Regulation (Reg) Z,
which implements the Truth in Lending Act (TILA). Our initial reaction was quite
positive, and now, having had the opportunity to study the Fed’s detailed proposal

carefully, we fully support this approach to reform.
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The nuanced and extensively reviewed proposal aims to improve the clarity and
consistency of disclosures at every important point in the customer’s relationship with her
bank, and to enhance the customer’s understanding of key credit card terms and
conditions. The proposal is rooted in the belief, as expressed by Congress in TILA, that
economic stability and competition among consumer credit providers are strengthened
when consumers make informed judgments about the cost of credit. The Fed would, for
example, require a standardized presentation of information in easy-to-read tables that
show key rate and fee information, including penalty fees.

In essence, the proposed Reg Z changes seek to move credit card disclosures
toward the successful model of food labeling, where consumers can get ail the
information they need in simple, uniform terms that allow them to readily compare one
product to another. Consumers should be able to do the same thing in the world of credit
cards, relying on the consistent, easily-understandable presentation of important
information in table-form when applying for credit, when opening an account, when
receiving their statement, or when the terms of the account change. We also want
consumers to have ample opportunity to exercise their leverage and negotiate with the
issuer or seek out a new credit card provider if they are not satisfied with a change in
terms proposed by their current issuer. And because meaningful disclosure and financial
literacy go hand-in-hand, we also support a broader, sustained investment in financial
literacy on a national basis, in conjunction with improved disclosures.

While all of these changes certainly would benefit consumers, they also would
ensure that financial services providers compete on a level playing field. At Citi, we

want consumers to be able to compare us to our competitors on an apples-to-apples basis.
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In fact, we relish that comparison. We want disclosures that will highlight our best
practices and enable us to compete effectively in the marketplace against issuers whose
practices may be less consumer-friendly.

We agree that industry-wide change is necessary to address the real challenges in
the system, but, in our view, the regulatory changes underway at the Fed offer a better
path to reform than H.R. 5244.

H.R. 5244: Not the Right Approach

We understand the impetus for this bill. We have heard the dissatisfaction of
consurners and policymakers loud and clear. But we urge Congress to tread cautiously
here in order to avoid unintended consequences—particularly at a fragile time for the
economy.

Premature. First, passing legislation—which itself would result in months of
rulemaking to develop implementing regulations—would slow down the regulatory train,
which is already nearing its destination. The Fed’s thorough revision of Reg Z—which
reflects extensive consumer testing and review—will be finalized before the end of the
year. We are confident that, if given the chance to work, the Fed’s revamped disclosure
requirements will largely address the problems H.R. 5244 is intended to address.
Uniform disclosure that enables customer understanding is the best way to address
practices that are not consumer friendly; in a fully effective marketplace, consumers will
be the judge, and issuers who adopt the best practices will enjoy a competitive advantage.
We think that the Fed’s approach should be given an opportunity to take effect before

Congress makes a determination as to whether legislative action is necessary.
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Regulatory Expertise and Flexibility. There are other practical reasons—in
addition to timing—to favor the Fed’s regulatory approach. As the regulator responsible
for addressing <;onsumer concerns with the credit card industry, the Fed has an
unparalleled understanding of this complex and evolving business, so it makes sense to
take advantage of this expertise in designing solutions to the challenges facing the
industry. Regulations are also more flexible than legislation and can be modified more
easily than statutes to take into account changes in market conditions or consumer
demands.

Unintended Consequences. We have significant concems that H.R. 5244 would
fundamentally alter the credit card business in ways that would dramatically affect
consumers and the broader economy. I will highlight a few of our key concems below,
and we would be happy to discuss our concerns in greater detail with the Committee.

First, H.R. 5244 would seriously impair issuers’ ability to reflect consumer risk in
credit card pricing. At bottom, the bill’s restrictions amount to price controls—not
because they impose specific numerical caps, but because they limit the amount of risk an
issuer can incorporate into the price of the loan. For example, by prohibiting issuers from
using credit bureau information to evaluate a customer’s risk when her card is up for
renewal, the bill (as we understand it) would have the perverse result of forcing the issuer
to make a pricing decision based on anything except the customer’s own risk profile.

The capacity to consider relevant information about risk when making credit
available is a fundamental foundation of safe and sound lending practices. Without that
ability to differentiate risk, less creditworthy consumers would have fewer means of

accessing regulated credit, relatively risk-free consumers would face a higher cost of
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credit, and banks would have to re-think their iending models. The Congressional
Research Service (CRS), for example, reports that legislation that limits the ability of
issuers to reprice for risk could lead to increased minimum payments, reduced credit
limits, and less access to credit cards.

In short, if this bill is enacted, the financial burdens associated with the higher-
risk customers will be spread across all customers, instead of being borne by the higher-
risk customers themselves.

Second, the bill effectively bars a lender from charging interest on an outstanding

loan. That result would fundamentally alter the credit card economic model. Under
current industry practice, a cardholder qualifies for a grace period and can avoid paying
interest on her loan when she pays the entire balance on time and in full. This is an
extraordinary feature in the world of lending. It is good for issuers because it encourages
customers to pay on time, and it is good for customers because it gives them an interest-
free loan. In fact, 55% of our customers use it. But because it is so unusual, and so
contrary to the basic business model of lending money for interest, this deal has set terms:
a cardholder must pay off the entire balance by the due date. The bill would completely
rewrite the terms of the deal to make the lender give an interest free loan for any amount
paid by the due date, greatly expanding the grace period concept. If such a provision
were enacted into law, card issuers would be forced to change their pricing models, and
to consider eliminating the grace period altogether.

Third, by prohibiting any changes to the terms of the card agreement except for

reasons that are specifically set out in the agreement at the time the account was opened,

% Darryl E. Getter, The Credit Card Market: Recent Trends, Funding Cost Issues, and Repricing Practices,
CRS REPORT TO CONGRESS at 11, Feb. 27, 2008.
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H.R. 5244 undermines the push to simplify disclosures, as issuers will be forced to set
forth every potential eventuality in the original agreement.

Fourth, by barring issuers from notifying credit reporting agencies about the
existence of a new card until it is actually used, this bill will distort customers’ credit risk
profiles and could adversely affect their credit scores. Moreover, this bill will make it
more difficult to prevent fraud and identity theft. Prohibiting this flow of information
means that no one will be able to flag unusual and inappropriate patterns of card activity,
which are key triggers to stopping fraud and identity theft before it happens.

Conclusion

I believe that this legislation is unnecessary in light of the targeted regulatory
efforts underway to address these concerns, and that its unintended consequences would
undermine the genuine benefits the risk-based model has brought to consumers and
threaten to destabilize the credit markets.

Thank you for the opportunity to discuss these important issues with the

Subcommittee. Ilook forward to answering any questions you may have.
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Chair Maloney, Ranking Member Biggert and members of the Subcommittee, I
appreciate the opportunity to testify on behalf of the Federal Deposit Insurance
Corporation (FDIC) regarding credit card practices and to provide comments regarding

H.R. 5244, the Credit Cardholders’ Bill of Rights Act of 2008.

Credit cards have become a vital component of everyday life, serving as an
accessible form of credit that provides great convenience to consumers. However, as
with all credit products, unless provided responsibly and used carefully, they hold the

potential to cause significant harm.

At the Subcommittee’s June 2007 hearing, FDIC Chairman Bair outlined credit
card practices that have raised concerns at the FDIC. In my testimony today, I will
discuss recent trends in credit card lending and borrowing, the current legal and

regulatory context, and how H.R. 5244 addresses a number of abusive practices.

Trends in Credit Card Lending and Borrowing

Credit Card Usage and Growth

Credit card lending today is an integral part of the consumer finance marketplace,
widely accessible to houscholds spanning all demographic and socio-economic groups.
By 2004, the most recent year for which aggregate consumer data are available, 75

percent of U.S. households had some type of credit card, and 46 percent carried a credit
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card balance.! A 2007 study found that U.S. consumers individuaily had an average of 4
credit cards, with approximately 51 percent holding at least 2 cards and approximately 14

percent having more than 10 cards.’

The Federal Reserve 2004 Survey of Consumer Finances documents that the
median level of indebtedness for families with credit card debt was $2,200 in 2004, up
from $1,300 in 1989 (in 2004 dollars). A significant number of families have much
higher amounts of credit card debt, however. Thirty six percent of credit card users who
carry balances owe more than $10,000, and 13 percent carry balances larger than

$25,000.°

The use of credit card debt by lower income households has grown particularly
quickly in recent decades. Nearly 30 percent of households in the lowest income quintile
held credit card debt in 2004, up from 15 percent in 1989.% The increase in credit card
usage has often been cited as a factor in the growing incidence of financial distress,
especially for lower income houscholds. Over one quarter of households in the lowest
income quintile have debt to income ratios greater than 40 percént, and 16 percent report
having had a debt payment 60 days or more past due.® Almost one-third of these lower

income families report that they hardly ever pay their total balance in full.®

! Federal Reserve 2004 Survey of Consumer Finances,

? Experian’s National Score Index Study (2007).

* CardTrak.com, “Credit Card Debt ~ What Do Americans Really Owe?” May 31, 2007.
www.cardtrak.com/press/2007.05.31

* Federal Reserve 2004 Survey of Consumer Finances.

* Federal Reserve 2004 Survey of Consumer Finances.

® Federal Reserve 2004 Survey of Consumer Finances.
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Use of credit cards by young adults also has incrcased. The average credit card
debt held by young adults ages 18 to 24 and 25 to 34 grew by 22 percent and 47 percent,
respectively, between 1989 and 2004.” In 2004, more than three quarters of
undergraduate students started the school year with a credit card, but only 21 percent of

college students pay off their entire balance each month®

As of fourth quarter 2007, consumer credit outstanding totaled $2.5 trillion; $941
billion of this was revolving credit, which is made up primarily of credit card debt.®
Since 2006, increases in consumer credit outstanding have been largely driven by
revolving credit growth. Revolving credit grew by $66 billion, or 7.5 percent, between
fourth quarter 2006 and fourth quarter 2007. This was the fastest rate of credit card
growth seen since second quarter 2001. At the same time, mortgage liabilities, while up
6.6 percent on a year over year basis in fourth quarter 2007, experienced the slowest
growth since 1998® and unused commitments on home equity lines grew only 0.2

percent, the slowest growth since first quarter 2002.

It is expected that revolving eredit demand will remain strong in the coming
quarters, particularly if consumers are less able to obtain other sources of funding to
finance consumption, such as drawing upon their mortgage equity. In contrast to other
types of credit, credit card loans are still relatively easy to obtain. The January 2008

survey of financial institution Senior Loan Officers conducted by the Federal Reserve

7 “Generation Debt: Student Loans, Credit Cards, and Their Consequences,” Demos, Winter 2007, at 3.
¥ “Undergraduate Students and Credit Cards in 2004: An Analysis of Usage Rates and Trends,” Nellie
Mae, May 2005, at 8.

? Federal Reserve Statistical Release G.19 Consumer Credit.

' Federal Reserve Flow of Funds.
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Board showed that lending standards for credit cards have not become more stringent.
Specifically, 90 percent of banks reported that lending standards for approving credit card
loan applications remained basically unchanged over the prior three months, while
standards on mortgage loans and consumer loans other than credit cards tightened

considerably."!

Although credit card lending standards might not be changing, overall
solicitations are slowing. In 2007 there were 5.2 billion credit card solicitations sent to
U.S. households, down nearly 10 percent from 5.8 in 2006.'> Yet, as recently as third
quarter 2007, offers sent to houscholds using more than 30 percent of their available
credit, who represent greater credit risks than those who use less credit, grew 5 percent
from the previous quarter. This indicates that issuers have not stopped pursuing higher-

risk borrowers. >

Credit Card Performance

In recent months, some analysts have expressed concerns that losscs and
disruptions of the type being experienced in the mortgage market will extend to credit
card markets and other arcas of consumer credit. However, to the extent that credit card

lines at FDIC-insured institutions have shown signs of weakness, losses are much lcss

" January 2008 Senior Loan Officer Opinion Survey on Bank Lending Practices, Board of Governors of

the Federal Reserve System, February 4, 2008.

12 «JS credit card mail volume declined in 4® quarter 2007 as troubled issuers push back,” Synovate Mail
Monitor, February 6, 2008, www.synovate.com/current/news/article/2008/02/us-credit-card-mail-volume-
declined-in-4-sup-th-sup-quarter.

** “Mailed Card Offers Gain As Lack of Liquidity Bites,” American Banker, December 5, 2007.
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severe than those in the mortgage sector. Thus far, credit card credit quality has
remained relatively strong. The net charge-off rate for credit card loans was 4.06 percent
in fourth quarter 2007, and 2.22 percent of credit card loans were noncurrent. Credit card
charge-offs grew 33 percent from fourth quarter 2006, compared to mortgage loan
charge-offs and home equity line of credit charge-offs, which climbed by 144 percent and
378 percent, respectively. Nevertheless, the FDIC will continue to monitor credit card

performance, especially given the current turmoil in mortgage markets.

Similarly, despite the financial market turmoil of the past months, credit card
lending remains a generally profitable business. In fact, credit card lending has been the
most profitable business line for some time. The 27 institutions the FDIC has identified
as credit card specialty banks reported a return on assets (ROA) of 2.61 percent in fourth
quarter 2007, while the banking industry overall had a ROA of 0.18 percent; these figures
were down from 3.43 percent and 1.20 percent, respectively, in fourth quarter 2006.
These 27 institutions account for more than three-quarters of all credit card loans (on-
balance sheet plus receivables securitized and sold) extended by insured institutions at the
end of 2007. During the past 10 years, the average ROA of insured credit card specialists
has ranged from a low of 2.86 percent in 1998 to a high of 4.19 percent in 2006. For all
insured institutions during this period, the average ROA ranged from a low of 0.86

percent in 2007 to a high of 1.38 percent in 2003.

The higher profitability of credit card lenders stems from high average yields on

their asset portfolios, combined with high levels of noninterest revenue. In 2007, the
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average yield on credit card specialists’ interest-carning assets was 13.2 percent, almost
double the industry average of 6.8 percent. Also, noninterest income accounted for 6]
percent of total net operating revenue at the 27 credit card specialists.14 For the industry
as a whole, noninterest income represented 40 percent of net operating revenue. Notably,
54 percent of the noninterest income reported by credit card specialists was income from
securitization and servicing of securitized receivables. These robust revenues help offset
the higher net charge-offs associated with unsecured consumer lending. At 4.23 percent,
fourth quarter charge-offs at credit card lenders were notably higher than for the banking

industry as a whole.

Whether or not credit card performance will weaken in the eoming quarters in the
wake of the ongoing challenges faced by the mortgage industry is unknown. Historically,
consumers have chosen to protect their most valuable asset, their homes, by paying
mortgage debt before credit card debt. However, a study conducted by the consumer
credit bureau Experian found that subprime borrowers were delinquent on mortgage debt

more often than bankcard debt.'”

Given current economic and credit conditions, bankers and analysts are not
expecting marked improvements in credit card performance in the near future. In fact,

about 70 percent of senior loan officers reported in January that they expected

' Net operating revenue is the sum of net interest income and total noninterest income.
'3 “Experian analysis of subprime lending market uncovers surprising trends,” Experian Media Alert, April
10, 2007.
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deterioration in the quality of credit card loans.'® Despite the possibility that some
borrowers may choose to keep paying credit card bills even after becoming delinquent on
home loans, the available evidence is mixed so it is not clear that new bill payment
behaviors will favor credit cards. A recent survey found that credit cards were the most
likely bill not to be repaid if the borrower did not have enough money. Nearly 35 percent
said they would leave their credit card bill unpaid, versus less than 5 percent who said

they would leave their mortgage unpaid.'”
Legal Context and Developments
Truth in Lending Act/Regulation Z

The Truth in Lending Act (TILA), enacted in 1968, along with its implementing
regulation (Regulation Z), are still the primary fedcral law applicable to credit card
lending. TILA and Regulation Z focus primarily on disclosure of the cost and terms of
credit. Included in the law, however, are some important consumer protections related to
crediting of payments, treatment of credit balances, various proteetions to cardholders
(such as limits on consumer liability for unauthorized or unlawful credit card use and the
right of a cardholder to assert claims or &efenses against a credit card issuer), and billing

resolution procedures.

1% January 2008 Senior Loan Officer Opinion Survey on Bank Lending Practices, Board of Governors of
the Federal Reserve System, February 4, 2008.

'7 “Payment Delinquencies Spanning All Industries: A Survey of US Consumers and the Companies They
Pay,” Online Resources, December 2007.
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The Federal Reserve Board (FRB), which has exclusive authority to promulgate
regulations to implement TILA,'® proposed amendmenis'® to Regulation Z in late May
2007 which would significantly improve credit card disclosures. The proposed
amendments include changes to format, timing, and content requirements in solicitations,
applications, account opening documents, change-in-term notices, and periodic billing
statements. The proposal also incorporates an increase, from 15 to 45 days, in the
required advance notice before a changed term could be imposed on consumers. While
improved disclosures are important, it is doubtful whether even improved disclosures can
mitigate the harmful effect of some of the most questionable practices. Action by

Congress may expedite solutions to some of the most troubling practices.

Unfair and Deceptive Acts and Practices

Credit card issuers also are subject to the Federal Trade Commission (FTC) Act
Section 5 prohibition against unfair and deceptive acts and practices (UDAP). The
UDAP prohibition applies to all types of consumer lending, such as mortgages and credit
cards, and to every stage and activity, including the development of products. The
prohibition also applies to the marketing, servicing, collections, and the termination of

the customer relationship.

' While they lack rulemaking authority, other Federal banking agencies enforce compliance with TILA
and Regulation Z by their supervised institutions and use their enforcement authority pursuant to section 8
of the Federal Deposit Insurance Act (FDI Act) to address violations. See section 108 of the Truth in
Lending Act, 15 U.S.C. § 1607.

1 See May 23, 2007 press release announcing issuance of proposed amendments to Regulation Z (Truth in
Lending), http://www.federalreserve.gov/boarddocs/press/bereg/2007/20070523/default. htm. The
proposed amendments may be found at 72 Fed. Reg. 32948 (June 14, 2007).
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The UDAP prohibition provides a powerful supervisory tool. However, its
strength is limited by the need to make case-by-case determinations and then, depending
on the problem being addressed, to decide appropriate corrective action. While this
approach results in changes to practices at individual institutions, it does not necessarily
result in changes industry-wide. Having rulemaking authority enables an agency to

significantly limit, or even prohibit, practices decmed to be unfair or deceptive.

Current law limits FTC rulemaking authority with respect to banks, thrifts and
credit unions to the FRB, Office of Thrift Supervision and National Credit Union
Administration, and excludes the Office of the Comptroller of the Currency and the
FDIC, who are the primary federal regulators of about 7,000 institutions.”” Last year, the
House of Representatives passed legislation, H.R. 3526, to amend the FTC Act to grant
each federal banking agency the authority to prescribe regulations governing unfair or
deceptive acts or practices with respect to the institutions each such agency supervises.
The authority in H.R. 3526 would be a helpful addition to our present enforcement
authority, and would enable us to improve our ability to address egregious and pervasive
practices on an industry-wide hasis. Including the perspectives of the supervisor of some
of the nation’s largest banks and the perspectives of the supervisor of the largest number
of banks as well as the deposit insurer would provide valuable input and expertise to the

rulemaking process.

* While it lacks rulemaking authority, the FDIC will take appropriate action pursuant to its authority under
Section 8 of the FDI Acl when unfair or deceptive trade practices are discovered at state-chartered banks
under its supervision.
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Comments on H.R. 5244

The FDIC views H.R. 5244, the Credit Cardholders Bill of Rights Act of 2008, as
a balanced and constructive effort to address many of the most problematic credit card

practices in an effective way.

Competition and innovation in the credit card market has sometimes outstripped
the ability of the regulatory process to expeditiously address practices that may be unfair
to consumers. Further, the disclosures required by TILA, while useful, arc not
necessarily sufficient to fully inform consumers about the prices and terms of credit
products or to protect them from abusive practices. H.R. 5244 addresses many of the
concerns the FDIC and others have identified as questionable credit card practices. As
we have seen repeatedly, loan products that trap consumers in debt they cannot repay

raise significant concerns for safety and soundness, as well as consumer protection.

Key Provisions

H.R. 5244 addresses a number of the most troubling credit card practices, several
of which raise supervisory and eonsumer protection concerns no matter how clearly they
are disclosed. These practices include: universal default; double-cycle billing; payment
allocation to the lowest rate portion of the balance; and inconsistent and punitive billing

practices.

10
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Universal Default: In utilizing universal default, an issuer increases rates when a
cardholder fails to make payments to other creditors or has an overall decline in his or her
credit score. The result is that a cardholder who repays on time still may be assessed a
higher interest rate because the cardholder made a late payment to another creditor, or has
incurred a significant amount of additional debt. Employing this practice may materially
worsen a cardholder’s financial condition, contributing to the cardholder’s overall level
of financial distress and reducing incentives to stay current. This has potentially serious

implications for ultimate debt repayment, and raises risk management concerns.

H.R. 5244 would address universal default by prohibiting a creditor from
increasing the annual percentage rate (APR) applicable to an outstanding account balance
due to adverse information about a borrower in a credit report or as a result of a change in
their credit score, other than borrower actions or omissions directly connected to the
account in question. This provision is a reasonable approach that both reduces the
likelihood that increasing payment amounts will undercut the ability of the borrower to
repay, as well as preserving for the lender the flexibility to use risk-based pricing for

amounts borrowed in the future.

Double-Cycle Billing: Under double cycle billing, when a cardholder fails to pay
the entire balance of new purchases by the due date, the issuer, despite the cardholder’s

having no previous balance, computes interest on the original balance that had previously
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been subject to an interest-free period.”’ H.R. 5244 prohibits double-cycle billing,
providing that creditors may not impose or collect an interest charge on the portion of
credit that was repaid on time. The complex nature of double-cycle billing practices and
calculations do not lend themselves to clear and concise disclosure that effectively

communicates usable information to consumers.

Payment Allocations: In this practice, varying interest rates are tied to account

usage, but the issuer applies payments first to the portion of the account with the lowest
rate. As a result, balances on different tiers may shrink or grow disproportionately as
payments are made by a customer. Allocating payments to the balance with the lowest
interest rate effectively increases the overall interest payments for the customer. H.R.
5244 would end that practice by providing that if a credit card account accrues interest at
two or more different APRs, each periodic payment must at least be allocated among the
outstanding balances at each APR at the proportion each balance bears to the total

balance.

Billing Practices: A variety of billing practices that have been used by the credit
card industry generate confusion and complaints by consumers. H.R. 5244 addresses a

number of these practices.

For example, the bill would address the so-called “any-time any-reason” clauses

regarding changes in terms. Credit card agreements that reserve the right of issuers to

1 See GAO-06-929, Credit Cards: Increased Complexity in Rates and Fees Heightens Need for More
Effective Disclosures to Consumers (GAO Report), "How the Double Cycle Billing Method Works," p. 28
Figure 6.

>
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change their terms at any time or for any reason render illusory the value of those
agreements as contracts or as a means for consumers to understand the potential cost of
credit. While there are legitimate reasons for lenders to change the terms of a credit
agreement over time, those reasons should be clearly described so that consumers
understand the terms they are accepting and can set their expectations accordingly.
Issuers should specify in their agreements the reasons they will change the terms of the

agreement, at least for interest rates, fees, and the borrower’s line of credit.

Under the terms of H.R. 5244, creditors would be prohibited from changing the
terms of an agreement until renewal, except for specific material reasons articulated in
the agreement at the time of account opening. This approach allows creditors to adjust
the terms of accounts for changing risks while at the same time providing borrowers with
important account information in a manner that allows them to appropriately manage

their use of the credit.

Another difficulty cardholders face is that “any-time any-reason” changes to their
credit agreement may be coupled with very short advance notices. The combined impact
of these two practices force eardholders to either accept the change or immediately pay
off any balance — which many cardholders cannot do. TILA/Regulation Z currently
requires only that creditors mail or deliver a notice of change in terms 15 days prior to the
effective date.” There is no requirement that borrowers be given the opportunity to pay

off the account on its existing terms.

2 12 CF.R. §226.9(c).
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H.R 5244 would increase the notice period for changes to the APR® to at least 45
days and consumers would be permitted to cancel the account without penalty and repay
any balance due under the current terms. The consumer could exercise the right to cancel
at any time during the period between when they receive the notice and when they
receive the third periodic statement after the effective date of the increase. This provision
of the bill allows creditors to adjust their terms while providing consumers a genuine
opportunity to opt out. The Committee may wish to consider whether these same
provisions also should apply to other fees, especially penalty fees. This is a particular
issue with respect to subprime credit cards (as well other types of subprime credit), where
the fees are often morc oncrous than the interest rate and the cards are structured in a way

that makes it difficult to avoid incurring fees.

Subprime Cards: Practices in the subprime credit card area are often particularly
egregious. These include inadequate or deceptive marketing and account disclosures, as
well as credit products that have little or no credit availability left following the
assessment of opening and other fecs -- so-called “fee harvester” cards. Fees associated
with the product, which in the case of subprime cards can be very sizable, may result in
depletion of the available credit.>* Practices also include card programs with features and
requirements that produce frequent and exccssive fees and penalties that result in a debt

spiral, along with abusive collection practices.

> Except for introductory rates or changes to another interest rate to which the APR is indexed.
4 See “Fee Harvesters: Low-Credit, High-Cost Cards Bleed Consumers,” National Consumer Law Center,
November 2007, www.consumerlaw.org.
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H.R 5244 would prohibit creditors from issuing a credit card or reporting the
account opening to a consumer reporting agency if the account requires the consumer to
pay fees in an amount cxceeding 25 percent of the authorized credit in the first year, until
payment of such fees is made in full and the payment is not made from the available
credit on the card. Based on our experience, the FDIC would also suggest consideration
of other approaches, such as restricting use of such fees to reduce available credit, or
capping the fees. We would be happy to work with the Subcommittee on a

comprehensive restriction of these practices.

The agencies have, on occasion, taken action under Section 5 of the FTC Act
against card issuers who effectively provide no credit as a result of the initial fees and the
structure of certain subprime credit cards. However, rather than having to make a case-
by-case determination of unfaimess, it would be more effective to have a bright-line test
such as the one embodied in the bill to apply to all offered cards. The Subcommittee also
might consider whether, in addition to fees that are charged in conjunction with the
account, the 25 percent test should include auxiliary products and services (such as travel
programs, insurance, etc.) sold by the card issuer in conjunction with the account. These
products often have limited utility and may consume all of the credit not used by the

initial fees.?

3 Ihid,
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Additional Provisions in HR. 5244

H.R. 5244 contains a number of other provisions to improve credit card practices.
For example, the bill would require creditors to allow consumers to choose whether to
prohibit the creditor from completing a transaction that would put the consumer over
their credit limit (“over-limit transactions”) if the credit plan has an over-limit fee
provision for extensions over the limit. In addition, for consumers who opted to allow
over-limit transactions, the bill would restrict over-limit fees to one per billing cycle, and

would limit their imposition in later cycles.

These provisions would allow consumers to avoid unexpected “over-limit” fees or
penalty interest rates, which often significantly increase the cost of credit, particularly for
consumiers with subprime credit cards that have very low credit limits. Very often such
consumers have balancces that reflect little use of credit for actnal purchases, but instead
consist of over-limit fees piling on each month, coupled with rapidly increasing interest
charges. Even if consumers opt to allow over-limit transactions, the bill’s provisions

would reduce the disproportionate cost that some currently pay.

Other provisions also address questionable fee increases, such as the bill’s
prohibition on charging fees in connection with balances that consist only of accrued
interest on previously repaid credit, and its prohibition on finding the failure to pay those
amounts in a timely manner to be an event of default. These practices substantially

increase the cost of credit for consumers.

16



148

Finally, the bill addresses consumer concerns about abbreviated due dates that
make it difficult for consumers to make timely payments and avoid fees, The bill would
require that periodic statements be sent to consumers at least 25 days before the due date.
The bill also would require that periodic statements disclose a payment due date, and
treat any payment received by 5:00 p.m. EST on that due date as timely. Further, if the
borrower has proof of mailing at least seven days prior to the due date, the payment must
be presumed timely. This is an improvement over current law. Consumers deserve a fair

opportunity to pay their bills on time and avoid additional fees.

Conclusion

The credit card has been an important innovation in consumer finance, allowing
consumers greater flexibility to access credit. This flexibility, in turn, has fucled
economic growth by making it more convenient for consumers to purchase goods and
services. Yet, like all credit, credit cards can create economic hardship if not properly
managed or if consumers are confused or misled regarding the terms and conditions of
their use. A proper balance needs to be struck. Legislative and regulatory changes, such

as H.R. 5244, can help strike that appropriate balance.
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Prepared Testimony of Senator Carl Levin
Chairman, Senate Permanent Subcommittee on Investigations
on
Unfair Credit Card Practices and the Need for a Legislative Remedy

Before the House Financial Services
Subcommittee on Financial Institutions and Consumer Credit

April 17, 2008

Chairwoman Maloney, Ranking Member Biggert, and Members of the
Subcommittee, I thank you for the opportunity to testify today and add to your legislative
record a description of some of the work on unfair credit card practices that has been
conducted in the other body, by the Senate Permanent Subcommittee on Investigations,
which I chair. I would also like to commend this Subcommittee and the full Financial
Services Committee for the important work you have been doing to expose credit card
abuses. The Maloney-Frank bill you are considering today, H.R. 5244, includes valuable
provisions which would alleviate many of the credit card abuses hurting American
families. It’s impressive that the bill already has 95 cosponsors.

I also commend my colleague Senator Wyden for his work on this topic.

Credit card companies have gone too far when they hike the interest rates of
cardholders who pay on time and comply with their credit card agreements, impose
interest rates as high as 32%, charge interest for debt that was paid on time, apply higher
interest rates retroactively to existing credit card debt, pile on excessive fees, charge
interest on those fees, apply consumer payments first to the debt with the least expensive
interest rate, and engage in other outrageous practices that are burying American
consumers in a mountain of debt. Working families are already under pressure from
skyrocketing gasoline and food costs, the mortgage crisis, and mounting debt; now more
than ever, credit card abuses are compounding their misery.

Because these unfair practices have gone on for so many years and often represent
the industry norm, it is unlikely industry will give them up unless credit card reform
legislation creates a new level playing field that applies equally to all credit card issuers.
Otherwise, I am afraid that these practices are too entrenched, too profitable, and too
immune to consumer pressure for the companies to change them on their own.
Legislation is critical not only to protect consumers but also to ensure that credit card
companies willing to do the right thing are not put at a competitive disadvantage by
companies continuing unfair practices.

Some argue that Congress doesn’t need to ban unfair credit card practices; they
contend that improved disclosure alone will empower consumers to seek out better deals.
Sunlight can be a powerful disinfectant, but credit cards have become such complex
financial products that even improved disclosure will frequently not be enough to curb
the abuses -- first because some practices are so confusing that consumers can’t easily
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understand them, and second because better disclosure does not always lead to greater
market competition, especially when virtually an entire industry is using and benefiting
from practices that hurt consumers.

PSI Credit Card Investigation

Before I discuss the credit card investigation conducted by the Senate Permanent
Subcommittee on Investigations - or PSI — I'd like to briefly explain a bit about PSI. PSI
is a unique subcommittee charged with conducting bipartisan investigations into a
specified range of issues. The Subcommittee traditionally takes the time to delve deeply
into a subject and conducts hearings using detailed case histories to illustrate the issues
being examined. The Subcommittee has no legislative jurisdiction, and so takes pride in
sharing its work with the committees of legislative jurisdiction to add to their legislative
records. It is also common for Subcommittee Members to introduce legislation
addressing the problems examined in a PSI investigation. That legislation is then referred
to the committees of legislative jurisdiction for their further consideration.

Our work on credit cards started in 2005, when I requested a U.S. Government
Accountability Office (GAO) report to compile a description of the fees, interest rates
and disclosure practices of popular credit cards from the largest credit card issuers.
Following the release of that GAO report in 2006, we began to investigate some of the
highlighted practices. The Subcommittee staff met with each of the major card issuers,
visited a credit card bill processing facility, spoke with credit card regulators, and took
other steps to be sure we fully understood the industry’s practices and standards. The
staff also met with consumer groups, businesses, and experts familiar with credit card
practices. The Subcommittee also poured through numerous case histories of individuals
describing abusive practices that had mired them and their families in debt.

PSTheld two hearings examining a range of unfair credit card practices. The first
hearing, in March 2007, examined practices involving fees, interest rates and grace
periods at the major credit card companies. A second hearing in December 2007 looked
at how even cardholders who play by the rules, pay their bills on time, and stay under
their credit limits, have had their interest rates hiked, sometimes to the extent that their
interest rates were doubled or even tripled. Together, these hearings provide a detailed
legislative record documenting a host of unfair credit card practices and the need for
legislative reform.

I’d like to describe here some of the case histories that the Subcommittee
examined at its hearings.
Excessive Fees

The first case history we examined illustrates the fact that major credit card
issuers today impose a host of fees on their cardholders, including late fees and over-the-
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limit fees that are not only substantial in themselves but can contribute to years of debt
for families unable to immediately pay them.

Wesley Wannemacher of Lima, Ohio, testified at our March 2007 hearing, In
2001 and 2002, Mr. Wannemacher used a new credit card to pay for expenses mostly
related to his wedding. He charged a total of about $3,200, which exceeded the card’s
credit limit by $200. He spent the next six years trying to pay off the debt, averaging
payments of about $1,000 per year. As of February 2007, he’d paid about $6,300 on his
$3,200 debt, but his billing statement showed he still owed $4,400.

How is it possible that a man pays $6,300 on a $3,200 credit card debt, but still
owes $4,400?7 Here’s how. Take a look at Exhibit 1. On top of the $3,200 debt, Mr.
Wannemacher was charged by the credit card issuer about $4,900 in interest, $1,100 in
late fees, and $1,500 in over-the-limit fees. He was hit 47 times with over-limit fees,
even though he went over the limit only 3 times and exceeded the limit by only $200.
Altogether, these fees and the interest charges added up to $7,500, which, on top of the
original $3,200 credit card debt, produced total charges to him of $10,700.

In other words, the interest charges and fees more than tripled the original $3,200
credit card debt, despite payments by the cardholder averaging $1,000 per year. Unfair?
Clearly, I think, but our investigation has shown that sky-high interest charges and fees
are not uncommon in the credit card industry. While the Wannemacher account happened
to be at Chase, penalty interest rates and fees are also employed by other major credit
card issuers.

The week before the March hearing, Chase decided to forgive the remaining debt
on the Wannemacher account, and while that was great news for the Wannemacher
family, that decision doesn’t begin to resolve the problem of excessive credit card fees
and sky-high interest rates that trap too many hard-working families in a downward spiral
of debt.

These high fees are made worse by the industry-wide practice of including all fees
in a consumer’s outstanding balance so that they incur interest charges. It is one thing for
a bank to charge interest on funds lent to a consumer; charging interest on penalty fees
goes too far.

Charging Interest for Debt Paid on Time

Another galling practice featured in our March hearing involves the fact that
credit card debt that is paid on time routinely accrues interest charges, and credit card
bills that are paid on time and in full are routinely inflated with what I call “trailing
interest.” Every single issuer contacted by the Subcommittee engaged in both of these
unfair practices which squeeze additional interest charges from responsible cardholders.
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Here’s how it works. Take a look at Exhibit 2. Suppose a consumer who usually
pays his account in full, and owes no money on December 1st, makes a lot of purchases
in December, and gets a January 1 credit card bill for $5,020. That bill is due January 15.
Suppose the consumer pays that bill on time, but pays $5,000 instead of the full amount
owed. What do you think the consumer owes on the next bill?

If you thought the bill would be the $20 past due plus interest on the $20, you
would be wrong. In fact, under industry practice today, the bill would likely be twice as
much. That’s because the consumer would have to pay interest, not just on the $20 that
wasn’t paid on time, but also on the $5,000 that was paid on time. In other words, the
consumer would have to pay interest on the entire $5,020 from the first day of the new
billing month, January 1, until the day the bill was paid on January 15, compounded
daily. So much for a grace period. In addition, the consumer would have to pay the $20
past due, plus interest on the $20 from January 15 to January 31, again compounded
daily. In our example, using an interest rate of 17.99% (which is the interest rate charged
to Mr. Wannamacher), the $20 debt would, in one month, rack up $35 in interest charges
and balloon into a debt of $55.21.

You might ask — hold on — why does the consumer have to pay any interest at all
on the $5,000 that was paid on time? Why does anyone have to pay interest on the
portion of a debt that was paid by the date specified in the bill — in other words, on time?
The answer is, because that’s how the credit card industry has operated for years, and
they have gotten away with it.

There’s more. You might think that once the consumer gets gouged in February,
paying $55.21 on a $20 debt, and pays that bill on time and in full, without making any
new purchases, that would be the end of it. But you would be wrong again. It’s not over.
Look again at Exhibit 2. Even though, on February 15, the consumer paid the February
bill in full and on time — all $55.21 — the next bill has an additional interest charge on it,
for what we call “trailing interest.” In this case, the trailing interest is the interest that
accumulated on the $55.21 from February 1 to 15, which is time period from the day
when the bill was sent to the day when it was paid. The total is 38 cents. While some
issuers will waive trailing interest if the next month’s bill is less than $1, if a consumer
makes a new purchase, a common industry practice is to fold the 38 cents into the end-of-
month bill reflecting the new purchase.

Now 38 cents isn’t much in the big scheme of things. That may be why many
consumers don’t notice these types of extra interest charges or try to fight them. Even if
someone had questions about the amount of interest on a bill, most consumers would be
hard pressed to understand how the amount was calculated, much less whether it was
incorrect. But by nickel and diming tens of millions of consumer accounts, credit card
issuers reap large profits.

I think it is indefensible to make consumers pay interest on debt which they pay
on time. It is also just plain wrong to charge trailing interest when a bill is paid on time
and in full.
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Unfair Interest Rate Hikes

My Subcommittee’s second hearing focused on another set of unfair eredit card
practices involving unfair interest rate increases. Cardholders who had years-long
records of paying their credit card bills on time, staying below their credit limits, and
paying at least the minimum amount due, were nevertheless socked with substantial
interest rate increases. Some saw their credit card interest rates double or even triple. At
the hearing, three consumers described this experience.

Janet Hard of Freeland, Michigan, had her Discover credit card interest rate
increased from 18% to 24% in 2006, even though she had made payments to Discover on
time and paid at least the minimum amount due for over two years. Discover applied the
24% rate retroactively to her existing credit card debt of $8,300, increasing her minimum
payments and increasing the amount that went to finance charges instead of the principal
debt. The result, as shown on Exhibit 3, was that, despite making steady payments
totaling $2,400 in twelve months and keeping her purchases to less than $100 during that
same year, skyhigh interest charges ate up most of her payments and Ms. Hard’s credit
card debt went down by only $350.

Millard Glasshof of Milwaukee, Wisconsin, a retired senior citizen on a fixed
income, incurred a debt of about $5,000 on his Chase credit card, closed the account, and
faithfully paid down his debt with a regular monthly payment of $119 for years. In
December 2006, Chase increased his interest rate from 15% to 17%, and in February
2007, hiked it again to 27%. Retroactive application of the 27% rate to Mr. Glasshof’s
existing debt meant that, out of his $119 payment, about $114 went to pay finance
charges and only $5 went to reducing his principal debt. As shown in Exhibit 4, despite
his making payments totaling $1,300 over twelve months, Mr. Glasshof found that, due
to high interest rates and excessive fees, his credit card debt did not go down at all.
Later, after the Subcommittee asked about his account, Chase suddenly lowered the
interest rate to 6%. That meant, over a one year period, Chase had applied four different
interest rates to his closed credit card account: 15%, 17%, 27%, and 6%, which shows
how arbitrary those rates are.

Then there is Bonnie Rushing of Naples, Florida. For years, she had paid her
Bank of America credit card on time, providing at least the minimum amount specified
on her bills. Despite her record of on-time payments, in 2007, Bank of America nearly
tripled her interest rate from 8 to 23%. The Bank said that it took this sudden action,
because Ms. Rushing’s FICO credit score had dropped. When we looked into why it had
dropped, it was apparently because she had opened Macy’s and J.Jill credit cards to get
discounts on purchases. Despite paying both bills on time, the automated FICO system
had lowered her credit rating, and Bank of America had followed suit by raising her
interest rate by a factor of three. Ms. Rushing closed her account and complained to the
Florida Attorney General, my Subcommittee, and her card sponsor, the American
Automobile Association. Bank of America eventually restored the 8% rate on her closed
account.
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In addition to these three consumers who testified at the hearing, the
Subcommittee presented case histories for five other consumers who experienced
substantial interest rate increases despite complying with their credit card agreements.
The facts of these cases, as well as details related to the Hard, Glasshof and Rushing case
histories, are set forth in Exhibit 5.

I’d also like to note that, in each of these cases, the credit card issuer told our
Subcommittee that the cardholder had been given a chance to opt out of the increased
interest rate by closing their account and paying off their debt at the prior rate. But each
of these cardholders denied receiving an opt-out notice, and when several tried to close
their account and pay their debt at the prior rate, they were told they had missed the opt-
out deadline and had no choice but to pay the higher rate. Our Subcommittee examined
copies of the opt-out notices and found that some were filled with legal jargon, were hard
to understand, and contained procedures that were hard to follow. One example, a full
four pages long, is shown in Exhibit 6, When we asked the major credit card issuers
what percentage of persons offered an opt-out actually took it, they told the
Subcommittee that 90% did not opt out of the higher interest rate — a percentage that is
contrary to all logic and strong evidence that current opt-out procedures don’t work.

The case histories presented at our hearings illustrate only a small portion of the
abusive credit card practices going on today. Since early 2007, the Subcommittee has
received letters and emails from thousands of credit card cardholders describing unfair
credit card practices and asking for help to stop them, more complaints than I have
received in any investigation I’ve conducted in more than 25 years in Congress. The
complaints stretch across all income levels, all ages, and all areas of the country.

The Need for Legislation

In 2006, Americans used 700 million credit cards to buy $1.8 trillion in goods and
services. The average family now has 5 credit cards. Credit cards are being used to pay
for groceries, mortgage payments, even taxes. And they are saddling U.S. consumers,
from college students to seniors, with a mountain of debt. The latest figures show that
U.S. credit card debt is now approaching $1 trillion. These consumers are routinely
being subjected to unfair practices that squeeze them for ever more money, sinking them
further into debt. It’s long past time to enact legislation to protect them.

That’s why [ introduced the Stop Unfair Practices in Credit Cards Act, S. 1395, a
summary of which is contained in Exhibit 7. Senator Claire McCaskill joined me in that
introduction, and so far the bill has ten cosponsors. It has also been introduced in the
House as H.R. 5280 by Representative Lincoln Davis, a member of this Subcommittee.
Our bill has also been strongly endorsed by consumer groups, labor unions, and the
National Small Business Association. In the Senate, it has been referred to the Senate
Banking Committee, which is chaired by Senator Chris Dodd, a longtime champion of
credit card issues. Senator Dodd has introduced credit card legislation in the past and is
working on the issue again this Congress.
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There is significant overlap between my bill and the Maloney-Frank bill being

considered today, including provisions which would:

prohibit the charging of interest on debt that is paid on time;

prohibit the charging of so-called “trailing interest” -- that is, interest charged
between the time that a bill is sent out requesting payment and the date on which
the bill is paid; and

prohibit interest rate increases on cardholders who pay their bills on time, a
practice that is sometimes referred to as universal default.

There are also some provisions in the Maloney-Frank bill that are not in my bill,

but which are important and should be enacted into law, including the following:

provisions to end the credit card billing games that go on today, by requiring bills
to be sent out at least 25 days before payment is due, requiring the acceptance of
payments up until 5:00 p.m. on the due date, and creating a presumption that
payments mailed 7 days before a due date are on time;

provisions requiring a 45-day notice period before a higher interest rate can take
effect; and

provisions to limit the ability of subprime credit cards to surprise consumers with
high fees.

There are also some unfair practices addressed in my bill that are not addressed in

the Maloney-Frank bill, and that I encourage this Subcommittee to consider adding to its
legislation.

No Interest on Fees. The Levin-McCaskill bill would stop credit card issuers
from charging interest on their fees. It’s one thing for a credit card issuer to
collect interest on money that was lent to the cardholder at his or her request, but
it is totally different to assess interest on penalty and transaction fees that the
credit card issuer has imposed on cardholders and is requiring them to pay out of
pocket.

No Retroactive Interest Rates. The Levin-McCaskill bill would also prohibit
credit card issuers from hiking an interest rate and then applying it to pre-existing
credit card debt. No other type of consumer lending allows the lender to re-write
the terms of an earlier lending agreement, especially by increasing a previously
agreed-to interest rate on an existing debt. Credit card companies should not be
allowed to engage in this practice either.

7 Percentage Point Cap on Penalty Interest Rates. The Levin-McCaskill bill
would also put a cap on how much an interest rate can be increased if a cardholder
misses a payment or exceeds a credit limit. Under the bill, penalty interest rates
could not increase more than seven percentage points over the prior rate. I
believe seven percentage points is a more than a fair increase. The concept of an
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interest rate cap is taken from the practice now followed in some adjustable rate
mortgages that place a ceiling on how much the interest rate can increase. A
seven percentage point cap would allow issuers to impose a substantial penalty,
while protecting cardholders from outrageous increases for what are often minor
infractions.

o Applying Consumer Payments. Another provision involves consumer
payments. Right now, all credit card issuers apply consumer payments first to the
debt with the least expensive interest rate. The Levin-McCaskill bill would flip
that practice, and require payments to be applied first to the debts with the most
expensive interest rates. The Maloney-Frank bill would split the difference by
requiring a pro rata allocation of payments to balances with different interest
rates. While that approach is an improvement over the status quo, it is more
complicated than our approach and less favorable to consumers who are often
saddled with debts carrying extremely high interest rates of 20, 25 and even 32%
and ought to be allowed to pay those debts off first.

e No Pay-to-Pay Fees. Still another provision in the Levin-McCaskill bill would
stop credit card issuers from charging cardholders a fee to pay their bills, such as
a fee to pay a bill by the Internet or telephone. Charging folks a fee to pay their
bills on time is a travesty, it provides an unjustified windfall to credit card
companies, and it shouldn’t be allowed. Ihope this Subcommittee will see fit to
ban that practice in your bill.

Credit card issuers like to say that they are engaged in a risky business, lending
unsecured debt to millions of consumers, but it is clear that they have learned to price
credit card products in ways that produce enormous profit. For the last decade, credit
card issuers have reported year after year of solid profits, maintained their position as the
most profitable sector in the consumer lending field, and reported consistently higher
rates of return than commercial banks. Credit card issuers make such a hefty profit that
they sent out 5 billion pieces of mail last year soliciting people to sign up. With profits
like those, credit card issuers can afford to give up abusive practices that treat consumers
unfairly.

In closing, while the remaining legislative days in this Congress are dwindling,
there is still time to enact tough credit card reform legislation. U.S. families have
incurred credit card debt that now reaches a total of nearly $1 trillion. Too many of these
families are being hurt by too many unfair credit card practices to delay action any
longer. Credit card companies are piling on excessive fees, charging interest on debt that
is paid on time, hiking interest rates even for consumers who faithfully pay their bills
every month, applying higher rates retroactively to pre-existing credit card debt, and
engaging in other unfair practices that attempt to squeeze more money out of even the
most responsible cardholders. I commend this Subcommittee for tackling credit card
reform and taking the steps needed to ban unfair practices that are causing so much pain
and financial damage to American families today.
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T ask unanimous consent to include in the hearing record the seven exhibits
referred to in my statement.
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Exhibits to accompany the Prepared Testimony of
Senator Carl Levin
Chairman, Senate Permanent Subcommittee on Investigations

Before the
House Financial Services Subcommittee on Financial Institutions and Consumer Credit

April 17, 2008

1. Summary of Wes Wannamacher Account (March 2001 to February 2007), prepared by the
Permanent Subcommittee on Investigations and used in a March 2007 Subcommittee hearing.

2. Example of Interest Charges on Credit Card Debt that has Already Been Paid, prepared by
the Permanent Subcommittee on Investigations and used in a March 2007 Subcommittee
hearing.

3. Summary of Janet Hard Account (November 2006 to October 2007), prepared by the
Permanent Subcommittee on Investigations and used in a December 2007 Subcommittee
hearing.

4. Summary of Milard Glasshof Account (November 2006 to October 2007), prepared by the
Permanent Subcommittee on Investigations and used in a December 2007 Subcommittee
hearing.

5. Credit Card Case Histories: Eight Examples of Unfair Interest Rate Increases, prepared by
the Permanent Subcommittee on Investigations and used in a December 2007 Subcommittee
hearing.

6. Bank of America Change in Terms Notice for Bonnie Rushing account, submitied to the
Permanent Subcommittee on Investigations and used in a December 2007 Subcommittee
hearing,

7. Summary of S. 1395, The Stop Unfair Practices in Credit Cards Act.
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Summary of Wannemacher Account
(March 2001 to February 2007)

Total purchases: $3.200
Total interest charges: $4,900
Total over-limit charges: $1,500
Total late fees: $1.100
Total charges as of February 2007: $10,700
Total payments: $6,300
Owed as of February 2007: $4,400

Prepared by the Permanent Subcommittee on Investigations Staff, March 2007

Testimopy of Senator Carl Levin
EXHIBIT #1
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EXAMPLE OF INTEREST CHARGES ON CREDIT CARD DEBT
THAT HAS ALREADY BEEN PAID

January
Jan, 15 Amount owed from prior month: $0
Jan. 31 New Jan. purchases: $0
Bill sent for Dec. purchases: $5,020
Bill due date is Feb. 15
February
Feb. 15 Payment made on due date: $5,000
Feb. 28 New Feb. purchases: $0
Bill sent for Jan. purchases: $55.13
Charges include:
—$20 past due;
—~17.99% interest on $5,020,
Feb. 1-14, compounded daily ($34.75)
—-17.99% interest on $20,
Feb. 15-28, compounded daily ($0.38)
Bill due date is March 15
March ‘
March 15 Payment made on due date: $55.13
March 31 New March purchases: $100

Bill sent for Feb. purchases: $100.38
Charges include:
—$100 in new purchases;
~17.99% interest rate
on $55.13, March 1-15,
compounded daily ($0.38)

Prepared by U.S. Senate Permanent Subcommittee on Investigations, March 2007

Testimony of Senator Carl Levin
EXHIBIT #2
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Summary of Janet Hard Account
(November 2006 to October 2007)

Owed as of October 2006: $8,330
Total interest charges: $1,900
Total purchases: $100

$10,330
Total payments: $2,400
Owed as of October 2007: $7,980
Total reduction in debt after one year: $350

Source: Discover credit card statements. Figures have been rounded.
Prepared by U.S. Senate Permanent Subcommittee on Investigations, December 2007

Testimony of Senator Carl Levin
EXHIBIT #3
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Summary of Millard Glasshof Account
(November 2006 to October 2007)

Owed as of October 2006: $4,800
Total interest charges: $1,100
Total fees: $200
Total purchases: $0
$6,100
Total payments: $1,300
Owed as of October 2007: $4,800
Total reduction in debt after one year: $0

Source: Chase credit card statements. Figures have been rounded.
Prepared by U.S. Senate Permanent Subcommittee on Investigations, December 2007

Testimony of Senator Carl Levin
EXHIBIT #4
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Credit Card Case Histories:
Eight Examples of Unfair Interest Rate Increases

The foliowing eight case histories are the result of a bipartisan investigation of the
U.S. Senate Permanent Subcommitiee on Investigations into unfair credit card practices.
These histories detail the experiences of individual consumers who paid their credit card
bills in compliance with the terms set by their credit card issuers, but whose interest rates
were nevertheless increased, Each case history includes a brief description of the
cardholder and circumstances surrounding the interest rate increase, as well as a chart
with specific data related to their credit card account.

The data contained in these charts is taken from the credit card billing statements
sent to the cardholders. Because purchases made in one month typically appear on the
billing statement sent out in the next month, the charts synthesize data from two
consecutive billing statements. The first three columns of the chart identify the month in
which the closing date ocours for purchases that were or could have been made on the
credit card, the interest rate applicable to such purchases, and the total amount of
purchases actually made during the billing month. The next three columns identify the
total amount of funds paid by the cardholder each month, and show how much of that
payment went to pay for fees or interest charges and how much to reduce the
cardholder’s actual debt. The final column of the chart shows the cardholder’s overall
balance - the entire debt owed on the credit card — after the payment was made.

Here is a sample chart for Hlustration:

ABC Credit Card Credit Limit: $4,500, 1

Transaction | Interest Applicable| Interest mizéguctmn in Balapce after
Period Rate Purchases] Payment | and Fees Principal Payment

Jan. 07 10.00% 1 $100.00 | $300.00 $135,00* | $165.00 $5,000.00

Feb. ‘07 15.00% | $0.00 $300.00 $179.00%* | $121.00 $4,879.00

*Includes $39 over-the-limit fee.
**Includes $39 late fee.

Explanation: In January 2007, the cardholder purchased $100 worth of goods. The interest rate
applicable at that time was 109% and the credit limit was $4,500. After receiving a credit card bill
in the subsequent month, the cardholder made a payment of $300, of which $135 was used to pay
a 839 over-the-limit fee and $96 in interest charges on pre-existing credit card debt, leaving $165
to reduce the overall debt. The resulting balance owed by the consumer after making the $300
payvment was $5,000, In February 2007, the cardholder made no new purchases, That same
manth, the interest rate was increased to 15%, and the credit imit was raised to $5,500. The
cardholder received the billing statement in the subsequent month and paid $300 after the due
date. Of that $300, $179 was used to pay a $39 late fee and $140 in interest charges, leaving
$121 to reduce the principal debt. Subtracting $121 from $5,000 leaves a fotal balance owing of
$4,879. (Note: If purchases had been made during February, the cost would have been added to
the new balance total shown for the month.)

Prepared by the U.S. Senate Permanent Subcommittee on Investigations, December 2007

Testimony of
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Case History No. 1: Janet Hard
Freeland, Michigan

Janet Hard is a 42 year old registered nurse. She is married, with two children,
and her husband works as a steamfitter. She has a credit card with Discover, which she
has not used to make purchases in over a year other than to make an $8 monthly payment
for high speed Internet access. She makes regular monthly payments of $200 to pay off
an existing debt on the card of about $8,500. Ms. Hard has never made a late payment or
exceeded her credit limit on the Discover card, and always paid at least the minimum
amount due.

In May 2006, Discover increased Ms. Hard’s interest rate from about 18% to
24%. Ms. Hard did not realize her interest rate had been increased until later when she
saw that her debt was not decreasing and went back to ook at her billing statements a
second time. After she complained, Discover lowered the interest rate to about 21%.

When she called Discover, Ms. Hard was told that her interest rate had been
increased, because her credit card debt was too near her credit limit, she had too many
credit cards, and she had delinquencies on credit cards at other companies. Ms. Hard is
unable to explain these concerns, since she and her husband have always been careful to
meet their credit obligations. When questioned by the Subcommittee, Discover explained
that a credit bureau had reduced Ms. Hard’s FICO credit score which, in turn, had caused
the bank’s automated system to impose a higher interest rate on her card. The bank did
not know what specific events had triggered the lower credit score, other than the general
reasons cited above which were supplied by the credit bureau. Discover also admitted
that, despite increasing Ms. Hard’s interest rate because she supposedly posed a greater
credit risk, it raised her credit limit, in August 2007, from $10,000 to $11,000.

Discover applied the increased interest rate to Ms. Hard’s existing credit card
debt. In February 2006, under the 18% interest rate, out of her $200 monthly payment,
about $148 went to pay for finance charges and $52 went to pay down her principal debt.
In February 2007, under the 24% interest rate, $176 went to finance charges and only
about $24, less than half the amount previously, went to pay down the principal debt.

Over the last year, Ms. Hard has charged less than $100 on her Discover card,
incurred interest rates of 21% to 24%, and paid Discover a tota! of $2,400, Despite this
year of steady payments, her November 2006 debt of about $8,300 fell by just $350 and,
as of October 2007, she still owed Discover nearly $8,000.
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Janet Hard
Freeland, Michigan

Transaction | Interest Applicable | Interest and | Reduction in | Balance after
Period Rate [Parchases) Payment Fees* Principal Payment
Feb. ‘06 17.99% | $273.34 | $200.00 $148.31 $51.65 $9,428.64
March ‘06 18.24% | $159.52 | $225.00 $136.91 $88.09 $9,500.07
April ‘06 23.74% $7.95 $1,500.00 $197.88 $1,302.12 $8,205.90
May ‘06 23,74% $7.95 300.00 $188.40 311160 $8,102.25
June ‘06 23.99% | $15.11 $200.00 $172.48 $27.52 $8,089.84
July ‘06 24.24% $7.95 $200.00 $166.11 $33.89 $8,063.90
Aug. ‘06 24.24% | $32496 | $200.00 $178.19 $21.81 $8,367.03
Sept. ‘06 24.24% $7.95 $193.00 $177.50 $15.50 $8,359.50
Qct, ‘06 24.24% $7.93 $200.00 $170L.81 $28.19 $8,339.26
Nov. ‘06 24.24% $7.95 $200.00 $177.19 $22.81 $8,324.40
Dec ‘06 24.24% $7.95 $200.00 $171.23 $28.77 $8,303.58
Jan. ‘07 24.24% $7.93 $200.00 $176.45 $23.53 $8,287.98
Feb. ‘07 24.24% $7.95 $200.00 $176.13 $23.87 $8,272.06
March <07 24.24% $7.95 $200.00 $158.70 $41.30 $8,238.71
April 107 24.24% $7.95 $200.00 $175.23 $24.77 $8,221.89
May ‘07 24.24% $7.95 $200.00 $169.17 $30.83 $8,199.01
June ‘07 20.99% §7.95 $200.00 $150.93 $49.05 38,157.91
July ‘07 20.99% $8.91 $200.00 $145.10 $34.90 $8,111.92
Aug. ‘07 20.99% $7.95 $200.00 $14%.27 $50.73 $8,069.14
Sept, 07 20.99% $7.95 $200.00 $148.50 $51.50 $8,025.59
Oct, ‘07 20.99% $7.95 $200.00 $142.88 $37.12 $7.976.42

*No late or over-the-limit fees were charged.
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Case History No. 2: Millard Glasshof
Milwaukee, W1

Millard Glasshof is an 81-year-old retired engineer living on a fixed income. He
has had one credit card for many years, administered first by Wachovia, then Bank One,
and, since 2005, by Chase after it purchased Bank One. Mr. Glasshof has not used this
card to make purchases since 2001, instead making monthly payments to reduce a debt
which at its height was about $6,400.

From 2001-2003, Mr. Glasshof participated in several Bank One payment
programs that, after closing his account, allowed him to pay down his debt using a low
interest rate. He did not always complete these programs successfully, but continued to
reduce his debt. In 2003, after he missed one or more payments, Bank One increased his
interest rate to 15%. For the next four years, until recently, Mr. Glasshof made regular
payments of $119 per month to reduce his debt. His bank statements show, for example,
that he has not missed a single payment in over two years. Although $119 is less than the
minimum specified on his billing statements, Chase did not charge him a late fee. Chase
did, however, charge him multiple over-the-limit fees, since his debt exceeded the card’s
$4,500 credit limit. In March 2007, Chase stopped these fees after discontinuing its
policy of charging unlimited over-the-limit fees in response to a single overage.

In December 2006, Chase increased his interest rate to 17%. In February 2007,
Chase increased it again to 27%. When Mr. Glasshof called Chase to ask why, he told
the Subcommittee he was not given a satisfactory explanation, especially since his
circumstances were unchanged. When questioned by the Subcommittee, Chase explained
that a special automated initiative to “clean up” closed accounts had flagged his account
due to a low credit score and caused the December interest rate increase. Chase said the
February increase occurred, because Mr. Glasshof “had failed to bring his balance below
his credit limit,” even though that had been true for more than six years, it was Chase’s
interest charges and fees that were keeping him above the limit, and he was in excess of
the limit by only $300.

Chase applied the 27% rate to Mr. Glasshof’s existing credit card debt. Prior to
the increase, out of his monthly $119 payment, about $92 went to pay for finance charges
and $27 to pay down the principal debt. After the increase, about $114 went to finance
charges and only $5 went to pay down the principal debt.

Over the last twelve months, Mr. Glasshof made payments to Chase totaling
roughly $1,300. Despite this year of steady payments, due to high interest rates and fees,
his October 2006 debt of about $4,800 did not decline at all.

In August 2007, Mr. Glasshof received a letter tefling him his minimum payment
would change. Because the letter was confusing and difficult to read, he called Chase
and was advised to change his minimum payment to $111. After making this payment,
Mr. Glasshof was assessed a late fee of $39 on top of his interest charges, apparently
because he should have made a larger payment. In response, he took out a personal loan
and completely paid off his Chase credit card. What he did not know is that, the same
month he took out the loan, Chase had lowered his credit card interest rate to 6%.

4
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Millard Glasshof
Milwaukee, WI

Chase Credit Limit: $4,500
Traunsaction| Interest Applicable Intercst | Reduetion in| Balance after
Period Rate [Purchases) Payment | and Fees | Principal Payment
Jan, '06 14.99% 1 $0.00 | $119.00 | $96.85* $22.11 $5,187.73
Feb, '06 14.99% | $0.00 | $119.00 | $96.67* $22.33 $5,165.40
March '06 1499% | $0.00 | $119.00 | %89.96* $29.04 §5,136.36
April '06 14.99% | $0.00 | $119.00 | $96.07* $22.93 $5,113.43
May ‘06 14.99% | $0.00 | $119.00 | $93.78* $25.22 $5,088.21
June '06 14.99% | $0.00 | $119.00 | $95.35* $23.65 $5,064.56
uly ‘06 14.99% |+ $0.00 | $119.60 $63.37 $55.63 $5,008.93
August'06 | 14.99% { $0.00 | $118.00 $64.77 $54.23 $4,954.70
Sept. ‘06 14.99% | $0.00 | $119.00 $64.41 $54.59 $4,900.11
Oct, '06 14.99% | $0.00 | $115.00 $61.68 $57.32 $4,842.79
INov. '06 14.99% | $0.00 | $119.00 | §91.82* $27.18 $4,815.61
Dec. 06 17.24% | $0.00 | $119.00 | $115.76* $3.24 $4,812.37
Jan, '07 17.24% | 30,00 | $119.00 | $118.51* $0.49 $4.811.88
Feb. 07 2724% | $0.00 | $119.00 | $153.13% -$34.13 $4,846.01
March'07 127.24% | 3000 | $115.00 | $104.10 $14.90 $4,831.11
pril '07 27.24% | $0.00 1 $119.00 | $114.57 $4.43 $4,826.68
May '07 27.24% | $0.00 | §119.00 | $110.06 $8.94 $4,817.74
June '07 27.24% | 30.00 | $119.00 | $114.08 $4.92 $4,812.82
July ‘07 27.24% | $0.00 | $119.00 | $110.38 $8.62 $4,804.20
August'07 12724% | 3000 | $111.00 | $113.67 -52.67 $4,806.87
Sept., '07 26.74% | $0.00 1 $111.00 | $151.12%¢ -$40.12 $4,846.99
Oct. ‘07 6.00% | $0.00 {Loan taken $0.00

*Includes over-the-limit fee of $29 or $36.
**Includes late fee of $39.
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Case History No. 3: Bonnie Rushing
Naples, Florida

Bonnie Rushing has been employed as a corporate paralegal for many years. Her
husband is a retired engineer. She has two Bank of America credit cards, one of which is
affiliated with the Automobile Association of American (“AAA™). For years, both cards
carried an interest rate of about 8%. Ms. Rushing has never made a late payment or
exceeded the credit limit on either card, and always paid at least the minimum amount
due. In April 2007, Bank of America nearly tripled the interest rate on the AAA card,
increasing it from 8% to 23%. :

Ms. Rushing first noticed the increase on her April billing statement. She called
the bank, which said that she had failed to take advantage of a change-in-term notice
mailed earlier that would have allowed her to reject the increase, close her account, and
pay the debt at the old rate. Ms. Rushing explained that she never received the notice and
noted that when a similar notice had been sent to her in 2004, she had responded in a
timely manner and kept her prior rate. Ms. Rushing told the Subcommittee that, in two
conversations, bank personnel pressed her to agree to a rate lower than 23% but higher
than her 8% rate. When she refused and Bank of America declined to restore her prior
rate, Ms. Rushing sent a letter of complaint to the Florida Attorney General who
forwarded it to Bank of America’s primary federal regulator. Ms. Rushing also asked
AAA to close her account. AAA intervened on her behalf, and Bank of America agreed
to apply the prior 8% rate to her closed account. The bank informed its regulator that it
had resolved Ms. Rushing’s complaint about its conduct.

Ms. Rushing asked the bank why her interest rate had been increased, and was
told that her debt was too high compared to her credit limit, even though her debt level
had not substantially changed in months and had been higher in the past when the bank
allowed her to cash a $2,500 credit card check. When questioned by the Subcommittee,
Bank of America explained that a credit bureau had reduced Ms. Rushing’s credit score
which, in turn, had caused the bank’s automated system to impose a higher interest rate
on the card in question, though not the second card which retained its 8% rate. The bank
did not know what specific events triggered the lower credit score. Ms. Rushing
speculated that her credit score may have been affected when, in January and March
2007, she opened Macy’s and J. Jill credit cards to obtain discounts on purchases of
cosmetics and clothes. She has since closed both accounts.

Bank of America applied the 23% interest rate to Ms. Rushing’s existing debt on
her AAA card, increasing her finance charges substantially. Under the prior interest rate,
her finance charges were in the range of $150 each month. Under the 23% rate, her
finance charges were in the range of $450, three times greater. When the bank closed her
account and restored her prior rate, it also refunded about $600 in interest charges from
just the two months the higher rate had been in effect.
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Bonnie Rushing
Naples, Florida

Bank of America (AAA) it: $24,100
Reduction | DBalance
Transaction| Interest Applicable Interest and in after
Period Rate |[Purchases| Payment Fees Principal | Payment
Oct. *06 7.90% $0.00 | $400.00 $141.54 325846 | 321,219.29

ov. ‘06 7.90% 1$2,500.00% 3400.00 | $202.26** $197.74 | $23,521.55
Dec. *06 7.90% 30.00 $390.00 $149.83 $240.17 | $23,281.38

an. ‘07 7.90% $0.00 $400.00 £163.66 $236.34 | $23,045.04
Feb, '07 7.90% | $550.00 | 3400.00 $155.42 $244.58 | $23,350.46
{medical)

March 07 7.90% $0.00 $395.00 $153.83 $241.17 | $23,109.29
April 07 22.90% $0.00 $680.00 $443.71 $236.29 | $22,873.00
May ‘07 22.50% $0.00 $700.00 $459.00 ($851.68%**| $22,021.32
une ‘07 7.99% $0.00 $400.00 $156.39 $243.61 | 82077771
uly 07 7.99% $0.00 $400.00 $145.23 $254.77 | $21,522.94
August '07 7.99% $0.00 $400.00 $148.20 $251.80 | $21,271.14
* Used credit card check to obtain this amount from Bank of America.
**Includes $50 fee for using the credit card check.
No late or over-the-limit fees were charged.
***Includes $610.68 refunded by bank for past interest charges under 23% rate.
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Case History No. 4: Gayle Corbett
Seattle, Washington

Gayle Corbett works full time at the Seattle courthouse. She has multiple credit
cards, keeps careful track of the amounts she owes, and pays her bills on time, providing
more than the minimum due each month. I[n 2007, despite her regular payments, the
interest rates were increased on her credit cards with Bank of America, Citi Card, and
Capital One.

Bank of America increased her interest rate in August 2007, from 15% to 24%,
because a credit bureau had lowered her credit score. After the Subcommittee inquired
about the account, the bank reduced her rate to 10%, and she agreed to suspend new
purchases until she reduced her debt on the card. In January 2007, Citi Card more than
doubled her interest rate, from 11% to 23%. This increase was also due to a lower credit
score. Citi announced the next month, in March 2007, that it would no longer increase
cardholder interest rates due to lower credit scores unrelated to Citi Card activity, but still
declined to restore Ms. Corbett’s prior rate. In September, in response to Ms. Corbett’s
request and an improved credit score, Citi reduced her rate to 19%, still 8% above her
original rate. At the same time, Citi increased her credit limit by nearly $2,500.

In September 2007, Capital One increased Ms. Corbett’s interest rate from 15% to
19%. Capital One’s increase was not due to a lower credit score, but because the bank
had decided to pass on its borrowing costs to its cardholders. Ms. Corbett’s account was
selected by Capital One’s automated system, because it had not had an interest rate
increase in three years and carried what the bank characterized as a “below market”
interest rate. After she complained, Capital One agreed to close her account, restore her
prior 15% rate, and credit her account with the excess finance charges imposed earlier.

In twelve months, Ms. Corbett was subjected to interest rate increases on three
credit cards, even though she was meeting her credit card obligations. As she contested
each increase, her cards were assigned a wide range of interest rates, from 10% to 23%.
Her interest rates have settled for the moment at 10%, 19% and 15%, but are subject to
further increases by the credit card issuers.

Each of the higher interest rates was applied to Ms. Corbeti’s credit card debt,
increasing her finance charges. In December 2006, for example, prior to the increases,
she made monthly payments on all three cards totaling $530, of which $193 went to pay
for finance charges. By August 2007, out of monthly payments totaling $580, about
$350 went to pay for finance charges, substantially more than previously.

Ms. Corbett told the Subcommittee, “1 owe this money. 1’m willing to pay my
debts — just don’t make it harder for me.” She said that contesting the three interest rate
increases in 2007, none of which were her fault and all of which threatened her ability to
repay her debts, had left her exhausted and worried about what would happen next.
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Gayle Corbett
Seattle, Washington

Bank of America Credit Limit: $9,000
Reduction] Balance

Transaction | Interest Applicable, Interest in afier
Period Rate [Purchases) Payment | and Fees* | Prineipal | Payment
Oct. '06 15.24% | $23.99 | $206.00 | $122.25 $83.75 1 $8,308.13
Nov. 06 15.24% | $0.00 $190.00 | $102.52 $87.48 | $8,280.65
Dec. '06 15.24% | 30.00 $185.00 $98.95 $85.05 | $8,194.60
an, '07 15.24% | $326.54 | $205.00 | $120725 $84.75 | $8,436.39
Feb. '07 15.24% 1 $26.75 | 3186.00 | 310090 $85.10 | $8,373.04
March '07 15.24% | $157.15 | $200.00 | $114.87 $85.13 | $8,450.06
April 07 15.24% | $26.75 | $190.00 | §104.62 $85.38 | $8.39143
May '07 15.24% | $54.96 | 319500 | $107.62 $87.38 | $8359.01
June '07 15.24% | $200.31 | $201.00 | 811577 $85.23 | $8474.09
July '07 15.24% | $26.77 | $193.06 | $108.93 $84.07 | $8,416.79
August 07 23.99% | $200.32 | $270.00 | $177.39 $92.61 $8,524.50
Sept. ‘07 9.99% | $0.00 $160.00 $71.61 $88.39 | $8.436.11

AT&T

Universal/Citi Credit Limit: 57,100 increased to $9,590 in Sept, 2007
Shtunt e i DBalance

Transaction | Interest Applicable | Interest | Reduction after
Period Rate |Purchases| Pavment |and Fees® lin Principal| Payment
Oct, '06 10.81% | $174.30 $130.00 $58.69 371.31 $6,746.80
ov. '06 10.81% | $64.99 $140.00 $65.60 $74.40 $6,737.39
Dec. '06 10.84% | $74.87 $260.00 $61.10 $19890 | $6,613.36
Jan. 07 2331% | $174.54 $201.28 $132.28 $69.00 $6,718.90
Feb. '07 23.31% | $134.31 $208.00 $138.42 $69.58 $6,783.63
March '07 2331% | §0.00 $200.00 $129.05 $70.95 $6,712.68
April ‘07 23.31% ¢ $0.00 $201.00 $132.26 $68.74 $6,643.94
May '07 23.31% | $0.00 $212.00 $144.19 $67.81 $6,576.13
June '07 23.31% | $0.00 $190.00 $120.80 $69.20 $6,506.93
July '07 23.31% | 30.00 $200.00 $132.39 $67.61 $6,439.32
August '07 23.52% | $0.00 $220.00 $136.60 $83.40 $6,355.92
Sept. ‘07 19.10% 1 $0.00 $165.00 $99.03 $65.97 $6,289.95

Oct. ‘07 18.52% |  $0.00 o $98.06 * o

*No late or over-the-limit fees were charged. )
** The November billing statement was not available at the time of this analysis.
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Gayle Corbett
Seattle, Washington
Capital One imit: $3,000
1 Balance
Transaction | Inferest Applicable| Interest | Reduction after
Period Rate [Purchases**| Payment |and Fees® |in Principal| Payment
Oct, '06 14.90% $37.63 $85.00 $35.41 $49.59 $2,779.09
Nov. 06 14.90% $3.00 $90.00 $37.41 $52.59 $2,731.50
Dec, ‘06 14.90% $5.00 $85.00 $33.41 $51.59 $2,684.91
an. '07 14.90% $5.00 $81.00 $35.09 $45.91 $2,644.00
Feb. '07 14.90% | 3104.03 $85.00 $35.49 $49.51 $2,698.52
March '07 14.90% | $134.11 $90.00 $32.88 $57.12 $2,775.51
\April 07 14.90% $5.00 $90.00 $36.34 $53.66 $2,726.85
May '07 14.90% $5.00 $85.00 $34.48 $30.52 $2,681.33
June ‘07 14.90% { $101.74 $90.00 $44.62 $45.38 $2,737.69
uly '07 14.90% $84.68 $85.00 $36.09 $48.91 $2,773.46
August 07 14.90% $5.00 $50.00 $35.98 $54.02 $2,724 44
Sept. ‘07 16.40% $34.18 $85.00 $44.81 $40.19 $2,718.43
Oct. ‘07 14.90% $0.00 ol $36.37 ikl wEE

*No late or over-the-limit fees were charged.
**Includes monthly $35 payment toward $60 Capital One annual credit card fee.

#**Capital One will refund past interest charges on the November billing statement. This
statement was not available at the time of this analysis.
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Case History No. 5: Agnes Holmes
Montgomery, Alabama

Agnes Holmes considers herself a loyal Chase customer; she has two Chase credit
cards, one with MasterCard and the other with Visa. Ms. Holmes takes care to stay
below the credit {imit, always pays the requested amount due, and takes pride in paying
her credit card bills on the same day she receives them. Despite her history of on-time
payments, in May 2007, Chase increased the interest rate on her Visa card from 19% to
30%.

Ms. Holmes called Chase and asked for her prior rate to be restored but was told
that the 30% rate could not be reduced. When questioned by the Subcommittee, Chase
explained that Ms, Holmes’ credit score had been lowered by a credit bureau which, in
turn, had caused the bank’s automated system to impose a higher interest rate on her card.
The bank did not know what specific events triggered the lower score, other than the
general reason provided by the credit bureau that the cardholder had engaged in excessive
utilization of her available credit, even though none of her accounts exceeded her credit
limits. Ms. Holmes told the Subcommittee that she had not been informed that her credit
score was a factor in raising her interest rate, and she had paid all her bills on time for
years. In addition, because Ms. Holmes employs a service that tracks her credit reports to
prevent identity theft and indicates her credit score each quarter, she provided materials
showing that, for the quarters before, during and after the month her interest rate was
increased, her credit score had not fallen but remained at or above 700.

Chase applied the 30% interest rate to Ms. Holmes’ existing credit card debt,
increasing her monthly finance charges. Under the 19% rate, in March 2007, out of a
monthly payment of $125, about $75 went to pay for finance charges. After the increase,
under the 29% rate, out of a payment of $165 in May 2007, about $118 went to finance
charges.

In September, Ms. Holmes informed Chase that she had contacted the
Subcommittee about her account. In October, the bank informed her that it would lower
the interest rate on her credit card to a 13% fixed rate and credit her account with the full
amount of the finance charges imposed earlier.
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Agnes Holmes
Montgomery, Alabama

Chase Credit Limit: $5,000
RO | Balance
Transaction] Interest Applicable| Interest and | Reductionin | after
Period Rate | Purchases | Fayment Fees® Principal | Payment
Sept, ‘06 18.99% $0.00 $0.00 $0.00 $0.00 $0.00
Oct. ‘06 18.99% | $2,946.47 | $100.00 $0.00 $100.00 $2,846.47
Nov '06 18.99% | $1,233.95 $125.00 $79.86 545.14 $4,055.28
Dec ‘06 18.99% | $715.64 $125.00 $76.77 $48.23 $4,722.69
Jan ‘07 18.99% $0.00 $125.00 $77.37 $47.63 $4,675.06
Feb '07 18.99% $0.00 $125.00 $69.19 $55.81 $4,619.25
arch '07 18,99% $0.00 $125.00 $75.75 $49.25 $4,570.00
April ‘07 18.99% $0.00 $120.00 $72.47 $47.53 $4,522.47
May '07 29.99% $0.00 $165.00 5117.74 $47.26 $4,475.21
June '07 29.99% $0.00 $160.00 $112.75 $47.25 $4,427.96
July '07 29.99% $0.00 $160.00 $115.54 $44.46 $4,383.50
ugust '07 | 29.99% $0.00 $160.00 $114.38 $45.62 $4,337.88
Sept. '07 29.99% $0.00 $155.00 $109.55 $45.45 $4,292.43
Oct. '07 12.99%**1  $0.00 i $45.83 hEx Ak

* No late or over-the-limit fees were charged.

** Statement lists the 12.99% as a “promotional” rate and 29.99% as interest rate
applicable to purchases.

*** Chase will refund past interest charges on the November billing statement. This
statement was not available at the time of this analysis.
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Case History No. 6: Linda Fox
Circleville, Ohio

Linda Fox is a working grandmother who has been employed by the same large
company for 25 years. She has had a Capital One credit card for over ten years, has
never made a late payment or exceeded her credit limit, and always paid at least the
minimum amount due. In April 2007, Capital One increased her interest rate from 8% to
13%.

Ms, Fox first noticed the increase when she saw her May billing statement. She
called the bank, which said she had failed to take advantage of a change-in-term notice
mailed earlier that would have allowed her to reject the increase, close her account, and
pay her debt at the old rate. Ms. Fox explained that she had never received the notice.
Capital One declined to reduce the rate and told her that her account could be placed in a
“closing status™ but would still be subject to the new 13% interest rate.

When questioned by the Subcommittee, Capital One explained that it had
increased Ms. Fox’s interest rate, not because she was at fault, but because the bank had
decided to pass on its borrowing costs to its cardholders. Capital One’s automated
system had selected Ms. Fox’s account, because it had not had an interest rate increase in
three years and had what the bank characterized as a “below market™ interest rate. She
was one of many Capital One accounts selected for an interest rate increase.

Capital One applied the increased interest rate to Ms. Fox’s existing credit card
debt. In January 2007, before the increase, out of her $600 payment, about $130 went to
pay for finance charges. In June 2007, after the increase, out of her $600 payment, about
$247 went to pay for finance charges, almost double the previous amount.

In November 2007, after Ms. Fox complained, Capital One agreed to allow her,
beginning in her December billing statement, to close her account and repay her debt at
the prior rate of 8%. Capital One also credited her account with the excess finance
charges imposed carlier.
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Linda Fox

Circleville, Ohio

Capital One Credit Limit: $20,000
Y
Transaction Interest Applicable| Interest |Reduction in | Balance after
Period Rate | Purchases | Payment | and Fees* | Principal Payment
Oct. ‘06 7.90% $163.08 $600.00 $123.38 $476.62 $17,846.54
Nov. ‘06 7.90% $381.23 $852.06 $125.53 $726.53 $17,501.24
Dec. 06 7.90% | $1,131.57 | $859.96 $122.68 $737,28 $17,895.53
Jan. *07 7.90% $879.81 $600.00 $129.87 $470.13 $18,305.21
Feb. 07 7.90% $612.24 | $1,021.24 | 312952 $891.72 $18,025.73
March ‘07 7.90% $9635.91 $825.30 $117.77 $707.73 $18,283.91
April ‘07 12.90% | $837.11 $837.17 $214.60 $622.57 $18,498.45
May ‘07 12.90% $377.19 $800.00 $207.09 $592.91 $18,282.73
June 07 12.90% $0.00 $600.00 $246.86 $333.14 $17,929.59
July ‘07 12.90% $0.00 $2,000.00 | $201.53 $1,798.47 | $16,131.12
August ‘07 12.90% $0.00 $600.00 $186.14 $413.86 $15,717.26
Sept. ‘07 12.90% 80.00 $500.00 $176.95 $323.05 $15,394.21
Qet. ‘07 12.90% $0.00 $500.00 $167.25 $744.70%* | $14,649.51
Nov. ‘07 7.90% $0.00 e $104.94 Ak ik

*No late or over-the-limit fees were charged.
**Includes $411.95 refunded by bank for past interest charges under 12.90% rate.

***Ms, Fox will pay her bill in December. The December billing statement was not
available at the time of this analysis.
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Case History No. 7: Marjorie Hancock
Arlington, Massachusetts

Marjorie Hancock is a retired financial director from an engineering firm and the
mother of three grown children. She has four credit cards with Bank of America, one
which she stopped using in May in order to pay down the debt; a second card she stopped
using years ago and on which she has made steady payments to reduce the debt; a third
which she uses occasionally; and a fourth which her son, a student enrotied in graduate
school, uses for his school expenses as an authorized signer. In August, Bank of America
increased the interest rate on the first credit card from 19% to 27%.

Ms. Hancock has never made a late payment or exceeded the limit on the card,
and aiways paid more than the minimum amount due. She owed about $8,200 on that
card, well below its credit limit of $15,000. She owed sums on the other three cards as
well, but all were below their credit limit and all were being paid off in compliance with
the terms of each card.

When Ms, Hancock called Bank of America to ask why her interest rate had
increased, she was told that her credit card “utilization” was too high, even though her
balances had not substantially changed in over a year. She was also told that she had
“serious delinquencies™ on cards with other companies, even though she is current on all
her credit card obligations. When questioned by the Subcommittee, Bank of America
explained that Ms, Hancock’s credit score had been reduced by a credit bureau which, in
turn, had caused the bank’s automated system to impose a higher interest rate on the card
in question. The bank did not know what specific events had triggered the lower score,
other than the general reasons provided by the credit bureau and given to Ms. Hancock.

Ms. Hancock’s four Bank of America credit cards now carry interest rates of 8%,
14%, 19%, and 27%, even though she poses the same credit risk on all four. Bank of
America has declined to restore her prior rate on the credit card bearing the highest rate.
At the same time, Bank of America regularly sends Ms. Hancock credit card checks
which would allow her to incur additional debt,

Bank of America applied the 27% interest rate to Ms. Hancock’s existing debt on
her credit card, which substantially increased her finance charges. In July 2007, for
example, when her interest rate was 19%, out of a $230 payment on the card, about $128
went to pay for finance charges. In August, after the increase to 27%, out of a payment
of $300, about $200 went to finance charges, an increase of more than 50%.

Ms. Hancock noted that, in a telephone call, Bank of America personnel claimed
the bank was “helping” her by increasing her interest rate. She wrote to the bank that it
would help her more if the bank had lowered rather than increased her interest rate.
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Marjorie Hancock
Arlington, Massachusetts

Credit Limit: $15,000

Balance

Transaction | Interest Applicable| Interest | Reduction after
Period Rate | Purchases | Payment | and Fees* lin Principall Payment
Nov, '06 18.24% | $140.10 $231.00 $132.13 398.87 $8,857.17
Dec. '06 18.24% | $336.83 $250.00 $143.84 $106.16 | $9,087.84
Jan, '07 18.24% | $176.38 $250.00 $147.11 $102.89 | $9,161.33
Feb. 07 18.24% $0.60 $300.00 $131.08 $168.92 | 8899241
March '07 18.24% $0.00 $270.00 $147.95 $122.05 | $8,870.36
pril '07 18.24% $4.95 $235.00 $132.07 $102.93 | $8,772.38
May 07 18.24% $0.00 $500.00 $134.84 $365.16 | §8.40722
June '07 18.24% $0.00 $225.00 $140.29 $84.71 $8,322.51
July '07 18.24% $0.00 $230.00 $128.06 $101.94 | $8,220.57
August 07 26.99% $0.00 £300.00 $200.22 $99.78 $8,120.79
Sept. ‘07 26.99% $0.00 $1,000.00 | $18L.12 $818.88 | $7.301.91
Oct. *07 26.99% $0.00 wh $173.03 b *x

*No late or over-the-limit fees were charged.
**The November billing statement was not available at the time of this analysis.
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Case History No. 8: Donna Bernard
Dallas, Texas

Donna Bernard is an administrative assistant at a large corporation. She has
multiple credit cards with substantial balances, keeps careful track of the amounts she
owes, and pays her bills on time. She has not used one of her credit cards, from Chase, to
make purchases since 2001, instead making steady monthly payments to reduce a debt of
about $7,900. She has never made a late payment or excecded her credit limit on the
card, and always paid at least the minimum amount due. In December 2006, Chase
nearly doubled her interest rate on the card, from about 15% to 29%.

When Ms. Bernard contacted Chase to find out why, she was told that the increase
was because her “total bankcard balances have grown too fast,” she had too many credit
cards with high balances, and her credit card balances “are too high compared to total
credit limits.” Chase had apparently determined that these factors outweighed her history
of making regular, on-time payments for years to reduce her Chase debt. When
questioned by the Subcommittee, Chase explained further that a special automated
initiative at the bank to “clean up” closed credit card accounts had flagged Ms. Bernard’s
account due to a low credit score provided by a credit bureau and imposed the December
rate increase. Chase did not know what specific events triggered the lower score, other
than the general reasons provided by the credit bureau which were given to Ms. Bernard.

Ms, Bernard was also told that she had missed the deadline to reject the increase,
close her account, and pay the'debt at the old rate. In discussing the matter, Ms, Bernard
learned from bank personnel that the bank had closed her account to new purchases years
earlier. Despite having closed her account in 2001, Chase declined to restore her prior
interest rate, informing Ms. Bernard that closed accounts are not protected from interest
rate increases.

Chase applied the 29% interest rate to the existing debt in her closed account,
substantially increasing her monthly finance charges. In October 2006, for example,
under the 15% rate, out of a $165 payment, about $100 went to pay for finance charges
and $65 to pay down the principal debt. In January 2007, after the increase, out of a
larger payment of $200, $199.75 went to pay finance charges, and just 25 cents went to
pay down the principal debt.

Chase applied the new interest rate to Ms. Bernard’s account for seven months.
After she contacted the Subcommittee, Chase restored her 15% interest rate and credited
her account with nearly $600 in interest charges imposed earlier. Chase set up the 15%
as a “promotional rate” that would be replaced with a 29% rate if Ms. Bernard were to be
late making a single payment.

Over the last twelve months, Ms. Bernard made payments on her Chase credit

card totaling about $2,300. Despite this year of steady payments, her October 2006 debt
of about $7,900 fell by only about $200 to just under $7,000.

17
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Donna Bernard
Dallas, Texas

Chase Credit Limit: $12,150
mount b i Balance
Transaction | Interest Applicable| Interest |Reduction in after

Period Rate |Purchases| Payment | and Fees* | Principal Payment
Oct. '06 14.99% { $0.00 $165.00 $100.03 $64.97 $7,896.58
Nov. 06 14.99% | $0.00 $159.00 $102.39 $56.61 $7,839.97
Dec. '06 29.24% | $0.00 $194.00 $193.73 $0.27 $7,839.70
Jan. 07 29.24% | $0.60 $200.00 $199.75 $0.25 $7,839.45
[Feb, 07 29.24% 1 $0.00 $200.00 $199.34 £0.66 $7,838.79
March 07 29.24% | $0.00 $180.00 $179.535 $0.45 $7,838.34
April ‘07 29.24% | $0.00 $199.00 $198.79 50.21 $7,838,13
May ‘07 29.24% ¢ $0.00 $193.00 $192.54 $0.46 $7,837.67
June ‘07 29.24% | $0.00 $201,00 $200.31 $0.69 $7,836.98
July 07 14.99%*¥  $0.00 $145.00 | 887.27*** | §650.37**** | £7,186.61
August 07 [14.99%*%  $0.00 $166.00 | $93.24%%* $72.76 $7,113.85
Sept. ‘07 14.99%**  $0.00 $164.00 | $92.33%%* 371.67 $7,042.18
Oct. *07 14.99%%%  $0.00 $159.00 | $88.33*** - 37067 $6,971.51

*No late or over-the-limit fees were charged.
**Statement lists the 14.99% as a “promotional” rate and 29.24% as the interest rate
applicable to purchases.
*exFor July, figure includes $1.97 at 29.24% rate and $85,30 at 14.99% rate; for August
through October, figures include $0.05 at 29.24% rate and remainder at 14.99%.
**x*Includes $551.64 refunded by bank for past interest charges under 29.24% rate.
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Dear Customer:

Redacted by
“The following information pertains to your account ending in | Pomanent Subcommitice
on Investigstions

IMPORTANT AMENDMENTS TO YOUR CREDIT CARD AGREEMENT,
NOTICE OF BENEFITS CHANGE AND ANNUAL PRIVACY NOTICE

At Bank of America, providing timely and relevant information about the terms of your Credit Card
Agreement is one of our most important responsibilities. The enclosed documents contain important
changes to the terms of your Credit Card Agreement with Bank of America, infarmxtmni us(:rxbmg
changes to the benefits associated with your account and your 2007 Apnual Privacy Policyl
Consumers. 1f you have more thag one acconnt with us, you may receive more than onngxa
privacy policy. This may include closed acconnts with balancas or inactive accmmts ?Ieab ﬁiﬁmﬁsﬁz
that if you prcnousiy opted out of shaxmg information with third parties or ame g)
companies in accordance with the privacy policy you do not need to opt out agai Please é é&m notice
carefully and keep it with your Credit Card Agresment. G E
i i ;
IMPORTANT AMENDMENTS TO YOUR CREDIT ,aédm “ “‘ﬁi"ﬁ
'3 2§

Please read this document carefully and keep it with your Credxtiga?-d t\gra;ement ‘Excapt as amended
below, the terms of your Credit Card Agreement remain in eﬁb £ 1f there is ‘algondlict, the terms in this

endment(s) will prevail, ;1\; §§

3

Annual Percentare Rates 3&. f{ﬁ,,,;f‘
Summary: We are increasing your Anpual Pf:rﬁen{ag% Rates ( " Rs) and changing your APRs to variable
rates. Your APRs will vary each month with changes mﬁgm prios tate. The prime rate will be selected at
the end of each month. The variable APR sﬂat&& ti}qﬁéw prime rate will apply to all balances in
the same billing cycle as this selection date’! i1 he balanth inchide transactions made before the new prime
rate is selected. You may reject these cﬁgg % descpabed below. These changes sill not affect any
promational rates that may cmrsnﬂy# ié& wif hecount.

Amendment: Effective on t}}e‘ ﬁgﬁ cia;g fc[?aw;pg your statement Closing Date in March 2007:
; Uyl
1 hmh are hlghcr than your currept APRs, Al variable rates are

Your account will have v:

calculated using the v
*  The vanab'fe ?‘ER&ENTACE RATE for Category A is currently 22.90% (comesponding
Daily Pcm‘gy&xc Rat$ibf 0.062739%). The meugin is 14.63 percentage points. This is the category for

Baiamaq rans&rrs an&ﬁ:hack Cash Advances.
4 gi
® 'ﬁx: V.a%g b!&;{x AL PERCENTAGE RATE for Category B is currently 22.90% {corresponding
!{ {' ate of 0. D62739%). The mavgin is 14.65 percentage points. This is the category
Fm?saak afam Cash Advanees.

. The véﬁablc ANNUAL PERCENTAGE RATE for Category Cis surrently 22.90% (corresponding
Deaily Periodic Rate of 0.062739%). The margin is 14.65 percentage points. This i the category for
Purchases.

= The variable ANNUAL PERCENTAGE RATE for Category D is curtently 22.90% {corresponding

Daily Periodic Rate of 0.062739%). The margin is 14.65 percentage points. This is the category for
Otber Balances.

Yarigble Rate Information
The variable APR formula is caleulated by adding together an index 20d 2 margin, The index i is the highest
U.8. Prime Rate 25 published in the “Money Ratss™ section of The Wall Street Journal on the last

JEXHIBIT#
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publication day of each month. As of December 31, 2006, the index was 8.25 percentage points. The
margin for cach balance category is described above.

An increase or decrease in the index will canse » comesponding increase or decrease in vour APRs on the
first day of your billing cycle that begins in the same month in which the index is published. An increase in
the index means that you will pay higher periodic rate finance charges and have 2 higher Total Minimum
Payment Due. 1f The Wall Street Jourpal does not publish the U.S, Prime Rate, or if it changes the
definition of the UL.S. Prime Rate, we may, at our sole discretion, substitute another index.

As part of the Annual Percentage Rate Amendment decision, we obfained consmmer report infgrmation, such as
your accounts with other creditors, from Equifax Credit Information Sevvices. Equifax did not ﬁiﬁ_}kc the decision
and is unable to provide the specific reasons why the interest rate was increased. You hayg e, i;iggigfgo obtain a
free copy of your consumer report from Equifax within 60 days by celling 1-800-685-11 E{i{ﬁzé éhﬁexggr‘;g option
1 from the voice response unit, or by writing to Equifax Credit Information Serviggd] @é@;ﬁ&‘g%@ﬂ 1, Atlanta,
GA 30374-0241. You also have the right to dispute the accuracy or the cor fiss of any i 81 Yemation in your
CONSUImEYT Teport. i

H

gl : [T x§ ! .
To leam about your specific credit reasons for the Anmual Percentage gg*é: Ame‘ﬁd.me%tf %\x may contact Bank
of America at P.O. Box 15718, Wilmington, DE 19850 or call us at 118084421-21 féin,mthm 60 days of our
providing this notice to you. Baok of America will provide a w?ge:% rtspogig-hwiﬂ\.in 30 days after receiviog
your Tequest. i s
i
Rejection Instructions for APR Incresse: ﬂgs‘ ‘h %% :
If you do not wish to accept the above changes, you Toust i ‘a.%ﬁfthﬁ! ollowing requirements:

o i
1. Write to us at Bank of America, PO ch:};’}gg&}&igmingt%i DE 19850, Clearly print or type your
narpe and full credit card account nupbest ihd s@fg ﬁihquéé eject this change. You must give notice
m writing; it is not sufficient 1o teiﬁpho?x% Bs. Se Ithis notice only to the address in this paragraphy do
not send it with a payment or any i?;,bcg; ;{ym of wstﬁimr service request. This mailbox is ONLY for
rejection of change in terms. E Ng&
2. Write to us Unmnediately. We = 1 receive youy ?i'cthﬂ at the above address by March 1, 2007 or your
rejection will not be cﬁ'eg?fggm i, 3
3. If youreject this changefit wi : pet" ng;m‘ your sceount. However, you must not use your account
ik

{
afier March 1, 2007, Byo ﬁ\@t}is used 2t any time after March 1, 2007, the above change will
apply to your actéqgﬁ; wﬁ%}} you
creds

# us timely notice rejecting the change. Remergber, use of your
account imc}uéﬁsﬁ' dpoess checks and any charges that are billed to your account on a regular
basis such as aﬁl@f}c ﬁ# jces and subscriptions.

U

1

Monthl et

Sx,n'zs(&,irman‘rg§ LY rt@fi of federal guidance, we are changing the minimurm payment calenlation on

N %i}gr‘a%gu& ;:‘j?é rrent Payment portion of your mrinimmum payment will no longer bave a cap.

HiThis aoge x% ¥increase your monthly payment requirement. This change will be effective with the

rhigitnucd Phiymoent that is caleulated based on your balance for the billing cycle that closes in July

20%%; ;lf you use 1 bill payment service, you should contact them about the new mininmm paymest.
i

Amendment: This change will be effective with the minitoum payment that is calculated based on
your balance for the billing cycle that closes in July 2007:

We are replacing the Total Mini Paymens Due section of your Agresment with the following:

TOTAL MINIMUM PAYMENT DUE

You may pay your total outstanding balance at any time. Each billing cycle, you tmust pay at least the
Total Minirmm Payment Due shown on your monthly staterment by its Payment Due Date. The Total
Minimum Payment Due is the sum of all past due amounts plus the Curvent Payment. The Current
Payment for each billing cycle inchides three amounts: (1) 1% of your balance (your New Balancs
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Total except for any new Periodic Rate Finance Charges, and Late Fee), and (2) new Periodic Rate
Finance Charges, and (3) new Late Fee. Generally, the Jowest it will be is $15. We round the payment
amount down to the nearest dollar, If a payiment is credited to your account but 1s refurned unpaid ina
later billing cycle, we will recaleulate the Totz! Minimum Payment Due for the billing cycle in which
the payment was origimally credited.

Overdralt Protection

Sumumary: Youwr Agreement now permits overdraft protection transfers to a properly linked Bank of
Axmmerica checking account. Overdraft protection ransfers are Bank Cash Advances. There is a fee for
each overdraft protection transfer.

Amendment: Effective on May 1, 2007: 'Q%i
We are adding the following section to your Agreement:

Overdraft Protection g i 35'1 i
1f your checking account with Bank of Amcnca ts linked to this acmun!mlthm verdraft F otc:z:t:oa
feature will allow funds to be transferred (“overdraft protection transfers " frori ghis 20 unt inte your
designated checking account with Bank of America (“checking aqcétmt“) v&*ﬁm trﬁxfﬁactions OCCIT o1
your checking account, such as checks or other debits, that if paf:i W@nid cansr:?&r checking account to
be overdrawn (“overdrafl trausactions”). Overdraft ;}mtccugp transfcré include sutomatic transfers to
cover checking secount fees. Overdraft profection transfegy are pmcx:ssc dhfier close of business
Monday through Friday and are treated as Category B Bagik Cash A&vamca Each day’s overdrafl
transactions will be totaled and rounded to the pext 5139{)( ?ﬁ}f ycm cd your checking account in
Washington or Idaho) increment up to your ava’dahk < éﬁi: ?;rfig%rd}tss of who initiated the
overdraft fransactions. For example, if your ch cgﬁnt}ms a balance of $1.00 and a check or
other debit item for $125 is presented for %z}nch if %aﬁi would cause your checking account
to be overdrawn, an averdraft protectio ?.\‘—Eusfi b? be made to your checking account and a
Bank Cash Advance of $200 will post mi;h;s atcauﬁt The amount of available credit on this account
must be sufficient to covex the tmzliﬁzg? (gf ovey transactions (received by Bank of America
that day) rounded to the next $1 mfm{?@p& h&ci\xdmg any overdraft protection fee); otherwise
one or more of the overdraft zctions £ that day will be rejected. However, if the available credit
on this account is greater g;m i rverdeafl imnsacncﬂ amount, but the available credit is insufficient
for the overdmft é}n aH isittunded to the next $100 increment, then the amount of the
overdrafl frapsaction mrj{# fo the highest whole dollar amount of your available credit. (And
fi

in such an fzvcnt, ;g;ﬁ DATH gl«:haigcs may result in an Overlirpit Fee) We may permit or

refuse to pc ny o mtcc:ﬁcm transfer that would cause you to exceed the credit limit on

this account bni‘;;{ w;;\p:nm*; xf, you may be assessed ap Overlimit Fee during the billing eycle in

which theiﬁ‘ansfe mm This overdraft protection feature will antomatically be cancelled if s

awmngé 5 c!cﬁd by £7 YOU OF 1S, of st &Ry une upon your request.  Your overdrafl transactions
jia) th Jerms of your checking account with Bank of America, any telated ermollment

aﬁ é@ Agmemmh

rig i, ; ‘%.‘t

Wwéfféii&dmg the following to your Agreement section titled Fransaction Fee Finance Charge:

Tranghcﬁon Fee for Overdraft Protection: If you have enrolled this account to provide overdrafi
protection, we will assess a transaction fee (FINANCE CHARGE) equal 1 3% of the U.S, doliar
arnount of each such overdraft transaction that posts to this sccount (Fee: Min. $10.00). The
fransaction fee for these overdraft protection transfcrs will be assessed in liew of the Bank Cash
Advance fee.

The definition of Baok Cash Advance is:
“Bank Cash Advance” means use of your account to obiain a loan at any financial institution (.., to
obtain cash, money orders, or travelers checks), including overdraft eransactions if this account is

. eligible for and properly enrolled in an overdraft profection prograrm, at any non-financial fnstitution
{10 obiain cash), or for any payment you make to us that is returned to us unpaid fox any reason,
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including the related finance charges.

IMPORTANT - CHANGES TO THE BENEFIT COVERAGE ON YOUR ACCOUNT -
PLEASE READ

Effective June 1, 2007, some benefits associated with your account will change. To dowpload 2 pew
bepefit guide, wtuch details the ch:mgcs suwrmarized below, plcasc vmt

783—5663

Change To The Benefit Provider And Clairos Process
The benefit administrator for all of the benefits associated with your credit card except Vx.éa.{h:ta
Rental Collision Damage Waiver is changing to the Cardwell Agency. The change mgi%z{ﬁtﬂ%in
modifications to the clairns process and provider contact informetion. , ) 1“ §
qiy Hy

Change To Common Carrier Travel Accident Insurance Coverage And %eneﬁt ;’ wder
There are changes to your Coramon Carrier Travel Accident Ingurance Cavemve Mo change in the
coverage levels will ocour, except changes fo the types of covered los mclmim chmkrm}m of
Permanent Total Disability coverage and elimination of Exposure, @%ﬂa@g&mﬁc toverage. In
addition, the benefit admainistrator is changing to the Cardwell A,gén% The cﬁange will result in
modifications 1o the claims process apd provider contect inf fion fO ?}:us benefit, The current travel
accident coverage will still apply to covered trps mm:mm.iq Hefore Funtli i, 2607 and will be
processed through the current benefit provider as ﬁuﬂ}nﬂﬁ,?{} your cugi,;mt benefits guide.

i

H

‘igx ‘iﬂi “§1§

EQUAL CREDIT @%FGRT Y NOTICE
;3; i
niz FP ¢
The federal Equal Credit Opportmity A{i‘pm}n'bﬁ; crc:ﬁiicfzs from discriminating against eredit
applicants on the basis of race, color, mﬁﬁaﬂ, natidzial origin, sex, marital statis, age (provided

the applicant bas the capacity to mﬁﬁ ﬁlgndmg i::ontmct) because all or part of the

applicant’s income derives fro ce program; or because the applicant has in
good faith exercised any nghf mmﬁr she Ccs%xsﬁmcr Credit Protection Act. The federal agency that
administers compliance } canc nmg this bank is the Office of the Comptroller of the

Currency, Customer A.s 5tm Gx R0 McKinney Street, Suite 3450, Houston, TX 77010~
9050. R T
,g'(“i??!{ 1&

FI1A Card %m;:cs\, L P Ci;&im: 15718, Wilmington, DE 19830, Please note that if you
choose fo ccm:s?mﬁd wxﬁx us {5 writing, please provide your full account sumber and print your
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SUMMARY OF §. 1395,
STOP UNFAIR PRACTICES IN CREDIT CARDS ACT

The Stop Unfair Practices in Credit Cards Act, which is sponsored by Senators Levin,
McCaskill, Leahy, Durbin, Bingaman, Cantwell, Whitehouse, Kohl, Brown, Kennedy, and
Sanders and endorsed by consumer, labor, and small business groups, would do the following:

(1) No Interest on Debt Paid on Time. Prohibit interest charges on any portion of a credit card
debt which the card holder paid on time during a grace period.

(2) No Trailing Interest. Prohibit added interest charges on credit card debt which the card
holder paid on time and in full.

(3) Limits on Penalty Interest. Prohibit interest rate hikes on a credit card account unless the
card holder agrees to them at the time, and, in any event, limit penalty interest rate hikes to no
more than a 7 percentage point increase.

(4) Apply Interest Rate Increases Only to Future Debt. Require increased interest rates to
apply only to future credit card debt, and not to debt incurred prior to the increase.

(5) No Interest on Fees. Prohibit the charging of interest on credit card transaction fees, such as
late fees and over-the-limit fees.

(6) Restrictions on Over-Limit Fees. Prohibit the charging of repeated over-limit fees for a
single instance of exceeding a credit card limit, and allow such fees to be charged only when a
card holder’s action, rather than a penalty, causes the limit to be exceeded.

(7) Fixed Credit Limits. Require that card issuers must offer consumers the option of operating
under a fixed credit limit that cannot be exceeded.

(8) No Pay-to-Pay Fees. Prohibit charging a fee to allow a credit card holder to make a payment
on a credit card debt, whether payment is by mail, telephone, electronic transfer, or otherwise.

(9) Reasonable Currency Exchange Fees. Require currency exchange fees to reasonably
reflect the credit card issuer’s actual costs.

(10) Prompt and Fair Crediting of Card Holder Payments. Require payments to be applied
first to the credit card balance with the highest rate of interest, and to minimize finance charges.
Prohibit late fees if the card issuer’s actions caused the delay in crediting the payments.

(11) Prime Rate Reference. Require interest rates linked to a “prime rate” to use the prime rate
published by the Federal Reserve Board.

(12) Annual Audit. Require the credit card issuer’s primary regulator to perform annual audits
to ensure compliance with credit card requirements and prohibitions.

(13) Improved Data Collection. Improve existing data collection efforts related to credit card
interest rates, fees, and profits,

(14) Transition Period. Allow credit card issuers six months to implement the bill’s provisions.

Testimony of Senator Car] Levin

EXHIBIT #7
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Chair Maloney, ranking member Biggert, members of the committee:

Thank you for the opportunity to offer U.S. PIRG's views in support of HR 5244, the Credit
Cardholders Bill of Rights, sponsored by Chairwoman Maloney and by at least 94 other members.
We commend you for having this timely hearing. I am Edmund Mierzwinski, Consumer Program
Director of U.S. PIRG. As you know, U.S. PIRG serves as the federation of and national lobbying
office for state Public Interest Research Groups. PIRGs arc non-profit, non-partisan public interest
advocacy organizations with offices around the country. We take on powerful interests on behalf
of our members and other consumers.

(1) SUMMARY:

U.S. PIRG supports HR 5244, the Credit Cardholders Bill of Rights, as a good, measured first step
and strong step forward to reforming the out-of-control, virtually lawless, credit card industry.

Owning a credit card company is truly a license to steal. The credit card industry, for years easily
the most profitabic form of banking according to Federal Reserve Board annual reports to
Congress, has seen its profits grow to new heights on the wings of revenue derived from punitive
APRs of 36% or more, imposition of late and over-the-limit fees of up to $39 issued on a repeat
basis for purported violations that may not have been violations and from the cumulative effects of
deceptive diselosures of the true cost of credit, especially in the case of minimum monthly
payments. The failure to adequately disclose the cost of credit encourages the most at-risk
members of the customer base to carry large unpaid balances at unaffordable interest rates and
Icaves them in a cycle of perpetual debt. Concentration of the industry has resulted in a tight
oligopoly where the largest and most powerful players act with impunity. Once vigilant state
enforcers have been de-fanged; private enforcement is hampered by unfair binding mandatory
arbitration and federal agencies merely aid and abet bank practices, instead of regulating them.
The credit card industry operates without fear of either market or regulatory action to temper its
excesses, at the cxpense of the public’s welfare.

HR 5244, the Credit Cardholders Bill of Rights, reins in the industry’s most egregious practices.

@ Tt bans retroactive imposition of punitive interest rate increases based on the notorious
universal default or risk-based re-pricing schemes, where the increases arc made
despite a cardholder’s perfect “paid as agreed” relationship with the company;

B [t says “a deal is truly a deal, by prohibiting “any time for any reason, including no
reason” contract term changes;

B trequires proportional allocation of consumer payments when their balance reflects
different interest rates;

B ]t prohibits late fee due date “gotchas;”

B ]t imposes a variety of other “tcll me first, don’t trick me” disclosures, and bans arcane
and unfair methods used to collect intercst on alrcady-paid balances.

While PIRG itself is not opposed to a reinstatement of usury ceilings, nor to limits on punitive
fees, we note that the Credit Cardholder Holders Bill of Rights takes numerous steps to protect
consumers without resorting to these reforms, so we are hope that when the bill is brought to
markup, it garners widespread support, even from members who may philosophically oppose what
some call price controls, although we disagree with that pejorative term. The bill reins in unfair
practices, through tough disclosures and simple, but significant requirements to treat consumers
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fairly. All markets function better with rulcs, and the Credit Cardholders Bill of Rights simply
imposes some reasonable rules.

We would expect that the industry witnesses will still oppose the bill and urge the committee to
wait another year or more for the Federal Reserve’s nearly final disclosure rules' that have been
delayed even further by its laudable, but not worth waiting for, proposals to improve regulation of
unfair and deceptive practices. Perhaps the industry will also engage in “don’t hit us while we’re
down” rhetoric, either on the record or, morc likely, in behind-thc-scenes lobbying meetings.
Losing money on bad hedge and derivative bets and, in somc cascs, predatory or even illegal
practices in the mortgage business is no defense to treating credit card consumers unfairly.

Other major reforms that U.S. PIRG would urge to be included in the Credit Cardholders Bill of
Rights and discussed below include the following:

B A ban on pre-dispute binding mandatory arbitration in consumer credit card contracts
to allow consumers private enforcement rights to police the marketplace;

B Limits on granting credit cards to young people, based on their ability to rcpay, and
limits on even making offers to young pcople, unless they first opt-in.

(2) PROFITS OF THE CREDIT CARD INDUSTRY

Credit card lending is the most profitable form of lending, according to the Federal Reserve’s most
recent report to Congress in 2007:

Although profitability for the large credit card banks has risen and fallen over the years,
credit card earnings have been consistently higher than returns on all commercial bank
activitics. For cxample, for all commercial banks, the average return on all assets, before
taxes and extraordinary items, was 2.01 percent in 2006, well below the returns on credit
card activities in that year.?

In recent years, those profits have been augmented by rapid increases in fee income.

There may be, as the industry witnesses will trumpet, some 6,000 credit card issuers. But there are
only ten that matter. The actual marketplace is higbly concentrated.

Since 1980, revolving debt, which is largely credit card debt, increased from just $56 billion to
well over $800 billion, according to recent Federal Rescrve data.® Approximately 55% of
consumers carry balances (the rest are convenience users) meaning consumers with credit card
balances average $10-12,000 each in total credit card and revolving debt.*

Credit card companies have increased profit by increasing the amount of credit outstanding. The
firms do this by decreasing cardholders’ minimum monthly payments, increasing interest rates,
and piling on enormous fees. Until very recently, credit card companies engaged in a practice of
decreasing the minimum percentage of the balance that cardholders must pay in order to remain in
good standing. Today, despite recent changes mandated by the OCC to require that minimum
payments reduce principal by at least 1%, most companies still require a minimum monthly
payment of only 2% or 3% of the outstanding balance. As a result, cardholders who choose to pay
only the minimum cach month take longer to pay off their balances, paying more interest in the
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process. In its recent guidance, the OCC admonished banks to raise these minimum payment
levels only modestly. “The required minimum payment should be sufficient to cover finance

charges and recurring fees and to amortize the principal balance over a rcasonable period of time”
but OCC allows banks to reduce principal by as little as 1% per month. Aceording to a U.S. PIRG
analysis, a consumer carrying just $5,000 of debt at 16% APR would take 26 years to pay off the

balance if she only made a 2% requested minimum payment, even if she cut the card up and never
uscd it again.

And, according to the Fed, industry aggressively seeks new customers: “An industry source
indicates that in 2004, 71 percent of US households received an average of 5.7 offers per month,
or 58 offers/year.’ During 2004, US households received an estimated 5.23 billion credit card
offers, up 22% compared to 2003 and exceeding the previous record of 5.01 billion offers set in
2001.”" While some recent reports indicate these offers may be down due to the economic slump,
it is likely that this is temporary and banks will restructure the offers and start making them again.
Remember that offers arc made both to people with positive credit attributes and to pcople with
negative attributes. The offers are simply different.

(3) UNFAIR CREDIT CARD COMPANY PRACTICES

The most common unfair or deceptive credit card company practices include the following:

e Unfair and deceptivc telephone and direct mail solicitation to existing credit card customers —
ranging from misleading teaser rates to add-ons such as debt cancellation and dcbt suspension
products, sometimes called “freeze protection,” which are mercly the old predatory product
credit life, health, disability insurance g)roducts wrapped in a new weak regulatory structurc to
avoid pesky state insurance regulators”;

e Increasingly, the use of unfair penalty intercst rates ranging as high as 30-35% APR or more,
including, under the widespread practice of “universal default,” imposing such rates on
consumers who allegedly miss even one payment to any other creditor, despite a perfect
payment history to that credit card company;

¢ Card companies now impose multiple APRs — one for balance transfers, one for purchases and
one for cash advances, for example — but apply monthly payments first to the balance with the
lowest APR, ensuring that it will take the longest to pay off the card.

o Card companies take advantage of Truth In Lending Act loopholes that allow a variety of
unfair methods of balance calculation (the so-called two-cycle and the “residual” (or
“trailing”) interest methods) that allow companies to reach back into previous cycles to collect
interest on balances already paid off.

» Imposing those punitive penalty interest rates retroactively, that is on prior balances, further
exacerbating the worsening levels of high-cost credit card debt;

e Imposing higher late payment fecs, which are often levied in dubious circumstanccs, even
when consumers mail payments 10-14 days in advance;

¢ Using a varicty of mail trickery, such as changing the due dates of monthly bills, making the
due date a Sunday but not posting on the weekend; shortening the period between when a bill
is mailed out and when that bill is due, etc.;
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» Increasing the use of aggressive and deceptive marketing to new customer segments, such as
college students with neither a credit history nor an ability to repay and to persons with
previous poor credit history;

» Making partnerships with telemarketers making deceptive pitches for over-priced freeze
protection and credit life insurance, roadside assistance, book or travel clubs and other
unnecessary card add-ons;

« Imposing unfair, pre-dispute mandatory arbitration’ as a term in credit card contracts to
prevent consumers from exercising their full rights in court; and the concomitant growing use
of these arbitration clauses in unfair debt collection schemes;

e The failure of the industry to pass along the benefits of what, until recently, were several years
of unpreccdented the Federal Reserve Board interest rate cuts intended to provide economic
stimulus, through the use of unfair floors in credit card contracts.

e Using the clause “Any term can be changed at any time for any reason, including no reason” in
credit card contracts as allowed by Delaware and other safe harbor state laws.

The practices described above can be illustrated with the following cxamplcs:

* Banks entice consumers to open or continue credit card accounts with promises of a fixed
interest rate on unpaid balanccs on purchases. Thereafter, they unilaterally increase the so-
called fixed rate, and may change it to a variable rate.'

® Banks bait and switch credit card consumers with teaser offers promising a low introductory
interest rate on additional credit card debt and the consumer’s pre-existing (regular) interest
rate thereafter. But after individual consumers accept the offer and increase their unpaid
balance, banks unilaterally and without notice raise the consumer’s regular interest rates
because now, the individual consumer’s debt is allegedly “too high.”

e Banks ignore consumers’ disputes to charges, which, according to banks themsclves, need not
be paid pending resolution. Instead, banks unilaterally use such non-payment to charge late
fees and raise interest rates.

e Banks reduce credit limits of consumers on their credit card accounts unilaterally and without
advance noticc, and do so in such manncr and to such an extent as to intimidatc consumers
into abandoning their legitimate objcction to charges.

e Banks fail to adequately inform consumers in advance of a proposed increase in interest ratc
based on the individual consumer’s purportedly high debt or other information in such
consumer’s credit report. Thereby, consumers have no opportunity to avoid the increased
interest rate, and are saddled with significant additional interest payments without advance
notice.

e Credit card companies use low, short-term “teaser rate” introductory APRs to mask higher
regular APRs. The introductory APR is one of the primary tools used to market a card, and it
usually appears in large print on the offer and envelope. In a PIRG study, of the 100 card
offers surveyed, 57 advertised a low average introductory APR of 4.13%. Within an average of
6.8 months, the regular APR shot up 264% to an avcrage regular APR of 15.04%. The post-
introductory APR, as well as the length of the introductory period, were not promincntly
disclosed.

» Important information is disclosed only in the fine print of the offer. For example, the fine
print of most offcrs states that if an applicant does not qualify for the offered card, s/he will
receive a lower-grade card, which usually has a higher APR and punitive fees (a practice
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called “bait and switch”). The fine print is easy to overlook, and as a result, a consumer may
receive a card that s/he did not want.

e Free does not mecan free. The “frec” offers that are advertised with many cards are not usually
as impressive as they appear. Most have significant restrictions or hidden costs, such as
enrollment fees or expiration dates.

» Fine print fees for cash advances, balance transfers, and quasi—cash transactions such as the
purchase of lottery tickets significantly raise the cost of these transactions. But the terms
governing these transactions are buried in the fine print, where consumers can casily miss
them. Minimum fees, also stated only in the fine print, allow credit card companies to
guarantee themselves high fee income regardless of the transaction amount.

(4) DISCUSSION OF KEY ELEMENTS OF
THE CREDIT CARDHOLDERS BILL OF RIGHTS, HR 5244

A. IT ELIMINATES THE MOST ONEROUS CREDIT CARD TERMS SO
CONSUMERS CAN REPAY

1. No Retroactive Intcrest Increases After Universal Default

Consumer advocates remain unconvinced that universal default or “risk-based re-pricing” schemes
— based on factors external to a cardholder’s “paid-as-agreed” relationship — are truly based on risk
modeling. We have also seen no data to prove that the practice is implemented fairly. As one
example, picture this: when consumers apply for credit cards, their applications and credit scorcs
are reviewed and they are placed in one of numerous pricing “buckets” based on their risk. You
may get a 10% APR “gold” card with a $10,000 available credit limit. [ may get an 18% APR
“classic™ card with a $500 limit. Our neighbors and friends and colleagues may get any of 7 or 8
different combinations in between, depending on their risk.

Yet, some banks will use either one alleged late payment to another creditor or a minor drop in a
credit score, to raise any or all of us — whether we are paying a preferred rate of 0% APR or 10%
APR, or a not-so-good rate of 18% APR ~ immediately to a punitive rate of 31-36% APR or
more. This increase is applied not only to our prospective purchases, but retroactively to our
current balance.

This is not a proportional response:

M Why isn’t a first offense subject only to a penalty fee?

B Why doesn’t a second offense result in an incremental increase (for example, of 5%),
so the person at 10% APR goes to 15% APR, and the person at 18% APR goes to 23%
APR?

B Why does everyone’s risk go immediately to the same punitive level (31% - 39% APR
or more) even though they were cach previously at different risk levels, solely on the
basis of one (or two) dings, or even on the basis of a decline in credit score, which
could oceur with no dings?

Simply, universal default in our view is not based on risk. No data have been provided to the
Congress to justify it on the basis of risk modeling. It is more likely that banks use universal
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default to increase revenue because they can, rather than because it is a justifiable, proportional
risk-based responsc.

Worse, by applying universal default retroactively to an existing balance, it actually increases a
consumer’s risk of non-payment.

To illustrate: a consumer who has a $10,000 credit card balance at 12% APR owes a monthly
minimum payment (i he/she owes no penalty fees) of $200, but would owe $400 each month at
36% APR (under the OCC minimum payment requirements) with the additional $200 going to
increased interest penalty, not reduction of principal‘11 Paying twice as much cach month (in this
case) makes it harder to pay off a balance, not easier. Of course, paying as much as you can afford
(twice the minimum payment or more) does result in a more rapid reduction of your balance.

Finally, by imposing punitive interest ratc changcs retroactively, the credit card industry is
allowed to change the prices of products consumers have alrcady bought.

For these reasons, we would support a total ban on universal default or risk-based re-pricing. But
again, your moderate bill does not go this far. While your bill would not prohibit this wrong-
headed result in all circumstances, it prohibits it only in the most unfair circumstance. We support
your moderate approach—allowing the new interest rate for future purchases, but banning
imposition of punitive rates retroactively, whenever that new punitive rate is based on alleged
conduct not related to the card’s use.

2. It Eliminates Any-Time Any-Reason Changes in Terms

The outrageous rule that credit card companies have operated under for too long is that they can
impose a “take it or leave it” contract of adhesion on consumers that allows one side, their side, to
change the rules at any time, for any reason, including no reason. While Citibank has “voluntarily”
reversed this policy, and even run ads in Capitol Hill tabloids saying that “a deal is a deal,” we do
not believe that the credit card marketplace operates in a free and open fashion, so the Congress
should adopt this rule as statute, in case Citi changes its mind, and to force other banks to be fair.

3. It Provides Advance Notice of Credit Card Account Rate Increases and Right To
Cancel Account

Consumers deserve better notice, as even the Fed’s proposals when implemented presumably will
provide, but they also need rights. Your bill gives 45 days notice of interest rate increases, as the

Fed would provide, but also grants the right to cancel the card and pay it off under the old terms.

B.IT REQUIRES PRO RATA PAYMENT ALLOCATIONS

Importantly, the bill requires that when consumers have a balance subject to multiple interest rates,
that his or her payments be allocated proportionately. Currently, on all but a few proprietary label
cards, it is standard industry practice to allocate partial payments of an unpaid balance to the
portion of the balance with the lowest available interest, often a 0% APR balance transfer.
Meanwhile, interest on high-cost cash advances (when you use a “convenience” check provided
by the card company, you are taking out a cash advance) piles up.
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At a hearing last summer, full committee ranking member Spencer Bachus explained the problem
best:

[In an opening statement] ... “I have constituents who come to me, like a young man ...
[who}] was paying his credit card on time. He realized it was the last day to pay his
mortgage payment, so he called his mortgage company up, and they said, *“Well, you can
use your credit card,” so he said, *‘Great.”” He used his credit card. When his credit card
bill came in, he noticed that not 8.5 percent interest was charged on that, but 24.9 percent
interest on the mortgage payment. So, he said, *‘Oh, my gosh,’” you know, so he called his
credit card company, and he said, ‘I want to pay that off today, | am going to send you a
check,”” so they said, ‘‘Okay.”” He sent that check in, plus his minimum payment for the
month, and they applied it to his lowest balance. Now, here is a young man who would
have never come into my office; he probably didn’t have time. He saw me in a restaurant,
and he came up to me and he basically said, ‘‘Congressman, I don’t think that’s right.””
And, quite frankly, I don’t, cither. ..” [And responding to Federal Rescrve Governor
Mishkin] “Now, it would obviously be always unfavorable to the consumer to target that to
the balance where therc is either no intcrest rate, or where there is a low interest rate
instead of the high interest rate. That is never going to be anything but unfavorable to the
consumer, or unfair.”’?

The bill also commendably restricts certain other unfair interest practices, such as taking
advantage of archaic Truth In Lending Act loopholes to charge interest on balances aiready paid
through either the “double-cycle-billing method” or the “trailing” (or residual”) interest method.
Both these methods inappropriately allow companics to reach back to previous periods in
calculation of average balances for the purpose of determining interest owed.

C.IT SAYS: NO MORE LATE FEE “GOTCHAS” THROUGH DUE DATE
CHICANERY

The Credit Cardholders Bill of Rights takes several steps to make sure that payments sent on time
are recorded on time, so consumers can avoid unfair late fces and concomitant, double-whammy
increases to a punitive penalty interest rate. Most importantly, the bill cstablishes a presumption
that payments mailed 7 days in advance are timely. It also eliminates the practice of claiming that
bills that arrive after “Ipm” or “noon” can be considered late by making payments received
beforc 5PM Eastern Standard Time timely. It extends the current minimum period for mailing
bills to consumers from the current 14 days to 25 days before the duc date. Finally, it requires that
phone or Internct payments be considered timely if made on the due date before 5SPM Eastern
Standard Time.

We would support additional amendments to these laudable provisions. First, there should be no
“pay to pay” fees for paying over the phone or on the Internet. Second, we would support
changing the SPM EST time to midnight Pacific Time.

Finally, we support additional prohibitions on “jumping due dates” and making bills payable on
weekends or holidays. According to a recent news story “Floating Due Date Snags Chase,
Citibank Customers:” "
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Consumers complain that Chase and Citibank are routinely changing the due dates on their
statements from month to month, often making customers with automatic payments late,
thereby saddling them with late fees and higher interest rates. “(Citibank) moved my due
date to cause me to be late and give them the ability to charge a late fee and move my rate
from 3.99% (for the life of the balance) to 24.44%,” wrote Jeff of Noblesville, Ind. “I have
always paid electronically on the 24th. ... It sent my monthly bill for Citibank from $211 to
$495.”

D. OTHER POSITIVE PROVISIONS OF THE CREDIT CARDHOLDERS BILL OF
RIGHTS

The bill also includes other provisions we have long supported.

It limits over-the-limit fees.

It bans misleading use of the terms “fixed” or “prime.”

It gives consumers the right to reject cards without having their credit record damaged.
It allows cardholders to set limits on available credit.

It requires greater oversight of the industry by improving data collection.

In addition to these provisions, the bill includes a provision which attempts to rein in sub-prime
“fee-harvester” credit cards, which have a business model that relies only on squeezing vuinerable
consumers for fces and never allowing them access to the promised credit. We support the intent
of the provision but would like to work with the committee to ensure that the provision achieves
its intent without unintended consequences.

(5) LACKING STATE OR FEDERAL ENFORCERS, OR CONSUMER RIGHTS, THE
CHANGES IN THE CREDIT CARDHOLDERS BILL OF RIGHTS
ARE CRUCIAL TO POLICING THE MARKETPLACE

In previous testimony before the committee, I have pointed out in detail that the wrong-headed
state preemption doctrine accepted by the Congress, the courts and the federal regulators has
eliminated the ability of states to enact bettcr laws and statc attorneys general to enforce the law.
Without states coming up with new legislative ideas, and without state attorneys general — the best
consumer cops on the beat — we are left to the permissive, lax supervision of the federal regulators.
Leaving consumer protection to the chief national bank regulator, the OCC, or Office of the
Comptroller of the Currency, is as if we have no consumer protection at all. Waiting for the
Federal Reserve Board to issue modest rules largely based on disclosure is unacceptable.

Worse, the OCC, the other regulators and the Congress have allowed banks to impose pre-dispute
binding mandatory arbitration as a condition of credit card contracts, which has virtually
eliminated private enforcement against unfair credit card company practices.

Absent legislation to eliminate state preemption and mandatory arbitration, two reforms which we
would enthusiastically support, the need for the Credit Cardholders Bill of Rights is even more
apparent. Here is why we need these two additional reforms.

A. THE FAILURES OF THE OCC CALL FOR REINSTATEMENT OF STATE
ATTORNEY GENERAL AUTHORITY, AT A MINIMUM
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The failures of the OCC to protect consumers have been well-documented before this committee.
OCC has not taken a public enforcement action against a large credit card issuer since 2000, and in
that case, it was shamed into acting against an albeit large, but relatively upstart mono-line’* credit
card bank, Providian (now part of Washington Mutual (WAMU)) only after the tiny San Francisco
District Attorney and the California Attorney General initiated earlier and widely-praised
enforcement actions. A number of states aggressively took action against credit card companies in
this time frame as well. Yet, most if not all of these state and local actions would generally be
prohibited now, after promulgation of the 2004 OCC preemption rules.

In 2006, as in previous years, 39% of OCC’s complaints were against credit card banks, according
to the GAO.”® Yet, while even the GAO explains that the large number of credit card complaints
to OCC versus to other regulators is because it supervises so many large banks, to our knowledge,
the OCC has not imposed public penalties or sanctions on any of the “Top Ten” banks under its
regulation even though most advocates believe the sharp practices are endemic to the industry,
including its largest players. Further, Professor Art Wilmarth has testificd before this
subcommittee in concordance with these views: “The OCC’s record is similarly undistinguished
with respect to consumer enforcement actions taken against national banks for violations of
consumer protection laws.” 16

‘We would urge the committee to rescind OCC-passed rules eliminating state Attorney
Gencral authoerity over national banks and preempting state laws. Further, we urge the
committee to reverse the Marquette and Smiley decisions that cnable the exportation of
interest rates and fees from bank “safe harbor” states.

Although states had until recently aggressively sought to enforce unfair and deceptive practices
laws against credit card companies, the states have been limited in their enforcement by the
growing use of preemption theory to restrict their regulation of the industry. In 1978, in
Marquette,'” the Supreme Court held that states could export nationally the interest rates of the
bank’s home state, prompting a concentration of the industry in a few bank-friendly states,
including Delaware and South Dakota. In 1996, the court in Smiley'® extended the Marquette
holding by defining late fees as “interest,” for the purpose of allowing a bank’s home state late
fees rules to similarly be exported nationally.

These onerous decisions applied to the regulation of interest. In 2002, a U.S. District Court used
National Bank Act preemption theory, backed by the OCC, to overturn an important new
California law requiring a monthly minimum payment warning, further restricting the states.
Then, of course, in 2004, the OCC imposed two onerous administrative rules restricting states
from enactment or enforcement against national banks and their state-licensed operating
subsidiaries*’ which has resulted in further court decisions upholding the rules.

19

These decisions and actions have aided and abetted the anti-consumer practices of this industry
and deserve careful scrutiny by the committee. We remain disappointed that, at a minimum, the
committce has not reined in the over-reaching OCC rules, although it did in 2004 condemn the
OCC* when it passcd a bipartisan budget resolution® on a vote of 34-28, stating that the OCC
action “may represent an unprecedented expansion of Federal preemption authority” and “comes
without congressional authorization, and without a corresponding increase in budget resources for
the agency.” The committee also pointed out that without a budget increase, the OCC cannot
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really expect its modest staff of forty consumer-complaint specialists to both continue their own
work and also take over much of the work of an estimated 700 state consumer enforcers and
examiners. “In the arca of abusive mortgage lending practices alone, State bank supervisory
agencies initiated 20,332 investigations in 2003 in response to consumer complaints, which
resulted in 4,035 enforcement actions.”

B. MANDATORY PRE-DISPUTE ARBITRATION CLAUSES IN CREDIT CARD
CONTRACTS DETER PRIVATE ENFORCEMENT AGAINST SHARP
PRACTICES.

The Congress has enacted legislation protecting car dealers from unfair arbitration clauses in their
contracts with car manufacturers. The Senate has in the past passed (and is now considering again)
legislation similarly protecting farmers from arbitration in their contracts with powerful agri-
business concerns. Legislation protecting consumers in nursing homes is under considcration, It is
time to enact similar legislation to protect consumers in credit card contracts, as well as other
contracts.

Studies have shown that arbitration programs essentially run as collection mills on behalf of credit
card companies and hospitals, among others, not thc vaunted low-cost alternatives to court
proceedings their marketing purports them to be. Further, imposing the arbitration requirement as
a condition of obtaining a card is simply unfair. Finally, companies are allowed to persist in unfair
practices because they have achieved an enforcement trifecta—no consumer enforcement of the
law allowed, no state attorney general cnforcement of the law allowed, and a cozy relationship
with their so-called federal regulators means no enforcement happens at all.

Congress Should Ban Mandatory Arbitration In Consumer Contracts: Rep. Gutierrez has
introduced HR 1443, the Consumer Faimess Act, to ban mandatory pre-dispute arbitration in
consumer contracts. Rep. Hank Johnson has introduced HR 3010, the Arbitration Fairness Act,
which bans arbitration in consumer and other contracts (small farmers, franchisors). These bill
deserve support and consideration as amendments to HR 5244.

Congress Should Ban The Use of Arbitration in Debt Collection Schemes: Arbitration
agreements are not only being used in attempts to prevent consumers victimized by deceptive
advertising and interest rate practices to have their day in court. Increasingly, according to a recent
report by the National Consumer Law Center, major credit card companies are partnering with
arbitration firms to establish debt collection mills that force consumers into paying debts,
including debts they may not even owe:

Now, at least two giant credit-card issuers and one of the nation’s largest firms arbitrating
their consumer disputes have combined these practices in a disturbing new way: They’re
using binding, mandatory arbitration primarily as an offensive weapon, by fast-tracking
disputes over credit-card debt into rapid arbitration. A number of consumers charge that
the banks often do this with little notice, after long periods of dormancy for the alleged
debt or over consumers” specific objections -- then force those who don’t respond swiftly
or adequately into default. The arbitrator often forces the consumer to also pay for the
hefty arbitration costs and the card issuer’s attorney, making the total tab for consumers
several times the original amount owed and many times what it would have been in more
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traditional debt settlements. So it’s a neat pathway to turbo-charged profits for both the
card issuer and the arbitrator.”}

A more recent study by Public Citizen®* found that MBNA (now known as FIA Card Services and
part of Bank of America) allegedly used the National Arbitration Forum to collect disputed debts
from consumers, including debts not even owed-- from identity theft victims who never had
accounts with the bank. As the Wall Street Journal reported last week, the City of San Francisco
has sued NAF and FIA Card Services:

The suit alleges that in specific cases NAF approved an inflated award, improperly imposed
attorneys fees and didn't respond to a consumer's request to appear at an arbitration, among
other things...From 2003 through March 31, 2007, 18,075 consumers' arbitrations in
California were resolved through hearings conducted by the NAF, according to the suit, citing
data reported by the NAF. Thirty of the matters, or fcwer than 0.2%, were won by
consumers.”

(6) ABUSIVE CREDIT CARD INDUSTRY PRACTICES EXTENDING ONTO CAMPUS
AND TO NEW CUSTOMER POPULATIONS

How do banks increasc their alrcady massive credit card profits? As has been widely reported and is the
subject of these Congressional inquiries, first, banks can squeezce their existing customers for greater
profits in several ways, including the following:

(1) using a varicty of rewards and tricks such as encouraging extremely low minimum payments to
maintain highly-profitable high revolving card balances;

(2) raising interest rates on those balances through a variety of traps including imposition of penality
interest rates for late payments and changing duc dates to encourage more of those late payments;

(3) using misleading tecaser rates and,

(4) raising the rates of otherwise good customers by claiming that their credit score had declined or that
they were late to another lender (called “universal default”)

Further, banks can market to customers of other credit card companies, urging them to switch by offering
low teaser rates on balance transfers and other incentives. But this marketing is expensive both because of
the cost of the zero-interest offers and the cost of sending out the billions of solicitations.

Finally, having saturated the working adult population with credit card offers, credit card companies are
now banking on ncw markets: college students and others who have never had, or had only limited aceess
to, credit cards, including recent immigrant populations,m

According to a March, 2008 PIRG Report, the Campus Credit Card Trap®’, college students are among
the most prominent targets for this marketing. They are young and understand that they need credit to get
ahead in the world. Some need credit beeause of the rising cost of a college education. Finaily, most of
them are clumped together on campuses that they either commute to or live at. This makes them easy to
target. Companies use a variety of techniques, from buying lists from schools and entering into exclusive
marketing arrangements with schools to marketing directly to students through the mail, over the phone,
on bu]}gtin boards and through aggressive on-campus and “near-campus™ tabling-- facilitated by “free
gifts.”
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College students, under regular credit criteria, would not be able to get a card becausc they have no credit
history and little or no income. But the market for young people is valuable, as industry rescarch shows
that young consumers remain loyal to their first cards as they grow older. Credit card marketing, coupled
with students’ lack of financial experience or education, lcads many students into serious debt. Aecording
to another recent PIRG study, the Burden of Borrowing, credit card debt exacerbates skyrocketing student
loan debts. That 2002 study found that thirty-ninc percent (39%) of student borrowers now graduate with
unmanageable levels of debt, meaning that their monthly payments are more than 8% of their monthly
incomes. The study also found that student borrowers were student borrowers were even more likely to
carty credit card debt, with 48% of borrowers carrying an average credit card balance of $3,176. o

The 2008 PIRG study of campus credit card marketing found that students support a variety of reforms:
We asked students their views on whether colleges and universitics should regulate the practiecs of credit
card companies on campus. The results show that students overwhelmingly support stricter regulation of
campus credit card marketing. Four out of five (80%) students supported adoption of strong campus credit
card marketing principles. Only 1 in 5 students replied yes to the proposition that students could handle
credit card markcting without regulation. Some of these also supported some of the reform principles
anyway. Of those who supported one or more strong prineipics, nearly three-in-four students (74%)
asserted that only cards with fair terms and conditions should be marketed on eampus. Students also
overwhelmingly (67%) opposed the sale or sharing of student lists (which can include home and dorm
addresses, email addresses and land line and cell phone numbers) with credit eard companies.

While some of these reforms may more appropriately be considered on campus, this committee should
consider amendments to restrict marketing to youth in the following ways:

Ban giving credit cards to young people who cannot demonstrate an ability to re-pay. Bank
witnesses and spokespeople have largely admitted that cven though young applicants do not have
adequate credit reports to qualify for cards, their mere “status as students” is an adequate criterion for
approving a card. This is unaceeptable. Banks should underwrite credit cards for students and young
people, just as they do for all other applicants, It may be appropriate to substitute completion of an
approved, legitimate financial litcracy class as an alternate criterion. It may also be appropriate to restrict
the eredit card limits and maximum number of cards available to young people. A variety of bills make
proposals in this area and we would be happy to work with the committce and student groups on the best
amendment.

Ban Marketing Cards To Young Consumers Unless They Opt-In To Receive Solicitations. A broad
eredit card reform proposal, S 2753, the Credit Card Reform Act, by Senator Robert Menendez includes
this laudable provision. In the 2008 PIRG study, 8 of 10 students reported receiving mailed offers from
credit card companies.

{7) CONCLUSION

We thank you for holding this important oversight hearing. We have attempted to deseribe a failed
cnforcement elimate that has led to a pattern of sharp industry practices. We hope that we have provided
you with adequate information to support the need for action by the Congress to rein in the credit card
industry’s most unfair and abusive practices. We believe that your bill, HR 5244, the Credit Cardholders
Bill of Rights, is a careful, measured response to the problem. It could be strengthened with the additional
amendments we suggest, but, as is, it is deserving of widespread support and not deserving of untoward
and shrill industry opposition. We look forward to working with the Committec to advance this bill.
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ENDNOTES

! See Comments of National Consumer Law Center, U.S. PIRG, Consumer Federation of America et al “Regarding
Advance Notice of Proposed Rulemaking: Review of the Open-End (Revolving) Credit Rules of Regulation Z,”
Federal Reserve System, 12 CFR Part 226, Docket No. R-1217 available at
http://www.consumerlaw.org/initiatives/test_and commy/content/open_end_final pdf The consumer group comments
provide a window on the way that the industry exploits loopholes and inconsistencies in the act to hurt and exploit
consumers. The TILA was supposed to be a remedial act, a law written to prevent unfair practices, and has often been
correctly interpreted that way in the courts, yct the regulators have insisted on allowing the industry to carve out nooks
and crannies that allow it avoid the spirit of the law. The proposals augment and update the disclosures in the
important 1988 disclosure legislation that established what is known as the “Schumer” box, which requires credit card
company solicitations to clearly and prominently disclose all fee and interest related “trigger terms.” The proposed
rules have been delayed, following recent testimony by Board Chairman Ben Bernanke that additional proposals on
unfair and deceptive practices would augment the disclosure proposal.

% Report to the Congress on the Profitability of Credit Card Operations of Depository Institutions

Submitted to the Congress pursuant to section 8 of the Fair Credit and Charge Card Disclosure Act of 1988

July 2007, available at http://www federalrcscrye.gov/boarddocs/rptcongress/creditcard/2007/defauit.htm, last visited
16 April 2007.

3 The February 2008 Fed data estimate consumers have $952 biflion in revolving debt. This figure must be deflated to
account for non-credit card debt and for a share of debt that is paid off on a timely, monthly basis, so we use “over
$800 billion.” Sce G19 Consumer Credit release 7 April 2008 available at

http://www.federalreserve.gov/releases/g 19/carrent/default. htm

# The banks frequently cite a Federal Rescrve analysis of University of Michigan Survey of Consumer Finances
polling data to allege that only 45% of consumers carry a balance. Consumer group contacts with industry sources
indicate that these numbers are low. If true, of coursc, average balances would be even higher. Consumer groups use a
conservative figure of 55% carrying balances, with some sources putting the number as high as high as 60% or more.
For a discussion of our analysis of credit card debt, sce the state PIRG report “Deflate Y our Ratc,” March 2002,
available at http://www.truthaboutcredit.org

*0cCc Advisory Letter AL 2004-4, April 28, 2004, available at http.//www.occ.treas.gov/ftp/advisory/2004-4.txt

€ Report to the Congress on the Profitability of Credit Card Operations of Depository Institutions

Submitted to the Congress pursuant to section 8 of the Fair Credit and Charge Card Disclosure Act of 1988

July 2007, available at http://www.federalreserve.gov/hoarddocs/rptcongress/creditcard/2007/default. htm, last visited
16 April 2007.

7 According to Mail Monitor, the direct mail tracking service from Synovate.

¥ See an Office of the Comptroller of the Currency (OCC) regulatory interpretative letter endorsing debt cancellation
and debts suspension products at hitp://www.occ.treas. gov/uterp/jan01/int903 doc

® The consumer organizations testifying today, U.S. PIRG and the Center for Responsibic Lending, and many others,
including the Consumer Federation of America and Consumcr Action, are all members of a broad new campaign to
educate the public and the Congress abont the need to eliminate one-sided binding mandatory arbitration (BMA)
clauses in consumer contracts. See http:/www.givemebackmyrights.org/

' It is the bank position that the Truth In Lending Act allows them to change fixed rates with as little as fifteen days
notice and that a fixed rate is merely a rate that is not variable. A variable rate is defined as one tied to an index, such
as the Wall Street Joumal prime rate as discloscd on a certain date.

' The OCC requires that minimum payments reduce principal by 1% (1% of $10,000 is $100) and pay current interest
(and fecs). For an annual interest rate (APR) of 12%, the monthly or periodic rate is 1% (12% X 1/12) or $100,
resulting in a minimum payment of $200 ($100 + $100). At 36% APR, the monthly periodic rate is 3% (36% x 1/12)
or $300, resulting in a minimum payment of $400 ($100 + $300).

12 Remarks of Rep. Spencer Bachus (AL), transcript of hearing of the Subcommittee on Financia} Institutions and
Consumer Credit, 7 June 2007.

3 “Floating Duc Date Snags Chase, Citibank Customers,” by Joseph Enoch, ConsumerAffairs.Com, 14 March 2008,
available at http://www.consumeraffairs. com/news04/2008/03/floating_due_dates.htmi, last visited 15 April 2008.

' Primarily a credit card bank, as opposed to a multi-faceted bank with a variety of products.

1% See OCC Consumer Assistance: Process Is Similar To That of Other Regulators But Counld Be Improved by
Enhanced Outreach, at page 23, U.S. Government Accountability Office, February 2006, availabic at
hitp://www.gao.gov/new.items/d06293.pdf
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Testimony of U.S. PIRG Before U.S. House Subcommittee on Financial Institutions
Legislative Hearing on HR 5244, the Credit Cardhoiders Bill of Rights, 17 Aprii 2008, Page 14

' See testimony of Professor Art Wilmarth, 26 April 2007, before Financial Institutions and Consumer Credit
Subcommitiee, available at http://www.house.gov/apps/list/hearing/financialsves demv/htwiimarth042607 pdf

' In 1978, the Supreme Court in Marquette vs. First Omaha Scrvice Corp invalidated state usury laws as they apply to
national banks. Marquette held that under Section 85 of the National Bank Act (NBA) of 1863 national banks could
export to any of their customers, no matter where they lived, the highest interest rate allowed in the bank’s home state,
now usually Dclaware, Virginia, Nevada or South Dakota. See Marquette Nat. Bank. V. First of Omaha Services, 439
US 299 (1978).

** In Smiley, the Supreme Court extended Marquette to allow exportation of a home state’s fecs. The court paid
deference to a new OCC rule that added a wide range of fees to the definition of interest under Section 85 of the
National Bank Act, including late fees, over limit fees, annual fees, and cash advance fees. See Smiley v. Citibank
(South Dakota). 517 US 735 (1996)

** Since the federal Truth In Lending was non-preemptive with respect to certain account statement disclosures,
California enacted legislation (Civil Code Section 1748.13) requiring that monthly credit card statements disclose
information about how long it would take to pay off a card if you only made the minimum requested monthty
payment. Federal law did not then require this, although a similar, weaker provision is included in the Bankruptcy law
recently signed (Public Law 109-8). The law was overturned on summary judgment in American Bankers Association
v. Lockyer, 239 F. Supp. 2d 1000, 1009 (E.D. Cal. 2002).

 See the PIRG OCCWatch website for detailed information on the OCC’s anti-consumer actions, including links to
its rules, http://www.pirg.org/occwatch Also see "Preemption Of State Consumer Laws: Federal Interference Is A
Market Failure," by U.S. PIRG's Edmund Mierzwinski, which appeared in the Spring 2004 (Vol. 6, No. 1, pgs. 6-12)
issue of the Government, Law and Policy Journal of the New York State Bar Association. The article includes a major
section on the OCC rules, available at http:/www.pirg.org/consumer/pdfs/mierzwinskiarticlefinalnysba.pdf

2! News story on comunittee vote available herc: http://www.housingchoice.org/mews%?20stories/2004/02272004.htm
2 See Comm. On Fin. Serv., 108th Cong., Views And Estimates Of The Committee On Financial Services On Matters
To Be Set Forth In The Concurrent Resolution On The Budget For Fiscal Year 2005, At 15-16 (Comm. Print 2004).
3 See 17 February 2005, “New Trap Door for Consumers: Card Issuers Use Rubber-Stamp Arbitration to Rush Debts
Into Defauit Judgments,” National Consumer Law Center, available at
http://www.consumerlaw.org/issues/model/content/ ArbitrationNAF . pdf

**The Arbitration Trap: How Credit Cards Companies Ensnare Consumers, 27 September 2007, Public Citizen,
available at http://www.citizen.org/publications/release.cfm?ID=7545 last visited 16 April 2007,

 San Francisco Sues Provider of Arbitrators, by Nathan Koppel, the Wall Street Journal, 7 April 2008, page A3.

2 See, for example, “Eliminating Barriers to Credit and the Challenges of Credit Card Use for Latino Consumers,”
testimony to the Senate Banking Committee surnmarizing a recent report by the National Council of La Raza, by
Beatriz Ibarra, 1 February 2007, available at http://www.nclr.org/content/publications/detail/44284/ The report details
a variety of challenges Latino credit card consumers face, including greater vulnerability to scams, reliance on higher-
priced cards and difficulty working with the OCC’s “obscure consumer complaint system.”

" See “The Campus Credit Card Trap, March 2008, by Edmund Mierzwinski and Christine Lindstrom, U.S. PIRG,
available at http://www.truthabouterdit.org .

% Recently, Ohio Attorney General Marc Dann sued Citibank and Potbelly Sandwich Works because a “free”
sandwich was conditioned on first filling out a credit eard application. General Dann has settled with the sandwich
store, but not with Citubank. News release, 10 March, 2008, “Attorney General Announces Agreement with Potbelly,”
Office of Ohio Attorney General Marc Dann,

¥ See “The Burden of Borrowing,” the State PIRGs” Higher Education Project, March 2002, available at
http://'www.pirg.org/highered/highered.asp?id2=7972
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Statement of

Carlos Minetti
Executive Vice President,
Cardmember Services and Consumer Banking
of
Discover Financial Services
before the
Subcommittee on Financial Institutions and Consumer Credit
Committee on Financial Services
United States House of Representatives

April 17, 2007

Discover Financial Services' appreciates the opportunity to comment on H.R. 5244,

‘When Discover® Card was launched a little over 20 years ago, it was a unique credit
card, introducing features that changed the marketplace. Unlike other cards then
available, Discover charged no annual fee. Discover pioneecred credit card reward
programs with the groundbreaking Cashback Bonus® award that allows customers to

receive up to 1% of their purchases back as a cash reward. (This feature today returns

1. Discover Financial Services is a leading credit card issuer and electronic payment services company with
one of the most recognized brands in U.S. financial services. The company operates the Discover® Card,
America’s cash rewards pioneer, with more than 50 million Cardmembers, and is one of the largest card
issuers in the U.S. Its Third-Party Payments business consists of the Discover Network, with millions of
merchant and cash access locations, and PULSE, one of the nation’s leading ATM/debit networks.
Discover recently announced an agreement to acquire Diner’s Club, International.
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more than $700 million to Cardmembers annually - more than $7 billion since 1986).
Discover also introduced a level of service that was unknown at the time in the industry:
“24/7” toll-free service lines, staffed with knowledgeable representatives empowered to

respond rapidly to Cardmembers’ needs.

We still offer these features, and continue to build on them. For example, last year we
introduced the Discover Motiva Card, which was recently named the “Best New Card
Product” of 2007 by a leading industry publication. Motiva was another industry first,
providing interest rebates to consumers who pay their bills on time. Cardmembers who
make six consecutive on-time payments eamn a Cashback Bonus award equal to the
amount of the finance charges shown on their next monthly statement. This encourages
payment behavior that avoids late fees and interest rate increases while also lowering the

balance owed on the account.

We continue to work with our customers to understand what they value, and then strive

to create products and services that meet their needs. There are some things we don’t do:

- We don’t target subprime borrowers or offer a Discover® Card to everyone

who applies. We turn down more applicants than we approve.

- We don’t outsource loan origination or loan servicing: every Discover® Card

we issue is underwritten by us and serviced by Discover.
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- We view the customer relationship as a long-term arrangement - and so do our
Cardmembers. Less than 5% of Discover customers close their accounts each
year, a very low attrition rate in the credit card industry. In fact, Discover has

ranked number one in the industry for customer loyalty for 11 years in a row. 2

- We don’t outsource customer service: every service call is made or answered
in-house by a Discover employee in one of our service facilities across the United
States. Last year our Cardmember Services representatives spoke with Discover
Cardmembers more than 30 million times. These interactions allow us to
understand what’s on our Cardmembers” minds and how they expect to be treated,

and to adjust our products and services accordingly.

Discover helps our Cardmembers manage their accounts with user-friendly features (like
free online and telephone payments and balance paydown calculators), clear disclosures
and statements and understandable information. We reach out proactively to
Cardmembers who appear to be having difficulties. Each month we contact tens of
thousands customers whose accounts are not past due or over limit, but appear to show
signs of financial stress, to offer assistance through customized account management

programs.

? Brand Keys Customer Loyalty Engagement Index, 1997-2008. Discover also was ranked “Best in Class”
for customer loyalty in Gallup’s 2006 and 2007 surveys.
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This is working:

- The percentage of Discover Cardmembers whose payments are
delinquent has declined by 40% over the past five years. Even in the

carrent economic climate, payment defaults are near historic lows.

- Qur Cardmembers’ late fees and over limit fees have declined very

substantially over the last five years.

< We allow Cardmembers to pick a payment date that is most

convenient for them, and we do not move that date.

- We provide an additional day, after the stated payment due date, to
ensure that payments we receive are promptly credited and late fees

are not charged.

- A very small percentage of Discover Cardmembers pay interest rates
at the maximum interest rate. Three out of four Discover accounts

received a reduction in interest rates over the past year.

With millions of Cardmembers, it is not possible to please everyone, but we think we do
a good job responding to Cardmembers’ expectations. In last year’s JDPower &

Associates customer satisfaction survey, Discover was the only credit card that ranked
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first or second in every category studied. Survey respondents said that Discover had the
lowest incidence of problems among the 10 largest issucrs, ranked us highly for problem

resolution, and second for “fees and rates.”

Impact of H.R. 5244

We welcome this Subcommittee’s focus on credit card practices, and support the goal of
improving credit card scrvices and practices. We appreciate the opportunity that we have
been afforded to provide input to the Subcommittee in the development of this

legislation, and are plcased that the bill as introduced included changes that reflect some

of our comments.

As Subcommittee members appreciate, credit cards have become a vital tool for
American consumers, many of whom use them to pay for needs until the next paycheck
arrives, often without paying interest. Credit cards are being used for an ever-increasing
number of services, and help consumers manage their household budgets and avoid extr:
expenses. For example, a growing number of consumers pay recurring bills, like utility
bills and Intemet service fecs, via credit card to avoid mailing costs, service disruptions
and late fees imposed by the service companies. The growing reliance on credit cards by
consumers makes it all the more important that legislation changing the regulation of
cards be carefully crafted to avoid unintended consequences such as reducing

competition, increasing consumer costs or curtailing credit availability
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A number of the requirements of H.R. 5244 are consistent with our current practices, or
could be implemented without significant change. Still, we think some of the bill’s kéy
provisions are unnecessary or counterproductive. Most of the industry practices covered
by the bill are being addressed by changes made by Discover and others in the
marketplace. Other practices are the subject of current regulatory changes that are
expected to be finalized later this year, after a thorough rulemaking proceeding that we
are pleased is winding down. We believe that these developments should be permitted to

unfold before statutory changes are made.

The Federal Reserve Board has proposed changing the Regulation Z requirements
pertaining to changes in credit card interest rates, payment allocation practices, late and
over limit fees and other practices that are the focus of H.R. 5244. For example, the
Board has proposed a 45-day advance notice before account terms (such as interest rates)
can be changed to give borrowers a chance to look for credit elsewhere if they want to
avoid the new terms. The Board will soon propose new rules under its authority to
address unfair and deceptive practices that we expect will include a nationwide
requircment, similar to the one that currently pertains to Discover Bank under Delaware
law, to allow consumers to opt out of “risk based” APR changes and pay off the
outstanding balance at the “old” APR. Although the rulemaking process has been
lengthy, both of these Federal Reserve rules are expected to become final later this year.
Other regulators also are focusing on credit card industry practices, and the House of
Representatives has approved a bill that would expand the authority of these bank

regulators to address unfair and deceptive practices by issuing regulations.
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The regulatory process allows changes to be made by those with years of experience
regulating credit card lenders, and the ability to examine banks for compliance with the
rules they write or enforce. Regulators also have the ability to examine the impact of
proposed requirements on consumers before they are implemented through consumer
focus groups, interviews and other techniques that allow proposals to be fine tuned to
ensure they achicve their desired intent. In addition, requirements developed through the
regulatory process can be adjusted over time through rule changes and the ¢xamination
process to keep abreast of changes in industry practices, information technology and

consumer needs.

In short, pending regulatory actions, as well as changes in the marketplace, make the
cnactment of H.R. 5244 unnecessary. More important, the bill would prohibit a number
of longstanding practices that do far more good than harm. These practices encourage the
responsible use of credit and reward responsible credit users with lower interest rates,
larger credit lines, longer-term account agreements, rewards programs, and other benefits.
They also provide borrowers who have less than perfect credit histories with access to

credit that they would not otherwise find — from mainstream lenders.

Risk-Based Pricing

The principal impact of HR 5244 is its prohibition on risk-based changes in the interest

rate on a credit card balance. This provision purports to address “universal default,” a
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term that formerly referred to the practice of changing interest rates on an account when
the borrower “defaults” - misses payments or stops making payments altogether - on an
account with another lender. We do not use a missed payment with another lender as the

basis for increasing interest rates.

What the bill actually does is to prohibit interest rate changes on the basis of any
information (not just payment defaults) that reflects deterioration in the creditworthiness
of the borrower and the ability or willingness to repay debts. For example, it prohibits
APR adjustments based on information about how a customer uses his or her account in
combination with the borrower’s FICO score, or other information (e.g., changes in
outstanding borrowing, loss of income, or the filing of a wage garnishment) that make it
less likely that the current loan balance will be repaid. This prohibition is based on a
misunderstanding of how lenders actually utilize so-called “off us” information, and
appears to disregard the negative consequences that would be felt by large numbers of

borrowers and applicants if lenders are prohibited from making risk-based price changes.

Information about how an individual uses credit extended by others is a demonstrably
reliable predictor of a borrower’s likelihood of continuing to repay existing and future
loans. Historic data on millions of borrowers has been incorporated into risk scores that
predict the likelihood that an individual with a specific risk score will default on his or
her loans in a specificd number or months or years. The use of this information in
underwriting and pricing consumer credit cards has brought about the “democratization

of credit” that has lowered interest rates for more creditworthy borrowers and allowed
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lenders to extend credit to greater numbers of individuals. As former Federal Reserve

Chairman Alan Greenspan observed:

*“Experience indicates that access to the information assembled by [credit
reporting agencies] and credit evaluation systems based on that
information have improved the overall quality and reduced the cost of

credit decisions while expanding the availability of credit.” *

Risk-based pricing is one of the developments that has allowed the credit card to evolve
from a product offered to affluent borrowers likely to have assets and other resources to
pay their bills into a widely available (and popular) borrowing tool that is based on
assessments of a borrower’s ability and willingness to repay loans out of future income.*
In addition, the models used to identify risk have improved with use over the past two
decades, and changes have been made in the data that is used in these models. For

example, the Fair and Accurate Credit Transactions Act (2003) amended the Fair Credit

3 Letter of Alan Greenspan, Chairman of the Board of Governors of the Federal Reserve System, to the
Hon. Michael N. Castle (July 22, 2003).

* An ancillary benefit of credit risk-scoring models is that they ensure that credit decisions arc based on
objective information about an individual’s use of credit. These systems, required under the by the Equal
Credit Opportunity Act to be “empirically based and statistically sound™ replaced so-called “judgmental”
systems that predicted default risk based on individual analysts’ reviews of information about borrowers
and analyst “expertise” in spotting characteristics thought to relate to risk. Judgmental systems were
criticized by regulators and lawmakers as subjective, and prone to individual evaluator bias. They were alsc
imprecise: sometimes signs of risk were missed and credit was cxtended to unqualified borrowers or on
unsound terms, while in other cases credit was denied to creditworthy individuals based on unwarranted
concerns. As a result of this imprecision, higher across-the-board credit standards, higher interest rates,
one-size fits-all APRs, and fees were used to ensure that default risk was spread across the portfolio The
risk scoring models we use today are based solely on objective information relevant to an individual’s use
of credit, and they address both the lack of precision and concems about objectivity and faimess inherent in
Jjudgmental systems.
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Reporting Act to enhance the accuracy and completeness of consumer report data through

new obligations for both credit bureaus and creditors that furnish information to them.

Although H.R. 5244 prohibits pricing adjustments based on changes in risk, it
nevertheless recognizes that information about a borrower’s use of credit extended by
other lenders is pertinent to credit-granting decisions. The bill allows this information to
continue to be used at the time of application in deciding whether to extend credit, the
interest rate that will be charged, the amount of credit to be extended and the length of
time for which credit will be offered. It allows this information to be used after an
account is opened to take actions (other than changing the interest rate) to respond to
changes in default risk, such as lowering credit lines or closing accounts. And the bill
recognizes that external information can be used both before and after an account is
opened to adjust the interest rates on the outstanding account balance: it permits
variable interest rates that change based on movements in the prime rate set by the

Federal Reserve.

There is a misconception that a large percentage of U.S. credit card users are subjected to
risk-based interest rate increases. In fact, at Discover, changes in a risk score do not
automatically trigger a price change or evaluation, and only a small percentage of
accountholders are affected by risk-based interest rate changes. Credit scores for some
borrowers change frequently, even monthly, but these changes are not the basis for
interest rate adjustments. Risk-based price changes are made periodically, on a targeted

basis, and most accounts are not affected. For example, new accounts (those opened less

10
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than a year) are not eligible for repricing. Thereafter, the APR on an account will not be
considered for a risk-based adjustment more than once a year. Other exclusions include

accounts subject to repayment agreements.

The last thing that any lender wants to do is to increase the chance that the borrower will
default on a loan because it carries a higher interest rate. There is nothing to be gained by
adding additional interest to an account balance if that interest, along with the principal
balance, will end up being written off because the loan became unaffordable and
payments ceased. Experience shows that risk-based interest rate changes motivate
consumers to improve their payment behavior by making larger payments and reducing
purchase activity. Some accountholders take advantage of their option to close their
account and repay the balance at the old APR, but most choose to keep their accounts

open and available for use even with a higher interest rate.

Risk-based pricing of credit cards is like risk-based price increases for auto insurance
premiums. Drivers who run up accident claims on other policies, move to high accident
locales, or collect tickets for driving violations are charged higher premiums, even if they
pay their insurance premiums on time. These increases allow safe drivers to pay less.
Legislators have not stepped in to reward these high-risk drivers and protect them from
the consequences of their risky behavior by outlawing premium increases that are based

on external information predictive of increased insurance claims.

11
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Missing loan payments or running up high balances with other lenders are consumer
behaviors that Congress should encourage consumers to avoid. Customers who default on
loan payments with other lenders, or increase their total indebtedness without a
corresponding increase in income, are demonstrably riskier borrowers whose financial
management has worsened. Their likelihood of defaulting on outstanding debts has
increased in a predictable and demonstrable way. Prohibiting lenders from making APR
changes when this occurs will inevitably result in higher lender costs and negative
consequences for other, more responsible, consumers. The ability to price for risk allows
the higher costs of lending to riskier borrowers to be borne by the individuals who cause
them. Prohibiting lenders from recovering these costs from those responsible for them

will result in higher costs for lenders and their lower-risk borrowers.

A ban on risk-based APR changes will require lenders to use other risk-management
techniques when eustomers show signs of risk, like restricting credit limits and possibly
closing accounts to future purchases. However, when credit limits are frozen or reduced,
or accounts closed, borrowers experience more than an inconvenience and the need to
look elsewhere for credit. Moreover, an account closing is an adverse action that
negatively impacts the consumer’s credit score. Reducing credit limits has the same
effect: the individual’s “credit utilization” goes up because the customer’s outstanding
loan balances now account for a greater percentage of their available credit. Higher credit
utilization, in turn, results in lower FICO scores, ncgatively impacting the individual’s
ability to obtain credit from other lenders. Thus, a restriction intended to protect

consumers from risk-based price changes may result in other risk management responses

12
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that might be worse than paying a higher rate of interest, and reduce access to credit for
the very borrowers who may need it the most. Some borrowers may prefer to have an
open line of credit that costs more to usc than a credit line that has been reduced, frozen

or closed. H.R. 5244 eliminates this choice.

Default-Based Interest Rate Changes

While H.R. 5244 recognizes the legitimacy of changing the APR on a credit card balance
when a borrower defaults on contractual obligations, it imposes significant delays on
implementing these changes, and an option to avoid the APR increase altogether, APRs
on borrowers who default cannot be changed unless a 45 day billing statement notice of
the change and the right to avoid it is provided first — a requirement that may require the
pre-default rate to remain in cffect for two full billing cycles. In addition, interest
collected at the default APR during the following three billing periods would have to be

rebated if the consumer elected to opt out of the increase.

These requirements delay the implementation of the contractual penalty for customers’
default behavior that was established in advance as part of the borrower’s credit card
account agreement. This delay rewards consumers who have failed to meet their loan
obligations (and represent an increased default risk). The Federal Reserve’s proposals

provide a more sensible approach, by permitting consumers to opt out of default-based

13



214

interest rate changes without prolonging their ability to avoid APR incrcases if they

decide not to opt out. Discover intends to offer this option to our Cardmembers.

It is important to remember that the best way to help consumers to avoid intcrest rate
increases for missing payments is to encourage and facilitate on-time payments. Discover
has made making on-time payments increasingly simple. The result, as noted previously,

has been a very significant decline in the percentage of customers who pay late.

In the first place, we provide Discover Cardmembers ample time from the mailing of
statements until the payment due date to assist customers who send payments by mail in
getting payments to us on time. Cardmembers can sclect a statement date so that their
Discover statements arrive at a time most suitable for them. We work with the U.S. Postal
Service to expedite the delivery of statements. Outgoing mail is presorted by us and
delivered by us to postal facilities. In many cases this avoids the need for handling by
postal Service facilities and by employees other than the letter carrier who brings the mail
to the consumer’s home. Incoming statcments are picked up by Discover from the Postal
Service facilities and processed promptly so that payments are posted as of the day we

receive them.

Discover also provides a number of no-cost alternatives to sending payments by mail.
Free on-line payments, that Discover regards as timely if received by 3:00 pm on the date
payment is due, enable Cardmembers to make payments on time, without charge. This

avoids late fees, default-based APR increases, and postage costs. A growing percentage

14
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of our customers make their payments online either at Discover’s Website or through
sites operated by the other financial institutions. Cardmembers also can schedule
automatic payments in any amount (from the minimum due to the full balance owed) to
be debited from checking or other accounts and credited by the payment date. This free
service allows customers to avoid fees and penalties even if they forget the payment date
or misplace the account statement. Furthermore, Cardmembers can also make payments

over the telephone without charge, even on the due date.

We should mention that the Federal Reserve Board is in the process of implementing a
statutory requirement designed to make sure that credit card billing statements
prominently disclose the amount of late fees and the date by which the payment must be
received to avoid late fees. If there are consumers anywhere who cannot find this
information, this new “front of the statement” disclosure will make it easier for them to

do so.

In addition to assisting Cardmembers in avoiding late fees, Discover minimizes the long-

term impact of default-based price increases by reducing interest rates if the customer

resumes on-time payments after a default. Interest rates are automatically lowered if the

Cardmember makes nine consecutive on time payments,

“Two-Cycle Billing”

15
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H.R. 5244 purports to ban “double cycle billing” (a method of computing the interest rate
on a credit card balance that Regulation Z calls the “two-cycle average daily balance
computation.) In fact, the language is broader: the text of this provision actually restricts
all balance computation methods, requiring credit card lenders to provide interest free
loans on any portion of a credit card balance that is repaid during the billing cycle.

This would fundamentally change longstanding industry practice and the rationale for
grace periods. Grace periods — which constitute interest free loans - have long been
offered as an incentive to consumers who pay the full account balance during the grace
period. The proposed change would, instead, provide this benefit to customers who do
not repay the full balance, but make partial payments and “revolve” the rest of the loan
balance. A legislative mandate that establishes the terms for offering grace periods,
prohibits the assessment of interest on borrowed funds, and rewards consumers who elect
to pay less than the full balance owed is not warranted. We believe this provision should

be dropped.

Even if the bill were limited to address only the “two-cycle average daily balance
computation method,” a prohibition on that practice would be unnecessary. As explained
in more detail below, the two-cycle computation affects a relatively small number of
credit card users who usually pay their account balance in full. When they do not, the
computation imposes what in most cases is a low-dollar increase. This is often a onc-time

occurrence.

16
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The two-cycle computation is a legitimate practice, expressly recognized in Regulation Z,
and used for more than 20 years. Bank regulators are familiar with it and examine banks
that use it. They have not questioned this computation method as improper under The
Truth in Lending Act, unfair and deceptive practices laws, or otherwise. In examining
the required disclosure of the two-cycle and other computation methods in its current
rulemaking, the Federal Reserve found that consumers do not necessarily consider

balance calculation methods when considering or comparing credit cards.

The two cycle computation does not have a significant impact on consumers. It applies
only in limited circumstances that affect “convenience users” who are able to pay the full
balance on their credit card accounts cach month, collecting credit card “rewards”
without paying interest. The two-cycle computation affects these individuals only when
they begin a billing cycle with a zero balance, make purchases, but elect to pay less than
the full balance. This additional interest paid by this small subset of borrowers is usually

small, and is not paid repeatedly.

In commenting on previous legislation that would have required all credit card issuers to
use the average daily balance computation so consumers more easily compare different

credit card offers, the Federal Reserve cautioned against the proposal:

“[R]egulating the balance computation area might result in restricted credit
availability, the elimination of grace periods, or higher interest rates, annual fees
or merchant discounts. It is uncertain, therefore, whether the benefit of having a
uniform balance computation method would exceed the associated costs to
consumers after such adjustments have taken place.”

5 Statement of Emmett J. Rice, Member, Board of Governors of the Federal Reserve System, to Senate
Banking Committee, Financial Institutions Subcommittee, May 21, 1986, p.53).

17
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A statutory prohibition of the two cycle computation method is not necessary given its
limited impact on consumers, regulators’ existing authority to ensure that it is not
harming consumers, and changes in the marketplace. With regard to changes in card
issuer practices, we should note that while for many years the two cycle computation has
been used across the industry, this is changing. In 2006, as part of our ongoing
competitive review of industry-wide practices and our own product features, Discover
decided that all new card products (such as our Discover Miles Card and the Discover
Motiva Card) would use the average daily balance computation method rather than the
two-cycle method. At the same time, we made a decision that in the future other new
Discover accounts will use the average daily balance computation. Discover
Cardmembers now have the ability to choose a Discover card that does not use this

computation method.

Over limit Transactions
HR 5422 requires cards that charge over limit fees to allow consumers to block all

transactions that would exceed the credit limit.

While some banks may charge an over limit fee whenever a credit card transaction
brings the balance above the account’s spending limit, Discover does not. We make the
over limit computation once - on the last day of the billing cycle - and impose an over
limit fee only if charges posted to the account during the month exceed the authorized

spending limit after payments and credits are posted. Thus, while a purchase, utility bill

18



219

payment or other transaction might exceed the credit limit, this will not result in an over
limit fee if transactions are offset by payments sent to us or through credits from a
merchant (e.g. for returning merchandise or checking out of a hotel with a bill lower than
the preauthorized “hold” on the account). H.R. 5244 would require all card issuers to use

this method.

Discover also provides Cardmembers with tools to help avoid over limit transactions in
the first place, like online reminders that alert customers when they approach their credit
limit. Proactive outreach to customers who appear having difficulties keeping below their
credit limits is another tool we use to help Cardmembers stay within their spending
budgets and avoid repeat over limit fees. These measures account for a significant decline

in the incidence of over limit fees on Discover accounts.

We do not believe that most consumers would elect to have a credit limit that cannot be
cxceeded for any reason.® However, we intend to offer Discover Cardmembers the ability
to block transactions that exceed their credit limit with designated exceptions. Other
issuers are offering comparable options. We think that this is another example of an issue
that is being addressed in the markctplace, offering consumers a choice that does not

require a statutory mandate and regulations to implement it.

¢ A customer near his or her credit limit who has just mailed a check bringing the account balance to zero
does not want to be embarrassed or inconvenienced when a transaction is blocked because the incoming
payment was not yet posted. Customers are not likely to appreciate the annoyance or extra costs that would
result if preauthorized payments for services like utility bills, highway toll passes, and Internet access are
biocked, and penalty fees are incurred. Card users might experience more serious consequences if
payments for emergency services like late night tow trucks, or gasoline to fill empty tanks, are blocked.
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Changes to Account Terms

Credit card account agreements are sometimes criticized as unduly lengthy and
confusing, yet H.R. 5422 includes a requirement that is likely to contribute to the so-
called complexity. The bill prohibits changing account terms during the life of the
account, unless the “specific material reasons” for a change is set forth in the agreement
at the time the account is opened. It applies to changes that reduce consumer costs as
well as those that might increase them, and cven to changes made in response to statutory

or regulatory requircments.

This will make lengthy credit card agreements longer still, as card issuers try to anticipate
and enumerate every potential change, and the reasons for them, so that account
agreements can be amended in response to economic conditions, customer necds,

competition or legislative or regulatory mandates.

There is no reason to believe that consumers need, or will read, lists of changes that
might be made to their account in the future. The current Delaware requirement that
consumers be given advance notice and the right to opt out of changes in terms is
preferable. This provides information about actual, as opposed to possible, changes and
gives it to the customer when the customer is most likely to need that information. The
Federal Reserve has proposed that this requirement apply to all terms changes and

mandates a 45-day advance notice.
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Payment Allocation

This bill requires a pro rata allocation of payments on accounts with multiple balances at
different APRs. By prolonging the time period during which zero or low-APR loan
balances will be repaid, this changes the economics of offering low-APR introductory or
balance transfer offers. It will result in the elimination or reduced availability of balance
transfer offers, depriving consumers of their benefits. The Federal Reserve’s proposed
rule on this issue — prominent disclosure when promotional offers are made about how
payment will be allocated — is a preferable approach that informs consumers about

potential costs without depriving them of low-APR credit offers.

Conclusion

H.R. 5244 addresses a wide varicty of issues that are alrcady the subject of regulatory
rules that are being readied for final implementation, and scrutiny by regulators through
the examination process. Other practices that the bill would regulate are being addressed
in the marketplace as competitors change their product offerings and policies to win
customers from other card issuers. We would urge the Subcommittee to allow these
developments to play out before cnacting statutory mandates that are difficult to change
and may have unanticipated consequences. Should the Subcommittee elect to proceed

with statutory changes, we will continue to assist the committee in understanding the
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impact of its proposals on credit card users, and work to refine the bill to achieve its

consumer protection objectives.

22



223

A §  Consumer Federation of America msl.lmel's
1620 1 Street, N.W., Suite 200 * Wasbington, DC 20006 “ nl o n

TESTIMONY OF

TRAVIS B. PLUNKETT,
LEGISLATIVE DIRECTOR

ON BEHALF OF
THE CONSUMER FEDERATION OF AMERICA AND
CONSUMERS UNION

BEFORE THE
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS AND CONSUMER CREDIT
OF THE
UNITED STATES HOUSE OF REPRESENTATIVES
COMMITTEE ON FINANCIAL SERVICES

H.R. 5244, THE CREDIT CARDHOLDERS’ BILL OF RIGHTS:
PROVIDING NEW PROTECTIONS FOR CONSUMERS

APRIL 17, 2008



224

Chairwoman Maloney, Ranking Member Biggert, and members of the Subcommittee,
my name is Travis Plunkett and I am the legislative director of the Consumer Federation of
America (CFA.)' Iam testifying today on behalf of CFA and Consumers Union, the publisher of
Consumer Reports.” T appreciate the opportunity to offer our comments on H.R. 5244, the Credit
Cardholders’ Bill of Rights and on the effect of some current credit card industry practices on
consumers.

Given the dramatic changes that have occurred in the credit card industry in recent years
— and the harmful impact that some of these changes are having on consumers as this country
slides into recession — no industry in America is more deserving of oversight by Congress. We
applaud the Subcommittee for examining many questionable practices in the credit card industry
over the last year, including the terms and conditions of credit card contracts, unjustified fees and
interest rates and marketing and credit extension practices. It is particularly important that you
are holding a legislative hearing today that includes testimony from cardholders who are being
negatively affected by some of these practices. We look forward to working with you and the
Subcommiittee to enact legislation that will make this industry more consumer-friendly. In
particular, Madame Chair, we urge this Subcommittee to mark-up legislation that you have
proposed, the Credit Cardholders’ Bill of Rights Act (H.R. 5244,) which takes an important first
step in addressing many of the abuses I will speak about today.

H.R. 5244 curbs some of the most arbitrary, abusive, and unfair credit card lending
practices that trap consumers in an uncnding cycle of costly debt, such as sharply escalating
“universal default” interest rates that can double some cardholders monthly payments overnight.
These tricks and traps have always been unfair, but now, at a time when consumers can least
afford it, these practices produce devastating financial repercussions. Moderate-income families
with little flexibility in their budgets are particularly hard hit if they have to pay more in
unjustifiable fees and credit card interest. Signs that credit card delinquencies and defaults are on
the rise should be a further warning that these practices have helped make credit card loans
unsustainable for many Americans. The meltdown of the subprime mortgage market
demonstrates the importance of ending abusive lending practices when warning signs arise.
Congress should take steps now to rein in these practices to forestall an even greater economic
erisis.

I will begin my remarks with an examination of recent credit card lending practices. We
find that credit card issuers are expanding efforts to market and extend credit much faster than

! The Consumer Federation of America is a nonprofit association of over 280 pro-consumer groups, with a
combined membership of 50 million peopie. CFA was founded in 1968 to advance consumers' interests through
advocacy and education.

Consumers Union is a nonprofit membership organization chartercd in 1936 under the laws of the state of New
York to provide consumers with information, education and counse! about good, services, health and personal
finance, and to initiate and cooperate with individual and group efforts to maintain and enhance the quality of life
for consumers. Consumcrs Union's income is solely derived from the sale of Consumer Reports, its other
publications and from noncommercial contributions, grants and fees. In addition to reports on Consumers Union's
own product testing, Consumer Reports with more than 5 million paid circulation, regularly, carries articles on
health, product safety, marketplace economics and legislative, judicial and regulatory actions which affect consumer
welfare. Consumers Union’s publications carry no advertising and receive no commercial support.
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Americans are taking on new credit card debt. This credit expansion has had a negative effect on
the least sophisticated, highest risk and lowest income households. It has also resuited in both
relatively high losses for the industry and record profits. That is because the industry has been
very aggressive in implementing a number of new — and extremely costly — fecs and interest
rates. We also find that Americans are broadly -- nearly universally -~ critical of many of these
credit card practices.

1 conclude that these new pricing policies cannot be justified by stating that creditors are
simply leveling higher charges for consumers who represent higher financial risks. In fact, many
of these fees and interest rates appear to be predatory; charging what the market will bear while
ignoring the harmful impact this pricing has on many Americans. I will close by explaining in
detail how H.R. 5244 takes an important first step in eliminating abusive pricing in the industry.

A. CONSUMERS HAVE SHOWN FAR MORE CAUTION IN TAKING ON CREDIT
CARD DEBT THAN ISSUERS HAVE USED IN MARKETING AND
EXTENDING CREDIT

It is conventional wisdom that consumer demand has fueled the growth of revolving debt
to about $950 biltion.® However, a careful analysis of lending patterns by credit card companies
shows that aggressive and even reckless lending by issuers has played a huge role in pushing
credit card debt to record levels. Since 1999, creditor marketing and credit extension has
increased about twice as fast as credit card debt taken on by consumers,* even though the rate of
growth in credit card debt in 2007 was the highest it has been since 2000

? As of February 2008, the amount of revolving debt held by Americans was $951.7 billion. Although this figure is
often nused as a proxy for credit card debt, most experts believe that outstanding credit card debt is slightly lower,
First, approximately 5 percent of consumer revolving credit is not on credit cards. Second, between 4 to 9 percent of
the debt does not truly revolve. It is repaid to the eredit card issuer before the next billing cycle starts. Taking these
two factors into account, outstanding credit card debt is likely to be between $818.5 and $866 billion.

¢ VERIBANC, Inc. (www.VERIBANC.com) and Federal Reserve Consumer Credit Outstanding. Aceording to
Federal Reserve figures, consumer revolving debt grew by 50 percent from $627.5 billion in December 1999 to
$941.4 billion in December 2007. According to VERIBANC, unused lines of credit grew at almost double the rate
(90.5 percent) consumers increased their use of credit card lines, inereasing from $2.1 trillion in 1999 to just under
$4.0 trillion ($3,983,200,614) at the end of 2007.

* The amount of revolying debt increased by 7.8 percent in 2007, which was the sharpest increase since revolving
debt grew by 11.6 percent in 2000. Federal Reserve, Statistical Release, Consumer Credit Outstanding, Table G.19.
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The total amount of credit made available by issuers is now about 83 trillion.® The
average amount of ¢credit available per household is $43,007." Of that amount, only 24 percent
has been taken on as debt by consumers. According to figures from VERIBANC Inc., there
were about $4 trillion in unused credit lines in the {iscal quarter ending in September 2006.
Between December 1999 and December 2007, revolving debt grew by 50 percent, but unused
credit card lines made available by creditors grew by 90,4 percent, almost twice as fast.®

A similar frend is evident when examining the consumer response (o massive increases in
marketing by creditors. The most significant form of marketing for creditors remains solicitation
N " . . . . . G
by mail. Over half of credit cards held by consumers are the result of mail solicitation.

Issuers increased the number of mailed eredit card offerings by six-fold from 1990 to
2005, from just over 1.1 billion to a record 6.06 billion.'® Since then, solicitations have dropped
to 5.8 billion in 2006 and 5.2 bitlion in 2007."" Wealthier familics receive the highest number of
credit card mailings, but low-income families are more likely to open the solicilations they

® As of December 2007, the total amount was $4.92 Trillion. VERIBANC, Inc. and Federal Reserve Consumer
Credit Outstanding, Table G.19.

? There are 114.4 million households in the U.S., U.S. Census Bureau, “American’s Families and Living
Arrangements: 2006.

S VERIBANC, Ine. and Federal Reserve Consumer Credit Outstanding, Table (.19,

7 Vertis Inc. press release, “Financial Direct Mail Readers Interested in Credit Card Offers,
“Card Marketing 101, CardTrack, September 2002,

" Synovate Mail Monitor, press release, “Mail Monitor Reports Record Six Biltion Credit Card Offers Mailed in
U.S, during 2008,” April 27, 2006. )

" Synovate Mail Monitor, press release, “U.S Credit Card Mail Volume declined in 4% Quarter 2007 as Troubled
Issuers Pull Back,” February 2008, The drop in solicitations in 2006 cceurred primarily because of the merger

Januvary 25, 20058,

between Bank of America and MBNA. Synovate stated that the decline in 2007 occurred because some issuers were
“straining from the fall-out due to the wortgage crisis and concern about an uncertain economy.”” However, some

issuers hike JP Morgan Chase that have not been as
marketing i 2007.

fected by economic problems actually increased their mail
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receive.'? The table at right indicates that issuer intcrest in marketing credit cards has grown
much faster than consumer interest in accepting new cards. The consumecr response rate to mail
solicitations declined seven-fold from 2.1 pereent in 1990 to .3 percent in 2005, picking up
slightly to .5 percent in 2006 and 2007. This means that for every 250 solicitations consumers
receive, they reject more than 249. The tiny response rate demonstrates that the vast majority of

consumers arc being responsible when offered unsolicited credit.

Solicitations Response
(billions) Rate
The huge increase in mail marketing despite a plummeting 1990 | 11 2.1%
. . . . D
responsc rate is yet morc evidence that credit cards ate highly :gg; g*gz %-gﬂf’
profitable. In a normal business, declining consumer demand would  Fg55—173 S5
result in reduced product marketing. 1994 | 25 1.6%
1995 |27 1.4%
Issuers also spend extremely large sums on many other ;ggg ggf i;://“
forms of m_arketmg and advcm.smg, Athrough television, ' 1998 | 3.44 12%
telemarketing, the internet, radio, print and even outdoor billboards. 1999 | 254 1.0%
Nielsen Monitor reported that credit card companies were among the Zgg‘]} 334 0.6%
top advertisers nationally and the fastest growing segment of 5002 i'gé g’gu/z
purchased advertising in 2004, with credit card television 5003 1420 0.6%
advertising growing to $1.7 billion in 2004, a $438 million and 32.4 [ 2004 | 523 0.4%
percent increase over 2003. These figures are before the fourth 2005} 6.06 9.3%
. . . . 2006 | 5.8 5%
largest credit card issuer, MBNA, started its first national 007 52 Ton

advertising campaign during the 2005 Super Bowl."
Source: Synovate Mail Monitor

Credit cards also promote and advertise their cards by establishing significant networks
of co-branded affinity relationships, which offer credit cards with the logo and affiliation of a
sports team, university, association or non-profit. This allows credit card companies to gain
access to mailing lists and market the credit card branded with the group’s logo directly to the
group’s membership. Organizations are paid a bounty for cach account that is opened as well as
revenue from any open balanccs on the affinity cards. Once a consumer relationship is
established with the affinity card, the credit card issuers can market other lending products
including student loans, home equity loans or auto loans to their affinity card customers.'®

B. ISSUERS ENCOURAGE THE LEAST SOPHISTICATED AND RISKIEST
HOUSEHOLDS TO RUN UP UNSUSTAINABLE LEVELS OF DEBT

The growth of revolving debt in this country to $950 billion has obviously not affected all
Americans equally. The extraordinary expansion of the credit card industry in the 1990s was
fueled by the marketing of credit cards to populations that had not had widespread access to

12 Kidane, Amdetsion and Sandip Mukerji, Howard University School of Business, “Characteristics of Consumers
Targeted and Neglected by Credit Card Companies,” Financial Services Review, Vol. 13, No. 3, 2004 at 186.

¥ Nielsen Monitor, “U.S. Advertising Spending Rose 6.3% in 2004, Nielseon Monitor-Plus Reports,” March 1,
2005.

1 Sidel, Robin, “Card Issuer MBNA lets the Public Take a Peek at Its Hand,” Wall Street Journal, January 20, 2005
atCl.

Y Ibid.
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mainstream credit, including lower- and moderate-income households, consumers with seriously
blemished credit histories, college students, older Americans and minorities.

In a practice widely known as risk-based pricing, creditors charged riskier consumers
more to cover potential losses, usually in the form of higher interest rates. To make the
assumption of debt more attractive to these households — and to entice them into camrying debt
for longer periods ~ creditors lowered minimum payment balances from around five percent of
principal to just over two percent. As a result, an estimated eighty percent of all households now
have at least one card.'® According to the Federal Reserve Board, about 42 percent of
cardholding houscholds pay their credit card bill in full every month,'” which means that the
remaining 50 million or so familics that carry dcbt owe an average of about $17,000.'

Moderate and lower income households that are more financially vulnerable shoulder a
higher level of debt relative to their incomes. In the current economic climate, these households
are also under financial pressure from many external factors, such as flat wages, rising
unemployment, skyrocketing home foreclosures and increasingly unaffordable health insurance.
In other words, the “democratization of credit” has had serious negative consequences for many
Americans, putting them one unexpected financial emergency away from bankruptcy.

Lower-Income and Minority Households

Close to half of all minority families in the U.S. carry credit card debt,”® Although lower
and moderate-income households are less likely to have bank credit cards than more affluent
families, they are more likely to carry over debt from month-to-month. Sixty one percent of the
lowest income households with a card carry balances, compared to 45 percent of higher income
families.”® Credit card dcbt also represents a significant portion of lower-income families’
income. A 2004 Gallup poll found that families with credit card debt earning under $20,000 a
year owed 14.3 percent of their income in credit card debts, those earning between $20,000 and
$29,999 owed 13.3 percent and those earning between $30,000 and $39,999 owed 11.0 percent.
Compare this to the 2.3 percent of their income owed by families earning over $100,000.2" The
increase in credit card debt has contributed to alarmingly high overall levels of debt for many of

! Cardweb.com

17 «Recent Changes in U.S. Family Finances: Evidence from the 2001 and 2004 Survey of Consumer Finances,”
Brian K. Bucks, Arthur B. Kennickell, and Kevin B. Moore, Federal Reserve Bulletin, vol. 92 (February 2006), p.
31.

'® CFA calculation based on estimated credit card (as opposed to revolving) debt of $850 billion. If a conservative
estimate of 75 percent of 114.4 million bouseholds have credit cards, and only 58 percent of these households carry
debt, then the remaining 49.7 million households have an average of $17,103 in debt.

' Bucks, Brian K., Arthur B. Kennickell and Kevin B. Moore, “Recent Changes in U.S. Family Finances: Evidence
from the 2001 and 2004 Survey of Consumer Finances,” Federal Reserve Bulletin, vol. 92, February 2006, pg. 24.
" Board of Governors of the Federal Reserve System, “Report to the Congress on Practices of the Consumer Credit
Industry in Soliciting and Extending Credit and their Effects on Consumer Debt and Insolvency,” submitted to the
Congress pursuant to section 1229 of the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, June
2006 at 9 Table 6.

B Gallup Poll News Service, “Average American Owes $2,900 in Credit Card Debt,” April 16, 2004.
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these lower and moderate-income families. More than one-quarter of the lowest income families
spent over 40 percent of their income on debt repayment in 2001 2

Younger and Older Americans

Starting in the early 1990’s, credit card issuers targeted massive marketing efforts at
eollege campuses throughout the country, resulting in a sharp growth of credit card debt among
college-age and younger Americans. CFA and Dr. Robert Manning were among the first to
document the serious consequences of this trend.” Since Dr. Manning’s report for CFA in 1999,
this issue has been the subject of much public and media scrutiny. And yet, Americans under 35
years-of-age continuc to show more signs of trouble managing credit card debt than any other
age group. The amount of credit card debt held by students graduating from college more than
doubled to $3,262 between the mid-1990s and 2004.** Americans under 35 are less likely to pay
off their credit card balances every month than average Amerieans,” are paying more for debt
obligations than in the past and arc increasingly likely to pay more than 40 percent of their
incomes on credit card debt.”® Not surprisingly, more young Americans are declaring
bankruptcy than in the past.2” Moreover, there is increasing evidence that issuers are now
targeting high school students with credit card offers.”® They are also marketing branded debit
cards to adoleseents, in part to encourage these young consumers to use similarly branded credit
cards when they are older.”

The growth of credit card debt among older households is also troubling. Although these
households were long thought to be the most frugal and resistant to consumer debt, changing
economic conditions — especially declining pension and investment income coupled with rising
health care and prescription costs — have made credit card debt a more serious financial issue for
older Americans. Between 1992 and 2001, Americans over age 65 saw their credit card debt
nearly double from $2,143 to more than $4,000.%° The number of scniors filing for bankruptcy

** Aizcorbe, Kennickell and Moore 2003 at 29, Table 14. In 2001, more than one in four (27.0%) families in the
lowest income quintile spent more than 40% of their income on debt payments, compared to less than one in six
(16.0%) of families in the second lowest income quintile and one in nine (11.0%) of all families who spent 40% or
more of their income on debt payments.

n Manning, Robert, "Credit Cards on Campus: Costs and Consequences of Student Debt,” June 8, 1999, CFA Press
Release available at: http://www.consumerfed.org/cestudent. pdf

* Trigaux, Robert, “Generation Broke: New Grads Bear Heavy Load,” St. Petersburg Times, November 22, 2004.
® Draut, Tamara, Director of Demos Economic Opportunity Program, Testimony Before the House Banking
Committee Subcommittee on Financial Institutions and Consumer Credit, September 15, 2004, at 8. More than haif
(55%) of Americans carry revolving balances compared to 71% of borrowers aged 25-34.

% Ibid. at 4-5. In 1992, about one in thirteen (7.9%) Americans aged 25-34 had debt greater than 40% of their
income; by 2001, about one in eight (13.3%) had these high debt burdens.

*" Qullivan, Theresa A., Deborah Thome and Elizabeth Warren, “Young, Old, and In Between: Who Files for
Bankruptcy?” Norton Bankruptcy Law Advisor, Iss. No. 9A, September 2001.

% Mayer, Caroline E., "Girls Go From Hello Kitty To Hello Debit Card; Brand's Power Tapped to Reach Youth,"
The Washington Post, October 3, 2004.

 See Ludden, Jennifer, “Credit Card Companies Target Kids,” 4/l Things Considered, National Public Radio,
February 6, 2005.

** Demos, “Retiring in the Red,” January 19, 2004 at 3,
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more than tripled from 1991 to 2001.*" Other warning signs are also evident. The proportion of
income spent to pay off debts by households headed by individuals 65 to 74 years of age has
risen steadily over the past deeade™ while about one in seven senior households paid more than
40 of their income towards their debts in 2001.%

Seniors have fewer credit cards than other age groups and are more likely to pay their
credit cards in full every month, but a greater proportion of older Americans also have lower
incomes.* This means that credit card debt has a more severe impact on this age group. For
example, credit card debt can threaten older homeowners, who stand to lose their home — and
their most significant hedge against poverty — if they use home cquity to pay off credit card debt.

The Downsizing of Minimum Payments

As credit card issuers dramatically cxpanded their marketing and extension of credit in
the 1990s, they lowered monthly minimum payment amounts. By reducing the minimum
payment, issuers could offer more credit, encourage consumers to take on more debt, and ensure
that consumers would take far longer to pay off their debts, thus making them more profitable for
the industry.** Monthly minimum payment rates were reduced from around 5 percent of principal
owed in the 1970s to just over 2 percent by the turn of the century.*® In 2005, 19 million credit
card borrowers make only the minimum payments.37

The number of consumers paying just above the minimum rate is cven larger. Ina
representative survey conducted for the Consumer Federation of America by Opinion Research
Corporation in November of 2003, 34 percent of those questioned said that they usually pay the
minimum rate or somewhat more. More than 40 percent of respondents earning less than
$50,000 a year said they paid the minimum rate or somewhat more, while 45 percent of African
Americans and 51 percent of Hispanics did s0.®® An examination by the Credit Research Center
of 310,000 active credit card accounts over 12 consecutive months in 2000 and 2001 found
similar results. Just under one-third of the accounts paid 5 percent or less per month of the total
amount due.*® Moreover, payment habits for many cardholders are not static over time.

*! Sullivan, Theresa A., Deborah Thorne and Elizabeth Warren, “Young, Old, and In Between: Who Files for
Bankruptcy?” Norton Bankruptcy Law ddvisor, Iss. No. 94, September 2001, at 5. The number of older Americans
declaring bankruptey during this period rose from 23,890 to 82,207,

32 Aizcorbe, Kennickell and Moore 2003 at 28, Table 14. According to the Federal Reserve Survey of Consumer
Finances, the median debt services ratio of households aged 65-74 grew by 54% from 9.8% in 1992 to 15.1% in
2001 and the debt serviees ratio for households 75 and older grew 169% from 2.6% to 7.0% in 2001.

3 Ibid. 13.9% of households aged 65-74 and 14.3% of households aged 75 and over spent more than 40 percent of
their income on debt service.

* Hanway, Steve, Gallup News Organization, “Do Credit Card Habits Improve with Age?” May 18, 2004. Nearly
half (48%) of households over 65 years old have incomes below $30,000, compared to 16% of those aged 30-49 and
18% of those aged 50-64.

% Interview with Andrew Kahr, credit card industry consultant, “The Secret History of the Credit Card,” Frontline,
November 2004.

% Kim, Jane J., “Minimums Due on Credit Cards are on the Increase,” Wall Street Journal, March 24, 2005.

%7 Der Hovanesian, Mara “Tough Love for Debtors,” Business Week, April 25, 2005.

3% Opinion Research Corporation, “Consumer Finaneial Services Survey,” November 3-7, 2005.

¥ Credit Research Center, McDonough School of Business, Georgetown University.
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Depending on the economic circumstances of the cardholder involved, he or she could shift from
fully paying outstanding balances every month to paying at or ncar the minimum rate.

However, paying only the minimum on credit cards can increase the length of time the
debt is carried and significantly add to the interest cost of the credit card loan. Juliec Williams,
the First Senior Deputy Comptroller and Chief Counsel of the Office of the Comptroller of the
Currency (OCC) has noted that reduced minimum payments “dig borrowers into an ever deeper
hole, requiring increasingly more difficult measures™ for consumers to get out of debt.”® CFA
has concluded that reduced minimum payments were a significant cause of increasing
bankruptcies in the last decade.*'

One way to alert consumers to the consequences of paying off credit card balances at the
minimum rate is to offer each consumer a personalized notice on the billing statement about how
long it would take to pay off the balance at the minimum rate, and what would be the total costs
in interest and principal.** Such a personalized disclosure is, unfortunately, not included in the
recent bankruptcy law, which requires consumers to call a toll-free number to get information
about how long it would take to pay off their balances.” No specific information would be
offered on the total cost of paying at the minimum rate. This bankruptcy law requircment will
likely have no impact on the millions of consumers paying at or near the minimum rate who will
not call a toll-free phone number.

One positive development regarding credit card minimum payments is that regulatory
guidance issued by federal banking regulators in January 2003 directed credit card lenders to set
minimum payments that “amortize the current balance over a reasonable period of time” and
noted that prolonged negative amortization would be subject to bank examiner criticism.* Many
major credit cards began increasing their minimum payments requirements in 2005, including
Bank of America, Citibank, Discover and JP Morgan Chase,45 in some cases to as high as 4
percent‘46 All issuers were required to fully phase in the changes by the end of 2006."

* 0CC, Remarks by Julie L. Williams, First Senior Deputy Comptroller and Chief Counsel before the Risk
Management Association’s Retail Risk Management Conference on Regulatory Concerns about Certain Retail
Banking Praetices, Chicago, June 3, 2003, in “Speeches and Congressional Testimony,” OCC Quarterly Journal,
Vol. 22, No. 3, September 2003 at 107.

4 Consumer Federation of America, “Consumer Restraint Pressures Lenders to Reduce Credit Card Marketing and
Credit Extension,” January 18, 2000.

2 proposed in S. 1176 by Senators Akaka, Durbin, Leahy and Schumer.

“ Public Law 109-8.

“ Joint press release of Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation,
Office of the Comptrolier of the Currency and Office of Thrift Supervision, “FFIEC Agencies Issue Guidance on
Credit Card Account Management and Loss Allowance Practices,” January 8, 2003, see attached “Account
Management and Loss Allowance Guidance” at 3.

4 American Financial Services Association, “Credit Card Minimum Payments Going Up,” Spotlight on Financial
Services, April 2005.

* Warnick, Melody, “Credit Card Minimum Payments Doubling,” Bankrate.com, May 3, 2005. Citibank and Bank
of America have announced they are doubling their minimum payment requirements from 2% to 4% of the balance,
* Day, Kathleen and Caroline E. Mayer, “Credit Card Penalties, Fees Bury Debtors,” Washingfon Past, March 6,
2005.
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The Office of the Comptroller of the Currency (OCC) has warned banks that increasing
minimum payments may need to be accompanied by a reduction in Annual Percentage Rates
(APRs) or eliminating fces to ensure that cardholders can actually reduce their balances and not
just tread water with higher minimum bills.*® Since the increases took effect, consumers with
interest rates above 20 percent have had to cope with payments that have roughly doubled.®

Targeting Consumers on the Brink of Financial Distress

Nothing illustrates the perverse incentives (and dangers) of the credit card market better
than the marketing of cards to consumers with tarnished credit histories, or even worse, to those
who are literally on their way to or just coming out of bankruptcy. For example, in the first half
of 2007, as home mortgage foreclosures shot up and signs of a serious economic slowdown
started to appear, some of the nation’s largest credit card issuers increased the number of
solicits%tions they mailed to sub-prime consumers by 41 percent compared to the first half of
2006.

Other major issuers and many smaller companies market high-cost, sub-prime cards to
those with blemished credit histories. This population of cardholders can be profitable for the
industry. Credit card industry consultant Andrew Kahr estimates that average sub-prime
consumers will make two or three late payments a year, from which the industry can gencrate a
separate fee, and that these fees can greatly exceed the interest payments on the small lines of
credit themselves.*

Sub-prime consumers haven’t just encountered high-cost offcrs of credit, but deceptive
marketing practices. In 2000, Providian was required to pay more than $300 million in
restitution to its sub-prime cardholders for unfair and deceptive practices.* Cross Country
Bank, the sub-prime and secured credit card issuer that has been investigated by state and federal
regulators for misleading consumers about the terms of its sub-prime credit card accounts and
engaging in abusive collection practices, has advertised on late-night and daytime television
when morg}unemployed potential sub-prime customers are more likely to be watching
television.

Consumers exiting bankruptcy are often swamped with offers at prime terms — low
interest rates and without annual fees.” Many bankruptcy attorneys believe these offers are
being made because eonsumers leaving bankruptey court cannot erase their debts for another six
years. Under the new bankruptcy legislation consumers will not be able to wipe away any credit
card debts for eight years. Some categories of credit card debt will not be “dischargeable” at all,
no matter how long the consumer waits.*

* Der Hovanesian, Mara “Tough Love for Debtors,” Business Week, April 25, 2005.
# “Minimum Payments,” CardTrack, September 6, 2006.
%9 Gavin, Robent, “Credit Card Companies Pursue Subprime Borrowers,” Boston Globe, September 3, 2007.
5! Interview with Andrew Kahr, credit card industry consultant, “The Secret History of the Credit Card,” Frontline,
November 2004.
2 0CC, Statement of Comptroller of the Currency John D. IHawke J., June 28, 2000.
53 Pacelle, Mitchell, “Pushing Plastic,” Wall Street Journal, November 5, 2004,
j: Mayer, Caroline E., “Bankrupt and Swamped with Credit Offers,” Washingron Post, April 15, 2005.
Ibid.
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C. CARDHOLDERS SHOW SERIOUS SIGNS OF ECONOMIC STRESS WHILE
ISSUERS REAP RECORD PROFITS

As the economy has worsened and home foreclosures have increased to record levels,
consumers are increasingly having difficulty paving their credit card bills. Credit card charge-
offs, the percentage of the value of credit card loans removed from the books (net of recoveries),
or “written off,” have been persistently high for most of the last twelve years. During the decade
between the end of 1993 and the start of 2006, credit card charge-offs were not below 4 percent
in a single quarter.”®  They increased to more than 4 percent in the fourth quarter of 2006 and
broke 4 percent again during the later half of 2007, There is a very good chance that charge-offs
will keep rising because the number of delinquent credit card payments — an early sign of
payment difficulty — ave approaching historically high levels. Thirty-day credit card
delinquencies are now at their highest point in five years, since the last economic recession
ended™ The difficulty that many families are having affording their credit card bills may have
been exacerbated by the mortgage crisis. As home values have dropped sharply, Americans have
been unable to use home equity loans and home refinancing to pay off their credit card debts™
Moreover, despite rising credit card delinquencies, there is evidence that sorse families are
staying current on their credit card loans but not their mortgage payments, a shift in bebavior
from past economic crises.™

Quarterly Credit Card Charge-Off Rates, All Bank
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Despite these losses, the credit card industry continues to be the most profitable in the
banking sector, earning a return on assets (ROA) since 1995 that is more than three times greater
than that for commercial banks overall.*’ Because of the high mortgage losses that many large
banks experienced in 2007, there was more than a five-fold difference between bank and credit
card profits.* Credit card issuers reaped their highest return on assets ever in 2007, exceeding
the record year of 2006. In fact, the credit card industry’s return on assets grew every year
between 1998 and 2004, and in 2007 was almost 90 percent higher than in 1998.5

According to credit card industry consultant Andrew Kahr, the basic profitability of the
credit card industry is tied to those who carry revolving debt. Borrowers who pay off their
balanees in full and on time each month do not cam as much profit for the industry.* With
revolving debt nearly quadrupling sinec 1990, credit card companies’ profitability should remain
strong.

Second, credit card issuers earn a significant piece of their revenues from penalty fees
alone. In 2007, issuers collected $18 billion in penalty fees, up from $10.7 billion in 2002.%
Credit card analysts have consistently predicted that the trend toward “repricing” of products and
new and higher fees will continue, especially the use of higher late and over-limit fees, and
universal default provisions that trigger higher penalty interest rates.%

8! “Card Profits 04,” CardTrak, January 24, 2005; “Banner Year,” CardTrak, February 2004; FDIC, FDIC
Quarterly Banking Profile, Third Quarter 2006 at 5, Table I-A; FDIC, FDIC Quarterly Banking Profile, Fourth
Quarter 2000 at 4, Table I-A. Commercial banks average return on assets between 1995 and 2004 was 1.23 percent,
less than one third the size of the credit card industry average return on assets of 3,73 percent over the same period,
according to R.K. Hammer and Associates.

%2 ROA for credit card issuers in 2007 was 4.65%, R.K Hammer and Associates, January 2008. ROA for
commercial banks in 2007 was .86%, FDIC, “Banks and Thrifts Earned $105.5 billion in 2007,” February 26, 2008.
% R.K Hammer and Associates, January 2008. The industry’s ROA was 2.5% in 1998, 3.1% in 1999, 3.6% in 2000,
4.0% in 2001, 4.2% in 2002, 4.4% in 2003, 4.5% in 2004, 4.3% in 2003, 4.6% in 2006 and 4.65% in 2007.

% Interview with Andrew Kahr, credit card industry consultant, “The Secret History of the Credit Card,” Frontline,
November 2004,

$CardTrak, “Card Costs,” http://www.cardirak.com/news/2008/01/18/card_fees. Card issuers charged an estimated
$30 billion in fees in 2007, about six percent higher than in 2006. More than half, or $18 billion, were penalty fees.
Late fees accounted 70 percent of the penalty fees charged. R.K. Hammer and Associates found that $8 biilion of
the penalty fees were for cash advances. Day, Kathleen and Caroline E. Mayer, “Credit Card Penalties, Fees Bury
Debtors,” Washington Post, March 6, 2005,

% “Card Profits 04,” CardTrak, January 24, 2005.
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Bankruptcy legislation enacted by Congress in 2005 could further improve the bottom
fine for credit card companics. By preventing some consumers from eliminating their credit card
debts, various estimates show that credit card companies could recover an additional 33 billion to
$40 billion annually from households in bankruptey.’

D. ISSUERS HAVE PURSUED ABUSIVE INTEREST RATE AND FEE POLICIES
THAT HAVE A HARMFUL IMPACT ON MANY HOUSEHOLDS

There is considerable evidence linking the rise in bankruptey in recent years to the
increase in consumer credit outstanding, and, in particular, to credit card debt. For example,
research by Professor Ronald Mann of Columbia University has found that an increase in credit
card spending in the U.S. and four other countries has resulting in higher credit card debt, which
is strongly associated with an increase in bankrupicy filings.”® To make matters worse, credit
card companies have become far more aggressive in implementing questionable fees and interest
rate practices in recent years. The upshot of these practices 15 that penalty interest rates, high and
accumulating fees and interest on fees can push consumers with high debis over the [inancial
brink into bankruptey.” Tn fact, consumers in debt trouble sometimes owe as much or more in
fees and penalty interest charges, as in principal.

High fees and interest rates can often result in negative amortization, where the principal
owed on credit card debt continues to rise despite making payments. Negative amortization in
effect traps credit card borrowers on a debt treadmill that keeps moving faster. Although they
arc making regular payments, their debts continue to mount. In 2004, a Cleveland judge ruled
against Discover Card’s efforts to collect debis from a cardholder whose balance nearly tripled

% Heller, Michelle, “Gauging the Bottom-Line Effects of Bankruptey Bill,” dmerican Banker, April 15, 2003,

* Mann, Ronald 1, “Credit Cards, Consumer Credit and Bankraptey,” Law and Economics Research Paper No. 44,
The University of Texas School of Law, March 2006,

* Day, Kathicen and Caroline E. Mayer, “Credit Card Penalties, Fees Bury Debtors,” Washingron Post, March 6,
2005.
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from $1,900 to 35,564 without making additional purchases because of fees and penalties,
inctuding $1,158 in over-lmit fees alone, ™

In another case, a bankruptey court in North Carolina ordered a credit card company to
itemize the claims it files in chapter 13 bankruptey cas

s.”! In its findings in support of the
Order, the bankruptey judge listed claims filed in cighteen separate cases broken down between
principal and interest and fees.  On average, interest and fi isted of more than half (57
percent) of the total amounts lsted in the claims. In one ca d company filed a claim in
the amount of $943.58, of which $199.63 was listed as principal and $743.95 was listed as
interest and fees. In another case, a claim of $1,011.97 consisted of $273.33 in principal and
$738.64 in interest and fees. It is almost certain that pre-bankruptcy payments in these cases had
more than paid off the real charges made by the consume =

Traditionally, penalty fees were designed to deter irresponsible cardholder behavior, but
i recent years these fees have become primarily a revenve enhancer for eredit card issuers. An
analysis by the United States Governmental Accountability Office (GAQ) found that, “.. typical
cards today now include higher and more complex fees than they did in the past for making late
payments, exceeding credit limits, and processing returned payments.”” The GAO also
identified several new fees that issuers have begun using in recent years, some of which they are
not required to disclose to consumers in advance. One example of such a fee is for the payment
of bills by telephone, which can range from 5 to 15
doltars.™

Over-the-Limit Fees

835
A substantial number of Americans are ) songg $3035 3122
paying these fees. Thirty-five percent of the credit 0
card accounts from the six largest issuers that the 5
GAQ examined had at least one late fee in 2_(},05.7)

representing about 242 million credit cards. 20
Thirteen percent of all accounts — or about 90

million cards — were gssessed over-limit fees in
2005. $10 |

Late fees have been steadily rising over the
past decade and can easity excoed monthly [
payments for consumers paying low minimum
balances.”” In 1996, a Supreme Court decision

“ National Consumer Law Center, “Re
“ I ve Blair, No. 02-1140 {Bankrate.
* National Consumer Law Center, “Responsible Consumers Driven into Default,” February 22, 2005,

sredit Cards: Increased Complexity in Rates and Fees Heightens Need for More Effective Disclosures to
Consumers,” U.S. Government Accountability Office, Septernber 2006, p. 18,

sponsible Consumers Driven into Default,” February 22, 2005,

filed 04y

sed on 691 million eredit cards, as veported in, 7hid, p. 9.
it Cord Management, September 2004,

‘he Ugly Tssuer,
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prohibited states from setting limits on the fees credit card companies could charge their
cardholders. Prior to this court ruling, credit card late fees were commonly around five to ten
dollars, but have risen sharply since the decision.”® The GAO analysis found that late fees
jumped sharply after the court ruling. The GAO examined fee data collected by CardWeb.com
and found that late fees jumped by 160 percent from $12.83 in 1995 to $33.64 in 2005. The
GAO also found a sharp fee increase from data collected by Consumer Action, which showed a
119 percent increase from $12.53 in 1995 to $27.46 in 2005.° Even more striking, the GAO
found that late fecs paid by borrowers with typical balances were an average of $37 in 2005.%
This is important to note as credit card issuers are increasingly assessing “ticred” fees based on
the borrower’s balance.

Credit card issuers used to reject transactions that exceeded a cardholder’s credit limit,
but it has become common for issuers to accept the transaction and then apply an over-limit fee
on cardholders who exceed their credit limits."' These fees are often applied by issuers in
addition to a higher “penalty” interest rate charge for cxceeding the credit limit or carrying a higt
balance.® These monthly fees arc charged every month a consumer carries a credit balance
higher than their credit limit. According to the GAO report, data collected by Consumer Action
shows a 114 percent increase in over-limit fees between 1995 and 2005.% Critics of this practice
argue that issuers should not assess a penalty fce when they can simply enforce the credit limit if
they wish to prevent consumers from exceeding it.

Penalty Interest Rates

The vast majority of credit card issuers also increase interest rates for credit card account
holders who pay their bills late, even by a few hours. In 2005, Consumer Action found that 78.7
percent of issuers charged penalty rates for late payments on their cards.* For example,
representatives for one large issuer told the GAO that they automatically increase a customer’s
interest rate if this person pays late or exceeds the credit limit. The GAO found that all but one
of the 28 cards from the six largest issuers they reviewed charged default rates in 2005. The
average default rate was 27.3 percent, up from 23.8 percent in 2003.%° Some consumers with
low-rate cards could have their interest rates double overnight for being late on one payment to
their credit card.*® Some issuers also say that they will charge default interest rates for exceeding

® Bergman, Lowell and David Rummel, “Secret History of the Credit Card,” Frontline, November 2004.

" “Credit Cards: Increased Complexity in Rates and Fees Heightens Need for More Effective Disclosures to
Consumers,” U.S. Government Accountability Office, September 2006, p. 18.

% Ibid, p. 20.

8 «“The Ugly Issuer,” Credit Card Management, September 2004,

82 Bergman, Lowell and David Rummel, “Secret History of the Credit Card,” Frontline, November 2004,

8 «Credit Cards: Increased Complexity in Rates and Fees Heightens Need for More Effective Disclosures to
Consumers,” U.S. Government Accountability Office, September 2006, p. 20.

8 Consumer Action, 2005 Credit Card Survey, “Card Companies Use Common ‘Risk Factors® to Impose Unfair
Rate Hikes, Finds CA,” Consumer Action News, Summer 2005,

% The GAO did find that some issuers do not assess default rates unless there are multiple violations of card terms.
“Credit Cards: Increased Complexity in Rates and Fees Heightens Need for More Effective Disclosures to
Consumers,” U.S. Government Accountability Office, Septemnber 2006, pgs. 24, 25.

s Bergman, Lowell and David Rummel, “Secret History of the Credit Card,” Frontline, November 2004,
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the credit limit on the card or for returned payments, or that they will increase interest rates for
cash advances and balance transfers for violations of card terms.”

There is increasing evidence that those who can least afford these higher interest rates —
financially vulnerable families — are most likely to be paying them. A study by the research
organization Demos found that cardholders that carry debt who eamn less than $50,000 a year are
more than twice as likely to pay interest rates above 20 percent as the highest income Americans
who carry debt. African-American and Latino credit card holders with balances are more likely
than whites to pay interest rates higher than 20 percent.*®

Retroactive Application of Penalty Rates

All issuers also apply penalty interest rates retroactively to prior purchases. This has the
effect of increasing the price on purchases already made but not paid oft.¥ Some cards even
apply penalty rates to debts that were already paid at a lower rate.”® There is simply no legal or
cconomic justification for assessing a penalty interest rate to an existing balance. There is no
other industry in the country that is allowed to increase the price of a product once it is
purchased. Issuers have already assessed a consumer’s risk of not repaying the loan and
presumably offered an interest rate based on that risk. Issuers should be required to allow a
consumer to pay off his or her existing balance at that intcrest rate.

Universal Default

Universal default clauses in eredit card contracts allow credit card companies to raise
interest rates on debtors who have problems with other creditors or whose credit scores decline.
The increases are triggered not just by a late mortgage or credit card payment to other lenders but
also to payment disputes with other types of creditors, like utilities or book clubs.”* A review of
credit card disclosures issued in October 2006 by Consumer Action found five major issuers that
said they reserved the right to assess universal default interest rates. Since that time, Citigroup
and JP Morgan Chase have said that they will not use the practice. On the other hand,
representatives for Bank of America and Discover testificd before the Senate late last year that
they still use consumer credit scores, at least in part, to trigger higher default interest rates.”

It is fundamentally unfair to impose a penalty interest rate on a consumer who has not
made a late payment or defaultcd on an obligation, especially when this ratc increase is applied

¥7 «Credit Cards: Increased Complexity in Rates and Fees Heightens Need for More Effective Disclosures to
Consumers,” U.S. Govemnment Accountability Office, September 2006, p. 25.

& Wheary, Jennifer, Draut, Tamara, “Who Pays? The Winners and Losers of Credit Card Deregulation,” Demos,
August 1,2007.

# Draut, Tamara, Director of the Economic Opportunity Program Demos, Testimony Before the House Banking
Committee Subcommittee on Financial Institutions and Consumer Credit, September 15, 2004, at 16-17.

# McGeehan, Patrick, “The Plastie Trap,” New York Times, November 21, 2004. Discover disclosed to its
custorners that it had changed the terms of its interest rates from a low of zero to 19.99% for a single late payment,
but it applied that rate increase for late payments from 11 months prior to the disclosure of the changing interest rate
terms,

91 Burt, Bill, “Pay One Bill Late, Get Punished by Many,” Bankrate.com, January 20, 2004,

°2 Credit Card Practices; Unfair Interest Rate Increases, U.S. Senate Permanent Subeomrmittee on Investigation,
December 4, 2007.
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retroactively. Another concern with using credit reports to trigger a penalty rate is the problems
with inaccuracies in credit scoring and credit reporting that CFA and other organizations have
documented.” Morcover, issuers who impose sharp interest rate increases on consumers who
are meeting their obligations often fail to provide any rationale — much less a legitimate one --
for the increase. In January, Bank of America began increasing interest rates on some
cardholders to as high as 28 J)crcent but did not inform consumers the reason for the increase in
the notification they mailed.”*

Although credit card issuers contend that interest rate penalties that increase because of
universal default arc related to the credit risk of the borrower, the application by some issuers of
these punitive rate hikes seems to belie that contention. One late payment can result in significant
increases in interest rates in some cases, even though there is little cvidence that a single late
payment to one creditor increases the likelihood of default to all creditors. Moreover, increased
fee and interest rate payments may have a similar or greater impact on the borrower’s ability to
repay than modest problems with another creditor.

Indiscriminate, Undisclosed Changes in Rates and Fees

Many credit card companies reserve the right to change the terms of their credit card
contract at any time and for any, or no, reason. This allows credit card companies to arbitrarily
raise interest rates even for cardholders in good standing and with perfect credit histories. Media
reports of recent rate hikes by Bank of America demonstrate the unfaimess of any-time/any-
reason changes: some consumers saw their interest rates triple without explanation.”® The result
of these unfair clauses is that consumers can’t depend on the interest ratc promised to them.

Pricing Tricks: Double Cycle Billing and Manipulation of Payment Order

The GAO found that two of six major creditors are using a practice called double-cycle
billing, which results in illegitimate intercst charges on balances that have already been paid on
time.”® Since then, one of these issuers, JP Morgan Chase, has announced that it will no longer
use double-cycle billing. With this practice, issucrs consider two billing cycles in asscssing
interest. A consumer who begins with no balance and pays off most but not all of the purchascs
he or she makes in the first month would still be charged interest for the entirc amount of the
balance in the seccond month. A fair billing process would only result in an interest charge on the
amount of the unpaid balance.

The GAO also determined that for 23 of the 28 large issuer cards they reviewed,
cardholder payments were first allocated to the balance assessed at a lower rate of interest.”’
This practice is problematic for the many cardholders who now carry balances at different rates

%3 Consumer Federation of America and National Credit Reporting Association, “Credit Score Accuracy and
Implications for Consumers,” December 17, 2002. CFA and NCRA reviewed over 500,000 credit files and found
that 29 percent of consurners have credit scores that differ by at least 50 points between the credit bureaus.
;‘; “A Credit Card You Want to Toss,” Business Week, February 7, 2008.

Ibid.
% “Credit Cards: Increased Complexity in Rates and Fees Heightens Need for More Effective Disclosures to
gonsumers,” U.S. Government Accountability Office, September 2006, p. 27.

1bid.
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of interest, such as introductory “teaser” rates, cash advance rates, and balance transfer rates.
The lower interest rate balances must first be paid off before the issuer will allocate payments to
higher rate balances. Allocating payments to lower intcrest rate balances first unfairly extends
the length of time it takes consumers to pay down their balances while increasing the finance
charges that issuers earn.

Fewer Consumers Benefit From Lower Interest Rates As Issuers Switch to Fixed Rate Cards

For many years, analysts and observers of the credit card industry have noted a
phenomenon called “sticky” interest rates. This typically refers to the fact that creditors are often
slow to pass on savings when the cost of funds decline, but quicker to increase rates when cost
rise. As a result, the “spread” between the credit card issuers’ cost of funds and the interest rates
charged to cardholders have tended to benefit the credit card companies, regardless of the
direction of the interest rate changes. For example, although interest rates were at historical lows
at the turn ggf the century, issuers did not pass the cost savings completely through to their
customers.

Over the past six years, it appears that the distribution of credit cards between variable
and fixed rates is related to the interest rate picture. As interest rates increase, issuers tend to
switch consumers over to variable rate cards. As interest rates began to increase from historic
lows, CardTrak reported in November 2004 that more than half (55 percent) of credit card debt
was carried on variable interest rate cards, a major change from threc years carlier when rates
were declining and card issuers werc shifting to fixed rate products.” As rates rose further in
2007, CardTrak reported that 86 percent of credit card balances were carried on cards with
variable rates.'”” Now that rates are declining again, issuers are shifting back to fixed rate cards.
Thirty-nine percent of credit card offers mailed in October of 2007 included fixed rate offers,
compared to 29 percent during the third quarter of the year.'”'

Increases in Credit Card Fees and Interest Rates Significantly Affect Consumer Debt

Penalty fees and interest madc up more than three-quarters of credit card issuers revenues
throughout 2002 and 2003. Credit card issuers earned $65.4 billion in interest and $7.7 billion in
penalty fees in 2003 or 75.7 percent of the total $96.5 billion in revenue.'® In 2002, penalty fees
and interest made up 76.8 percent of the industry’s $97.1 billion in revenues. For the
approximately 88 million credit cardholdin% households, penalty fecs and interest on their credit
card debt cost an average of $830 in 2003.'

8 “The Ugly Issuer,” Credit Card Management, September 2004,

# «59, Prime,” CardTrak, November 10, 2004.

100 «Rate Gap,” CardTrak, January 18, 2007,

1% Synovate Mail Monitor, press release, “Synovate Mail Monitor Shows Credit Card Terms Improve, More Fixed
Rate Offers, ** December 2007.

%2 Daly, James J., “Smooth Sailing,” Credit Card Management, May 2004 at 31,

% CFA calculation from Daly, James J. 2004 and Census Burean figures.
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E. AMERICANS ARE HIGHLY CRITICAL OF MANY CURRENT CREDIT CARD
PRACTICES

Our organizations regularly conduct public opinion surveys regarding consumer attitudes
and behavior. We have rarely encountered the kind of broad, nearly universal condemnation that
Americans have for many common practices used by credit card issuers regarding interest rates,
fees and the extension of credit.

For example, a nationally representative poll of 1,005 adults conducted by the Opinion
Research Corporation for the Consumer Federation of America from September 13 to September
16, 2007 found that:

o 82 percent of Americans think it is unfair to offer several credit cards to a student with little income.
(62 percent belicve it is very unfair.)

» 91 percent of Americans think it is unfair to raise interest rates or fees at any time for any reason. (76
percent believe it is very unfair,)

e 83 percent of Americans think it is unfair to increase the interest ratc on one card because of a
person’s payment history on another card. (62 percent believe it is very unfair.)

* 84 percent of Americans think it is unfair to apply interest rate increases not only to new balances but
also to past balances. (61 percent believe it is very unfair.)

* 85 percent of Americans think it is unfair to increase an interest rate to 30 pereent for making two late
payments. (64 percent believe it is very unfair.)

s 76 percent of Americans think it is very unfair to charge $30 for making a late payment. (51 percent
believe it is very unfair.)

e 82 percent of Americans think it is unfair to charge a $30 fee ecach month if a balance is over the
credit limit when a person is no longer using the card. (64 percent believe it is very unfair.)

® 90 percent of Americans think it is unfair to charge $10 for payment by phone. (72 percent believe it
is very unfair.)

» 80 pereent of Americans think it is unfair to not allow a person to pay off higher-interest rate debt
first, such as on a cash advance, but instead applying payments first to lower-rate debt. (54 believe it
is very unfair.)

e 81 percent of Americans think it is unfair to have only one week between the time a person receives a
mounthly statement and the time he or she must mail the payment. (54 percent believe that it is very
unfair.)

e 93 percent of Americans think it is unfair to charge a late fee even though a person has mailed the
payment a week or more in advance of the due date. (79 percent believe that it is very unfair.)

e 71 percent of Americans think it is unfair to require that disputes be settled by mandatory arbitration
without being allowed to go to court. (45 percent believce that it is very unfair.)

F. ISSUER “RISK-BASED” PRICING OFTEN LOOKS PREDATORY

Credit card issuers often claim that their interest rate and fee policies are justifiable
because they are necessary to compensate for the increased financial risk of lending to borrowers
with blemished or limited credit histories. It is true that borrowers who pay their balance every
month are receiving a valuable service at no cost in many cases. It is quite possible, in fact, that
riskier borrowers who revolve their debt and pay higher intercst rates and fees are subsidizing in-
part the cost of services that these non-revolvers receive. It is important to note, though, that

19



242

issuers still receive substantial fee income from merchant “interchange” fees and, in some cascs,
from annual fees.

The key question is whether interest rates and fees charged to riskier consumers are fair
and can be legitimately related to the actual financial risk incurred by creditors. There is
increasing evidence that the answer to this question is “no.” It is becoming more apparent that
many of the most abusive fces and interest rates arc assessed simply because it is what the
market will bear.

The amount of fees and penalty interest rates do not appear to be proportional to
the risk or cost incurred by issuers. For many years, issuers have justified “sticky” interest
rates that rise faster than they decline by stating that these higher interest ratcs were necessary to
compensate for increased risk. As issuers have increased the number and amount of fees and
penalty interest rates they charge, it seems that higher baseline interest rates alone are not
sufficicnt anymore to compensate for risk. There is very little evidence that relatively modest
problems, like one or two late payments — significantly increase a consumer’s chances of default.
It would appear to be impossible to justify charging a consumer with a recasonably good credit
history with a late payment fee of $35 and a default intcrest rate of 29 percent on prior purchases,
in addition to the finance charge the consumer would already pay on a fairly high interest rate,
such as 17 percent. One sign that default rates may not be truly reflective of costs or risk
incurred by issuers is that the “fixed amount” that issuers add to the index rate in setting default
rates rises when the cost of funds declines. The GAO found that this fixed amount increased
from about 19 percent in 2003 to 22 percent in 2005 on the 28 large issuer cards they
cvaluated.'®

A rational market would lead lenders to limit their risk by restricting the credit
available to consumers with riskier credit records or histories, instead of increasing this
risk by leveling higher charges on consumers who may be in significant financial trouble.
Allowing higher-risk consumers to continue borrowing at a more expensive, higher rate does not
limit consumers’ risk of default, it increascs it. If the cardholders are indeed higher-risk, lenders
would limit their exposure by cutting off new purchases more frequently, preventing balances
from increasing and helping to keep the eardholder out of default. However, in many cases,
credit card issuers have not cut off credit, frozen credit limits or closed the accounts of
cardholders that the issuers deem increased risk. Instead they have allowed borrowers to rack up
more credit under more expensive terms, ' making it more likely that the consumer might suffer
serious finaneial consequences.

1% “Credit Cards: Increased Complexity in Rates and Fees Heightens Need for More Effective Disclosures to
Consumers,” U.S. Government Accountability Office, September 2006, p. 24.

195 Pacelie, Mitchell, “Growing Profit Source for Banks: Fees From Riskiest Card Holders,” Wall Street Journal,
July 6,2004.

1% As the economy slows, there is evidence that some issuers are raising credit standards and tightening access to
credit in ways that do not lead to further financial exposure for their existing cardholders. Others appear to be using
old tricks, such as using credit scores to suddenly and sharply raise interest rates on existing balances, that will likely
destabilize cconomically fragile households. A Credit Card You Want to Toss,” Business Week, February 7, 2008.
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If risk-based pricing truly reflects risk, it should decline or at least moderate as risk
decreases. For example, as noted above, the amount of credit written off by issuers declined for
the first three quarters of 2006, dipping below 4 percent for the first time since the end of 1995.
Given that issuers stated so frequently that they adhered to the doctrine of risk-based pricing, it is
perfectly appropriate for consumers to ask why they did not see interest rates or fees decline or
moderate during that time in response to a more positive credit environment.

The assessment of retroactive interest rates is another sign of abusive rather than
genuinely risk-based prieing. As stated above, interest rate increases that apply to past
purchases cannot be justified under a truc risk-based pricing model. Issucrs assess risk based on
the best information available on a consumer’s credit history. If the risk profile of the consumer
declines, the only way issucrs could possibly justify a rate increase would be if it were
legitimately related to the customer’s increased risk, if it did not violate the creditor’s agrecment
to offer credit under certain terms for a specific length of time, and if it were applied
prospectively.

Increased expenditures on marketing when consumers reduce their use of credit is
also a red flag that pricing in the credit card industry is skewed. As documented above,
issuers increased their marketing expenditures significantly through 2005, even as consumers
respond less frequently to mail solicitations and showed more caution in taking on new debt. A
rational market response to this dynamic would be to pull back on marketing expenditures unless
other factors existed that justified this spending, such as windfall profits resulting from abusive
pricing.

In response to these “tell-tale” signs of price gouging, it is time for issuers to provide
more information to lawmakers and to the public about their real costs to demonstrate that their
pricing practices are truly fair.

G. H.R 5244 HELPS CURB MAJOR CREDIT CARD ABUSES

The “Credit Cardholders' Bill of Rights Act” helps restore fairness to the credit card
marketplace. The bill would require credit card issuers to take a number of steps to treat
consumers more fairly, including:

1. Ending Bait and Switch Contract Clauses. H.R. 5244 invokes the basic tenet of fair
dealing by prohibiting credit card companies from changing contract rules in the middle
of the game through “any time, any reason” interest ratc and fee hikes. Instead, they must
disclose, up front, the speeific, material reasons for which they will unilaterally change
contract terms.

2. Limiting Retroactive Application of Rate Hikes for Consumers in Good Standing.

H.R. 5244 prohibits card issuers from applying “universal default” interest rate hikes
retroactively to balances borrowed at a lower rate. As cited above, some issuers still use
credit information not related to the account a consumer has with that company, such as a
drop in a consumer's credit score, to raise interest rates. While consumers with a perfect
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payment history with their credit card company arc understandably outraged when their
interest rate rises for these reasons, the devastating consequences of retroactive
application of these increases is equally egregious. Minimum monthly payments rise,
sometimes dramatically. The time to pay-off the balance increases, sometimes by many
years, while the total cost of the debt skyrockets. H.R. 5244 limits these destabilizing
impacts by prohibiting the retroactive application of rate hikes not related to the
cardholder’s credit card account.

3. Preventing Credit Card Companies from Gaming Consumer Payments, H.R. 5244
prevents card companies from playing costly games with consumer payments by
requiring them to apply payments proportionately to card balances with different interest
rates. As stated above, when consumers accept card offers for short-term teaser rates for
balance transfers and cash advances and higher rates for other balances, credit card
companies apply payments first to the lower-rate balance, preventing consumers from
paying off higher interest balances and imposing unwarranted and costly finance charges.
Issuers refuse to apply any portion of a consumer's payment to the higher interest rate
balance, preventing consumers from paying down any portion of the high-cost balance
until the lower interest rate balance is repaid. As a result, balances build up at the much
costlier rate and finance charges accruc.

4. Prohibiting Unfair and Hidden Interest Rate Charges on Balances Repaid During
the Grace Period. H.R. 5244 prohibits credit card companies from using “double-cycle
billing” to charge interest on balances repaid during the grace period. As mentioned
above, this practice allows credit card issuers to sap unwarranted finance charges from
the wallets of consumers who usuaily do not carry balances. Although some credit card
issuers have disavowed this practice, some still engage in it. This legislation makes clear
that a grace period is a grace period.

5. Ending Unfair Late Fees for On-Time Payments. H.R. 5244 ends the classic late-fee
gotcha. Consumers who mail their payments well in advance are often socked with a late
fee of up to $40 because of card companics' own processing delays or arbitrary deadlines.
The abuse has been exacerbated as credit card companies have shortened the time period
in which consumers can make an on-time payment. Other consumers make electronic
payments on the due-date, only to be hit with a late fee because they posted their payment
five minutes after the issuer's arbitrary deadline on that day. The lcgislation provides that
consumers demonstrating that they have paid their bill at lcast seven days before the duc
datc are presumed to have paid on time and cannot be charged a late fee. It also sets a
single uniform time of no earlier than 5 p.m. Eastern by which payments must be
reccived on the due date to prevent companies from setting earlier and arbitrary deadlines
that result in late fees. Issuers must also mail credit card bills 25 days before the bill is
due, instead of the current rule requiring only 14 days, to help ensure that consumers will
have enough time to pay.

We recommend that the Subcommittee include in H.R. 5244 several additional provisions
that would enhance consumer protection not yet addressed by the bill, including: a ban on all
universal default rate hikes; a prohibition on retroactive application of any rate hike to prior
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balances; a requirement that the size of penalties charged by issuers be directly related to actual
costs incurred; and a requirement that credit card issuers ensure that young consumers have the
ability to repay the loans they are offered.

We also recommend that the Subcommittee eliminate a provision in H.R. 5244 allowing
issuers to charge over-limit fees for three consecutive months, even if the cardholder only
exceeds the credit limit with a single transaction. Instead, H.R. 5244 should prohibit issuers
from charging over-limit fees if they choose to allow a cardholder to exceed the credit limit.
Similarly, a provision requiring consumers to pay all charges for low-credit-limit, high-fees cards
before they receive these cards is a well-intentioned effort to ensure that consumers really
understand how expensive these cards are. There is a very good chance, however, that
unscruputous lenders will defraud consumers who might pay huge fees before receiving any
credit. Therefore, we recommend that the Subcommittee cither place significant limits on the
fees that can be charged on these extremely expensive cards or give consumers meaningful rights
to reject these cards before they are activated.
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Introduction

Chairwoman Maloncy, Congresswoman Biggert and members of the Subcommittee, my
name is Larry Shamak, and 1 am Executive Vice President and General Manager of
Consumer Cards at American Express. In that role, I am responsible for managing our
consumer charge card and revolving credit card portfolios in the United States, including
our co-brand relationships. 1 welcome the opportunity to testify today to provide
background on American Express and offer our thoughts on H.R. 5244, the Credit
Cardholders’ Bill of Rights.

I want to thank Chairwoman Maloney and the other members of the Subcommittee for
holding this hearing and for the ongoing dialogue on this important issue. As Congress
considers any changes around credit card practices, we believe it is important to focus on

three key principles:

= Access — preserve the ability to price cards appropriatcly to allow card issucrs to

serve as many customers as possible.

» Choice — provide consumers with the greatest number of competitive choices — in

products, services and pricing — to best meet their individual needs.

* Accountability — create incentives for transparent pricing and clear disclosures that
will ultimately help consumers better manage their use of credit, and encourage

responsibility and accountability for both card issuers and consumers.

In my testimony today, I will focus my remarks on two topics:

First, how American Express is unique in the card industry, specifically:
e Qur brand has stood for service over the past 158 years;
* Our unique “spend-centric” business model; and
«  Our commitment to providing choice and clarity:
o in the products and services we offer;

o in the financial educational we provide to consumers; and
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o through our card practices and policies.

Second, T will provide our comments on the Credit Cardholders’ Bill of Rights Act. We
agree with the bill’s broad objectives to address many of the concerns that have been
expressed about industry practices. However, we believe that if the legislation is adopted
in its current form, some of its provisions would have negative, unintended consequences

for consumers.

Our Commitment to Our Cardmembers

In giving an overview of American Express, I want to focus on three themes: first, our
commitment to providing exceptional service to our Cardmembers; sccond, our unique
business model, and; third our emphasis on choicc and clarity — from the products we
offer, to our support for consumer education, to our approach on a range of card

practices.

American Express is a leading global payments, network and travel company, which for
more than 150 years has stood for service, clarity and trust. Our customers depend on us
to provide a broad array of products that offer unparalleled value. This year marks a
special milestone for the Company as we celebrate the 50 anniversary of the American
Express® Card. While we have significantly expanded our business and product
offerings over the years to meet the different needs of our Cardmembers, one thing has

remained constant: our unwavering commitment to our customers.

American Express has received a number of awards that reflect our commitment to our
customers. We were rated “Highest in Customer Satisfaction Among Credit Card
Companies” in a recent study by J.D. Power and Associates, which was based on the
direct feedback of customers. | We were also rated the highest among credit card

providers in Forrester Research Inc.’s 2007 Customer Experience Index.

! American Express received the highest numerical score among credit card issuers in the proprietary J.D.
Power and Associates 2007 Credit Card Satisfaction Study™. Study based on responses from 7,812
consumers measuring 10 card issuers and measures opinions of consumers about the issuer of their primary
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We are very proud of these and other awards. However, we recognize that we must
continue to earn the trust of our Cardmembers cach and every day. In short, we must

ensure that we keep our focus on the customer — now and in the future.

American Express Business Model

American Express operates with a business model different from others in the industry.
Unlike other large card issuers, we maintain direct relationships with merchants who
accept our card products for payment; we manage the network that processcs payment
transactions; and we issue cards directly to consumers. In the Visa and MasterCard
models, these functions could be distributed across two or three different companies; with

American Express, it all takes place within one company.

In addition, our business has a different focus, based on what we call our “spend-centric”
model. Our most important metric is the level of Cardmember spending on our network,
not the outstanding balances Cardmembers choose to revolve. At American Express, our
Charge Cards, which are pay-in-full products, represent the highest percentage of our

Cardmember spending.

Lending balances are not a primary area of focus, but rather a byproduct of our business
model. We want our Cardmembers to use their American Express Cards and to pay us
back. Our business stands in contrast to most other large credit card issuers that gencrate

the majority of their revenue from finance charges assessed on revolving balances.

A 2006 study by the Government Accountability Office (G.A.O.) found that the five
largest credit card issuers gencrated 70 percent of their revenue from finance charges
with the remainder coming from other revenue and fees. While income from finance
charges is also important to our company, it accounts for a much smaller percentage of

revenuc than our competitors. For example, our U.S. Card Services segment received 33

credit card. Proprietary study results are based on experiences and perceptions of consumers surveyed in
June-July 2007. Your experiences may vary. Visit jdpower.com
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percent of its revenue in 2007 from net finance charges. Our largest source of revenue
comes from facilitating Cardmembecr spending at our merchant partners to drive their

business for which we collect a fee.

Choice and Clarity: Card Products

At American Express, we are committed to providing our customers with choice and
clarity. We offer a wide array of card products that offer tremendous value to our
Cardmembers, each tailored to meet their specific needs. For example, we offer pay-in-
full products, like our Charge Cards, which have no pre-set spending limit and no
overlimit fees. We offer credit cards that allow customers to revolve their balances, such
as Blue from American Express®. In addition, we offer Clear from American Express, a
credit card with no fees — no annual fee, no overlimit fee, no late fee, no fee for balance
transfers, no returned check fee, no ATM fee, and a full month to pay. And, we have
One from American Express, which deposits one percent of each purchase into a high-
yield savings account and offers a full month’s grace period on each purchase, even for

customers who carry a balance on their account.

Choice and Clarity: Promoting Greater Transparency

In addition to choice, we are committed to ensuring that all terms and conditions
associated with our card products are clearly and fully disclosed to consumers. We
believe that transparency is critical in building longstanding Cardmember relationships.
We recently launched a number of initiatives to foster cven greater transparency for our

Cardmembers, including:

- “Get Off to the Right Start,” a quick reference guide that accompanies all new

Blue from American Express Credit Card accounts. This guide highlights
important information about the card’s terms and conditions in “plain English.” We

are in the process of developing similar brochures for our other card products.
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- “Be Smart About Credit: 10 Tips for Using Your American Express Card,” a

resource on the American Express website that provides practical guidance for

Cardmembers.

- "Credit Cards; What You Need to Know,” a multi-year consumer education

program in partnership with Consumer Action.

- “LifeSmarts — The Ultimate Consumer Challenge,” a national competition for

high school students that teaches practical life skills on a variety of consumer
topics, including financial services. American Express is one of the leading
sponsors of this competition, which currently reaches 100,000 students in nearly

1,000 high schools in 42 states.

We believe these initiatives, coupled with the efforts by the Federal Reserve Board and
policymakers to improve credit card disclosures, will significantly benefit consumers.
We also think that financial literacy programs are an important part of helping consumers
make informed choices about the use of credit, and we applaud members of the
Committee for their leadership in promoting financial literacy initiatives through the

Financial and Economic Literacy Caucus.

Choice and Clarity: American Express Card Practices

Choice and clarity is also reflected in American Express’ policies and card practices.
There are a number of practices we simply do not do:
e We do not increase an individual customer’s interest rate -- or APR -- for any
reason other than the customer’s performance on that particular account. If you
are an American Express Cardmember, your intercst rate will be increased to a
penalty rate only if you violate the terms and conditions on that specific American
Express account.
s We do not charge a fee if a Cardmember exceeds their credit limit during a billing

period and is below their limit at the end of the billing period.
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* We do not believe customers should be charged to pay their bills, so we do not
charge a fee to our Cardmembers when they use any of our payment channels,
including the computer or phone.

e We do not engage in double-cycle billing. We do not calculate a customer's
interest charges based on a two-month period, which can result in the customer
paying additional finance charges. Instead, we calculate interest based only on
the current billing cycle.

e  We do not actively market to college students.

Interest Rates
Recently, many have raised concemns that credit card customers have not seen the benefits
of recent rate reductions by the Federal Reserve. This is not the case for American
Express Cardmembers. As the Prime Rate falls, which normally follows any drop in the
federal funds rate, the interest rates applied to American Express variable rate credit card
accounts are reduced by an equivalent amount. Since the Federal Reserve began
reducing interest rates in September 2007:

¢ American Express has reduced interest rates on all variable rate credit cards;

e American Express has made these reductions automatically, and;

e American Express has passcd along all reductions in the Prime Rate directly to

COnSuUmers.

It is important to note that while these rate reductions have been directly passed on to
consumers, American Express’ own cost of funds has not come down at an equivalent
rate. As you know, the capital markets are experiencing considerable uncertainty, which
has had an impact on the cost of commercial borrowing. Even for well-capitalized, A-
rated companies, like American Express, interest rate spreads are extremely high. This
means that the rate reductions American Express has passed along to consumers have

exceeded the reduction in our own cost of funds.

As I mentioned earlier, American Express will not increase an individual Cardmember’s

interest rate based on their performance with other lenders, or based on a change in our
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cost of funds. Moreover, we will not raisc a Cardmember’s interest rate because of their
performance on another American Express account. The overwhelming majority of
American Express consumer lending accounts, 94 percent, end the year with the same or

a lower interest rate than they had at the beginning of the year.

Managing Risk

American Express also manages risk by carefully monitoring the outstanding credit lincs
of our Cardmembers. While we will not incrcase a Cardmember’s interest ratc because
of their performance with other lenders, or because of information contained in a credit
report, we will use both internal and external information for purposes of managing credit
lines and to determine whether to keep an account active. For instance, if we see a
Cardholder’s credit profile rapidly deteriorating, we may take action to reduce that

customer’s credit linc as a prudent risk management step to limit our risk exposure.

Overlimit Fee Policies

There has been a lot of discussion about overlimit fees, so let me take a moment to
cxplain our policies in this area. First, we offer a number of products that do not have
overlimit fees, including our Charge Card and credit cards like Clear and One. For other
American Express cards, we charge an overlimit fee only if the account exceeds its
established credit line at the end of the billing period. If an account goes overlimit during
the billing period, but a payment is made that brings the balance under the limit before
the end of the billing period, we do not charge an overlimit fec. Many customers who
cxceed their credit line will make payments during the month that will bring them below
their limit prior to the end of the month. Our policy differs from other card issuers who
may charge customers a fee when they exceed their credit limit at any point within a

monthly billing period.

We also review Cardmember accounts when they exceed their limit to determine if, from
an underwriting perspective, it would be appropriate to raise their limit (and avoid an
overlimit fec). In addition, we also offer free account alerts, which notify Cardmembers

when they are approaching their credit limit to help them avoid overlimit fees. Only a
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very small percentage of American Express accounts are overlimit in a given month, and

because of our policies, these customers are not assessed a fee in most cases.

Billing Statements and Payment Processing

We recognize that the Subcommittee has heard complaints about the timeliness of billing
statements and the prompt crediting of customer payments. At American Express, our
goal is to make payment as casy as possible for our Cardmembers through whatever
payment channel is most convenient for them. Today, over 60 percent of our custormner
payments are made clectronically. In addition, our Cardmembers are increasingly using
our website. We receive more than a million site visits a day on average from

Cardmembers who are managing their accounts online.

American Express offers — free of charge — a number of alternative payment channels to
our Cardmembers, including pay-by-phone and pay-by-computer. If a Cardmember
chooses to pay by mail, their payment will be directed to the closest of our regional

remittance centers to speed the process of crediting payments.

American Express maintains stringent standards to ensure billing statements are mailed
promptly. Currently, approximately 99.5% of American Express billing statements are
mailed within threc days of the end of the billing period, with the remainder mailed
within the next two days. We produce on average 750,000 Cardmember billing
statements per day, or 280 million consumer statements annually. Our goal is to produce
statements and place them in the mail as quickly as possible to help facilitate timely

consumer payments.

We have a USPS Detached Mail Unit with dedicated Postal Service employees onsite at
our mail production facility. Mail is picked up 12 times daily (including weekends) and
is booked on the first available flights using the USPS Postal One system. This system

enables us to place mail on planes promptly and efficiently.
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The payment due date for American Express credit cards is set at the product level. The
due date for a given product is calculated in the same manner each month and is between
20 - 25 days after the closing date of the billing period, depending on the credit card
product. Payment due dates do not change whether a Cardmember carries a balance or
pays in full each month. We do not think it is appropriate to adjust a consumer’s

payment due date based on their payment behavior.

We also make statements available online within 48 hours of the cnd of the billing cycle,
and we offer Cardmembers the option of being notified via e-mail that their statement is
available online. We allow Cardmembers to choose their payment due date, and we offer

account alerts to remind our customers when a payment due date is approaching.

H.R. 5244, the Credit Cardholders’ Bill of Rights

Let me now turn to H.R. 5244. We appreciate the opportunity to comment on the Credit
Cardholders’ Bill of Rights Act. American Express supports the objectives of this
legislation to empower consumcrs to make informed decisions about their credit card

accounts through improved notice and enhanced choice.

We support many of the policies reflected in this legislation. Consumers should have
additional tools to manage their accounts, such as allowing them to opt-out from
exceeding their credit limit if they would like to do so. We believe that limiting the
number of overlimit fees and assessing a fee only if the account is over the limit at the

end of the billing cycle are sensible policy recommendations.

Most importantly, we believe that addressing the practice of increasing interest rates for
any reason other than the consumer’s behavior on the account in question would go a
long way toward resolving most of the concerns expressed by consumers who have seen

their interest rate increasc because of developments not related to that particular account.

While we support the objectives of this legislation, American Express is concerned about

several specific provisions contained in this bill that could negatively impact consumers,
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particularly at a time when lenders are already tightening underwriting standards due to

market conditions. Let me briefly describe these concerns.

Advance Notice of All Interest Rate Increases

As currently drafted, H.R. 5244 would require a 45-day advance notice and an additional
90-day opt-out period for any rate increase on a credit card account. The bill treats all
rate increases uniformly, whether the rate increase was triggered by a missed payment
with a third party (e.g. another lender or a utility) or becausc a consumer failed to make a

payment on the account in question.

The impact of this provision would be to delay card issuers from re-pricing for risk at the
time that risk has become readily apparent, thus requiring them to account for that risk in
other ways, such as by pricing accounts higher at the outset. It would also reduce
incentives for consumers to make timely payments. For example, consumers could run
up a balance on their account, make no subsequent payments, and still avoid a rate
increasc on the account by exercising their right to opt-out. Consumers who pay their
bills on time should be protected from arbitrary rate increases. At the same time,
consumers who fail to make timely payments on their accounts should be charged an
interest rate commensurate with their increased risk profile. There must be shared

responsibility and accountability by both the issuer and consumer.

We believe that the legislation should be revised to distinguish between rate increases
triggered by a missed payment with another lender or a decrease in a credit score, and a
higher APR that is triggered because the consumer failed to pay as agreed on the account
in question. Research has consistently shown that most consumers agree that a rate
increase based on their performance on the account in question should be treated
differently than any other rate increase. Interest rate increases triggered by the
customer’s performance on the account in question should not be subject to a 45-day
advance notice and an opt-out requirement. However, in circumstances where the rate
increase results from reasons not related to the specific account in question, we believe it

is appropriate to have advance notice and an opt-out.

10
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As we discuss later in our testimony, advance notice and an opt-out should also apply to
any terms change that an issuer may make to the account agreement, in lieu of a complete
prohibition on “any time for any reason” terms changes as currently contemplated in the

legislation.

If these changes were to be incorporated, they would create a strong incentive for issuers
to be more transparent in both their pricing and disclosures, which would go a long way

in helping consumers better manage their use of credit.

l Payment Hierarchy

H.R. 5244 would require credit card companies to allocate consumer payments on a “pro-
rata” basis in the event a consumer has two or more different interest rates that apply to
balances on the account. We believe this provision would ultimately have a negative
impact on consumers because it would undermine the economics that cnable credit card
issuers to provide promotional and other low-rate offers, which can reduce a consumer’s
overall effective interest rate. We think it is critical to preserve the ability of issuers to

continue making promotional offers to consumers.

Credit card users may carry balances that are subject to different APRs. For example,
there may be one APR for purchases, another for cash advances, a third for low-rate
introductory offers or for balances transferred from other cards. Card issuers typically
allocate payments on these accounts so that lower-APR balances are paid off first. The
ability to utilize promotional offers to move higher-rate balances to another card, with a
much lower initia] rate, bencfits consumers and enables them to substantially lower their

overall effective interest rate.

Our research has shown that consumers can significantly reduce their overall effective
interest rate, often by several percentage points, by taking advantage of low-rate
promotional offers. This benefit is greater for the many consumers who are transferring

balances from higher rate loans with other lenders. In addition, our data show that

11
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consumers who take advantage of promotional or balance transfer offers pay down their

accounts at a faster rate and exhibit lower delinquency rates than our average customer.

If this method of repayment is set in law, issuers will be less likely to make promotional
offers to consumers. Many issuers have already curtailed balance transfer and other
promotional offers in light of the current economic environment, and this legislation
would likely accelerate that trend. Ultimately, this will place consumers at a significant
disadvantage, by limiting the options of consumers who want to switch among credit card
products. Impacting a consumer’s ability to change among card products would leave
them with fewer options, if they decide the terms of their current credit card are no longer

favorable to them.

“Any Time, Any Reason” Contract Changes

H.R. 5244 would prohibit changes to a contractual agreement “at any time for any
reason,” unless the specific reasons for the change were clearly specified in the original
cardholder agreement. It is unclear that this requirement would lead to any meaningful
benefit for the consumer. For example, a lender might comply by including an
cxhaustive list of reasons that could cause the terms of the account to change, even if the
chance of implementing those changes was remote. It is questionable whether consumers
would sce any benefit from such detailed and lengthy disclosures. In addition, this could
impede current efforts to simplify credit card disclosures, thereby undermining the intent

of the Federal Reserve’s recent Regulation Z proposals.

Moreover, if an issuer did not disclose the reasons why an account could change as part
of the original cardholder agreement, it would be prohibited from ever changing the terms
of the account, even if the change would benefit cardholders. An example would be a

change in terms to provide enhanced rewards for a certain card product.
We believe a better alternative would be to require advance notice of any terms change to

the account, similar to what is being proposed by the Federal Reserve Board, and allow

consumers the choice to opt-out of any terms change by canceling their card and paying

12
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off any balances under the existing terms and conditions. This would empower

consumers to make informed decisions about how to use their credit card accounts.

Billing Practices

H.R. 5244 mandates that all credit card consumers be given a statutory 25-day grace
period. While the provision is intended to provide consumers more time to receive and
pay their bills, it does not address underlying concerns about facilitating timely consumer
payments. The practical effect would be to give consumers who pay in full each month
an additional period of time for which they reccive an interest free loan at the expense of
consumers who revolve each month. Revolvers would likely pay additional interest as

they continue to revolve a balance for those additional days.

Many consumer complaints in this area would be resolved by addressing the issue of due
dates that are adjusted based on whether the consumer revolves a balance or pays in full.
Our view is that due dates should remain constant regardless of how borrowers choose to

use their accounts.

We also believe that more consideration should be given to encouraging issuers to offer
at no-charge to consumers on-line statements that are available well in advance of the due
date, to provide the option of making payments on-line or via telephone at no charge to
the consumer, and to offer e-mail account alerts notifying consumers when their payment

due date is nearing.

LAdditional Comments

It is also worth noting that there are a number of technical concems with the legislation.
For example, the legislation seeks to ban the practice of double-cycle billing, but the
definition included in the bill would go well beyond addressing that specific practice.

The bill, as drafted, would prohibit the use of the “avcrage daily balance” method of
calculating finance charges. The provision would force all issuers, even those who do not

engage in double cycle billing, to drastically redesign the terms by which interest free

13
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periods are extended to consumers, or in extreme cases, to avoid the provision altogether

by ceasing to offer interest-free periods.

Conclusion

As I conclude my testimony, I hope I have demonstrated what is distinctive about
American Express. We are committed to providing exceptional service to our
Cardmembers. We operate a unique spend-centric business model. And, we demonstrate
an unwavering commitment to providing choice and clarity through our products and
services, our consumer education, and our busincss practices. I also want to emphasize
that any legislation should focus on preserving consumer access to credit, enhancing

choice in the marketplace, and cnsuring accountability for both issucrs and consumers.

I can’t leave today without sharing a few words from somc of our Cardmembers who

recognize the uniqueness of American Express:

“The only company that dealt with me humanely, morally, ethically and
reasonably was American Express. When I informed them that he [my former
husband] was not a legal signature on my card, all charges made by him were
wiped off my record. Just like that. . .This action ccrtainly allowed my small
family to survive very hard timcs. Without it we couldn’t have eaten many days.
I continue to be grateful 20 years later.”

--customer letter

“I would like to take this opportunity to thank you for your recent letter . . .As you
can tell by our payment history of this account, we make it a practice to pay bills
on time. This was not an oversight, but a situation beyond my control. Our
daughter, who is away at school, became very ill. To make a long story short, a
misdiagnosed appendicitis resulted in two hospital stays and two surgeries for her
and I was away from home over threc weeks in order to be with her. Of course,
all my bills were at home, so they were all late this month. I wanted to let you
know that American Express is the only company that contacted us and provided
us this excusal. Again, I appreciate it.”

--customer letter

“My wife and I have been Gold Card members for some 30 years. Our
experience with American Express has been outstanding. During the past year we
have had an extremely unfortunate experience. Our forty year old son was in an

14
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accident in Thajland and remains in a coma in a hospital in Bangkok. My wife
and I have spent nine of the past twelve months at his bedside. . .Mrs. Sirivan
Rogers, a customer service representative, went to extraordinary measures to
assist us. . . Regardless of what issue 1 posed — and there were many, she extended
herself beyond anyone’s expectations. . .She visited our son in the hospital, sent
him flowers . . . she arranged for us to use our card for expenses up to $50,000
and arranged systematically for us to make a payment by phone from Bangkok.
We have encountered numerous administrative, legal, immigration and financial
challenges and whenever 1 contacted Mrs. Rogers she was there with charm and
an expedient resolve.”

--customer letter

I have been with American Express for almost 28 years, and our products, our
commitment to our customers, and stories like these are why I am proud of every one of

those years.

Chairwoman Maloney, Ranking Member Biggert, and members of the Subcommittee,
American Express wants to play a constructive role in this process and hopes that any
new policies will enhance clarity and choice for the consumer, without imposing
regulation that will undermine competitiveness and choice in the markect. Thank you for
the opportunity to testify today, and I would be happy to answer any questions you may

have.

15
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Appendix

1. “Get Off to the Right Start,” a quick-reference guide for new Blue from American
Express® Credit Card Accounts

2. “Be Smart About Credit: Tips for Using Your American Express Card”
3. “Credit Cards: What You Need to Know”
4. “Families and Credit Cards”

5. Individual Customer Testimonials
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BE SMART ABOUT CREDIT
16 TIPS FOR MAKING THE MOST OF YOUR AMERICAN EXPRESS CARD

1. Choose the Card that’s right for you. Think about the features that are important to
vou so you don’t pay for features you won’t use. Consider fees, rewards and inferest
rates. We offer a choice of products designed to meet specific customer needs, from
charge cards with rich rewards, no pre-set spending limits and annuat fees, to credit cards
with no fees at all. See our helpful Card Finder.

2. Take the time to understand your terms and conditions. By signing up for a Card,
you agree fo adhere to the terms of the account. If you don’t, there are penalties. This
ensures that customers who adhere to the terms of their account aren’t subsidizing those
who don’t. Te help you understand the terms and conditions of your credit card, read
Credit Cards; What You Need to Know.

3. Pay your bill on time to aveid late fees and higher interest rates. Paying late can
be costly. Note your payment due date. You should also know that American Express

will not raise your interest rate or assess fees based on your payment history with other

companics,

4. Make payments electronically or by phone, free of charge. It's fast and avoids the
time and expense of mail. Sign Up to Pay Your Bill Online. (Note: You'll be prompted to fog
in to your account first.}

5. Pay more than the minimum due to pay off vour balance more quickly and
reduce interest charges. By paying only the minimum due every month you will add to
the amount of interest vou pay over time. This means you’ll end up paying more for your
purchases.

6. Pay your balance in full each month by the payment due date to take advantage
of an interest-free grace period on purchases. Unlike cash or debit cards, using a
credit card to make purchases and paying your balance in full cach month gives you an
interest-free, unsecured loan.

7. Use free alerts o manage your accounts via e-mail or phone. You can sign up for
alerts to let you know your payment due date, that your payment has been received, if
there is Irregular activity on your account, to provide an update on your balance, and to
track spending. Sign Up for Account Alerts (Note: Youw'll be prompted to log in to your account
first.)

You can also sign up to receive your statement online as soon as it’s issued ~ free of
charge. Sign Up for Online Statements (Note: You'll be prompted to log in to your account first.}

8. Know your credit limit and don’t exceed it to avoid ever-limit fees and higher
interest rates. (See above tip to sign up for alerts to let vou know when you are nearing
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your credit limit.) Over-limit fees and default-tier interest rates will add to the total
amount you end up paying for purchases.

9. Know the terms of special offers. Balance transfers and introductory offers can
come with lower interest rates for a set period of time.  Payments you make while taking
advantage of low-rate offers will first be applied to balances carrving the lowest rates.

10. Rest assured that vou ave never Hable for frandulent charges on your statement.
You can check your bill oniine for additional detail on any charges vou don’t recognize.
Then, simply contact us if you notice any unauthorized charges. Log In to Your Account.

Note: These tips are applicable to all American Express-issued Cards in the U.S.
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1) Name

Card Type

Member Since

Story : Back in the mid 1980's, my husband was perhaps not the best choice
of life partners. In the end, he took the credit cards in my wallet without my knowledge and
charged a large amount in purchases, which he then returned for cash and disappeared. This left
me with a 2 year old, a newborn, and no one to watch the kids. We had been making ends meet
by managing apartments, providing us with a ‘free’ apartment and allowing 'daddy’ to stay home
with the girls while | worked my Unwversity job to provide heaith benefits and cash for us all.
When he left, he also took the month's rental payments from 2 apartment buitdings, so the girls
and | were out on the street. (My state was a community property state so we were BOTH
equally responsible for those rent monies, even though his was a criminal act.)

He had applied for and receiv card in my name that | didn't even know existed, so of
course | had never signed it. id not care that the card was obtained through fraud and
continued to press me to repay nis charges. Although my other cards (local businesses and gas
cards primarily) were legal cards, those providers also did not care about the circumstances and
continued to press me to pay what | did not have. | felt the right thing for them to do would have
been to report his actions to the police and foliow through on criminal charges, though they didn'
care about morality - just the easiest way to recover their funds.

At that time ! was taking home $810 a month, daycare was $410 and rent on the tiny house we
found - sans utilities - was $350. The remaining $50 was supposed to feed the 3 of us, pay
utifities, transportation, medical costs - everything else! { made $10 too much for any assistance
of any kind - even food stamps. | COULD NOT PAY ANYTHING to any of these creditors. | was
forced to file bankruptcy with NO debts of my own making.

The ONLY company that dealt with me humanely, morally, ethically, and reasonably was
American Express. When ! informed them that he was not a legal signature on my card, all
charges made by him were wiped off my record. Just like that. No threats, no demand letters, no
collection calls, no lawyers. And no negative report against my credit history.

This action certainly allowed my small family to survive very hard times. Without it we couldn't
have eaten many days. | continue to be grateful 20 years later.

Not every card holder uses it for travel expenses, vacations, boats and luxuries. NO every card
holder cares that they could get funds in any foreign country or that they could stay in a nicer
lounge in some airports. Some of us rely on the card for necessities only, and to get past rough
financial times. Some of us use it to survive.

My girls are now in their 20's, and | am sincere when | say my American Express card allowed
them to get there. They were the only creditor that demonstrated true humanity - not to mention
followed their own written contract with me!

{ realize this isn't the ‘usual’ letter you get in support of AmEx, however, it just may be the most
sincere! thanks again for showing me that big business CAN succeed with heart
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Mr. Jud Linville

American Express

777 American Express Expressway
Ft. Lauderdale, FL 33337-0001

Dear Mr. Linville,

[ would like to take this opportunity to thank you for your recent letter dated Qctober 29,
2007 (enclosed). I appreciate this kind gesture.

As you can tell by our payment history of this account, we make it a practice to pay bills
on time. This was not an oversight, but a situation beyond my control. Our daughter, who
is away at school, became very ill. To make a long story short, a misdiagnosed
appendicitis resulted in two hospital stays and two surgeries for her and I was away from
home for over three weeks in order to be with her. Of eourse, all my bills were at home,
so they were all late this month. ] want to let yon know that Ameripan Express s the only
company that contacted us and provided this excusal. Again, I appreciate it.

T ou for your consideration.
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Ameriian Express
777 American Expressway
Ft. Lauderdale, FL 33337-0001

Saint Louis, MO

QOctober 29, 2007
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We understand that life can get busy and somelimes even everyday things can shp through the 3
You may not hav, jced, but you were recently late on a payment on your
account ending in “This typically would have resulted in a Jate fee and an .

However, we greatly value your membership and, upon careful review of your account, we have
decided fo grant a one time late fee exception and will not be increasing your APR as a result of
your late payment,

We want you o continue to enjoy the same greal benefits you receive today. Remember to make all
your future payments by the payment due date on your monthly billing statement and to follow the
terms in your Cardmember Agreement. This way, you will always avoid late fees and APR increases due
to late payment.

In order to help you pay on time, American Express provides two great tools to make monthly
payments hassle-free:

¢ Make your payments on-fine from virtually any location at americanexpress.com/payonline or
by phone at i-800-472-9297.

¢  Get nolified when your payment is due by signing up for automaltic fext message alerts or
e-mail statement aler(s al americanexpress.com/aler(s.

Please do not hesitate to call us if you have any questions. You can always reach us by calling the
number on the back of your Card.

Your membership is important to us. We thank you and look forward 1o serving you in the future.

Sincerely,

Jud Linville
President, Consumer Cards
Mermber Since 1989
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Email:

Mr. A. Kelly,C.E.O. )
American Express, Executive offices,
200 Vessy Street,

New York, New York, 10285-4900

November 24, 2007

Dear Mr. Kelly:
subject: A letter of appreciation

My wife and I have been Gold Card members for some 30 years.
our experience with American Express has been outstanding.

During the past year we have had an extremely unfortunate
experience. our forty year old son was in an accident 1in
Thailand and today remains in a coma in a hospital in Bangkok. My
wife and I have spent nine of the past twelve months at his
bedside.

we arrived in Bangkok with adequate cash but quickly found
out the urgent medical needs and costs were far beyond the cash
we had in hand. wWe went to your Ari/Bangkok office and met the
most remarkable woman.

Mrs. Sirivan Rogers, a Customer Service Representative, went
to extraordinary measures to assist us. She involved her
manager, Ms. panchita Suansilpphong, in our plight. The two of
them could not do enough for us. Throughout the nine month
sojurn, Ms. Rogers ca1?ed my wife and me every week to ask how
she could help. Regardless of what issue I posed--and there were
many, she extended herself beyond anyone's expectation. She
visited our son in the hospital, sent him flowers, called us
before she left on vacation to give us a substitute contact and
offered the services of a friend to bring us things from the U.s.
More importantly, she arranged for us to use our card for
expenses up to $50,000 and arranged systematically every month
for us to make a payment by phone from Bangkok. We have
encountered numerous administrative, legal, immigration and
financial challenges and whenever I contacted Mrs. Rogers she was
there with charm and an expedient resolve.

personally, I have had a 45 year career as an H.R. .
executive--I have never met an employee as dedicated and service
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oriented as Mrs. Rogers. Whatever your finest employee
recognition award is, she deserves multiples.

I would be thrilled to speak to anyone or write to anyone 1in
a testimony to her incredible dedication to service. I wish your
company motto could read: "American Express don't Teave home
witﬁout it or Mrs. Rogers”. Make her your star performer in
Asia--she deserves 1it.

Thank you for employing such exemplary people in your world
of service.

Sincerely yours,
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Smoke and Mirrors

The need to protect consumers from the
deceptive practices of the credit card industry

Testimony of

Consumer Action

Linda Sherry
Director, National Priorities

Before
The House Subcommittee on Financial Institutions and Consumer Credit

The Honorable Carolyn Maloney, Chair

Legislative Hearing on H.R. 5244,
The Credit Cardholders’ Bill of Rights:
Providing New Protections for Consumers

April 17, 2008
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Consumer Action
www.consumer-action.org

PO Box 70037 221 Main St, Suite 480 523 W. Sixth St., Suite 1105
Washington, DC 20024 San Francisco, CA 94105 Los Angeles, CA 90014
202-544-3088 415-777-9648 213-624-4631

THE NEED TO PROTECT CONSUMERS FROM THE
DECEPTIVE PRACTICES OF THE CREDIT CARD INDUSTRY

H.R. 5244, “The Credit Cardholders’ Bill of Rights™ takes aim at many of the
unfriendly—even abusive—practices of the card industry. Consumer Action' would like
to thank Rep. Carolyn Maloney, Chair of the Financial Services Subcommittee on
Financial Institutions and Consumer Credit, and her staff for their expertise in crafting
this bill.

The Honorable Mrs. Maloney, in urging her colleagues to take swift action to reform
major credit card industry abuses, rightly notes that Americans are falling decper into
debt at a particularly troubling time in the economy, when recent reports® reveal that

revolving credit, mostly credit card debt, is growing at rates not seen sincc 2001.

This means credit cardholders are sitting ducks for the repricing strategies of card issuers,
who write themselves a blank check to change rates, fees and other terms at any time, for
any reason. In the last year the justifications have becn expanded to include the
particularly nebulous “market conditions™ loophole that has already led to rate hikes at
two of the top issuers.”

In this testimony, I will present some rcasons that Consumer Action belicves this
Icgislation is so badly needed:

1) The industry continues to abruptly and unexpectedly change the terms of existing
cardholder agrecments, often leaving consumers with sharply increased minimum
paymients on existiug balances.

2) The industry relies on three refutable mantras about risk and access to credit in its
attempts to block substantive regulations, which despite excelient
counterarguments, have taken on a life of their own.

* Consumer Action (www.consumer-action.org) is a national non-profit consumer education and advocacy
organization founded in San Francisco in 1971. Consumer Action serves its members and individuals and
community-based organizations nationwide by advancing consumer rights, referring consumers to
complaint-handling agencies and publishing educational materials.

2 “February Debt,” Michael McKinstryCardTrak.com, Wed, April 9, 2008,
http://www.cardtrak.com/news/2008/04/09/feb_debt

“Some Debt Trends Are Good. This Isn’t One of Them,” Floyd Norris, New York Times, Jan. 12, 2008,
http://www.nytimes.com/2008/01/12/business/12charts.htm!i

3 “Fed cuts rates for banks; banks hike credit rates,” David Lazarus, Feb. 12, 2008, Fresno Bee
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3) The industry is unwilling to provide detailed information about how it does
business.

The Maloney bill would limit some of the most unfair and deceptive tactics used by the
industry including universal default, “any-time, any-reason” rate changes, retroactive

application of interest rates for credit-based repricing, and it would guarantee rights to a
fixed credit limit that cannot be increased and a meaningful opt-out when terms change.

Issuers keep finding new and creative ways to increase the costs that credit cardholders
pay. Yet consumers can’t just walk away and find an issuer with fairer terms, cven if their
credit history is okay, because the dominant issuers have ncarly identical terms. Today, a
handful of issuers control over 80 percent of the cards. In 1990, the Top 10 issuers held
56.5 percent of the market. By 2004, the Top 10 market share leaped to an estimated 89.5
percent.* This lack of consumer choicc is a primary reason why substantive regulation,
such as “The Credit Cardholders Bill of Rights” is so important.

As I was writing testimony for today’s hearing, I paged through dozens of recent credit
card complaints received by Consumer Action. On average, in the past year, Consumer
Action received two credit card complaints per day. The consumers who reach out to
Consumer Action are desperate; many have already contacted the companies and
regulators about their grievances and have gotten nowhere.

Thirteen years after I joined the Consumer Action staff and began to advocate for the
rights of credit card holders, I am dumbfounded that consumers’ complaints about
abusive credit card tactics continue. Their common voice gains volume in an unflagging
litany of unfairness, while nothing is done to protcct them.

When will our Ieaders in Congress enact strong federal regulation to protect consumers
from abusive practices and force the eredit card industry to drop its bait-and-switch
tactics? Such protection is way overdue. We should not sit by as the industry lures people
in at unsustainably low interest rates just to jack up the rates a couple months later, all the
while exposing cardholders to even higher, punishing rates if, heaven forbid, they pay
one day late.

Consumer Action’s complaint database shows there is no wiggle room for cardholders.
No concessions are given. People are told, “We can change your interest rate and terms at
any time for no reason.” A cardholder tells us she has paid $14,000 in interest and fees on
a credit limit of $6,000, and she still owes $11,000 and change. We flinch when a
legitimate dispute over billing favors the merchant and leaves a consumer holding the bag
for defective, potentially unsafe tires for the family car. We cringe at a story about late
fees and interest piled on a zero balance card to which an automatic charge was added
without the cardholder’s knowledge while she was stationed overseas.®

* “For credit card issuers, there’s plenty of room at the top,” June 6, 2006, Jeremy Simon, CreditCards.com,
http:/fwww.creditcards.com/For-Issuers- Theres-Plenty-of-Room-at-the-Top.php

® These are actual examples taken from recent consumer complaints received by Consumer Action
(wWww.consumer-action.org).
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We believe the issuers when they say revolving credit is a risky business. It is risky for
cardholders as well as card issucrs—yet that business remains immensely profitable.’ The
risk should be to the banks that offer revolving credit-—not to individuals who are granted
credit and attempt to follow rules written in disappearing ink.

Changing the rules in mid-game

“Any time, any reason” repricing needs to go. HR 5244 would prohibit companics from
arbitrarily changing contract terms.

Consumers are taking on more debt, which makes them more vulnerable to the repricing
tricks of the industry. Consumers may reasonably ask, “What exactly are we buying?”
Shoppers’ expectation that prices will be honored does not hold up in the credit card
world.

When cardholders accept the offered price they don’t know how “market conditions™ will
change and impact the cost of carrying the balances they took on at a lower interest rate.
Consumers should not need a crystal ball when they enter a contract.

Consumer Action last week reviewed online disclosures at five top credit card lenders,
Bank of America, Chase, Citi, American Express and Capital One. All write themselves a
blank check to change rates, although Citi will not make changes for two years, at which
time it will assess “market conditions” in evaluating the account. This is comforting!

Some of the following disclaimers are so broad they seem comic. But given the damage
wreaked on struggling families, this is not a laughing matter. (In these examples, boldface
emphasis is added by Consumer Action to assist the reader.)

Bank of America’ states: Account and Agreement terms are not guaranteed for any
period of time; all terms, including the APRs and fees, may change in accordance
with the Agreement and applicable law. We may change them based on information
in your credit report, market conditions, business strategies, or for any reason.

Chase® states: Rates, fees, and terms may change: We reserve the right to change the
account terms (including the APRs) at any time for any reason, in addition to APR
increases that may occur for failure to comply with the terms of your account. The

8 “Credit Card Issuers Profits Grew,” Ellen Cannon, Bankrate.com, Jan. 9, 2008

Credit card issuers earned $90.1 billion from interest charged to cardholders (up from $89.4 billion in
2005). They earned $55.2 billion from fees (up from 854.8 billion in '05). The net pretax profit was $36.8
billion, up from 835.7 billion in '05. (http://www.bankrate.com/yho/story_content.asp?story _uid=20776)

7 Bank of America web site, April 11, 2008.
http://www.bankofamerica.comv/creditcards/index.cfm?context_id=marketing_detail&offer_id=ECOMMO09
08APIN040080012201 1EN00O&Ieft_hig=all_cards

8 Chase web site, April 11, 2008,

https://app.firstusa.convICAppServlet?SPID=BLNS&PID=none& CELL=66rs& AFFID=8& CLICK =&CID=
&PROMO=DFO01#
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APRs for this offer are not guaranteed; APRs may change to higher APRs, fixed
APRs may change to variable APRs, or variable APRs may change to fixed APRs.
Any changes will be in accordance with your account agreement.

Citi® states: When can we change the rates, fees, and terms of your card agreement?
We will not voluntarily increase your rates and fees or change other terms of your
card agreement until your card expires, typically in two years. At that time, we will
review your credit history and general market conditions. [f we decide to make
changes after our review, you will receive advance notice and a right to opt out. If
you opt out, we will close your account. You can then pay the remaining balance
under the old rates, fees, and terms. Of course this paragraph does not apply to the
automatic default APR and Prime Rate changes. It also does not apply to changes
required by law, our regulators, or our network providers.

American Express10 states: The terms of your account, including APRs, are subject to
change. The APRs for this offer are not guaranteed; APRs may change to higher
APRs, fixed APRs may change to variable APRs, or variable APRs may change to
fixed APRs. We may change the terms (including APRs) at any time for any reason,
in addition to APR increases for failure to comply with the terms of your account. Any
changes will be in accordance with your Cardmember Agreement.

Capital One'! states: Can You Increase My APRs? Your APRs can increase to the
Default APR if your payment is received late (3 or more days after your payment due
date) twice within any 12 billing periods. If we increase your APRs for late payments,
we will return you to your prior APRs if you make at least the minimum payment on
time for 12 consecutive billing periods. In the future, we may increase your APRs if
market conditions change. If we increase your APRs for any reason other than if you
paid late as disclosed above, we will notify you in writing of your options in advance,
including the right to opt out.

Many of the disclosures outlined above refer to a cardholder agreement, or contract. It
remains a fundamental unfaimess that credit card issuers do not supply the full contract
terms until after the consumer has applied for and received the card. Therefore pre-
application solicitation disclosures that state all changes are in accordance with
cardholder agreements are meaningless.

? Citicards web site:

https://www.accountonline.com/ACQ/Display Terms?sc=4DNZ18 A73000000000 W &app=UNSOL &siteld
=cb&langld=en&BUS_TYP_CD=CONSUMER&DOWNSELL_LEVEL=2&BALCON_SC=&B=M&DO
WNSELL_BRANDS=M,M,&DownseilSourceCode1=4DNZ28E73000000000W &B1=M&DownsellSourc
¢Code2=4DNZ38C73000000000W & B2=M&=t&uc=2]9&productConld=BM4DNZ 1

!0 American Express web site, April 11, 2008
https://www201.americanexpress.com/cards/Applyfserviet?csi=29/24000/b/10/3384663335/338033120336
20/n&from=0& mgmID-=undefined

¥ Capital One web site , April 11, 2008
http://www.capitalone.com/creditcards/products/10415/14/disclosures.php?linkid=WWW_Z Z vl CP415
14 D3 01 _T_CP41514D
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In-house universal default

In this era of large conglomerate financial services institutions, many companies assess
customer risk across the entire suite of products they offer. This is a little known risk
assessment tool that could be called “in-house universal default.”

For instancc, a consumer with a checking, mortgage and credit card from the same
institution is placed in an especially precarious position. While many card issuers say
they do not use risk-based pricing based on how their customers perform at other
financial institutions (universal default), they do in fact look at all the customer
relationships under their own umbrellas.

A consumer who bounced a check or paid their mortgage late on other in-house accounts
could get hit with an interest rate hike. This is a clear downside to the oft-touted
convenience of having all of your financial services at one institution.

Arguments against regulation

As we fight for the rights of credit cardholders, we continually hear three dubious
messages from the industry and its hired consultants:

* The cross subsidization inherent in risk-based pricing benefits creditworthy
consumers through lower prices.

* Regulation and legislation would limit access to credit cards for low-income
households.

* Risk based pricing deters trresponsible credit use (“moral hazard” argument).

These theories have been countered in research by respected academics including Adam
J. Levitin, Cathy Lesser Mansfield and Lawrence M. Ausubel. Some of these research
papers have been entered into the public record at previous hearings before this
subcommittee.

Ausubel*® has developed an cconomic model that appears to show that even under robust
competition and “perfectly optimizing behavior” by consumers, universal default clauses
may result in penalty interest rates exceeding the enhanced risk faced by the issuers (i.e.
opportunistic pricing). He notes that universal default may tend to increase the difficulty
for consumers to emerge from debt without serious defaults or bankruptcy. (Default and
bankruptcy drive up costs for all cardholders.)

12 Lawrence M. Ausubel: “Penalty Interest Rates, Universal Default, and the Common Pool Problem of
Credit Card Debt” (Preliminary paper, jointly authored with Amanda E. Dawsey of the University of
Montana)
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Mansfield in her commentary™ on credit card usc among low-income consumers argues
that even if credit card companies were forced to reduce charges, they couid still turn a
respectable profit because many low-income consumers need and use cards to pay off
balances over time, which generates interest income. She also notes that anti-predatory
lending rcgulation at the state level has not decimated the market for affordable loan
products.

Levitin refutes the moral hazard argument14 in his critique'® of an American Bankers
Association paper, which predictably concluded that there is no basis for credit card price
structure regulation. He counters that the moral hazard argument is flawed because
issuers often determine credit risk by factors that are out of consumer control and that are
possibly inaccurate to begin with. Levitin notes: “A consumer simply cannot know
whether opening up an additional line of credit will result in a higher interest rate or not
under unilatcral term change provisions.” You can’t game the system if you don’t know
the rules.

Lack of transparency

Credit card companics are aggressively hawking their products while withholding
answers that could help card users make wiser choices about the cost of credit.

What do we really know about the credit card industry? It’s difficult enough to find
accurate pricing information, especially when faced with “any time, any reason” contract
loopholes. We know little about how the industry makes its profits: Which proportions of
its vigorous profit comes from interest on revolving balances, interchange fces, penalty
interest rates or penalty fees? We just don’t know.

When the U.S. General Accountability Office (GAO) conducted a study of the credit card
industry in 2006, it stated that it was not able to accurately dctermine the extent to which
penalty interest and fee charges are contributing to card issuer revenues and profits,
because limited information is available from publicly disclosed financial information
and the issuers told the GAO that their systems could not provide this information in
detail.

HR 5244 would require more detailed data collection by the Federal Reserve about credit
card pricing. Like other researchers in the field, we would welecome such public
information.

13 Cathy Lesser Mansfield: “A Commentary on Beyond Usury: A Study of Credit Card Use and Preference
Among Low-Income Consumers by Professor Angela Littwin.” Mansfield is a professor of law at Drake
University Law School in Des Moines, [owa.

! When someone does not bear the full costs of his actions, he is likely to engage in riskier behavior than
he would otherwise, and that risk-based repricing will effectively dissuade risky credit behavior.

5 Adam J. Levitin. “A Critique of the American Bankers Association's Study on Credit Card Regulation,”
2008. Available at: http://works.bepress.com/adam_levitin/4
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For more than two decades, Consumer Action regularly has examined credit card rates
and charges in order to track trends in the industry and assist consumers in comparing
cards.

During our credit card survey we call companies’ toll-free numbers posing as consumers.
This gives us insight into what people face when they call to ask questions about the cost
of credit. We believe consumers should be able to obtain clear and completc facts about
credit card rates and charges, especially before they apply for credit.

In the past two months Consumer Action has collected data for its 2008 Credit Card
Survey with the assistance of graduate and undergraduate students under the supervision
of Professor Irenc Leech at the Virginia Institute of Technology. We are surveying cards
issued by the Top Ten companies, the lowest rate cards we can find, and cards issued by
large national credit unions.

Each year it becomes more difficult to get information from credit card companies. The
answers to our survey questions often lack key details about conditions, especially thosc
relating to fees and other costs, and to the circumstances that trigger penalty measures
such as higher interest rates and reduced credit limits. Representatives often are unable to
provide cven the basic facts required by federal credit card disclosure laws.

Sheree Jones, one of the Virginia Tech students surveying on behalf of Consumer Action,
noted that most of the issucr websites lack in-depth information beyond APR and some of
the more common fecs, and that the representatives are limited in their knowledge of
terms. Questions such as, “How would you let me know if you applied a different rate to
the card?” commonly drew “don’t know” answers, noted Jones.

And not only do the representatives lack key knowledge, they are downright dismissive
and unpleasant in some cases. Jones recounts that Bank of America’s representatives
were rude when she tried to ask questions. “At first, the representative answered my
questions so fast that I could not understand what he was saying. Every time he finished
an answer he would ask if I was ready to apply for a card. When I kept asking questions,
the representative showed he did not want to answer the questions, proceeding to talk
over me as if I was not speaking. Then he just started asking me questions that related to
me applying for the credit card. As I tricd to hang up, he tried hardest to persuade me to
apply now for a credit card and would not let me off the phone, almost forcing me to
hang up.”

At Everbank, an issuer of low-rate cards, the student surveyor noted, “After being
transferred approximately five times, a representative claimed not to understand why 1
kept being transferred back and forth between customer service and the application
department. She started raising her voice, asking why I kept calling (even though I had
only called twice but had been transferred five times), why I asked so many questions,
and questioned the reason for my call.”
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This is an outrageous way to treat potential customers, who have a right to ask about the
costs associated with a credit card, in as much detail as they see fit.

The student surveyor also noted that:
* The information some credit card companies had on their websites conflicted
with what the representative said.
* Many of the cards with high fees had their information in very small print on
their web sites and that the disclosure statement [required by law] was not
easily accessible.

Credit Cardholders Bill of Rights

Before closing, I would like to bring to your attention just how important the issue of
credit card reform is to your constituents. Consumer Action provides a free online
“Take(@ction” center on its website at www.consumer-action.org. To date, in the 110"
Congress alone, 17,733 individuals have visited our site to send letters to their
Representatives and Senators asking for legislation to protect cardholders from abusive
credit card industry practices. This is a truly “hot button” issue for the people you
represent!

I thank you for your diligence in investigating credit card industry practices and I urge
you to support legislation to protect consumers who use credit cards. HR 5244 would
change the way most credit card companies do business and provide significant consumer
protections. This is a nonpartisan issue. Please work together to pass HR 5244 today.

Linda Sherry

Director, National Priorities
Consumer Action

P.O. Box 70037

Washington, DC 20024

(202) 544-3088

(270) 573-4104 fax
linda.sherry@consumer-action.org
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Page 1 of 11 4/16/2008
Madam Chair and Membets of the Subcommittee, 04/17 /2008

My name is Stephen Sttachan and I am a small business owner fesiding in York, PA. Thank you
for this opportunity to air experiences, grievances, and suggestions for inclusion to future amendments
to the Truth in Lending and Fair Credit Reporting Acts. I have been importing fresh flowers for over 27
years, acting as importer, broker, and wholesaler. The international nature of my business has required
a considerable amount of travel along with a comprehcensive knowledge and wotking understanding of
banking, finance and general procedures relevant to international trading in perishable commodities.

I have supplied a brief CV along with written testimony for yous teview. As a small business ownet, my
businesses, clients, family and I were severely impacted by dubious practices that are now loosely and
vaguely refer to as “Risk-Based-Pricing”, “Credit Scoring” and “Universal Default”, and addressed in
HR5244. My testimony is representative of similar experiences befallen and continuing to plague small
business credit card holders. During the period in which I experienced the lion’s share of lender abuse,
T was the U.S. partaer with three Australian joint ventures in CA during a 9-year tenure as an Australian
Trade representative (AUSTRADE), a partner and principal in a wholesale floral distributor in NY, and
operated my business in CA importing and disttibuting fresh floral products and commodities. It was
during this time that I was forced to cut back medical benefits, reduce hiring, and eventually shut down
businesses due to predatory abuses suffered at the hands of some lenders that effectively Icft me with
an insufficient access to wotking capital. Throughout my career, traditional financing for my flower
businesses has been elusive due to the Perishables nature. Personal ctedit limits totaled over $500,000,
and low-APR promotional offets are still teceived tegulatly, I continue to maintain a high FICO score
(782). Deficits were met by utilization of my credit as loans to my business as tequited, at affordable
rates literally unobtainable otherwise. Thad no reason to forcsee the abuses that I came to expetience.

Over a 4-year period from 2001-2004, I had ovcr 140 payable vendors to whom checks and wites
wete sent tegularly, My experiences with one vendor, Bank One/Chase , represents the sum total of
credit issues that I wrestled with then and must still deal with today. Repeated consecutive occasiotis
saw Chase Bank “computer updates” delete part of my mailing address after moving offices and
notifying Chase, At first, statements arrived as normal. I was then told by a Chase “Supetvisor” that
they were not required to send out statements. In another case, another Chase account was even
overpaid many years early after consecutive multiple APR increases, all the while receiving 3.99% “Life
of Loan” offets on the same account. I'was unable to confirm a final payoff amount and overpaid the
balance by over $700. A Chase supervisor’s comments resulted in my most favored card account being
closed, only to reopen ~16 months later, all the while offering me 3.99% on my $70,600 “closed” line.
Four credit card accounts with Chasc saw APR increases to as high as 30% on existing balances.
Litigation was the only recourse left to me in order to recover cxcess finance charges. Payments to
Chase have been posted weeks late, and in some cases, not at all. At other times, Chase credit limits
were continually adjusted downward following my balances. When a finance charge was added, I was
then pushed me over the artificial limit generating yet another fec and rate hike. On yet another
instance, a seniot Chase supervisor combined multiple accounts but dropped the total credit limit,
creating an appearance of much higher but artificially-inflated “Debt-to-Credit ratio” hence lowering
my FICO score and leading to highet APRs again. The events surrounding my Chase credit card
accounts ate unpatalleled with 139 other vendors. The only consistency that I expect has now become
punishment for following the rules. I was naive in thinking that the lenders would do the same.
Regularity of monthly rate increases became the norm. Lenders have shown themselves to be negligent
in adequately disclosing such a treacherous predisposition, and must be held accountable to sttong,
meaningful legislation. The effects of my experiences resulted in the disruption of small business
employment and personal sacrifice that still impacts me and mine daily. I offer a further detail of
negligent abuse and an explanation of what happened in the following pages of testimony.
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My contention is that the marketing, acccptance, granting, and subsequent usage of credit has
created a situation in which lenders satisfy their shateholders at the expense of American stability.
Responsible borrowers, in choosing and using seemungly generous credit card offers, get stuck between
a proverbial “rock and a hard place”. A choice between usurious 200-500% increases in APR or election
of total account closute is extortive and detrimental. Either choice negatively impacts a Cardholder’s
credit score, predominantly expressed as a “Debrro- Credit Raria”. A higher “Debt-to-Credit Ratio”
then triggers “Universal Default”. Contrary to TILA, consumers can no longer make an educated, free
choice as to which bank or what tetms to accept. Inaccurate and omitted CBR data gleaned from the
lenders themselves serve to further fuel an already caustic situation. Fundamental freedoms of choice
in lender, terms, and repayment atc a constantly shifting morass of opaque algorithms (I question
whether or not even Dr. Stephen Hawking could navigate these murky proprietaty waters!) Lenders’
powers to flagrantly abuse the system is neither disclosed in the “Schumer Box”, not subject to a free-
matket ethical influence as intended in TILA, FCRA, and FDCPA.

Major credit catd lenders have adopted virtually identical language in the Arbitration Clauses of
their Cardholder Agreements. Ithas thus become impossible for most Ametican consumets to pursue
redress or relief through court (CA being the exception). Itis difficult to challenge the Asbitration
Clause now that I reside in PA when confronted with expenses of extended litigation. The opportunity
to shed some light on such predatory practices in this and other venues promises {0 have a mote
widely-distributed and profound effect on the issuc. As proven, it is not necessary to violate any fogical
or commonly accepted definitions of “default” in order to be placed in “ Ugiversal default”, but only to
use the credit available (thus already earned, assigned, and granted). An onslanght of “Universal
Default” began in the 1990s contemporaneous with unfetteted real estate speculation. This funding, in
many cases, was made possible through the usage of “casy money” promulgated by low-APR credit
offers. Applications of Universal Default are illustrated in the following timeline detailing one account
with Chase. Other vendor accounts do not exhibit such ptedatory penalty during this or any other time.

For example, my initial credit line with another bank was $50,000 at Prime + 1% (~5% total at
the time). Iwas “rewarded” with two subsequent credit increases to $54,000. Absent of “defaults®, the
APR was increased to 20.21% tetroactively. Responsibly, I “Opted Qut” of this 400%+ increase. What
accountable adult would do otherwise? My account was closed, instantly raising my “Debt-to-Credit
Ratio”. Litigation ensued against the bank, part of a vicious cycle shared by U.S. Bank, Bank One,
Chase Bank, CitiBank, American Express, and MBNA (Bank of America) following suit. In a short
period of time, various lenders unilaterally lowered my available credit lines by ~$200,000 (~40%) in the
wake of an avalanche of “Universal Default”. My “Debt-to-Credit Ratio” then had the appearance of
higher risk due to this zrificially induced increase. MBNA appreciating my patronage by consideting
~$150,000 of payments not even reflected in my FICO score, and froze my original APR keeping a good
customer to this day. However, another account with MBNA does not even appear on my CBR.

Bank One/Chase Bank “British Airways Visa Signature”  Acct. #xxxx soox xooex 5024
Opcned ~08/06/1999 Initiat Terms: Limit $25,000 APR: 10.90%
~08/99-06/001* Revision: Combined Card Lines New Limit  $65,000

Account #3574 ($40,000) rolied in to Account #5024)
~06/13/2000 2" Revision: Combined Card Lines New Limit  $90,000
~08/00-11/02 Account #2529 ($25,000) rolled in to Account #5024 APR: 10.90%

Sep-Oct/2002 Checks not posted by Chase /All replaced with EFT's /bank wires.

No checks posted to any Chase accounts #5024/7434/1007. All replaced with EFTs.
~09/13/2002 37 Revision: $1783 Due 10/04/2002 Paid $1750, Check #6243
~09/18/2002 3a) $1750/ Chk #6243 never posted Paid $1783, Check #6251
~10/22/2002 3b)  $1783 Payment #6251 Posted APR increased to 19.99%

~09/09/2002 3¢)  $35 Late Fec Posted 1st Payment 17 days early
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~10/07 /2002 4th Revision: $1750 Due 11/02/2002 $1750 Wired #B11280922
~10/07 /2002 4a)  $1750 Wire Payment Posted APR unchanged at 19.99%
~10/08/2002 4b)  $35 Late Fee Posted Payment 25 days early
~11/25 /2002 5% Revision: $3524 Due 12/02/2002 Paid $3524, Check #6356
~11/28/2002 5a2)  $3524 Payment Posted APR unchanged at 19.99%
~04/23/2003 6™ Revision: Dectease Line $70,600 APR increased to 22.99%
~10/22/2003 6a)  Line almost exactly at balance APR variable Prime + 18.74
~06/?? /2004 7% Revision: $4014 Fin. Chg. credit APR increased to 24.99%
Wik Fyery ~03-31days: Low-APR Promo Check: $70,600 Limit @ 3.99%/Life of Loan.
~07/?? /2004 8" Revision: Account overpaid ~$719.70 credit balance
~08/16/2004 8a)  Paid Off bal. for 3,99% life promo. Credit balance $00,000.00
8/04/04-0920 8b)  Call to confitm $69,000 available  “OK after 2 days bill cycle”
~08/04/2004 8c)  Refusal to honot Conv. Check Chase Supervisor level
~08/04/2004 8d)  Personal insinuation re payoff Chase Supervisor level
~08/04/2004 8¢)  Conv. Checks blamed on Mktg.  Chase Supervisor level
~08/04/2004 9" Revision: Account closed by Chase  Rec. ~$720 credit refunded
~08/16/2004 10" Revision: $65 Annual Fee charged ~ APR increased to 25.24%
~08/04/2004 11" Rev: Unauthorized hard inquiry Account already closed.

1ta) Negative Experian data wrong FICO drop due to Inquiry?
11b)  Attempts to remove inaccurate report unsuccessful to date.

~08/05/2004 12* Revision: Unauthorized inquity #2  Account was already closed
12a) Inaccurate Experian data twice  FICO drop due to Inquiry?
~10/?2/2004 13" Revision: $65 Annual Fee refunded  APR increased to 25.49%
~12/2?/2005 14" Rev: Rec. new card 16 months later  APR increased to 28.24%
14a) New card arrival. Improved FICO with now lowered D-C Ratio
~04/7? /2006 15" Revision: Account paid in full APR increased to 28.74%
~06/?2/2006 16" Revision: Account paid in full APR increased to 28.99%
~07/??/2006 17" Revision: Account paid in full APR increased to 29.24%
~10/06/2006 18™ Revision: Account paid in full APR decreased to 28.74%
~11/06/2007 19* Revision: Account paid in full APR decreased to 28.49%
~12/2?/2007 Equifax shows account as $0 credit limit. Data reporting by Chase?
~01/06/2008 20" Revision: Account paid in full APR decreased to 28,24%

My highest total credit line was with Chase, applied for and agreed upon at APRs ranging
between ~3.99-10.90%. As balances were paid down, Chase lowered my credit limits to points virtually
skirting the remaining balances, all the while increasing the APR. I paid off a high balance yeats early
by over $700 when I was unable to confitm the final payoff amount in response to a 3.99% “Life-of-
Loan” offer simultaneons to an APR increase up to ~25%. Obviously, a locked in 3.99% offer and using
my overpaid credit balance was preferahle to a continually rising APR already running at 25%!

Before depositing that check, I called to confitm my credit balance and was told that the checks
would not be henored. 1 asked, “Why not, you send them to me every month?” (this offer came from
Chase every month even during a 16-month period when the account was supposedly closed)) 1was
told by Chase: “The ‘Matketing Department’ sends those ont”. The Chase supervisor asked me
“Where did you get the money, from another credit catd?” Frankly, I didn’t see that question as
appropriate, but gave a truthful, courteous reply anyway. After my APR climbed to ~25%, my wife and
T uscd other funds in order to halt further increases. The Chase supervisor made personal insinuations
about funds having initiated from my wife’s account and summarily closed mine! Two “hard” inquirtes
were petformed by Chase on congecutive days aftes the account was supposedly closed. Surprisingly,
about 16 months later 2 new card arrived with the same $70,600 Limit, still carrying a high default APR.
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A competitive APR with my otiginal credit line is sensible and reasonable, but any dectease of
credit limit again would be tantamount to another example of manipulation of my Debt-to-Credit
Ratio, as has alteady been witnessed, and “Universal Default” or “Risk-Based Pricing” types of
adjustments are unwarranted. Another Chase account (#8554) witnessed several instances in which
Chase “computer glitches” deleted part of my mailing address repeating a consecutive non-receipt of
statements, With all other Chase accounts, as soon as anyinstance of error was discoveted, payments
were immediate. “Universal Default” was instituted, spreading like a virus to other credit accounts.

Chase #5024 was my favored and most utilized credit card. I made use of its previous $90,000
fimit as it helped me to earn international air travel by rewarding milcs. Balances now are paid each
month or Advances/ Transfers limited to low-APR “Life of Loan”-type products. In ~2002, Chase
Banl’s “Customcs Service Representative” and “Supervisors” recommended combining individual
accounts together so as to have more efficient accounting with the equivalent roral credit line. Y had
already cxperienced an instance in which Chase actually Jowered the total credit line instead of
combining those individual card limits. The Supervisor promised me such a thing would not happen
again. Incvitably, Chase did it again. Numerous subsequent telcphone calls to that Supervisor were
futile. Previously, Chase had “rolled in” two or morc accounts with no problems. In 2002, payments
made on three sepatate Chase accounts never posted and were paid by phone. Those checks were later
voided, and have not hecn presented for payment.

While visiting a client in Sactamento, I was notified that 2 “Convenience Check” had not been
honored by Chase Bank. A few days eatlier, while still in CA, more than sufficient credit was available
on the account to accommodate the check. A “Credit Decrease” notice had been bulk-mailed out,
artiving after the check had been presented. There are instances in which I would like to avail myself
of promotional offers but Chasc and other lenders have proven themselves to be peefectly capable of
“changing the rules in the middle of the game”. It is thus difficult to exposc myself to these predatory
Ppractices again without the assurance of the sanctity and stability of the “rules”. As long as I hold up
my end of the bargain, I expect the lender to honor theirs. Chase handling of my auto loan has gone
much more smoothly than their credit card practices; after my auto loan was approved there was no
billing uncertainty. Any issues can be addressed, as was the case with MBINA #0028,

In the case of Chase #7434, 1 applied in respouse to a deep discount Dell Computer promotion.
I was declined for the card, initially so, the ~$6000 purchase was the made at the higher price. A short
time later, that very catd arrived in the mail, along with a $25,000 credit line far exceeding my original
$6000 purchase request. Chase #8554 saw consecutive “computer updates” resulted in my not having
received several statements, drastic APR increases, account closure, and ultimately, applications of
Universal Default by almost all of my credit card lenders, regardless of merit for “default”. The period
surrounding the merger of Bank One with Chase in 2004 seems to have been the petiod in which the
vast majority of my problems with them occurred. Their practices were virtually indistinguishable.

The maneuvering of credit scoring formulas as parameters of risk continually seems to slip
under the radar of Congressional and media-driven oversight. Naturally, assignment of a credit limit is
well within the bailiwick of the lendet. However, unilaterally influencing credit limits and repotting in
order to trigger application of “Universal Default” as a tool to raise finance charges is unconscionable,
unethical, only serving lenders, thus creating a subsequent windfall of profitable and cascading abusive
tactics. Omission of reporting to CBRAs has a similar impact to that of most etroneous data...raising
“Debt-to-Credit Ratio”. Fair, Isaaes Credit Organization’s (FICO) scoting platform remains a “Black
Box” and a critically over-weighted mechanism influenced to produce Jowerscores and create a sense
of “increased risk” resulting in higher APRs. Cardholders are presented with a fart accompli due to oft
unwarranted “Changes in Terms”. Forced choices of “Opting Out” or account closute victimizes
Cardholders by utilizing a hammer of Universal Default via the sleight of hand of Credit Scoring.
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Banks’ unrestrained powers of manipulation merely by lowering credit limits or omitting
accounts from reporting are not evident metrics of FICO o other scoring systems, and can not be
disputed by the consumer. As long as lending institutions stand to profit from Jower crcdit scores,
unilateral and arbizrary applications of Universal Default permit lenders to freely initiate a discretionally
capricious exploitation of “Debt-to-Credit Ratio” with no apparent or previously agreed upon thyme or
reason, Some lenders have come to “Shoot first, deny responsibility later”. It is nccessary for me to
have filed a “Consumer Statement” and “Dispute” due to a Chase credit line inaccurately listed on my
CBR. Lenders are not accountable to any as yet effective ombudsman since OCC oversight protects
corporate intetest at the expense of Ametican Cardholders. OCC participation in a landmark action
against Providian was not effectuated until an activist prosecutor, in effect, obviated OCC action.

As of April, 2008, my FICO score was ~782, statistically among the very lowest risk tiet of credit
Caxdholders, I have paid a king’s ransom due to extortive and usurious finance charges in order to
sustain a high score while still honoring other existing commitments. Post 9-11, it was necessary to
severely downsize business so as to meet ballooning finance charge payments, Medical insurance
benefit reductions, insufficient in addressing the shottfall, hurt cmployees most in need of coverage.
During slower cyclical seasons, reduced cash flow proved inadequate in meeting continually escalating
and top priotity rcpayment demands while satisfying other obligations, A distibution and logistics
warehouse opened in CA could not be amply capitalized. Hiring cutbacks of drivers and warehouse
workers were not enough, and another joint ventute in NY was closed due to budgetary constraints. In
addition to budget slashing and hiring cutbacks, personal assets werc liquidated at fire-sale prices to
address compounding finance charges; investments appreciating ~7800% in replacement value 2-3
years later. Downsizing and personal sacrifice were just not enough

I understand a contract to be just that...a legally-binding, mutually agreed-upon and established
arrangement. [ sutvived the experience, albeit worse for wear, The “800-pound gorilla” is the
relationship that exists hetween scoting/reporting agencies such as Equifax, Experian, and
TransUnion vis-a-vis lenders themsclves. Lenders practice carte blanche in influencing proprietarily
opaquc scoring algotithms. Simply raising, lowering, or omitting credit limits affects the most basic
platform of a credit score, the “Dcht-to-Credit Ratio”. To encapsulate all the credit card ordeals
relevant to this testimony and quantify direct and indirect loss in a five minute verbal testimony is
difficult, to say the least. I asscmbled a world-class collection of favestment grade vintage guitats. To
meet escalating demands of credit card lenders, it became necessaty to vety prematurely sell this
investment in order to address an ever-worsening situation. In 2-3 years, the actual market replacement
value of that investment appreciated to over $2 million but was liquidated for a fraction of its worth.

Qver the past several years, credit card lenders have launched marketing campaigas directly
targeting smali-business owners as “Business Lines of Credit”. These ersatz “Business” lines are
underwtitten by the personal guarangee of the applicant(s), and report to CBRAs by referencing the
Social Security Number. The type of entity often not matter. Specific demogsaphics of high school and
college-level students are target-marketed in record numbers. Lenders appear to be “priming the
pump” for the next round of Universal Default and “potential prey,” regardless of “Risk-Based Pricing”
ot whatever label is used this time around. Waters are muddied by the terms “Business” and Petsonal”
as millions of small, closely held corporations utilize personal credit on a regular and growing basis.

I have operated four small husinesses since ~1993. I ultimately ended up relocating my
remaining business from CA to PA in ~2004. “Changes in Terms” notices and APR increases kept
coming even in the absence of defined “default”. Post 9/11, T was assigned ~$500,000 in credit lines
due to strength as a lowest risk borrower. My Accounts Receivable (perishables) were not of 2 nature
conducive to borrowing. As Promotional Offers ended, Y paid off balances before the APRs converted
and availed myself of othcr low promotional offers.
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All accounts are still monitored regulatly so as to preclude any “default”. It is that same
responsibility that has come to define me as a man. Integrity, professional ethics, and that veqy sense
of honor are what make my testimony here today possible. This usage was then utilized as a basis
upon which lenders instituted “Universal Default”. 1 was “fortunate” to have repaid debt early in this
process. I do not envy Cardholders mose recently affected in light of the current economic climate,

By common definition, “Default” refers to either: ‘Missing payments’, ‘Exceeding a credit limit’,
or ‘Payment not honored by the bank’. However, from ~2002, I experienced up to 400%+ increases of
agreed-upon APRs retroactively on existing balances with 210 regard to bank violations or consideration
of responsibilities expected of the lenders. At one point, Chase lowered my limit so close to the balance
that a finance charge surpassed the limit. Chase removed fecs incurred after several telephene calls but
still continued to increase the APR.

Fait, Isaacs Credit Organization (FICO, a closely patticipating partner of Equifax) has
obviously not addressed the issue to date. Tens of millions of Amecticans have been essentially
deceived out of hundreds of billions of dollars. FICO, in lock-step with the lending institutions, bears
some responsibility for this meltdown, as well. FICO is very quick to factor in the zppearance of a
“negativc report”, whether factual pr percefved. However, “Defanlt” wotks both ways. In the absence
of actual default on the consumer’s part, lendets are able to essentially default on contractual terms and
use FICO as a shield. By the same token, a lender merely gmitring the report of entire credit lines can
have an even worse effect than simply lowering it. “Correcting the record” is an exercise in futility,

Throughout this entire experience I have witnessed massive swings in my FICO score. My
CBR clearly shows no late payments, no bad checks, or cxcceding of credit limits. We have twin 15-
year old gitls, both Honors students in high school. Due to the fact that I’m still digging myself out of
debt, the onus of mortgage, groceties, college tuitions, etc. are on Sherry’s full-time employment.
Kecping vendors satisfactorily paid and making ends meet in business makes retirement look to be a
very remote possibility at this juncture,

Recently, some lenders have indicated suspension of “Universal Default” as has becn so widely
utilized over the past decade or so, in favor of “Risk-Based Pricing”. I submit to you that the curzrent
economic ctiscs we now find ourselves in have their roots in the lending institutions® exploitive
victimization on the heels of very successful marketing campaigns, They have donc immeasurable
damage, Credit was made available with certain terms, and summarily violated, often at the hehest of
the lenders themselves. As long as a situation exists in which financial lending institutions bencfit from
lower FICO scores (along with dubious OCC oversight), financial damage has been, and will continue
to be, heaped upon responsible Americans, Lenders that have taken advantage of lax TILA and FCRA
enforcement must be held accountable for the depth of economic damage and financial hardship that
we all now endurc. Pugitive reparation for unethical practices and oversighi to prevent future
recurrence are long overdue, Reasonable expectations of “Due Process” as infetred under both the 5
and 14™ Amendments are not securc in light of the denial of legal redtcss as stated in the Arbitration
Clausc. Due Process must be restored.

It now appears that small business owners are regular prey of credit card lenders. However,
heaven forbid that these businesses actually use credit they’ve eamed! Lacking pro-consumer
oversight, this “domino effect” promises to continue unabated. FICO’s role is no1 to be understated,
and the time for reparation, recompensc, and accountability has come. Bank of America is reportedly
in another round of “Universal Default”, albeit under another label. Such hardship contributes greatly
to the further degradation of the American family’s unity and hopes. Mortgage melidown threatens to
be paled by credit card “default” in comparison, and is likely to be an indirect resnit of this rampant
oppottunism alteady. TILA, FCRA, and FDCPA ate cleacly well overdue for update and amendment.
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Basic tenets of HR5244 are cogent. In support, please consider the fact that CBRA-scoring
firms and their heavily-weighted effcct on lending policies and terms may emerge unscathed in the
sense that their own reports reflect recondite, omitted, and highly dubious, data supplied by their
cotporate clients themselves. Opaque algorithmic formulas used by FICO and others do not
necessarily address key points, several of which reflect salicnt indicators of the consumer’s credit card
use, payment patterns, and probity, such as:

1) Credit Limit Adjustment Relevant to “Debt to Credit Ratio™:
The power to Jower a Cardholder’s credit limit rests solely with the lender in exactly the same
way it does to rzise limits. This is the single most effective, important, and historically relevant
contributing aspect of “Universal Default”. As long as the lender stands to profit from lower
scores, the entire system begs manipulation.

2) Consideration for Early Payment of Statcment Amounts Due (see #4):
No scoring consideration is made for payments received before Due Date. However, a payment
be received after the Due Date the Cardholder is considered “in default™,

3) Consideration for Excess Monthly Payment of Statement Amounts Due:
A “Minimum Payment” curtently receives the same scoting similar regard as a much Jarger
payment. Similarly, additional payment(s) throughout the course of the billing cycle receive the
same consideration as the receipt of a Minimum Payment.

4) Consideration for Full Payment of Staternent Balance:
Due to the fact that scoring systems ate opaque, it is unclcat as whether ot not the Cardholder’s
scorc is positively impacted or not when Statement Balance is paid in full. The mere fact that
such a point remains unclear is illustrative of the abstract and virtually incomprehensible nature
of FICQ, and questions the wisdom of our heavy reliance on credit scoring as a whole, at least in
the absence of fact-checking.

5) Arbitration Clause Supersedes Due Process:

Redress and reparation (outside the State of CA) are not realistic expectations for the average
Cardholder. This ‘trumping ”of Due Process is not referenced in the “Schumer Box”.
Representation in Arbitration is expensive and exists only ex post facto. Absent an ability to
pursue legal remedy through the court, unchallenged lenders run rampant over thc Cardholder’s
innate expectation to a docttine of fairness. Currently, lenders operate with impunity and Lictle
fear of penalty,

6) Scoring Products and CBRA as Actively Engaged Partners of Lenders:
Since CBRA scoting is so heavily weighted by lenders, impermeable formulas and “Black Box’-
type proprietary technology has been foisted upon Cardholders with no regard for veracity
supplied by the lenders themselves. Cardbolders have the ability to challenge details comprising
the printed CBR, but actual elements relevant to credit scoging ate impossible to cither navigate
ot confirm, This system is ripe for abuse and/or error. “FICO 2008” may or may not address
issues that have ravaged Cardholders in favor of corporate clients. I trust that testimony given
hcre today will reflect in a new vession of FICO scoring. Ability to dispute some types of
inaccuracies is difficult, at best, and impossible in practice.

For example, a false/erroneous repott was posted on a CBR in ~2003/2004. This
negative listing then further spread to another database. I was successful in correcting the
record with one, but have thus far got been successful in getting the other CBRA to correct their
report, even after supplying necessary documentation,




293

Page 8 of 11 4/16/2008

This inaccurate and damaging record threatens to remain on my CBR for years, and has
resulted in illiquidity of considerable financial resources. Additionally, finance charges
subsequently paid that originated with such erroneous repozts are funds that are unavailable to
me with which to pay off Jegitimate debt. All subsequent attempts to correct the offending
CBRA’s records have met with resistance and difficulty; they point to one party, that party points
to another party, and so on. Frequently, CBRAs and vendors would not even believe that 1 was
truly me due to the fact that data used to verify my identity was wrong in the firse place! The
whole situation is somewhat akin to untying the proverbial “Gordizn Knor”. As recently as this
week, repeated attempts to corsectly revise inaccurate, false, and/or totally omitted records in
order to even arrempt to begin the process of dispute and recompense have been futile.

7) CBRA Steps ro Prevent “File-Sharing” vs Debt-to-Credit Ratio Manipulatiom

What litdle that has been made public about “FICO 2008” appeats to address abilities of some
parties to positively influence credit reports by “File Sharing”. However, what steps does
“FICO 2008” take to curtail the fender’s ability to gegatively impact a Cardholder’s report? It is
imperative that CBRAs and scoring progtams adherc to a strict postute of neutrality. Fact-
checking for accuracy is in the best interest of the CBRA rather than be faced with the
dissemination of inaccurate rcports and scores. Lenders’ omissions ate often cven more
damaging than simple errors or adj Such erroneous data is supplied by lenders and
only serves to further their interests.

8) Data Domping™(also see #9-10):

Currently, FCRA statutc allows for some CBR data to remain for seven yeats, while
“Public Recotds” remain for ten years. “Hard Inquiries” (reportedly initiated at the
Cardholder’s behest) temain for a shorter period. I'have experienced many instances in which
relatively ancient credit records have gone farheyond these statute periods and “fallen off” my
CBR for years, only to reappeat. It may be possible that this occurs as a product of credit card
industry consolidation and database updating. My CBR references many long dead accounts
(all positive references and paid/closed satisfactorily) that create the impression that I have
many accounts that I don’t have, while many other current accounts are not even mentioned.
How does FICO weigh such references, and how do these “phantom” accounts, albeit all
positive references in this case, impact my score? Many accounts and credit lines are omitted in
favor of others that are totally unrecognizable to me. Lenders make weighty decisions with their
own faulty dara, and consumers suffer.

9) CBRA Adherence ro FCRA Statutes

Recent CBR reports mention old paid off/closed “Installment Accounts”...several automobiles
from long ago. Bevond statute references may reflect inherited industry consolidation. Credit
score “advice” supplied by CBRs is off the mark inferring that having “too many” accounts is
bad, although closing currenraccounts and their attendant credit limits simaply raisesa
Cardholder’s “Debt-to-Credit Ratio”. Perhaps the sensible and responsible solution would be
accurate and timely reporting,

10)  “Zombic Debr*

Of late, there has been a spate of old, written-off, negotiated, clerically incorrect and other
literally ancient debt (in some cases not even “debt” at all!) that has been sold and resold to
coliection agencies over the years. Thc avetage consumer is very likely to have underpaid {(and
been forgiven) a dollar hete or a few cents thete at onc time or another. Likewise, not every
creditor is g¢curate in their records or collections based on some possibly incorrect records.
“Zombie Debt”is debr that has “risen from the grave”. This form of “fishing” has created a
virtual cottage industry and impacted the economic well-being of many Americans.
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Consumer protection afforded by the terms of FDCPA has been ignored by some unscrupulous
3*party collection fitms regardless of statutes of limitation, accuracy, relevance, or ultimate cost. The
consumetr is left to fend for him/herself against incvitable impact on the FICO score. CBRAs obviously
do not require supporting documentation or proof from reporting members, nor does the consumer’s
side of the story appear to have any legitimacy until well affer financial damage has been done, ifthen.

I have made it a point to educate myself as to the “finet points” of credit card policy, lending
practices, and phrasing. Under cusrent credit card policy, how does the average consumer prepare for
an eventuality that is today’s reality? Informed Cardholders who truly understand the nature of this
beast are either increasingly rare consumers or among the growing ranks of Cardholders who have been
“raked over hot coals”, as I have.

As a business owner, it is necessary fot me to catry and finance Accounts Receivable and
Payables. On occasion, some accounts fall behind and it is normal and at times necessary to contact the
dehtor personally. However, when it comes to credit card lenders, it is a rare day indeed when any sort
of “personal contact” is made with a Cardholder. Itis commonly accepted for lenders to “bulk maif”
innocuous “Changes in Terms” lettets vittually indistinguishable from “juak mail” solicitations. I often
teceive my monthly statement accompanied by a solicitation from the same exaet lender on the same
precise day in a separate envelope. I have learned from my experiences to peruse everyrhing that
comes from my credit card lenders. Itis only this “obsessive compulsion” that has literally “spared
me” from further dutess and financial hatm, since it is in the economic best intetest of the lender to
raise APRs, increase Finance Charges, impose Late Fees, etc. An upcoming payment or balance due
warrants a telephone call or e-mail.

1 have had repeat instances of “computer updates” being deemed responsible for not having
received several monthly statements for Chase #8554, now closed. When I moved my office and
notified Chase of the change, statements arrived smoothly for a couple of periods until a “computer
update” deleted part of my addtess, necessitating requests for copies of 3 missing statements. Others
attived long after their Due Dates. Pteviously, my payment pattetn was consistent and regular, I
finally spoke with a “Customer Relations Escalation Specialist”. Chase admitted the errors and
reversed most of the various penalty charges levied. I refused to accept having to pay for a/f of the
bank’s “Telephone Payment Fees™ so as to cover for the lender’s own errots, so the account was closed,
negatively impacting my FICO score making the already bad situation even worse. Unfortunately,
Chase lost a customer due to a petulant Customer Setvice Representative and numerous etrors. The
account balance was then paid off and closed. To expect the Cardholder to foresee and pay for a lender
inaccuracies is both irresponsible, unrealistic, and ultimately gor in either party’s best interest.

Conversely, I must give credit where due. Expetiences with American Express have been
thoughtful, yet mixed. My disagreements with American Express are not with service ot courtesy, but
in question of practice with the same product’s marketing and promotion to prospective clicnts in one
way and established clients in another. Similatly, Bank of America’s policy of treating one “type” of
account differently than another leaves me bewildered...both accounts are mine yet vittually
unrecognizable as such, so one naturally gets more attention and use than the other. Bank of America
is likely to have inherited this example of dual account treatment. This “unequal treatment” by a
lendet of multiple accounts with the same Cardholder is illustrative of runaway cotporate bureaucracy.

Within the past year, I took advantage of a low-APR Cash Advance promotion which was paid
back a few months later, including the Transaction Fec and accrued daily interest, the DPR of which
was gleaned from the bank statement itself, Shortly after the initial loan posted, I received a “FICO
Alert” from a subscription CBR service reflecting a small drop in my score.
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1 took no issue with that as that was expected. However, after paying back the loan, fee, and
interest, the next “FICO Alert” 1 received showed amothersmall drop in score. Rather than being
“sewarded” for paying back my loan scveral years early, it appeared that I had actually been
“penalized”. As previously statcd, FICO’s “Black Box” algorithms are mysterious in their
machinations. In considering all my other accounts individually or in totality, my usage during that
period, and all payments made, there is absolutely g0 logical or useful pattern distinguishable by which
to gauge future credit usage and FICO score protection of improvement. In retrospect, my score was
actually 2% betrerwhen my debt level was Aigher, the exact opposite of any sort of rational analytic
expectation. This has been a recurring theme throughout the past year or so, and is especially
pronounced as of late. Experiences with Bank Once/Chase time after time reflected lender ertors often
made wotse by CBRA reporting and then magnified exponentially as a result of data used in scoring.

Subcommittee Members, as a 55-year old businessman, I find credit catd lending policies and
the inherent predatory practices thereof to be confounding at the least and appalling at best. Basic
principles of ethics, courtesy, and “The Golden Rule” appear to have no place in the arena, breeding
resentment and further negativity, Do schools prepare young adults for such zreacherous
behavior...the credo “Usc Credit Wisely”is best taught defensively, as well, My father’s advice to “Pay
Yourself Fitst” was sage wisdom. Taught to honot my obligations, promises, and debts to others, those
have afways taken priority over my own immediate wants. Please consider my contribution here today
as an introduction to my participation in the legislative process. I have also shared these expetiences
with the NY Times, ABC News PBS/Frontline, Business Week, the Washington Post, and others, as
well as involving myself with relevant litigation. My credit card accounts curtently represent a widely
vatying complexion of cotporate policies and cultures, including U.S. Baunk, Bank of America, MBNA,
American Express, CitiBank, Capital One, Advanta, Chase Bank, etc. This broad exposure to such
diverse approaches to public relations and credit card policy practices, in addition to my many years as
a credit card user, give me a well-rounded view as to how similar products are treated in such disparate
manners. Throughout the entire credit card expertience, I have developed an insight into pattems of
abuse that the Committce and Subcommittees will find helpful to rein in predatory lending tactics in
the future, and recognize other exceptions that may not have been quite so evident for TILA and
FCRA. I'welcome your questions and offer my support.

Thank you.

Stephen M. Strachan
2635 Springwood Road
Yosk, PA 17402

(717) 741-4345 (Private)
(717) 840-0193 (Facsimile)
(213) 798-6868 (Mobile)
sevensea@earthlink.net
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Addendum

Brief Curtriculum Vitae (2 pages)

“T'ruth in Testimony” Disclosure Form (1 page)

Equifax FICO and Experian PLUS scores (dated 03/08/2008 through 04/12/2008) {7 pages)

DELETED
DELETED
DELETED
DELETED

DELETED

Account Closute Lettet received from Bank One (dated 08/04/2004) (1 page)

10) Declination Letter from Bank One (dated 08/05/2004) (1 page)

11) Credit Line Dectease Letter received from Bank One (dated 04/23/2004) (1 page)

12) Promotional Low-APR Checks reccived from Bank One/Chase (teceived 08/2004) (1 page)

13) Communication to/from-Bank One/Chase re: bank error exceeding limit (05/2004) (6 pages)

14) Note to bank/securities attorney re: Chase #5024 closure (dated 08/04,/2004) (2 pages)

15)

E-mail Recap of card activity to NYT/PBS Frontline producer (dated 08/23/2004) {7 pages)

16) Excerpt (page #5-6) of NYT article “The Plastic Trap” (published 11/21/2004) (2 pages)

17) OCC Advisory Letter to banks re: “Credit Card Practices” dated 09/14/2004) (1 page)

18) E-mail from bank/secutities attorney re: Asbitration elimination (received 09/03/2005) (1 page)

TILA

FCRA

FDCPA

APR
DPR
CBR

CBRA

FICO

Fait accompli
Gordian Knot

occ
EFT

Partial index of terms referred to in written testimony:

Truth In Lending Act

Fair Credit Reporting Act

Fair Debt Collection Practices Act

Annual Percentage Rate

Daily Percentage Rate

Credit Bureau Report

Credit Bureau Reporting Agency

Fair, Isaacs Credit Organization (also refets to credit score)
Predetermined “lose-lose” choice in either case
Reference to a virtually impossible task

Office of the Comptrollet of Currency
Electronic Funds Transfer
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Brief Synopsis of Professional Carcer Experience @
To accompany wrirten testimony to U.S. House Commitiee on Financial Services

Subcommirice on Financial nstitutions and Consumer Credit Hearing (04/17/2008)

Stephen M. Swrachan Age: 55 a -‘.]—

2635 Springwood Road Birthplace:  Akron, OH A
York, PA 17402 Education: College and trade C ; )
(717) (telephone) / (mobile) Sratus: Married z ﬁes
(717) (facsimile) / Employment: See following
Gemgtar Interational, LLC Seven Seas Trading, Inc. Zurel USA, Inc.
York, PA Carpinteria, CA Searttle, WA
2006 ~ present 1992 — present 1990-1992
Managing Director/Buyer/Sales  President/Lead Buyer/Sales US Manager/Division Buyer
All Flower Handling, Inc. Michael’s Whoalesale Florist Strachan Wheolesale Florist
Los Angeles, CA Denver, CO Dallag, TX
2000-2003 1986-1990 1981-1986
Director/Co-owner Dicector/Head Buyer/Sales Director/Head Buyer
Above refe: share gimilar responsibilities/administrarive functions within same industry.
a) Intemational purchasing for wholesale, retadl, and mass market on hoth preorder and out-of-

inventory bases. Seasonal adjustments/international holidays, geopolitical facrars, market psychology.
b) Sales and brokerage of fresh floral products and foliages to wholesale, retail, and mass marker,

©) U.8. Custom import duties and classification, statistics, Porm 7501, ingpection/clearance.

d) Import of perishable dities. I ional air and mazrine freight logistics/handling.
Iqtm?donﬂ and domestic fuel and security surcharges (pre- and post-9-11 revisions).
Air freighr requir in order to ilable lift and related scheduling.

Famtiliarity with various equipment on import, export, and wansfer-point sides of equation,
Marine/land bridge perishables cargo contracting, sourcing, funding, shipping, sales.

€) 3rd-party re-expor brokerage in Europe. Cargo consolidaton ar origin/ Certificates of Origin,
Brokerage within USA to couselidate/imporr/expori 1o/ from Europe, Taiwan, Australia,

f) Familiarity with U.S. Customs and Border Prorection (USCBP)/post 9-11 security applications.
U.S. Dept. of Agriculture / Dept. of Homeland Security (USDA/APHIS.PPQ/DHS).

PQ determination/fumigation/destmction/re-export to point of osigin processes.
Rudimentary/pracrical familiarity with Entomology and Pathology relevant 1o commerce.

'g‘) . I:Erishab‘l? commodities domestic cargo shipping and freight handling, local cartage/drayage.
Per /p g pax /envirg accountability, freight contract negotiarion.

h) Brokerage and impornt from Europe, Australia, New Zcaland, South Africa, Theiland and otherg.
Packing specifications vis-3-vis marketability, drop-shipping, consultancy.

New muid-year tumkey perishables marketing programs. Emerging markets,

Familiarity with governmental licensing/ permit requiremens, overtime accounting.

Co ul:lsel with USDA/APHIS-PPQ (district and federal) for classification/determination.

Foreign currency exchange contracts/forward spreads/EUR, AUD, ZAR/forcign banking,

2/,
R
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Brief Synopsis of Professional Career Experience @
To accompany written testimony to U.S. House Committee on Financial Services

Subcommirnee on Financial Institutlons and Consumer Credit Hearing (04/17/2008)

i) Export wild harvest gourmet mushroems to Enrope. Contract, funding, packaging, Mycology.
Supplier to international gourmet food exposition-Paris, France (~1991).

U.8. Customs clearance and EEU import solutions both pre- and post-NAFTA and 9-11.

Source praper packaging to prevent challenging loss due to water vapor evaporaltion.

N Export wholesale sundry/dry goods, and marketing to Australia/U.S. via air and suxface freight,
Perishable trend/d d of collectibles, sourcing relationships, financing/shipping.

k) “Chain of Life"” remperature/humidity control to ensure shelf life of perishable commodities.
Perishables invenrory conwrol, product rowation, forced-air and vacuum pre-cooling.

Labeling for redistuibution, lor-splitdng and soring/general warehousing funcdons.
Post-fumigation expedition/pre-cooling processes ro mitigate loss. Marine survey reports.

] A lian Trade Reg ative 1o U.S., Canada, Europe (“AUSTRADE? for 9 years)
Staffing requirements, payroll, banking, ing, and bookkeeping, budget
Familiarivy with Export Insurance programs, government incentives for exports.

m) Ki ker: § lty Cut Flower Association, Australian Grower Association,
California Cur Flowet Commissiun, WF&FSA (wholesale florist trade group),
Consulrant for general industry issues relevant to impon challenges and expost demands.
Convention/trade show organization, set-up and attendance.

1
corp

n) Successful mmaround of U.S, division of hureaucratic Netherlands
Realized first consistendy profitable quarters since inception (8 years) via creative innovative programs,
~100 year old corporate colture presented chalienging and powerful gppormmities for trials.

3y

T
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Lquifax Personal Solurions: Cradit Reports, Credit Scores. Protection Against Identity Th

At Equifax. vour opinion marmers, Thav's why we've been listening carefully - making changes w the Equifax
Member Center to bemer benefit vou. See for vourselfl You'll discover simpler navigation, enhanced Crodit Score
k ont ayr Member Coater Quipk Use Guide

and Crodyt Repart stromancs and casy <o-customize alens, Chee

Your FICO® Score as of 04/02/2008
Er 3

782 ‘ qu es

Based o Alert

Trand

What irggers your score alers?
- Crediy Aers
-z Seore Band
-» Target Sopret

How, Lenders See You

Score Trending

EARTRVRESS

Tonget Seere. ¢ | Dot Rate Typd

a a e,
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Equifax Personal Sclutions' Credir Reparts, Credit Scores, Protection Against Identity Th.

Welcome Stephen Strachan, LogoyrContast Hs | Sie naplQuick Search

Score Watch™

What Your Score Veans

YOUR SCORE As of 03/08/08

Rate Finder
How Landers See You
A Guide o Your Credir Sgore

FICO Seore Range
Your score is
The Bottomn Line: What a FICO® Score of 795 means to you

Your seore is well above the average score of U.S. consumers and clenrly demonsirates
te lendeys that you are an exceptional barrower.

v It is extremely unlikely your application for credit cards or for @ martgage or auto toan
would be wirned down, based on your seore alone,

You should be able 10 oblain relatively high credit Hmits on your credit card.

Most lenders will consider offering you thelr most anractive and most competitive
rates.

Many lenders will also offer you special incentives and rewards targsted 10 their "best”
custamers.

»

iris impor;emt o understand that different lenders set thelr own policies and tolerance for risk
when making credit decisions, so there is no single "cutoff score® used by all lenders.

How Lenders See You

s

——
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Equifax Personal Solutions: Credit Reports, Credit Scores, Protection Against Identity Th,, . || _

SEBRGL JND 10
28
F 7

FY N « o i « o
e uptod98 EOD-549 B8 BOD-B6Y  3T0-083
FO0E Sotie fadge

Mozt lenders would consider consumers in this score range s extremely low risk.

Delinquency raie is defined as ihe percentage of borrowers who reach 90 days pasr due or
warse ot any credit account over a pvo year perlod.

Averape Loan Rate Finder

See how a score influences what interest rate you may receive,

& {0 see ; ; !
Category;jMongage =
Loan Bﬂ@@w{fﬁfﬁi Conforming =}
‘State 'US Average v
Ga

Setect loan type and Jocal

Interest Rates as of 03/16/2008

FICO Scoreave Rates

760+ 850 6.022%
700- 759 £ 244%
§80- 699 6421%
600- 679 6,635%
640- 659 7 055%
620- 639 7.511%
600- 619 B.922%
580~ 598 2.490%
580- 579 9955%
500- 549 10.485%

FICO @ score band and intercst rate source: @2007, infarma Regesrch Services, lic, 26565
Agoura Road #300, Calabasas. CA 91302-1842. All vights reserved May not he reproduced
or reiransmitted in any form without express writien consent of Informa Research Scrvices,
lne The information has been obtained from varions financial institutions and Informa
Research Services cannot guaramee (e accuracy of such information,

Vak)

A Guide to Your Credit Score
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Equitax Personal Sclutions: Crediy Reports, Credit Seores, Protection Agalnst Identity Th...

Pay your bills on time, )
Delinquent payments und collections can have a major negative impact an your score.

Keep balances low on credit cards and other "revolving credit®.
High custanding debi can' affect a score.

For imore tips on how to understand your score, Learn More

‘Copyright Bquifax 2008 | Privacy Balicy | Terms of [[se, FCRA | Become An Affifizte
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@ Mosi Recent Score: 795 & Pravious Scores @

48 month Mew Aulo

SEP g7 QCT7 NOV ‘07 DEC 07 JAN ‘98 FER 08

=i

i &5 riot This Chart”

| View By: 1 Meat 3 Morthe

(9h2)



304

@038/043

Repori Dote: /873008

ik
"

04/14/2008 22:25 FAX 7178400193 GEKSTAR INTL

Credit Expert

Wiew Full Report Printable Report Dlaputa tnformation Credit Report Guide

Prepared for: STEPHEN M STRACHAN
ety Rty Tt Arrousit Tl
Sunnary Ruvardy Tratuitytes Histary B

PLUS Scared Repor

A PLUS Score 55 B fmerieal ragrasentation ot yaur wredit warthiness. The mejseity of lendars use soma sort of cradit
scoring model w heip predict what kind of credit risk you may be. For each buresu's seare and explanation, alick on the
colorad tabs balow,

I EXPERIAN FORITFAR TRANSURIDN i

PLUS Saors from BExperian
This PLUS Score 15 based on information frem your Experian wedt repart.
Yoy PLUS Seore I caloulied using the nformatton in your credl sepot, Sinae informtion aiten HTeis among your thige hureay mpons, your
FLUS Suores bosed o those reports Wi Aiso VALY
Your PLUG Seora s FRA ou a scale of 33¢ - K30,
Your Credit Categury sy
Wary Foor Baor Falir Gl Excellant

Parsantiley Yot miadid ratisg ranks Mighar i @46.80% of U % consumery,

.

4. teads Imprvement 5N
iy
3

,M N
2. 15 Y Fised ﬁv/,,«/*’ij %
r i

-

viam 0 ALARM @g g | # g o

1. fome Refrense 2 Foma L ]“""”"“WM ) !
o] . &

3. Debt Consolidabon 4. Line of Uredd me*Mmeé’.;an‘:;
- T . R Lo T e

SCorm Rotails

¥ Help

Ao your BLUS Seorsy

Yaur PLUS Score is formulated using the information s your credit file, Your store helps potential fenders, landiords, and
emplayers quickly gauge your credit histery and deside what kind of a risk they are taking if they approve your application.
Your PLUS Seore ean range between 330 and B30, with 2 higher score indicsting s lower rlsk, There are many scoring
madels used In the markerplace, The type of score used, and its asssciated risk levels, may vary from lender to lender, But
regardiess of what scering model is used, they all have one purpose: to summarize your craditworthiness. Keep In mind
that your score I5 Just one fector used i the application process. Other factors, such as your annual salary and fenpth of
empioymant, may alse ba considered by lendeds when you apply for o Joan.

What paer FLUS Noore maanss
Factors In your eredit fle indicate yuu bave excellent oedit. Lenders will likely offer you the best rates and terms,

‘What s menes & you

Cradiz seoring e2n help you understand your overall eredit rating and help comparnies better understand how te serve vou.
Qverall benefits of credit scoring have Inchuded faster oradit approvals, redustion in human error and biss, conslistency, and
etter terms and rates for Amancan cansumers shrough reduced zosts and losses for fenders. While lenders may use
different seoring medels to determing how you score, and each major credit birssu has it own method for calculating
credit scores, the scaring models have been fairdy wall staindardizad so thst 5 scara at ona buresy s roughly equivaient to
the same score at anather,

What faetors raise voor BLUS Beorg:
Yo hove paid your bills on tme and currantly do not have ery overdus accounis o drrogatory Infarmation, such asa
toligction, sharge-off, of bankruptoy, on vour repert.

® You have & good cuskion of avaliabla credic batween your curcent balance and your eredis imits on ol open trades, This
has & positive sffect on your credit score. This cushion shuws lenders that you are uniikely to sveraxend yourssif

(042
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Credit Expert
financiaify.

e The tota! batance on all your credit cards Is refatively fow comparad to yaur total avaliable credit limie, This has & positive
impact on your eradit score,

o Your average credit fimit for your majer credit cards, such as Discover, VISA, MasterCard, or American Express, is high.
This tells fendera that you have enough financial experience, and they will be more ikely to see yau as & good credit risk.

¥What fuctors Jowar your PLUY Scare:

+ Credit scores are caicuiated based on various factors in your credit repart, Currendy, your credit report doas nat show
any significant negakive or derogatary infarmation. Yeu can ba proud of the fact that you are building a good credit histary,
%o cohtinue with your positive credit behaviort

Comamer Siadementt

Statement: No Statement({s) present at this time

DISCLAIMER

WIS RR R By Bupess Ty entareal ik
wad RCHES IDGHL FOuT 14U ST e,

£ Fad S ™ davelimed by YR i % SR S SRR 0T i Ao o g0t &
Beull e ATt K18 ATY TR VORI RINED SR 00Ty, YIND LUl SR0e case aln yasr ndar:

Hoere D vwpe @ $hed theent 2o 1oy MGIMY Ml k5ed 6 Hed BRATEISCR, % Aip h ARIET TS S04 VIl BB 138 Init X A7 IO AN OECR
for de welph s thely CRGST TRoTOrs may var PX3TT farids B 1T caltidRle pous se3E IS proprlelany i aERar, Spey Ngre el s0uA,
T FcilP) §one PRTNTS Mo 0F CuzMping e abia s and Faioma,

3 HOE $00) 8 Wik Laloumir e LS pORT Sedusb nd Tron posif cred e on fie day Hat vao recomsted jLaE rEpa? e o exmararaie fn
D108 4C0rnY Models i e IRdasiey  KGOR ) Bovasnt M ottiat fueled 5, siich o5 Jonath of @mnpde s ang annsas slory, 200 oiten s
0 CAPSAEURS DY laniars wior g denckng phoot yau.
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CARDMEMBER SERVICE BANKZONE.
P.0. BOX 8650 Ex
WILMINGTON, DE 19899-8630 @- A
VISTE Us ONLINE AT W\V\V,CAIUJMP’,_MH(:IHSRRVK:ES £OM Augeust 4 2004

STEPHEN STRACHAN

FCTTONNR 1600 11 JOONOR 16100 TOOC 8 UK 111 N 1100 31 O ||

RE: Accvunt No: 5024

Important information is provided
below regarding yonr credit card
account.

Deay Stephen Strachan:

As yowr credit card company, we value your business. It is important to us that
we provide you with timely information regarding your account.

Afler careful consideration, we have decided to close the above-noted account fox
the foljowing principal reasons:

* high balances owed on bankcards
: balances too high compared to crdt limit

This decieion was based in whole or in part on information provided by the
cansumer-reporting agency noted balow. Other than providing information, this
agency played no part in our decision. If you have questions about our decision
to close your account, we suggest that you first obtain a copy of your ecredit
report from this reporting agency:

Experian: (888)397-3742, P.O. Box 2002, Allen, TX 75013
Under the Fair Credit Reporting Act, you are entitled to receive a free copy of
your credit bureau report from this agency if you request the report within 60
days of the date of this letter. We encourage you to obtain and review a copy of

this report. If you then suspect that there are errors in your credit burean
report, you may work with the credit burean agency to correct those errors.

{continued)

@43
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CARDMEMBER SERVICE BA%’%’ONE.

P.0. BOX 8050 = 5~
WILMINGTON, DE 188998650 Cz—"
)

VISIT US ONLINE AT WWW.CARDMEMBERSKRVICES.COM Augudt 5, 2004

STEPHFN STD A rwrass ﬂﬂ_ g/ } ot

i ngt requestHe¥
A T el

his dcam‘é-be rev
RE: Account Na: 5024 \j Wd{(y was i

‘!H‘l“"lhIll'“lllll'l"ﬂllll‘!!"l"“'llll""‘l‘l!lﬂ"

SUTA

Information is provided below regarding
your request to reinstate youyr account.

Dear Stephen Strachan:

As your credit card company, we value your business. It is important to us that
we provide you with timely information regarding your credit card account.

Thank you for your recent inquiry concerning your above-noted credit card
account. We regret that, at this time, we are unable to reinstate your account
for the following principal reason(s):

* High Balances Owed On Bankcards
: Balance Too High Compared Tc¢ Crdt Limit

This decision was based in whole or in part on information provided by the
reporting agency noted below. Other than providing information, this agency
played no part In our decision. If you have questions about our decision, we
suggest that you first obtain a copy of your credit report from this reporting
agency:

Experian: (888)397-3742, P.O. Box 2002, Allen, TX 75013

Under the Fair Credit Reporting Act, you are entitled to yeceive a free copy of
your credit bureau report from this agency if you request the report within 60
days of the date of this letter. We encourage you to obtain and review a copy of
this report. If you then suspsct that there are errors in your credit bureau
report, you may work with the credjt bureau agency te correct those errors,

{continued)
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CARDMEMBERSERVICE BANIKKEONE —
P.0. BOX 8660
WILMINGTON, DE 19899-8650 £X~
A o
R — A paqe) ,
VISIT US ONLINE AT WWW.CARDMEMBERSERVICRS.COM Aprll 23’ 2004

STEFPHEN STRACHAN

Hebpmilslaedhdahssdbad Lnthhdaalldddidod

RE: Accaunt No: 5024

Important information is provided
below regarding the eredit line for your
account.

Dear Stephen Strachan:

As your credit card company, we value your business. If is important to us that
we provide you with timely informstion regarding your credit card account.

After careful consideration, we have decreased the credit line on your abovenoted
account to $70600 for the following primary reasons:

* high balances owed on bankeards
* balance too high compered to crdt limit
* using too many bank card accounts

Thus decision was based in whole or in part on information provided by the
reporting agency noted below. Qther than providing information, this agency
played no part in our decision. If you have questions about our decision to
decrease the credit line on your account, we suggest that you first obtain a copy
of your credit report from this reperting agency:

Experian: (888)397-3742, P.O. Box 2002, Allen, TX 75013
Under the Fair Credit Reporting Act, you are entitled to receive a free copy of
your credit bureau report from this agency if you request the report within 60
days of the date of this letter. We encourage you to obtain and review a copy of

this report. If you then suspect that there are ertors in your credit bureau
report, you may work with the credit burean agency to correct those errors.

{continued)
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Three convincing reasons

BRITISH ARWATS = to stay with us. o
ex12. (el
(i- e.)

fer- ¥sp000

semrrkkreers ALTO** 3.DIGIT ]:74 N o QCCOUNLT .

Steplicn Strachan 240 :} Yours credit access
‘QEC’A‘,O?Z_,, line; $70,600

TnelHadsbedllindflloddos b inblat! RE* Account coding 5024

Dear Stephen Strachan:

We want 10 be your number one eredit card, We noticed (hat you recently made a farge s

puynent 10 yaur Bnush Asrways Visa® aceount and want (o muke sure we're aot losing 3.99% APR for
your busingss  That's why we want 10 fennnd you apain of these low-rate raasons 1 sty

—— 11’ Dl vy wi stowiig you it yow busisless 18 wnjiutiant so us the life of the balance

Enjoy a Iow 3.99% APR'.

Tuke dvuritage of thus offer and you'll enjoy bigger savings in vour pockes ~ nmnd tore hreathing room m yar budger
— vath u special fow 3.99% fixed APR for the fife of the batance’ wheo the envlosed cheeks post to ¥our duwount
by September 30, 2004

Please usc this money-saviag "thank yoa"
to your advantage wdry.

Use your fav-APK Convenienice Checks 1o save with your Britsh Airwvays Vise® secount, o deposit for extra ¢ush, or
consolidate hgher-rate balances  Write then for any amount up 1o your avinable ciedit seoesy hne -~ and enjoy the
mohy-suving resalt

Sinverely. )
C PG Tra ke o
Carter Franke

Chiel' Marketng Olffeer
P.S. Your checky must ?mg to vour account by September 30, 2004 fo take adyantage of your special savings,

Usc alt thred law-rate Convenience Checks.
Aliles wifl 5ot ba carned o these chechs.

TIMPORTANT INFORMATION: .
Promorional AR Your Jow proniobianal AFR will apply andy 10 tie tramferred batances and purcliases made with the attached clicvks wheh post tu
Your ascount by Septesnber 30, 2004 and wall restun i elleet for 2ueh uhooh wnut the balanve for thet check is pard off, subjedt 1o the Patment alouatson

desctihed o the reverse side Wy otfier promotionn offer yau sy have devs Rotapply Lo the siclosed checks .
) i Cheek i this affer 15 3% of the amount of'the check, with 2 mmmiupt ol S5 snd 2 naxigwis

v

« 7 Tewy: The Tt Fes for each £
chwrge of $50

. Iu:lht \5: Decline: Chauks that post uller die void dute printed un she check or that are made payalbrie 1o Bunk e or e of our refated hunks waif by
deviiiw
{Continued on reverse side} Visis uy a1 vww. beryervi for exch offers.
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-
€3
Stephen M. Strachan P&J )

¢/o Seveun Seas Trading, Inc.
P.O. Box 1115, Carninteria, CA 93114

Phone (213) .., Fax (717
To: Ms. Dawn Turk 26 May, 2004
- Bank Ome
Card Member Services
I'm: Stephen Strachao
Re: 1007

Dear Dawn,

Following you will find the “Credit Card Over Limit” report that wus madc fo
Experian in reference to my account & 1007.

As we discussed, my credit limit was decreased to 527,250 on 04/23/04. When finance
charges were applied to the account on May 04, the account was forced into an “Gver Credit
Limit” situation. [ called on May 10 and the situation was rectified internally within Bank
Oue by a slight increasc in the credit limit and a waiving of the Over Limit Fee. However, the
report had apparestly already been forwarded to Experfan..apparently, that had not been
addressed at the same time on May 10. | was potified by Experian on May 22 that this
information now appeared on my Experian credit bureau report. You and I spoke today, May
26...per your request, I have printed out a copy of the information and am faxing that to you
directly. You agreed to supply me with a lefter explaining/corrceting the situation that has
oceurred.

Please feel free to contact me should you have any questions or concerns. 1 would
appreciate it if you would fax your fetter to me at cither of the fallowing fax numbers:

ar

[ ean be reached by telephone at the following numbers, should you require:
or

or

Dawn, thanks for your assistavice in getting this cleared up. ) apelogize for any
inconyenience.
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i h
CreditExpert
Fhoaenioeniy MLUSSCus et s
My Credit Centar: | View Curtent Report | View Archived Reperls © Viaw Alerts | Edit Prafile

Daily Monitoring Alerte

Enjoy peace of mind knowing your Exparian credit profite is scanned every day ta keep yau informed of key changes that ¢
Activaly monitoring your credit can be your first line of defanse against identity fraud and inaccuracias that may affect your
You can rest easy knowing Credlt Manager is monitoring your credit for you.

You have 0 unviewed monitoring alerts.

When wa checked your cradit file, we did not find changes o these items: R
[~ New lnquiries

™ Patentially Negative [aformation

" Public Records

™ New Arcounts

™ Adgress Changss

Daclsure

Each manstoring alert Is available on this report for 90 aays from tha date the alert ¢ posted, wikh the most receat addition at the ¢
monitonng elart category, Please note that you are nobified of the key change{s} detecied to your Fie within 24 hours, therefore, |
is posted and the date you are notified may arfer by ene calendar day.

New Inquiries ’
The following inguiries ars "hard" or voluntary iries and were you at the panies listed to
your credit report.

Alert Date Business Name Inguiry Date

Potentla!ly Negative Information

An item Is "potentially negative” when a creditor reports that you have not miet tha terms of your egresment with them, which
payments, accounts that have been charged off, accounts sent o collection, bankruptcies, liens, judgments, etc

Alert Date Businzss Nema Halance Dats  Batance Amount  Status Date Payman Stai
' /2212004  FINST USABANKNA ' — : — " Bank/Credit Gard Over
Back To Top
p BYRC " 2 "
Pubtic recond inf includes banknuptcies, Jens, jud or gami and comes from county, state or federal 6t
Alert Date Reporting Court Name Pyblic Record Amount Fde Date Typt
Back Ta Top
New Accounts

New accounts include bankeards, credit cards, and loans including car, business, hame equily. morigage, retall, and swdent

2343 . N
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ZE 2004 12:41 FR FIRST USH 302 ST 183z T
Cerdmember Service
Three Chyistiana Centre 6
20] Nonb Walnut Swreet, DEI-1445
Wilningren, DE 19801
Tel (800)216-4367
Fax (302) 985-1633
Ter STEPHEN M. STRAGHAN From: DAWN TURK
Fax: Phone: 1-888-298-5623 EXT. 1484
Phyanos ‘ Pages: {Including Covar Shest) 2
Re: {007 Dato:  May 27, 2004

QOurgent [ For Raview [ Please Comment (] Please Reply O Plasss Recycln

« Commuents

*Canfidentiality Not™
Tha documents nmmanym thh Biecnpy contshn information coneaming First USA Bank which B Tegally priviegad,
and exvenpd from ol law, This Ix intended only far lhnu.wdﬂ'tem&v{dunlnrmwmm

1hss angmiasion shast. If you am not tha Inlended redplent, you ar hereby natifed ihit ahy discinsure, apying, distriution of
taking sy action In rafianca on the coments of this mpsmission i siricty prohibied and Lhat the coctments shoukd be reumed to

the Sander inmedialaly, 1l you hav receved this cemmuntiction in arar, pl us by wiephona inmandislsly 6o that wo
<on amangs for ths retum of the origlhal documents o us & ho oot i you, /;4 ™
bt —
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04/16/2008 22:20 FAX 7178400183
@2 935 1653 TU

MAY 25 2684 14:41 FR FIRST USH

Three Christina Centre mﬂm @
.

201 North Walput Street
Wilmington, DE 19801
—— !
| c( c( n'Jc C I’\M%ﬁ
May 27, 2004 &"_\" “E() JJ ok e
- OCCO’ \n—t ™ uv@’“u Cied L{
Lve "Shifus—I- et

o Sephen M, Sraan .-.—;L')A?Dakﬁam- pbﬂff& y nu.u 9 ﬁ arl

Carpinteria, CA 93014 "H\Qc‘ﬂ' e 23 ;

Re: w7 ? n\_ gw% 4\6: '\"“ﬁ

Dear Mr. Strachan, Sffeuiinane C ‘)”&’ e
W\)QCC\_VJL‘J ey \,P/‘ /x ﬂbLf

Thank you for your recent inquiry regarding you credit card aceount,

Bank One ackuowlcdges that you did not intentionally or iresponsibly charge the abave referenced
sooaunt over the credit ling,

We have since correoted the situation with the credit bureau reporting agencies, The account should not
toflect as ever being over the credit ling by any eredit bureau reposting agoncey as of this dato,

Thank you for calling this ta our attention.
Sincertly,

Dawn Turk
Lendmng Opertions
1-888-298-5623
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CARDMEMBER_SERVICE BANKZONE. )
B.0. BOX 8630
WILMINGTON, DE 19899-8650
VISIT US OXLINE 4T WWW.CARDMEMHKRSERVICES.CO! Aprll 23, 2004
T
STEPHEN M STRACHAN e

o Lt raiseld backdy 249 by

CARPINTERIA CA 98014-1116 / Py , .
: - {0 thehs ot KO-2i9-COrsen.
u.l,.,.n.n.....,u.c.,l...u,,.n.«.u.n.l....n.u.l,M“’?35'““577 o

e __,_.r"ﬂ

RE: Account No: 1007

Important information is provided
below regarding the credit line for your
account.

Dear Stephen M Strachan:

As your credit card company, we value your business. It is important to us that
we provide you with timely information regarding your eredit card account.

After careful consideration, we have decrsased the credit line on your above-noted
account to §27250 for the following primary reasons:

* high balances owed on hankcards
* balance too high compared to crdt limit
¥ using too many bank card accounts

This decision was based in whole or in part on information provided by the
reporting agency noted below. Other than providing information, this agency
played no part in our decision. If you have questions about our decision to
decrease the credit line on your account, we suggest that you first obtain a copy
of your credit report from this reporting agency:

Experian: (888)397-3742, P.O. Box 2002, Allen, TX 75013

Under the Fair Credit Reporting Act, you are entitled to raceive a free copy of
your credit bureau report’ from this agency if you request the report within 60
days of the dafe of this letter. We encourage you to obtain and review a copy of
this report. If you then suspect that there are errors in your credit bureau
report, you may work with the credit burseau agency to correct those errars,

(continued)

2%3
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Stephen Strachan / ’
From: Siephen Strachan [sevensea@endhlink nat] \

Senf: Monday, August 23, 2004 10:36 PM

Tor Nedi {New York Times) {E-maif)

Ca: Rubin {Pew Yark Times) {(E-meil) € i

Subfect: NYT/PES Froject Qversl N 7 ; ‘
eful

NelllRobir: Fc owing is the ovarsl] view | promised, it's taken a ot of time and car
esearch into my files so &5 to be as chiective and factual as is humaniy poss‘o’e Ex :Lg

G"flaae:‘;

Scrry for the delay, but { think your patience will prove 1o have been worth the walt.
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5) Chase ﬁ JOUXK {Chase Piatinum Mastercard)
a} ceount opened approximalely Apri, 2001,

b} Primary usage is for personal, family, and housshold, as well as
fimited company use. Original cradit imi was 315,000
<} Closing balance as of statement anded 058/14/04 was §8,711.28
d} APR on purchases as of statement ended 08714/04 was 18.90% (originally
12.55% with 1.99% prmotional for 9 bilting cycles, APR for cash advances 19.00%.
F;n?nce charge from statement ended 06/14/04 was $134.80 0
Minimum paympnt dus from stetement snded (8/14/04 was $194.00. .
g9 Paymentof $600.00 was mads 06/21/04. Rl 4 ﬁ/ﬁ@
D] Credit fimit was Increased from §15,000 1o $16,500 approximal 8

. then sgain from $18,500 to $18,500 approximately §7/2002. $
i { changed my mailing addrese anound July, 2002 and notified Chase in wiiting
accordingly in the spaca provided on the statement stub. Chase made an /}mlf{@ed
arror in data enfry, apparently, s¢ sletements were interrupted. | corrected the
record with them, only fu have the same thing ecour again just a couple of months
{ater. Even though statements were returned to them, | was not natified or contacted
uniit{ called Chase. | had been reported o Bxperian g deliaquent, penalized with
a "Late Payment Feg", and my APR was increasad to 23.00%. When | confronted
Chase, thelr representative refused to waive e “telephone paymant fee”, even though
it was readiy admilted that ihe eror had heen Chass's on both cocasbons. { was
unwilling to be {uriher penalized or incorvenienced by Chase, so the account was,
closed, After rriuch felephoning and complaiaing, a supervisor finally reviewed the
entire sequence of svents and waived all late fees, crgdited back all excess finance
charges, and reinstated the account back to the previously existing rate of 11.95%,
Additonaily, she agreed fo correct the reonrd with Exparian, as my FICO soore had "
plummelsd by approximately 47 peints bacause of the error. Meanwhile, dus i
the miransigence of bath the original phone representative and myself, my account
remaing closad to this day,
Genarally, | would have 10 say that Gnase is far and awsy the most disorganized
and seamingly “shoot themsalves-in-thé-foot” contpared fo any ather, aven among
those that pave me worse freatment.
Tha mos{ regent statement ending in August, 2004 shows yet another iste paymert
penatty of $35.00. This payment was made a full 17 days before the due date, but
was pasted 2 full 7 days sfter the dus dales Chase's representative told me that
they could not make adjustments fo clossd accounts {(Just add fess, apparently).

&)
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a}
b}
¢}

¢}

d}
e}

m
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gank one[Chume FE(IOF oo {Bank One Yahoo! Viss)

Onginal account was Yahoo! Visa offered through First USA Bank,
Originat cradit limit was $25,000. Another First USA account (#5139) with
& limit of $28,000 was relied into this one for 3 total credit imit of 850,000
The Yahoo! account was opened approximately August, 2000 The other
"First USA Platinum Card” account was opsned approximately November, 2000, . P
These two accounts combined 0S/21/2001 under the Yafoo! acsount numiber. "g—d{ O:’tl/ H-/ 05
Primary use Is for personal. family and household incidenials. Thers have B e
also besn cvcasions in which a balance transfer or promotional cash offer ~ 5#4‘@

was alfraclive enough to act on.

Closing balance as of statement ending 08/02/04 was 827,044.17.

APR for purchases was 22.45% s of statement ending 05/02/04. Frarkly,

it's very difficult to tell' what the originally agreed-upon APR was in the first

place as there have been se many shanges, beth upward and downward,

As the usage of this cand was primarily K promational cash offers and balance

tansfers, the standard, fixed APR was betwoan 12 59%-14,09% after any

axpiration of promational time peried offers that | avalled myseli of.

Finance cherge for the staterment ended 0B/I02/04 was $408.73,

Minimum payment as of stateman ended 060204 was L .

Payment of $1.000 was made 08/08/04,

My credit imit was dacresssd from $50,000 to $40,200 on 06/26/02, This was
dangerously close to the balance on the cand (§40,093.87 as of 07/03/02),

Wy credit Imit was degreased aualn from $40,200 to §38,800 on 10/07/02,

This again was dangercusly close lo the balance ot the time {$38,545.88 as of 10/03/02).
it's become ohvlous to me thet Bank Ona's § 1 Was ¥ to panti
decreasing my credit limit $0 as to eventually close the account, i suppose

that i my aceount want "over the limit® as 2 result of the razor-thin tolerancs

that was loft betwese my swront badance and newly-fowerad credit Bmilt,

it would therefore also alfow Bank One to add penalties gnd additionat

rate hikes of the APR. This theory bocame svidant with another aceount

1 have with Bani Gne. .

My APR was pcreased from a pominal 8% to 14,98% to 22.98%.

My creditfimit was decreased agajn from $3%,800 to $27,250 effectiva from 04/23/02.
Atthe time of this most recent credit imit decrease, my balance wes again dangerously
close and was actually forced overl!l (S27.542.44 as of 08/04/04). This placed me

I an "over the fimit" situation for which | was penalized by Bank One and reporied to
Experian. | began calling Bank Cne o sorrect this situation on 080404, | had bean

notified by Expartan of the deragatory repon placed by Rank One. Whan | canfronted
& =3
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I
Bank One, they admitted thelr ‘mistake’ and actually had the audacity to raise my imit e’ Q\
fo $27,550 to cover the difference. | was promised that correclive measures would be h %
taken with Experian, but as of the end of fay nothing had chenged...in fact, that same

19)

o}

Hank O
a}

b}

m}

0
e)

2

o
7

Incorrect derpgatery report was stif an my Experlan report as recently as the end of July.
{ do have g letter from Bank Une clearly stating that the “over-he-imit" sttuation was
ot due {6 anything that | did, but rather, a Bank One grror. In fact, | have not used the
aceount for over two years, i
Bank One holds an "Undisputed First Place” position in the ranks of dishonorable dealing
and dubious business practices with regard 1o their cradit card divisions. This holds true
for ail 3 accounts listad hera. When First USA was responsible for the intstralion

1 found people to be mors rensanable and reallstic. What Bank One did (and confinues
to do) 1o me Is uncenscionable, unethical, undeserved, bad business and arguably jegal.

nefhase FF454 XK. {Bank One s-Card) ;
This account was originally with First USA Bank, an was first appilad for due to its belng

an advertised incentive (% ARR) with the purchase of 3 Dell compuler system, | applied
over tha telephone with Dell while buying a new clientfserver system for ray Califoria office.
When [ applied for the First USADel Gomputer card, | was declinad, 1 bought the computer
systern anpway, and simply used-my American Fxprass, | belleve. Imagine my surprise
wher, approximately 01/22/20012 bmnd new First USADell Compuiter cradit card shows

up at my office with a credit imif of $25,000F S6 much far being declined, and so much f H‘} ES

for a 0% AFR incentivelll | expected to receive 3 lefter of dedlination, but Instead recaived

2 525,000 credit line (the computer system was mayba 1/3 of that amount),

Primary usage of this account has heen for family and housshold incidentals, as well as
balance transfers and prometional cash offers. .

Closing balarce as of siaternent ending 06/00/04 was $9,424,04.

Finance charge as of statament ending 08/09/04 was $194.40,

Winimum payment due as of staterent ending 08/00/04 was $235 00,

Payment of $§750.00 was made 68/17/04.

ARR on purchases as of statement ending D/0S/04 was 24,99%, and 24,98% for edvances,
The original APRs wete 4l promotional {apprdnately 2.99%-5.95%), Atthe expiration-of
the promotional perlods, the default APR was approximately 15.95% for purchases and
18.49% for cash advances,

My eredit fine jncreased from 826,000 t $30,000 approxirately 12/ 12001,

My eredi| line was then decreased frem $30,000 to $18,500 approximately O8/20/02, This
cradit line georoage was, again, dangerusly close to the balance ($18,245.03 as of 06/11/02).
A payment Sent was returned by the USPS approximataly September, 2602, This showed up
on my 09/11/2002 statement as a non-payment, accompanied by o lote fee. 1t was a “no win® i
sltuation, $o { aceapted the iats feo and mads amangements for & telephons payment so as N ot
1o bath honor my commitment and avald a negative report on my bureau regort. The following ﬁ AR ( -
manth, a sifyalion ocourred In which the account went late agan. Aside from a clerical eror s g

on the part of my bookkeeper (whose duties include alt this hill paying), | assumed the full F‘*’ ) .
responsibifity for her error...what choice? | was seyerely purished hy First UEA (see followng)  FRVGU Y {
Bue to these back-to-back foulups, my APR on ALL FIRST USA ACTOUNTS was increased Cks vcz&ff&
draslically (1 sccount slong want up {0 19.95% from it prometional AFRL AL the time, ‘ "
the total outstanding balances dus to First USA wers approximately $160,000, and now a4 & i
3 apcount balsnces jumped...in same cases, gs high a8 24.99%11 &l]wj)?, af
! cantactad First USA, and questioned them as to why my APRs had been increaser so much, Q ‘tii f§{‘5’ ¥
After all, when the first payment came hack in the mall, | contacted First USA, made a phona é}é’z&! " s
payment-commitment, and stuck fo &t 1 was reassured that since | did so, there was ro repart 7.
made to the credit buraaus, When | queried sbout the huge Increass in APR, | waa tolg that /}G I
Just fika it saye in the Cerdholder Agreement about being late twice In a B-month period, likewise i

tshould wait about 8 months and the APRs would ol back assuming the sceount remains in ﬁ‘fﬁ {

good standing, That sounded pérfectly reasanable, so | had no reason fo doubt it & éf@@(ﬁi&s

My APR was inoreased acaln from 19.99% to 22.99% approximately 04710103 {prime + 18 7a%). 19! e
My APR was increased vet again from 22.90% to 24,99% approximately 12/03/03. Throughout [Tt -
all these APR increases, | imdn't used any of my First USA/Bank One accounts for over 2 vearsil! 5%
Practically concurrent with the fafest AFR increase to 24.908%, (now) Bank Ona actually had the -
audacly o increase my credi fimit from $18.500 to 821,3001H Apparently, there was confusion %)l)j"

5 1o whether or not | was @ good dsk or 2 bad risk, but as long 23 1 was a foolishly profilable ;ﬁﬁ Oﬂ@

fisk { was & risk worth teking...or so | thought, A AE
Effeclive 04123/04, Bank One degreased my just-recantly Increased eredit fmit from $21,300 down C h
10 §71,050. Once again, this was very close iy ry balanee ot the e ($10,749.84 as of DA/0S/04), z T

Just as & bit of added entertainment, | wanted o foll you that Bank One decressed my credit fine f ng
) 1y
S e
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yef again again, from 511,050 fo $8.150 spproximately 08/04/04 (Dalance was sé,mq.s:g atihe fme}.
s} In refrospect, it would have been a lof simpler had | inyly besn turned down in the beginaing tke | was tokd

1) B;ank Qne jﬁawi%sozér XXXX (British Alrways Visa Cand) .
&

Qrginally opaned with First USA approximately August, 1999, The origina! credit linit was
$25,000. {had another First USA acopunt (#3574) that had 2 §40.000 credit lfmit that was
combined with tha Briflsh Alrways eard to tols! 65,000, These were combined some time
. betwesn August, 1988 and Juns, 2000, A third First USA ascount (#2529} was also rofled n

io the British Alrways card, for a grand {otal credit limit of $30,000

b} This was my main card of cholse, 8s my business afforded me reguiar opportunities to ravel,

The British Alrways Fraquent Fiyer program warked very well, so the unususlly high creditimit

was a definite convenience. Lisage was braad, ranging from balance transers t promotional

cash offers for the company to travel expenses as well as daily various and sundry cherges. &7 +)CB
{ used this card-at almost every spportunily for personal and household expenses. >

o} Ciosing balance as of statement ending 06/07/04 was 586,601.91. fg

En Finance charge as of statement ending 06/07/04 was $1,367.08.

2} Minfrum payment due as of statement ending 06/07/04 was $1,370.00.

f Payment of $50,000 was made via Fed-Ex 08/1B/04. Various credits (34.013.93) were issued
1o the sccount 06/20/04. Another pavment of $11,000 was posted 07/22/04, and another
finai payment of §5,000 was made via Fed-Ex and posted 08/03/04, These payments and
credits paid off the actount, and left a sredit balance of $719,70.

1 APR on purchases was originally %, and [noresged to 19.99% approximately April. 2008,
{I'm net sure of the data. s very dificult to Yreverse engineer” First USA/Bank One statements),
The APR was ingreased from 19,99% to 22 99% right around the {ime of the First USA/Bank One
marger, and than was invieased yel again from 22.99% lo 24.98% approximately July, 2004.

[ My credit Tmit was desreased from $30,000 to $70,800 approximately 042304, True to form.
the difference belwesn my balance due at the Yime ($70,318.97 on 04/07/04) and this newly-

i

nggl 3‘5 decreased oredit imit was razor thin,
Sau b As recently as February, 2004, | was still recaiving convenience checks offering 3.99% fixed
& = APR for the fife of the Ioan up o my availiable ¥mR of $50,000 at the tims. These checks are

On August 4th, 2004, { checked with Bark Ona to confirm that my acoount was, In fact, pald off.
{intended to avail myself of the 3.89% fixed APR, My account halance was confirmed {o be
zem, plys an additional credlt balance of $719.70. And, yes, the checks wers also confimed

as valid up to my svallable 570,600 creditlimil, Howsver, before | merely wrote myself a chack
for 888,000, { thought It prudent to call Bank One st (I've already had a feste of their samewhat
"dublous"” ethics and "fruth in fending™). 1 planned 1o use the monsy 10 satisfy some other higher
interast debt, and 3.98% fixad was an attraciive offer. To make a long story shart, L was not only
ol that & 569,000 chack would not be hunored, but that | couldn't sven write a check for §1.0011
1 was iold further that my account was closed!l! Not becauss of lste payment or NSF checks or
going over the imit, but allegedly due bo my unsacured debt level {gpproximaiely $100,000 of it
had already been paid off to Bank One themsalves, but they had not reported it to Experian!il)

6{ e},?} il apriving, atbal for a lower $70,600 imit as redantly as August 3nd, 200411
p

k} { received a refund-check for my eredit balange of $718.70.
iy i also recelved a statement asking for $187.57 bagk to cover finance sharges for approximately
$4,800 for the previous month. Another entry on the statement was & 365 Annual Membership

Fee {neadiess fu say that's been removed now). The statement {glosing date of D8/0E/4) also
states thal my Total Gredit Line of $70,600 has 80 avallable, and my Cash Access Ling of
$14.120 also hes $0 avallable.

i also received a letter dated August Bih, 2004, stating that "my request for reinstatement has

m}
bean declined”. | did not any such rel t in fact my account was already

1 clpsed on the 4thill { recanfirmed that fact on tha Gth, but never suthorized another inguirgtil
Net anly didl that unsutharized ingquiry cost me mare valuable FICO points, but my aceoynt

had jusi been glosedil!
Where's the “truth in lending™??? | received yet anothsy 3.99% offer up o $70,800 on August 18thH!
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Arnyway, Nelli, there should be sufficient data here for you to develop a list of questions or toples you'd ke
to cover. There are a few spots In this overafl that nedd o be polished up, but it is true and faclual to the
absalute best of my knewledge. -

Please eontact me al your eadfest convenience, and we can move on o the nex! slep.
All the Best,

Stephen Straghan
Seven Seas Trading, inc.

‘@
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The New York Times > Businuss > The Plastic Trap: Soaring Interest Compounds Credit

A /
VY Tiwes Sxcerpt (0/21/200 .
too much debt, has missed or Is late on payments to other creditors, or is otherwise mishandling their
personal finances, it is not unreasonable to determine that this behavior is an increased risk. In the

interest of all of our customers, we must protect the portfolio by adjusting a customer’s rate to Ei( i

compensaze for that increased risk *
(afsjes

The interest rate on a credit card is theoretieally corrslated to the likelihood that a borrower wili make
gond on his debts. Lenders typically measure those odds by a threc-digit number known as a FICO

score :

‘Che Credit Score

Calculated by and short for the Fair Isaac Carporation, a company in Minncepolis, that score has
become the most vital of statistics 10 many Americans

Credit scores are used to determine everything from how much a person can borrow to how much he or
she pays [or life insurance to whether he or she can rent a home. A ulility company in Texas cven
experimented last summer with using credit scores to sel prices for electricity,

“[he number crunchers at Fair Iszac do not make fending decisions, They simply take information
coliceted by the three largest credit-reporting agencies, Experian, Equifax and TransUnion, and apply
mathematical formulas to boil it down 1o 2 single number on a scale that runs to 850,

“Lenders use that score, almost like 2 thermomeler, to determine if they're going to grant credit or naL"
said Tom Quinn. a spokesman for Fair lsaac, He cstimated that his company had calculared a credit
score for about 75 percent of American adults.

known as subprime, and virtually ensures the highest borrowing rates, if the consumer can obtain any

@ ‘The average FICO scors is 720, he said. A score below 620 lands a consumer in the riskiest category,
credit atall Credit reports generally note only those payments madc at cast 30 days late

Consumers with better-than-average scores are usually, but not always, cligible for the lowest rates, As
Steve Strachan, a flower jmporter in York, Pa., leamned, a relatively high credit score dves not guacantee
favorable terms,

A thick credit repor an Mr, Sirachan trom January showed a FICQO scare above 730, but hy then he had
already been through a battle with the issuer of a card that had once been his favorite methad of
payment.

in the 1990's, Mr. Strachan traveled frequently from his home on the West Coast to Amsterdam and
other foreign cities to meet with suppliers of wiips und exotic flower varieres that he distibuted 10
domestic florists snd whotesalers, He obtained a WorldPerks Visa card that rewarded him with seat
upgrades through Northwest Airline's frequent-flier program

*{ used ther card whenever I possibly could because of the trave] benefits,” he recalled. sining in his
living room beforc stacks of credit card bills. change-of-terms notices and other correspondence
berween him and several lenders. “Never paid a penny of interest,”

He was such a valued customer then, he said, that LS Bank, which issued the card, had extended him a
high credit limit of 854,000 even though the card rate was just one percentage point above the prime
rate. When the economy wilted after the cotlapse of the st arket in carly 2000, so did Mr.

/ s
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‘the New York Times > Business > The Plastic Trap: Soaring Interest Compounds Credit..

Strachan's business He began using his credit lines on that Visa card and a few others to stay afloa
paying smaller portions of his growing balances

Then. in Mav of last year, US Bank sent Mr. Strachan a [cticr telling him that it planned to raise the
card's rate 10 20 21 percent, nearly quadrupling the existing rate of 5,25 percent.

"1 wasn't fate, and I didn't go over the credit limit, and I didn't write bad checks,” Mr, Strachan said A
representative of US Bank told him he was using 100 tnuch of his available credit, he said.

A 1S Bank spokesman declined to comment on Mr Strachan's account.

The monthly interest charge on bis $50.000 bafance jumped from $209 in June 10 $756 in July and $808
in August He eventally persuaded the banle to restorc the original rate, but the bank closed the
account, shutting off a key source of credit.

By then, Bank Ons, another creditor, had compounded M. Strachan's woes He was carrying 2 balance
of about $70.000 on one account when the bank started raising his rates, first 1o 19.99 percent in April
2003, then to 22,99 percent the next tnanth, then to 24,99 percent in June. By Oclober of Tast year, he
was incurring a monthly finance charge of about $1,500 on a 577,000 balance.

"It was like they almost all had a little meeting in the back room and said. ‘Let's get Strachan,’ * he said
of his creditors. "How does it serve them 1o treat people like that? Are they trying to force them into
banksuptey "

Lawyers he consulred advised Mr Strachan 10 take the easy - and increasingly popular - way out by
filing for bankruptcy protection, bul he refused. He is struggling to make good on his debts “because ¢
have principles and ethics *

But the banfe to dig out of a deepening hole has taken a toll. Mr. Strachan said he had lost 30 pounds
and described himsetf as 2 “broken man.*

Lately, e said. Bank One has perindically reduced his credit limit to a level just above his remaining
balance, leaving him little margin for error. Some months, he said, if’ he were to pay only the mininum
due, the ensuing finance charge would put his balance over the limir, triggering a penalty fee

By doing thar, he said, "They create their own little monster,”

The Regulators

Consumer complaints prompted the Oflice ol the Comptroiler of the Currency, which oversees the
nqtiona}ly chartered banks that constitute most of the major card issuers, fo warn banks about giviag
fair notice of term changes and about sending vut tempting offers to people wha are unlikely to qualify
for them

Julie Williams, the acting comptroller, said in an interview that as long as the lenders were not
intentionally deceiving their customers, they were free to set whatever rates and fces their home states
allow, if customers do not want ta pay a particular rate, “they have choice," she said. “They can tind
another card *

But consuimers clearly are unhappy with the chojces they have. About 50,000 people lodged complaints
€5
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Subjest  Credit Card Practices

TO:  Chief Executive Officers of All National Ranks, Department #nd Division Heads, and Al
Examining Personne)

PURPOSE

The Office of the Comptrolter of the Currency (*OCC”) 15 issuing this advisory letier 1o alert
navional banks to the OCC’s concems regarding certain cradit card marketing and account
managemem practices. These practices may entai] unfair or dacepnve acts o¢ practices and may
expose a bank ta campliance and reputation risks.

Three practices, in particular, have come to the OCC's attention and are addressed in this
guidance. The first practice 1s soliciting for credit cards that advertise credit limits “up 0™ 2
maximum dollar amount, when that credit limit is, in fact, seldom extended. The second practice
is using promotional rates 1n credat card solivitations withaut clearly disclosing the significant
restnctions on the applicability of those rates. The third practice is increasing a cardholder’s
annual percentage rate or otherwisc increasing a cardholder’s cost of credit when the
circumstances triggering the mcreass, or the creditor's nght 1o effectuate the increase, have not
been disclosed fully or prominently.

DISCUSSION
“Up e Marketing

Promotions for credit cards with crediv limits “up t0” a specified dollar emount are common in
the credit card industry, and such marketing can be appmprlatc and beneficial to customers when
the "up to" amount of credit offered is not essentially tHusory,' 2 meaningful mumber of
applicants receive a significant credit line,” material information ebout the cost end usefulness of

* In & recent advisory letter. the OCC noted the mmplnn..e and xafery and soundoess nsks and congens presentod
by wredit vand Programs. under whioh o nominal vredat fine is coosumed by fees  See OCC Adwasary Letter 2004-4,
“ducured Credt Cards,* 214 (Apni 28, 2004) The OCC advised thut banks should nat "ofFer unsecurad crodit
enrds /' {he amount of Fees chargod to the oard upon 1ssuance substannally reduses the amount of smual available
eredil it card wuhity L L 6
* Credu les should be etublishid commensurme with a barrower’s crebwvorthinoss und bility to ropas the

assyued Hmil in secordanet with thw torms of the card “Credin Card Lending, Account Mnnngumt.ntand Loss
Altowanes Guidineo™ wt 2, stinched to (300 Dalletin 20031 Qunvary B, 20030,

\\
Oate. September 14, 2004 Page | of 4
(Blhz)
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the card is clearly and conspicuously presented, and disclosures are made in accordance with
Regulation Z, 12 CFR part 226  On the other hand, certain prectices present high compliance
and reputation risks. Accordingly, national banks should not:

+  Target consumers who have limited or poor credit histories with solicitations for credit
- cards with & maximum, or “up to,” credit limit that is far greater than most of these
applicants are likely to receive,

¢+ Pravide most apphicants with a “defuult credit line™ (the lowest credit line ava.i.lable) that
1s significantly lower than the maximam amount adverhsed, while faling to disclose
fully and prominently in the promotional materials the delauls credit line and the

passibility that the consumer will recerve 1t

s Advertise the possiblo uses of the card when the initial available credit line is fikely o be
so lrmited that the advertised possible uses sre substantially illusory.

To further mitigate associated risks, national banks should strongly consider providing and
disclosing readily exercisable mechanisms for consumers 10 cance! the card at hitle or o cost

when they leam the actual credit limit granted. ’
Promotional Rare Marketing

Anather common industry practice is 1o use a promotional rate to aftract customers and fo induce
new and existing customers 10 ransfer balances from other credit cards. A typical promotional
rate solicitation involves represenrarions that an applicant or current cardholder may for a limited
time receive a reduced annual percentage rate (“APR™) on esrtain credir card charges or
Iransuctions. The reduced APR generally will be in effect anly for & specified number of
months, Additionally, the low APR may be subject 10 other material limitations, and other
features of the promotion may Himir the consumer’s ability to benefit from the program. For
exampls, the promotional rate may apply only 10 transferred balances and not to new purchases
during the promotional rate periad, or the borrower's pay ments during the promotional rate
penod may be applied first to balances transferred pursuant o the promotional rate salicitation,
and only afier such transferred balances are paid off are payments applied to balances that are
accruing interest at the ordinarily applicable (and higher) APR. In addition, consumer benefits
from low snitiak APRs may be offset by the imposition of fees on any balancas that are
uansfarred.

Pmmprional rate offers may be beneficial to consumers, and the typical limitations and fearures
described abave are not, taken alone, contrary o law  Prablems may arise, however, i maerial
terms are not appropriaely disclosed in promononal materials. Accordingly, nenonal banks
should not;

* Fail o disclose fully and prominently in promotional marerials and credit agreemenls any
maerial limitations on (he applicability of the promotional rate, such as the time period
for which the rate will be in effect, any circurustances that could shorten the promotional
rate period or cauge the prometional rate to increass, the catagories of balances or charges

It i
Dats September {4, 2004 ( 40 ! \ Pupe 2 of 4
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1o which the rate will not apply, aad if applicable, that payments will be applied (o
promotional rate balances first.

» Maks represenrations thar create the impression thar material limitations regarding the
applicability of the prometional rate do nor exist.

» Falio disclose fully and prominently in promotional materials and credit agreements any
fees that may apply {¢ .. balance wansfer fecs) i connection with the promotional terms.

@ Repricing of Accounts und (Other Changes in Credit Terms

Credit card issuers may increase a consumer's APR to address oredit risks that arise when a
consumer fatls to make timely payments on the account, and some credit card issueis may
ingrease the APR when a consumer fails to make timely payments on other accounts, including
accounts with other creditors, Some credit card issuers also tnay raise the consumer’s APR for
other raasons, such as the consumer's increased use of credit, failurs to make more than the
nnimum monthly paymenat on the account with the issuer, or other behavior that reflects
adversely on the consumer’s credrt rating. Credit card issuers may take other actions that also
effectively increase the cost of credit for some consumers, such as shortening the due dats for
recespt of payment or raising the amount of fees for late payment, exceeding & credit limat, or
obzaming a cash advance.”

‘These practices may well be appropriate measures for menaging credit risk on the part of the
credii card issuer However, certain pracices in connection with repricing credit card accounts
and changing terms of credir card agreements may ruise heightened compliance and reputation
nisks  Accordingly, national banks should not:

@ « Fail o disclose fully and prominently s promotional matenals the circumstances under
which the credit card agresmient permits the bank to increase the consumer's APR (other
than due ta a variable rare feature), incresse fees, or take gther action ta increasc the cost
of eredit, such as, if applicable, failure to make timely payments 10 angther creditor

» Fail © disclosz fully and prominently in marketing materials and credit agreements, as
. applicable, that the bank reserves the right 10 change the APR (other than due 0 a
variable rate featurs), fees, or other credit terms unilareratly.

CONCLUSION

The practices described in thus advisory letter may involve unfair or deceplive acts or practices,
o+ other vinlations of laws or regulations. These practices also can damage a bank’s repurarion
and good name, and are contrary to the standards under which the OCC axpects narional banks to
aperate. Accordingly, in the OCC's view, a national bank should take steps necessary to avoid

“ inyome thie erecht ngr pecifies when the oredit vard wsuer may incrctsc tis APR. incrense
foes. or viherwise change the applicuble credit tarnms. In other cireumstanees, tha credit agrement peviats the erodst
waid 1ssuer 10 make umlatorn] vhunges 1o wrms

KT
Date: September 14, 2004 (4 %3) Page 3 of 4
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engaging in such practices. In the event the OCC finds a national baok to be engaged in the
practices identified in this advisory letter, 1t will take af} appropriate supervisory action necessary
to eddress the matter.

Questions conceming this advisory letter may be directed to the Community and Consumer Law
Duviston gt (202) B74+5750, the Credit Rusk Division at (202) 874-5170, the Compliance
Division at (202) 874-442R, or tite appropriate supervisory office.

Julte L. Williams Y Emory W. Rushton
First Senior Deputy Comprroller and Senicr Deputy Comptroller and
Chtef Counsel Chief National Bank Examiner

Date Seprember 14, 2004 /42 A 3 Page 4 of 4
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Stephen, your last point is e most salieat. The primary difficulty in pursuing
claims for you, since vou have now relocared out of California (which has stuck
Jown arbitration clauses in credit eand agreements), has been the uniform existence

of arbitration clauses in the agreements, These clauses make it impossible for oG
lawyers 1o handle any claims. because the claims arc wo small (o cover the costs s’ \
and [ees of the case and because.the clauses prechude class actions, Thus, ? ¥

- because all of the agreements include the clauses. no one can really challenge - Q‘@C/ s {
the viotations by the credit curd companies, and they continue on without any

penalty or deterrent.  Flie point of this ense Is 1o desiroy the clauves so that the '\C)?J\Q‘D /
substantive cases may then be pursued on a representative basis. Whether o ;‘ 0‘\ 4

particular card issuer has or las not breached its agreement with you is wholly k / M
wreluvint, The point of this case s trat they alf congpired, during identificd '}{( ‘ffv-
meetings and in specific emails, 1o include arbitration tlauses which they knew \)t /
waould act as an unfair und deceptive restraint on cardholders® ability to resolve S

legitimane claims of breach and the imposition of unlawlul or unfair fees, charges % ii"“,//

and terns. Thuy, the claim is an antitrust claimy, which outlaws conspiracies s/\/ 4
doiong eompetitors o sel and agree ppon market impavting ems, There §s no /
doubt that such a conspiracy happened. becanse T witnessed some of the meetings

m ABA conventions and utherwise where the credif card issuers all agreed to basically

do the same thing. So, thiy iy indeed a stepping stone case. That said, however,

1 think you may have a very interesting point concerning antitrust injury. To the extent

your credit score has been lowered because you have been unable to chatlenge

unlawlil change in terms provisions and other aspects of cortain credit card pracrices.

1 may be that that is un antiteust injury. OF course, Fair Jssacs doesn't know why

the score §s lower, so it wouldn't be a defendant, but | think we might be able ©

construct an econoilic analysis to show that the arbitration clauscs have had an indirect
elleet on credit scores, because they prevent penple from challenging charges, fecs, elc,

they otherwisc would challenge, I would want 1o talk 1o an economics expert, but 1

deitnitely see some potential there. T will eall vou later loday.

Mihael . Donvvan

IMPORTANT: This c-inaif iessage Is not inton, wding or relivd vpor and, withoui Bavitatiog on
the foregoing, shull not ereare, walve or modife any | .. obligation or Hahifily, or be coustiued to coatain
or b 4 elecironic signatire, o cunstitute a natice. sppraval, weiver or visction, or (0 (o1, modify, amend
or ferpunate any contract, The wfuroation ined i thg is vonfidential and s inwnded only
Tur {he named addressee(s), This mexsags may be proteeted by the wornoyiclien griviiege. IF the reader of
this teasage is not an intendid reciplent (or the individuat responsible for the defivery of this message o

an distended reciplenty, please by idvised that any re-use, dissenumation, iswibution o copying ol tis
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INTRODUCTION

Chair Maloney, Ranking Member Biggert, and members of the Subcommittee, I
appreciate the opportunity to appear before you today to provide the Office of the
Comptroller of the Currency’s views on H.R. 5244, the “Credit Cardholders’ Bill of
Rights Act of 2008.” Although credit cards provide consumers with many benefits, they
also generate complaints about fees, billing, and marketing practices. Congressional
oversight, through hearings such as this, has encouraged improvements in some of those
practices, and this hearing is a valuable opportunity to cxplore the benefits and

consequences of possible legislative responses as well,

The OCC’s perspective on these matters is informed by our experience as the
supervisor of national banks’ credit card operations, which today involve management of

over 75 percent of the U.S. credit card debt outstanding.

In testimony before this Subcommittee last year, Comptrolier Dugan provided
extensive background on the evolution of the credit card industry, benefits and current
concerns about credit cards, the OCC’s comprehensive approach to supervision of
national banks’ credit card operations — including our approach to cxaminations, the
consumer complaint process, and enforcement actions — and the need for reform of credit
card disclosures and certain other credit card practiccs.1 As the Comptroller noted, even
though the OCC doces not have rulemaking authority with respect to credit card

disclosures and marketing practices, we have been proactive in issuing supervisory

! Testimony of John C. Dugan, Comptroller of the Currency, before the Subcommittee on Financial
Institutions and Consumer Credit of the Committee on Financial Services of the U.S. House of
Representatives (June 7, 2007), available at: http://www.occ.treas.gov/fip/release/2007-54b.pdf.
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guidance that has resulted in improvements in national banks’ practices in both areas.
The OCC initiated the development of the interagency “Account Management and Loss
Allowance Practices Guidance,” which led to new standards for minimum payment
requirements, workout programs and reforms in overlimit practices. These changes were
necessary to deter prolonged negative amortization of credit card debt and to ensure that
borrowers with very serious financial difficulty could be enrolled in workout programs
that would amortize their debt within 5 years.> We also issued guidance to national
banks on inappropriate disclosure practices associated with universal default, unilateral
change-in-terms, and certain pricing strategies, which resulted in improvements in those

practices.

As the Comptroller stated in his testimony, we believe that certain key principles
should guide any new credit card legislation and regulation. My testimony focuses on

those principles and their application to H.R. 5244.

First, it is important to recognize that credit cards are different from home
mortgages or car loans in fundamental respects and, as such, require significant and
different credit risk management techniques. Unlike a mortgage or car loan, a credit card
is unsecured, revolving, open-end credit. The amount outstanding on a credit card, at any
given time, is subject to the customer’s credit limit so that as the customer pays down the
balance of an account, he or she may then make new charges up to the limit (the

extension of credit thereby “revolves™ as payments are made and new charges are

* OCC Bulletin 2003-1, Credit Card Lending: Account Management and Loss Allowance Guidance (Jan. 8,
2003). Prolonged negative amortization refers to when the required minimum monthly payments are not
enough to cover all finance charges and fees assessed during the billing cycle and these unpaid charges and
fees are then added to the balance.
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incurred). Credit card lenders qualify customers for a specified interest rate, credit limit,
and other terms, based on an assessment of the consumer’s creditworthiness at the time
the account is opened. However, each charge made to the credit card is a new, unsecured
extension of credit that is not separately underwritten at the time of the transaction. Thus,
given the fundamental nature of revolving, open-end credit, the credit risk faced by a
credit card lender is dynamic and changing. And, credit card lenders appropriately rely

on risk mitigation tools to address changes in the customer’s credit risk profile.

The risk mitigation tools used by credit card lenders to address changes in the
credit risk profile of customers may include freezing or reducing credit lines, closing
accounts, shortening account expiration détes, and “re-pricing” (changing the rate of
interest charged) for outstanding balances on an account. Changes in a customer’s
creditworthiness and other factors affect credit risk assumed by credit card lenders for
both existing balances that a customer has not repaid, as well as for future transactions by
the customer. In other words, when a credit card customer does not pay his or her
balance in full, that action by the customer creates risk to the lender for the unpaid

balance as well as any future charges.

As a fundamental safety and soundness matter, given the nature of unsecured,
revolving, open-end credit, credit card lenders need to be able to respond to changing
circumstances that affect their risk exposure and operating costs. And, because the nature
and degree of these risks can differ on an account-by-account basis, they need to be able
to employ appropriate risk mitigation options, such as those described above, to address

these risks. As described in more detail later in my testimony, we have serious concerns
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that certain provisions of H.R. 5244 would deprive credit card lenders of options that are

important to effectively manage those risks.

Second, the ability and means by which credit card lenders change credit card
terms must not be one-sided — it must take account of implications for the customer.

Customers should be given meaningful notice of the terms and conditions of their credit

cards, and the circumstances under which those terms may change. This enables them to
make informed choices and compare the features of competing credit cards and to
recognize when their actions, such as failure to make payments due on the card, or
defaults on other obligations, may aftect their credit card interest rates, fees or other

terms.

The OCC has long-advocated a new approach to consumer disclosures — for credit
cards and consumer credit generally — based on robust consumer testing to develop
disclosures that customers can understand and that effectively convey the information
customers most want and need to know. Improved disclosure industry-wide can have
multiple benefits for consumers: it can lead to informed consumer choice, stimulate
competition to provide consumers the terms they want, and it can lead to transparency in
credit card practices. While we do not have rulemaking authority in this area, we have
been encouraged by the proposal by the Federal Reserve Board to revise provisions of its
Regulation Z governing credit card disclosurcs, and by the Board’s use of consumer
testing to develop the proposal. In a comment letter filed with the Federal Reserve Board
last year, Comptroller Dugan supported many aspects of the proposed rule, which

reflected this new approach — and also urged that the Board do more in certain respects.
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Third, and a key element of the Comptroller’s recommendations to the Federal
Reserve Board, is the need for credit card customers also to have meaningful choice
when faced with proposed increases in credit card interest rates. Specifically, the
Comptroller urged that before a credit card lender could increase the interest rate on an

account for reasons other than the customer’s default on the account itself, the customer

generally should be given a reasonable opportunity to opt-out of the change and pay off
the outstanding card balance according to the old terms. The credit card lender could
close the account to new transactions, or could choose to keep the account open under the
old terms for a fixed period of time, such as the account expiration date. This would
allow the credit card lender either to confine its risk to the existing balance and

potentially limited new balances, or to price for the risk of continuing the relationship.

But, where a customer defaults on his or her obligations under the card itsclf, the

risk to the credit card lender is clear and immediate, and, with appropriate up front notice,
the consequence of increased rates on the consumer’s existing balance and on future

transactions should not come as a surprise to the consumer.

Finally, we recognize that many provisions of H.R. 5244 are an understandable
reaction to shortcomings in practices — including the lack of meaningful notice and
meaningful choice described above. Where the reaction takes the form of a requirement
or restriction that reduces returns from one aspect of a credit card lender’s operations,
there may well be “trade-offs” between the potential benefits and consequences of such a
reaction. Credit cards are a fee- and interest rate-based business, and a credit card
lender’s response to a restriction in one area may well be to alter practices so that the

same return can be achieved through other means. Thus, for example, if credit card
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lenders are restricted in their ability to price particular customer segments for the risks
and costs posed by those customer segments, the alternative may be that those costs are
spread over a broader range of credit card customers. Put another way, taking aim at
risk-based pricing will likely cause prices to inercase on some portion of customers that
are not engaged in risky behavior. These are not necessarily safety and soundness
matters, but they are important considerations in assessing the ultimate benefits that
would result from particular legislative responses in this complex and competitive

business.

COMMENTS ON H.R. 5244

“THE CREDIT CARDHOLDERS’ BILL OF RIGHTS ACT OF 2008”

Provisions Affecting Credit Risk Management

Section 2: “Credit Cards on Terms Consumers Can Repay.” Section 2 of H.R.

5244 contains several provisions that would significantly restrict a credit card lender’s
ability to manage and price for credit risk. Among other things, a credit card lender
would be prohibited from using adverse information clearly relevant to a customer’s
credit risk profile as a basis for increasing the interest rate on an outstanding credit card
balance, unless the information pertained to the customer’s performance on the credit
card loan itself. In those situations where a creditor could increase the interest rate,
customers would receive a 45 day advance notice. Customers could continue to use the
credit card to incur debt for 45 days after this notice of the proposed rate increase, yet
could subsequently opt out of an increased rate thereafter. This section also provides that

credit card customers may caneel their cards without penalty at any time from the date
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they receive notice of the interest rate increase until the third periodic statement after the
effective date of the increasc is received. The customer would be permitted to repay the
outstanding balance that existed before the effective date of the increase under the rate

and terms in effect before notice was received.

Finally, section 2 would prohibit creditors from changing any term of the credit
card agreement until renewal of the agrecment, except for specific material reasons and

subject to specific limitations contained in the agreement when the account is opened.

These provisions are complex, but their practical effect is to significantly restrict a
credit card lender’s ability to respond to increased credit and changing costs. For this
reason, we have substantial supervisory concerns about the effect these provisions would

have on prudent risk management practices. For example:

e A credit card lender’s ability to price for changing risks presentcd by existing
credit card debt that has not been repaid by a customer would be limited solely
to circumstances in which the consumer has defaulted on the credit card
account itsclf] and in no other circumstances - even if the customer in those
other circumstances were provided with notice of the potential change and the
opportunity to opt out of the change and close down the account under its old
terms.

* In situations not involving a dcfault on the card itself, a credit card lender
could not use information highly relevant to its risk exposure to adjust its
pricing for the risk of credit card debt that a customer has not repaid.

Specifically, information about deterioration in a customer’s creditworthiness,
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such as defaults on other credit or deterioration of a credit score, is very
relevant to a creditor’s asscssment of a consumer’s credit risk. And,
depending upon the severity of the credit risk, it also may justify a pricing
adjustment on the account. But a credit card lender could not use this
information — even with notice to the customer and with an opportunity for the
customer to opt-out — to re-price existing account balances. The effect of this
restriction is particularly severe when the existing balance is at the maximum
credit limit on an account where credit risk has increased. In such cases, the
creditor is left with limited risk mitigation options — to close the account or
severely constrict any remaining available credit. However, this result may
not be beneficial for or desired by many consumers.

* In addition to restricting a creditor’s use of risk-based re-pricing, section 2
also could restrict a creditor’s ability to use other risk mitigation tools, such as
closing an account or reducing a credit line, even though these steps would be
a prudent course in response to adverse changes involving the consumer’s
creditworthiness or other factors bearing on the lender’s costs and risks. This
is because circumstances in which a change in terms may be an appropriate
response to increased credit risk cannot always be anticipated and specifically

identified in a credit agreement at the time the account is opened.

Comptroller Dugan has advocated a principled, but different approach, which we
believe is fundamentally fair to credit card customers and consistent with safe and sound
credit card lending practices ~ credit card customers should be provided with advance

notice and a right to opt out of certain changes in terms. Specifically, if a creditor secks
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to increase the interest rate on an account to address increased credit risk duc to a
deterioration in a consumer’s credit score or default on an account with another creditor,
it must first provide the consumer with a reasonable advance notice and an opportunity to
opt-out of the changed terms and to pay down the outstanding card balance in accordance
with the existing terms. If the consumer opted out of the rate increase, the credit card
lender could then mitigate the change in credit risk on that account by using other risk
management tools, such as by closing the account to new transactions or reducing the

credit line.

An opt-out structured in this manner would preserve the credit card lender’s
ability to monitor and respond to changes in a consumer’s creditworthiness using all
relevant information and available risk management tools, while recognizing that certain
price adjustments should be preceded by advance notice and an opportunity for the
customer to make alternative credit arrangements. It also would provide the customer
with meaningful information at a critical point in time in advance of any rate increase,
and it would provide the means for the customer 1o avoid any increased costs. With an
opt-out, the customer would have the choice of declining the rate change and seeking a
new credit card from another credit card lender, or agreeing to an increase in rates in

order to retain use of the card.

By contrast, when a credit card customer defaults on his or her obligations under
the terms of the credit card itself, the credit risk consequences are more direct and
immediate, and, provided appropriate up front disclosure has been given, the customer
should not be surprised when the credit card lender takes action to address this risk.

Consequently, while we believe advance notice should be provided in these instances
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before incrcased rates become effcctive for existing and futurc balances, we do not favor
a requirement that these customers be provided the right to opt out of a risk-based pricing
adjustment that is based on the customer’s repayment performance on the credit card

itself.

Section 3(d}): “Consumer Right to Reject Card Before Notice is Provided of Open

Account.” Section 3(d) would prohibit a credit card lender from furnishing any
information to a consumer reporting agency before a credit card customer uses the card o1
activates the account. While this provision may be intended to address concerns about
the impact of such reporting on a customer’s credit score if the customer declines to
accept the card, it also raises substantial risk management concerns. In evaluating the
risk posed by a potential customer, it is important for a lender to know the credit lines the
customer has available, and what has becn used. Section 3(d) would effectively mask
this information. Thus, for example, a customer could accumulate multiple, unactivated
credit cards, which would be unreported — and unknown to the lenders assessing that
customer’s risk. The customer’s real credit risk could be very different from what it

appeared to be.

Provisions That May Have Unintended Consequences For Credit Availability And

Costs

Other sections of the bill would prohibit or otherwise impose restrictions on
particular credit card practices and fees. The issue here is not necessarily fundamental
safety and soundness, but what the practical result of these changes would be — and

whether limits on certain practices and charges would have unintended consequences that
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are detrimental to consumers in other respects. Careful consideration of these potential
trade-offs are essential to evaluating the ultimate effect of these provisions H.R. 5244.

This issue is illustrated by two provisions discussed below.’

Section 3(f): “Pro Rata Payment Allocations.” Section 3(f) would require a pro

rata allocation of payments among the outstanding balances accruing interest at different
rates, with the largest balances rcceiving the greatest share of the payment. This
provision responds to concerns that consumers may not understand how their payments
on a credit card may be allocated to portions of their existing balance that carry different
rates of interest, and that a creditor’s payment allocation practices can increase the
relative cost of using the account when it includes features that carry diffcrent rates. (For
example, a customer’s outstanding balance might include a portion reflecting a balance
transfer bearing a very low rate, a portion with the regular account rate, and a portion
with a typically higher rate for a cash advance.) The Federal Reserve Board has proposed
to address these concerns through enhanced disclosures about the allocation of payments
to balances subject to different interest rates, such as a lower promotional rate for balance
transfers. Their Regulation Z proposal does not impose restrictions on how creditors

must apply payments among balances subject to different interest rates.

Credit card lenders compete for new customers by offering temporarily low
interest rates on balance transfers, and many consumers who receive meaningful
disclosures can benefit — sometimes substantially — by lowering their borrowing costs

when they transfer credit balances to a lower-cost account. If restrictions are imposed on

* Other such provisions are section 3(g), which would require that periodic statements be sent by the
creditor to the consumer not less than 25 days before the payment due date, and section 4, which would
regulate fees and practices relating to overlimit transactions.

11



344

payment allocation methods, instead of addressing these issues through enhanced
consumer disclosures, the likely consequences will be reduced lender competition, fewer
low-rate promotional programs that benefit customers, and changes to the way credit
cards are priced — including the re-imposition of annual fees. These are examples of the
trade-offs that should be considered in connection with requiring the approach to

payment allocation that would be dictated by this section.

Section 3(a): “Double Cycle Billing Prohibited.” As many observers have noted,
some issuer practices that have prompted many customer complaints also may be so
complex and difficult to explain that disclosurcs cannot adequatcly inform consumers so
that they can avoid adverse effects of such practices. A frequently-cited example of such
a practice is so-called “double-cycle billing.” Double-cycle billing permits a creditor to
compute the finance charge based on two billing cyclcs if a consumer, with no prior
balance, makes only a partial payment of the balance by the payment due date. In effect,
with double-cycle billing, the “grace period” for making payments without incurring a

finance charge is retroactively eliminated.*

Section 3(a) would prohibit creditors from charging interest on any amount, even
if less than payment of the full balance, if it would otherwise be subject to a grace period
and is paid within that time period. While the heading on this provision indicates that it

is intended to prohibit double-cycle billing, it would in fact apply much more broadly.

* To illustrate, if a consumer who made $1,000 in purchases in month one pays only $990 of the balance on
the payment due date, $10 is carried over into the month two billing cycle. 1f the credit card issuer uses the
double-cycle billing method and no new transactions are made in month two, finance charges on this
account would be calculated taking the average daily balance of $1,000 in month one and $10 in month
two, instead of calculating it on just the average daily balance of $10 in month two. U.S. Government
Accountability Office Report No. 06-929, “Credit Cards: Increased Complexity in Rates and Fees
Heightens Need for More Effective Disclosures to Consumers,” at pp. 27-28 (Sept. 2006).

12
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Section 3(a) would apply to, and limit the use of, the average daily balance method of
computing interest on credit cards, which is one of the most common balance
computation methods used. * In contrast to double-cycle billing, the average daily

balance computation method generally has not been the source of consumer complaints.

Here again, if the average daily balance computation method ultimately is
prohibited in addition to double-cycle billing, costs will increase and creditors will look
for other sources of compensation. If prohibition of the average daily balance
computation was not the intent, however, we would be pleased to provide the
Subcommittec with technical comments on how the scope of section 3(a) could be

revised to specifically target double-cycle billing.®

The Congress may make the determination that disclosures alone are not adequate
to address consumer protection concerns about credit cards, and may conclude that it is
appropriate to prohibit certain market practices. As noted at the outset of my testimony,
this decision will involve weighing the benefits and consequences, or “trade-offs,” of
particular responses. When weighing the merits of such proposals, it is important to bear
in mind that creditors may react to stringent ncw regulation by increasing the price of
credit cards for all consumers and by reducing the type and amount of credit that is
available. Also complicating the equation is the possibility that a severe reaction by card

issuers to market restrictions could add stress to general consumer economic conditions.

5 With the average daily balance method, a borrower that revolves the balance by not paying the entire
amount due by the due date must pay inferest charges that are computed by multiplying the average daily
amount outstanding for that billing cycle (only) by the daily rate of interest. Section 3(a) would bar this
because it provides that “the creditor may not impose or collect an intetest charge on the portion of the
credit that was repaid” within the specified grace period for the current cycle.

8 See, e.g., 12 CFR 226.5a(g)(2) (Regulation Z definition of “two-cycle average daily balance™).

13
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Finally, there is no doubt that the recent scrutiny of credit card practices by
Congress and this Subcommittee in particular, and the debate over legislative and
regulatory responses such as H.R. 5244 and the Fcderal Reserve Board proposal, have
yiclded positive results. Some practices that the bill targets — such as double-cycle billing
- already have been largely climinated by national bank credit card issuers. As described
earlier in my testimony, better disclosure has multiple benefits — informed consumer
choice, greater competition by lenders to provide consumers with the terms they want,
and the benefits that flow from transparency. Enhanced transparency, aided by the
spotlight of Congressional oversight, has prompted credit card lenders to change practices
that were difficult to explain and defend. This hearing continues the valuable process of
enhancing transparency as well as exploring the benefits and consequences of legislative

responses.

CONCLUSION

Thank you, Chair Maloney, for the opportunity to testify on these issues. I will be

happy to respond to any questions you might have.

14
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Committee on Financial Services, Subcommittee on Financial Institutions and Consumer Credit
Statement of Susan Wones
on
The Credit Cardholders’ Bill of Rights: Providing New Protections for Consumers

April 17,2008
Good morning, Madam Chairwoman and Members of the Subcommittee. I am Susan Wones, from
Denver, Colorado, and I want to express my appreciation to the Subcommittee for inviting me to come
to Washington again to share my experiences, which I think show the nced for the legislation you are
considering. I am pleased that 1 am able to testify this time!

Since 2003, T have had three credit cards through one bank. First, I had a Disney rewards card. When I
signed up, I knew it would go from an introductory rate of 0% to 7.9%. But later 1 discovered it had
gone to 14.9%, and although I tried I could not get it lowered. It had a $6,000 limit. Once I got up to
around $6,000, though, the rate jumped from 14.9% to 25% - even though I had never gone over the
limit. So, I decided to eancel it and pay off the balanee. But after I closed the account, the eredit card
company still tried to increase my rate to 25% on the balance 1 owed. Idon’t think that’s fair, and that
would not be permitted under H.R. 5244.

After this, I decided to open up a new account, a rewards eredit eard that donated all of my rewards to
the ASPCA, the American Society for the Prevention of Cruelty to Animals. That new card had an
introductory offer of 0% interest and had an initial credit limit of $2000. During the middle of one
monthly bilting eycle | went $15 over my limit and they raised my interest rate to 23.24% and charged
me a $39 over-the-limit fee ~ even though my beginning and ending balances for that billing cycle werc
under my limit. 1knew that I was close to my limit but I figured that once I hit my limit the charges
wouldn’t be approved — but in fact the charges that took me over the limit were approved and I think that
was because the company wanted to be able to charge the fee and raise my interest rate. After that, a
few months later, the bank told me they were raising my interest rate to 32.97% on this account, so I
closed the account. Iunderstand H.R. 5244 would let pcople like me tell the card companies not to
approve any charge that would take them over the limit. 1 think that would be a good thing.

My third bank credit card is a non-rewards card that also has a $2000 limit and is at a 7.9% interest rate.
Finally, I have one other credit union card that has an interest rate of 10%.

I understand credit card interest rates are set bascd on risk and if the company is charging somebody a
higher interest rate it is because they think there is a higher risk that the card holder will not pay the bill.
So, it makes no sense to me how the same bank can issue me three different cards, with different rates --
one at 14.9% which they tried to raise it to 24.99%, another onec at 7.9%, and a third that had a 0%
introductory rate and now is at 20.99%. If they were truly rating me for risk, shouldn’t the cards have
either the same or close to the same interest rate? Or, if they think [ am overextended - which they
stated in a letter sent to me last week — why would they continue to issue me new credit cards? There’s
just one me, and just one risk that [ won’t pay or be slow to pay.

Furthcrmore, my credit union posted my FICO score of 726 on my aceount, which I understand means
my credit is good and there’s a low risk that I won’t pay my debts. The bank said in its letter of last
weck that they raised the rate on one of my cards because of the “risk level” shown in my credit report.
What is the reason for raising my interest rate if I am, according to my FICO score, such a good credit
risk? ILR. 5244 would cnd this practice of increasing interest rates based on what is going on with my
other accounts, outside of the bank’s accounts, and I think that is the fair thing to do.

In the recent letter the bank offered to discuss payment programs with “reduced rates and fees,” but
still don’t agree that I am a credit risk because I don’t agree I’m overcxtended. All 1 know is that I try
and be a good customer and I don’t think that I have been treated fairly in return. 1don’t believe that is
fair for me to pay my bills on time and live by the rules of the contract and still be penalized. This
system must be reformed so that customers like me are treated fairly and equitably.
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Senator Ron Wyden

Testimony to Financial Services Subcommittee on
Financial Institutions and Consumer Credit

First, ] want to commend the Chair’s and Senator Levin's work on trying to create a
better credit card environment for consumers. Many credit card practices are
unconscionable and should not be allowed and I believe you are taking appropriate and
timely action to address these problems.

Credit card debt is now clobbering American families like a wrecking ball. Coupled with
$110 a barrel oil, and the sub-prime mortgage mess, credit card debt is now the third leg
of a very wobbly economic stool on which millions of American families sit.

The trouble with credit cards is that all too often the marketplace fails the millions and
millions of Americans who want to manage their moncy responsibly.

Many credit card issuers stack the deck against the consumer before the consumer ever
even knows what the deck looks like. A consumer will apply for a credit card and not
know what kind of an agreement he will be given until after his credit score gets knocked
because of the credit check he had to go through to get the card. Or, a consumer may
have a great intercst rate on a card and always pay that card on time, then suddenly
realize one day that the interest rate has skyrocketed because he has charged too much or
misscd a payment on a totally unrelated credit card.

Many of these practices arc unconscionable, and I applaud my colleagues for their efforts
to combat them.

However, 1 belicve that while we consider how to address these particular problems, we
should also consider how we can create a more level playing field so consumers can get a
fair shake. Right now, issuers hold all the cards. Sure, issuers say that their customers
can change credit cards anytime, but in reality, they can’t. Credit scores are a large factor
in determining which credit card a consumer applies for, and the number of times that
you have applied for credit recently, and the length of time that you have held a single
card, count towards your credit-worthiness. So, while issuers say their market is
competitive, the reality is that consumers who may want to change their credit cards often
can’t do so because they need to protect their credit scores.

This makes the choice of which credit card to apply for an important and long-lasting
decision. But, if there is no information for the consumer about all of the card issuer’s
practices at the time of application, how can a consumer make an informed choice? Once
they receive the card and have a 42-page credit card agreement that bears a strong
resemblance to the complexity of our tax code, how can they know that they’ll be treated
fairly? If, in the unforeseeable future, an issuer comes up with a new term as unfair as
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“universal default,” how can a consumer know that it is something to pay close attention
to?

1 believe that the committee should consider, in addition to the Chair’s Credit
Cardholder’s Bill of Rights, an ongoing system that would arm consumers up front with
the kind of information they nced to make informed choices. Such a system would
encourage better practices by rewarding issuers that abandon unfair practices, or that
innovate consumer-friendly ones.

That is why I and Sen. Obama introduced the Credit Card Safety Star Act. It creates a
system that gives consumers an easy, visual cuc that tells them whether the credit cards
they’re about to use are relatively safe, or require close scrutiny by the cardholders to
understand how it works.

1 believe the challenge to creating an ongoing system is two-fold:
1. We need to protect the consumer from rip-off lending practices, and educate the
public on steering clear of marketplace abuses, and
2. We need a new approach to government oversight over the credit card industry
that will reward credit card companies who do right by their customers.

Our legislation would address both objectives by directing the Federal Reserve to
establish a safety rating system for credit cards. Cards with terms that are consumecr
friendly would be rated up, while cards with tricky terms that tend to get consumers in
trouble would be rated down.

1 want to be clear: in my rating system, there is no need for rating terms that are already
well understood in the marketplace and have vigorous competition over them. This
includes annual fees, interest rates, and rewards, which are not included in the legislation.

Our bill focuses on the trickier parts of agreements — parts that are never advertised and
are buried in legal mumbo jumbo, larded with qualifiers, exemptions, and waivers, and
incomprehensible to anyone who doesn’t spend their free time reading the Uniform
Commercial Code. 1t also rewards issuers for particularly friendly practiccs.

For example, credit card agreements that in which the terms can be changed at any time
for any reason will get an automatic one-star rating. Credit card agreements that give
consumers 90-days notice before the issuer intends to change the terms, with an option
for the consumer to opt out and continue paying off their balance under the old terms,
would be rated up.

Senator Obama and I see our proposal as operating in much the same way as the five-star
crash rating system for new cars. The rating system for cars has worked: Americans have
become better educated about how their cars will protect them in a crash, and the rating
system has created stronger incentives for the industry to build safer cars.
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Under our legislation, credit cards with five stars would be deemed the safest, while those
with one star the lcast safe.

Credit card companies would have to display the ratings on all their marketing materials,
billing statemcnts, agreement materials and on the back of the card itself. Consurhers
would also be able to see the ratings for their card and how their card got that rating on a
stand-alone Federal Reserve website.

The Federal Reserve will be responsible for updating the star system and making sure
that if new terms or practices come to market, thosc terms or practices are assigned an
appropriatc rating.

Additionally, my legislation creates a Credit Card Safety Star Advisory Commission
which would study the effectiveness of the star rating system. The Commission would
also implement a study that would examine whether it would be better to eliminate
certain unfair practices rather than simply giving them a rating under my system.

The safety star rating will increase competition between credit card companies over the
fairness of the terms in their contracts, which will creatc an incentive for them to use
fairer terms for more credit cards. When the Crash Test rating first came out, most cars
only received one or two stars. Now, thanks to competition, many of them rcceive four
or five. I believe the Safety Star rating will produce a similar result.

Card issuers currcntly compete on their ability to advertise, mostly advertising their
interest rates and annual fees, but not on the fairness of their credit card contracts. It’s
like pitting Joe Camel against the Marlboro man to hide the fact that cigarettes are bad for
your health. Card issuers advertisc their great interest rates and their great rewards and
try to tell you that their card will cost you less to use. Then they bury the information
about early deadlines and arbitrary rules, and the card ends up costing you more.
Consumers deserve to have the tools to make informed choices about what they buy. My
bill will level the playing field and help people decipher the impossible texts of their
agreements.

The Chair, Sen. Levin and others have introduced legislation to ban various practices and
I certainly would support banning these cgregious practices. However, card issuers will
invent new practices, no matter how many are banned. This is a sophisticated industry.
If all we do is ban existing bad practices, issuers will always be ahead of the game, and
they will develop new unfair practices. That is why we need a new approach that would
be built around empowering consumers in the marketplace.

Millions of Americans are walking on an economic tightrope. I would use classic
American free market principles to help consumers make better choices while forcing
credit card companies to compete, not on the basis of who can best craft abusive
practices, but on the basis of who treats consumers the most fairly.
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Conumittee on Financial Servires
2129 Rapburn House Gifice Builving
Tashington, BE 20515

February 13, 2007

The Honorable Ben S. Bernanke

Chairman

Board of Governors of the Federal Reserve System
20th Street and Constitution Avenue, N.W,
Washington, D.C. 20551

Dear Chairman Bernanke:

We are writing to urge the Board of Governors to complete its regulatory review of the
credit card disclosure requirements under Regulation Z as soon as possible. For the last 40 years,
the Board’s Regulation Z has established requirements for credit card disclosures. During that
time, credit cards have become more prevalent in our economy, serving as a preferred form of
payment in retail transactions while also enabling consumers to undertake big ticket purchases,
such as household appliances, without assuming costly and inconvenient retail instaliment credit.
Fedcral Reserve statistics indicate that Americans now hold almost 600 million credit cards. We
are concerned, however, that changes in credit card products make it more difficult for
consumers to understand the terms of their credit card accounts and to shop for new accounts. It
is our view that Regulation Z has failed to keep pace with these new products and needs to be
revised accordingly.

A September 2006 report by the Government Accountability Office, entitied “Credit
Cards: Increased Complexity in Rates and Fees Heightens Need for More Effective Disclosures
for Consumers,” highlighted weaknesses in current credit eard disclosures. Over the years, the
terms of credit card accounts have become more diverse and sophisticated. For example, many
credit card issuers have higher fees, such as over-the-limit fees and late payment fees, instead of
charging a simple, all-inclusive annual percentage rate with an attendant annual fee. Other cards
use complex balance computation methods, such as two-cycle billing. Card issuers also may
offer consumers different rates for different transactions—for example, a low rate for halance
transfers, but a higher rate for new purchases. Not only should consumers understand these
differing rates, but also the manner in which their payments will be applied to the different
balances.

Although overall innovation in the marketplace has benefited consumers by expanding
access to credit for some consumers and enabling others to obtain credit at lower rates, we are
concerned that the current disclosures with respect to these products may not be sufficient.
Consumers who are not adequately apprised of fees or complex balance computation and
payment allocation methods may pay higher fees or additional interest, even though they present
no increased risk to the eard issuer. We firmly believe that consumers should be well-informed
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with respect to credit card products so that they may decide which product offering is best for
them. Regulation Z must be revised in order to achieve this goal.

Although we understand that it is the Board’s policy to review each of its regulations
every five years, Regulation Z has not been the subject of a comprehensive review since 1982.
While the Board began a review of Regulation Z’s open-end credit disclosure requirements in
December 2004, it is now 2007 and the Board has not issued a proposed revision.

We believe that it is critical that the Board accelerate its efforts to complete the
Regulation Z review process. In doing so, the Board must recognize the need for consumers to
receive simple, clear disclosures that help them choose credit cards effectively and to understand
how to manage the credit card accounts that they have.

Sincerely,

Sp#ncer Bachus Paul E. Gilimor
Ranking Member Ranking Member

Subcommittee on Financial
Institutions and Consumer
Credit
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February 27, 2007

The Honorable Spencer Bachus
Ranking Member

Committee on Financial Services
House of Representatives
Washington, D.C. 20515

Dear Congressman:

Thank you for your letter dated February 13, 2007, in which you encouraged
the Board to accelerate its efforts to complete the review of Regulation Z, which
implements the Truth in Lending Act (TILA). In particular, you ask that the Board
complete its review of TILA’s rules affecting credit cards. You note consumers’
increasing use of credit cards to pay for retail transactions, including big-ticket purchases.
You express concern that changes in credit card products make it more difficult for
consumers to understand the terms of their credit card agreements, and that Regulation Z
has not kept pace with these changes.

You refer to the findings of a September 2006 report by the Government
Accountability Office (GAO) regarding the effectiveness of credit card disclosures. The
report highlighted weaknesses in current disclosures, and discussed that consumers may not
understand how card issuers’ increasingly complex pricing structures affect the overall cost
for a particular credit card account. For example, current credit card pricing may include
not only higher rates and fees, but balance computation and payment allocation methods
that also affect the overall cost of the card account. You believe current disclosures may
not be sufficient to enable consumers to make informed decisions about credit card
products, and Regulation Z must be revised to achieve this goal.

In December 2004, the Board announced its plan to review Regulation Z in
stages, beginning with a review of open-end credit (primarily credit card) rules, in an
advance notice of proposed rulemaking (ANPR).! A second ANPR was published in
October 2005, in which the Board requested comment on issues relating to amendments to
TILA’s rules affecting open-end credit contained in the Bankruptcy Abuse Prevention and

! The Board has reviewed, revised, and added specific provisions to Regulation Z over the last several years, as
discussed more fully in the December 2004 ANPR.
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Consumer Protection Act of 2005, and announced its intention to incorporate
implementation of the new amendments with the ongoing review of open-end credit rules.
Copies of the ANPRs are enclosed for your information.

A primary goal of the Regulation Z review is to improve the effectiveness
and usefulness of the open-end credit disclosures and substantive protections. Specific
issues raised for public comment in the Board’s ANPRs about how the Board might
achieve this goal are consistent with the concerns expressed in the September 2006 GAO
report on credit card disclosures and your letter. The Board acknowledged the
complexities of credit card products in today’s marketplace, and the challenge of explaining
complex terms in a way and at a time that is meaningful and useful in making informed
decisions about the cost and use of credit. In the ANPRs, the Board also noted consumers
usage of credit cards differs, and thus, that the relative importance of certain cost terms to
cardholders may vary, depending on whether, for example, they consistently revolve--or
repay in full--their balances each month. The Board sought comment on possible
improvements to the timing, formatting, and terminology of required disclosures, among
other issues.

v

During 2006 and continuing into 2007, Board staff has worked with a
consultant engaged to conduct consumer research for the Board. The research has been
designed to elicit consumers’ current understanding and usage of credit card terms in
making account-related decisions, and how changes in terminology or format might
improve the disclosures’ effectiveness. For example, the lesting has explored, and
continues to explore, the extent to which complex pricing terms, such as balance
computation and payment allocation methods, can be explained both sufficiently and
succinetly. The testing is expected to be concluded in March.

T understand that Board staff has met with industry and consumer groups,
and others on this matter. Board staff is currently developing its recommendations, based
in part on testing, and the Board hopes to issue a proposal for public comment in the next
several months.

I hope this is helpful.

Sincerely,

e

Enclosures

Identical letter also sent to:
Ranking Member Paul E. Gillmor, House Subcommittee on Financial Institutions
and Consumer Credit
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Sandra Braunstein subsequently submitted the following in response to written questions
received from Congressman Barrett in connection with the April 17, 2008, hearing before
the House Financial Services Committee:

I am curious about the Federal Reserve’s work on improving credit card disclosures
and ensuring that practices are transparent and reasonable. 1 am particularly
interested in the amount of research that your staff has put into these regulations.

¢ What types of unintentional consequences do you consider when crafting
your credit card regulations?

o What steps did you take to ensure that your regulations do not lead to
unintended consequences for consumers such as the restriction of credit
options?

o Does H.R. 5244, the Credit Cardholders’ Bill of Rights, contain any
provision that you are concerned may lead to unintentional
consequences?

On May 2, 2008, the Board issued proposed rules under the Truth in Lending Act
(TILA) and the Federal Trade Commission Act (FTC Act) to address unfair or deceptive
practices by banks in connection with credit card accounts. The proposed rules address
many of the same practices as H.R 5244, Although the Board’s proposal takes a different
approach in some cases, both seek to address concerns about interest rate increases on
existing balances, two-cycle billing, adequate time to make payments, allocation of
payments among multiple balances, and credit cards that have high initial fees that use up
a significant amount of the credit limit.

In developing its proposed rules, the Board carefully considered the potential for
unintended consequences. The Board recognizes that, if the proposed rules are adopted,
consumers may see certain costs decline but, in some cases, there may be higher upfront
costs and less available credit. Nevertheless, it appears that the proposed rules would
benefit consumers overall by creating a more transparent pricing structure that enables
consumers to more accurately assess the cost of using their credit cards at the time they
engage in transactions. In addition, credit card issuers would be more likely to offer
initial interest rates that realistically reflect risks and market conditions instead of
offering low rates at the outset with the expectation of subsequently re-pricing balances.

This increase in transparency and fairness should enhance competition and empower
consumers to better manage their accounts and avoid unnecessary costs. The Board’s
proposal would permit credit card issuers to guard against changes in market conditions
by offering credit cards with variable rates tied to an index. The Board’s proposal would
also permit issuers to price for risk in cases of serious delinquency, by increasing the
interest rate on an existing balance after the consumer becomes 30 days delinquent on the
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account. Creditors would retain the ability to address credit risk by lowering the credit
limit or, subject to certain limitations, increasing consumers’ minimum payment.

The Board will continue to evaluate the potential unintended consequences of its
proposal during the comment period. The Board has solicited information and comment
on a number of issues related to possible unintended consequences. For example, with
respect to the rules governing rate increases on existing balances, the Board solicited
comment on the effect the proposed restrictions would have on outstanding
securitizations and card issuers’ ability to securitize credit card assets in the future. The
Board also sought comment on whether the restrictions in the proposed rules would limit
an issuer’s ability to effectively manage risk if the default rate on credit cards is greater
than anticipated, and whether additional exceptions to the rules are needed to address
safety and soundness concerns.

» Based on your extensive research, are there any aspects of the Credit
Cardholders’ Bill of Rights that you think would be unhelpful to consumers?

As noted above, the Board’s proposal addresses many of the same practices as
H.R. 5244, One provision in H.R. 5244 that is not addressed in the Board’s proposal
would direct credit card issuers to disclose the amount required to pay off the account in
full (the “payoff balance™) on each periodic statement and pursuant to a consumer’s
request by telephone or through the issuer’s web site. At the time the payoff balance is
disclosed, however, the issuer may not be aware of some transactions that are still being
processed and that have not yet been posted to the account. In addition, finance charges
can continue to accrue after the payoff balance is disclosed. If a consumer relies on the
disclosure to submit a payment for that amount, the account still may not have been paid
off in full.
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Questions submitted for the record by Rep. Gresham Barrett (R-SC).

Would you lend money that you do not believe can be repaid?

How does it benefit your business to ensure that your customers are able to
repay their loans? What are the costs for you if your customers cannot repay
their loans? What steps have you taken to make it more likely that your
customers will repay their loans in full?

Would any parts of this legislation cause you to no longer serve certain
customers that you currently serve? Are there any products that you foresee
changing dramatically based on the Credit Card Bill of Rights, and are you
concerned about reducing consumers' options?

How might your pricing plans change from this legislation? Do you think any
consumers would see a sharp increase in their interest rates or see new
fees?

RESPONSE :

We would never lend money out if at the time we make the loan we do not
think it can be repaid, and as a federally-insured bank, we are expected to
operate in a safe and sound manner, which includes maintaining adequate
capital and generating positive earnings without assuming unnecessary risk.
An example of the type of steps we may take today to manage risk are
reducing c¢redit limits for certain segments of our customers or assessing
higher rates at some point during their account relationship. For other
customers who may not be able to pay all or part of their debts, we try
offer special forbearance programs to reduce the amount of unpaid debt.

We set the price for our loan products based on our assessment of the risk
the customer presents. For higher risk customers we will price at a higher
rate. If we are unable to reprice commensurate with a customer's risk as it
changes during the course of an account relationship, it is likely that
initial rates and fees for all customers will need to rige to make up for
the inability to reprice the risk that exists in existing balances. It is
also likely that certain customers will be denied credit entirely and that
the choices given to customers will be reduced in terms of products,
promotional offers, rewards and the like.
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May 15, 2008

The Honorable J. Gresham Barrett
United States House of Representatives
Washington, D.C. 20501

Re: Hearing on H.R. 5244 “Credit Cardholders’ Bill of Rights”

Dear Mr. Barrett:

These are responses to the questions that you addressed to Discover Financial Services
and the other the industry witnesses who appeared at the Financial Instilutions
Subcommittee’s April 17, 2007 hearing.

Q. 1am astrong believer in the power of the free markets to price products
efficiently, drive innovation, and expand the availability of goeds that people

want. While I believe that consumers must be prot

tod dulent

against fra

and misleading activities and that terms should be transparent, I think that
people should be given the responsibility to borrow money as they see fit.

o

Would you lend money that you do not believe can be repaid?

A. No. Our underwriting process is intended to ensure that credit is
extended only to individuals who have the ability and willingness to
repay their loans. Bank regulators, whose responsibility is to
ensure the safety and soundness of financial institutions, require that
we do this, and our shareholders and investors (including
purchasers of securities backed by credit card receivables) expect it.
We have strong incentives to make loans only when we expect that
they will be repaid. Each unpaid loan is a costly experience:
revenues from multiple paid-as-agreed loans are required to make
up for the losses that result when a single account is charged off.

How does it benefit your business to ensure that your customers
are able to repay their loans?

A. Extending credit only to those able to repay their loans is
essential to the viability of our business. When customers default
on their payment obligations, we lose not only the profit we

Discover Financiol Services 2500 Lake Cook Road Riverwoods, IL 60015
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anticipated (in the form of interest) but the loan principal itself.
Defaults negatively impact our ability to fund the credit we extend
by making securities backed by credit card receivables less
marketable. When customers pay on time, we avoid incurring
losses that have ta be passed on to other (low-risk) customers in
the form of higher prices or fees.

‘What are the costs for you if your customers cannot repay their
loans?

A. Customers who miss loan payments increase our costs in the short
term, requiring us to carry the cost of the funds that we borrowed
and advanced when the customer used the card, as well as billing,
account maintenance and collection expenses. When loans are
charged off, we experience substantial losses. We lose some or all of
the loan principal, accrued interest and fees, the expenses that we
incurred during the account underwriting and acquisition, and
expenses of managing the account before the default (e.g. monthly
billing, postage, and maintenance expenses). Losses from unpaid
loans also increase our borrowing costs, and hamper the ability to
extend credit to other consumers. A substantial portion of our
Jfunding is derived from sales of credit card receivables to investors.
The willingness of investors to purchase those securities and the
pricing of securitized receivables is dependent on loan quality. As
the recent experience in the home loan sector illustrates, loan
defaults impair the attractiveness of asset-backed securities and the
ability to market them.

= What steps have you taken to make it more likely that your
customers will repay their loans in full?

A. The process begins with sound underwriting, to ensure that we
affer credit o individuals who can afford to repay it and have a
history of responsible credit usage. Credit limits are set initially, and
re-evaluated periodically, at levels that are appropriate for each
individual borrower. We provide pertinent information about
responsible credit usage to our Cardmembers, and tools to assist
them in managing their Discover account and other financial
commitments.

Throughout the life of an account, we monitor the customer’s
account usage, as well as the customer’s experience with other
lenders, for signs of changes in the customer’s ability or willingness
to repay. When we observe changes in account usage that might
signal that the customer is experiencing financial stress, we
communicate with the customer through messages in account
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statements and, in some cases, telephone calls to offer assistance.
Consistent with federal regulatory guidance, customers may be
offered hardship programs that provide assistance in the form of fee
waivers, interest rate reductions and other concessions. We work
directly with Cardmembers or co credit counseling agencies
in establishing payment plans for customers who need them to
manage their debts.

The use of risk-based pricing and default-based pricing, also affects
customers’ payment habits. Customers whose interest rates are
increased based on a deterioration in their creditworthiness or
payment defaults on their Discover accounts frequently change
their borrowing and/or payment behavior (i.e., reduced card usage,
higher monthly payments) that result in the repayments of the
outstanding loan.

Sincerely,

MM
Carlos Minetti
ExecutiveVice President
Cardmember Services and
Banking

cc: Thomas G. Duncan
General Counsel
Committee on Financial Services

TATAl P QA4
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Responses to Questions from April 17, 2008
Hearing on the Credit Cardholders’ Bill of Rights Act of 2008
Submitted by Larry Sharnak
Executive Vice President and General Manager, Consumer Cards
American Express Company

Would you lend money that you do not believe can be repaid?

Answer: American Express has very strict underwriting standards based on a
customer’s ability to repay. We have developed rigorous credit risk
models to ensure we are fending to creditworthy borrowers, We would
not {end to customers who we believe could not repay the loan.

How does it benefit your business to ensure that your customers are able to repay
their loans?

Answer: American Express operates a buslness model that is driven by
Cardmember spending on our payment network, Our most important
metric is the level of Cardmember spending on our network, not the
outstanding balances Cardmembers choose to revolve, We want our
Cardmembers to use their American Express Cards and to pay us back, If
customers are not able to repay their loans, we cannot enable them to use
their Amerioan Express Cards for purchases.

‘What are the costs for you if your customers cannot repay their loans?

Answer; The costs to our business when a customer does not repay their loan are
significant. We are often forced to write-off the entire unpaid balance for
delinquent customers and we experience increased costs of collections ag
well ag increased customer servicing costs on these accounts.

What steps have you taken to make it more likely that your customers will repay
their loans in full?

Answer: As the economy has wezkened in recent months, we have tightened our
underwriting standards for new applicants, and we have reduced lines of
credit far thase custorners who pose a greater risk in order to minimize the
likelihood of default. The actions we have taken are very targeted and
surgical in nature as to allow ail good c s and smail busi] to
continue to benefit from our valuable card products while limiting our risk
exposure within higher risk customer segments.

Page | of 3
May 15, 2008

6/8
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‘Would any parts of this legislation cause you to no longer serve cerfain customers
that you currently serve?

Anawer:

Amorican Express belisves that there are two specific provizions in the
legislation that will have a significant impact on our ability to serve certain
customer segments, The first deals with how issuers can adjust interest
rates in response to changes in a customer’s risk proflle. The second deals
with the “pro-rata” payment allocation provisions in the legistation which
would have a significant negative impact on consumers,

American Express believes that ILR. 5244 treats all intcrest rate increases
in a similer fashion, regardless of the reason for the increase, The
legislation imposes a 45-day advancs notice, followed by an additional
period of up to three billing cycles to allow consumers the ability to opt-
out of the new rate, before any interast rate increase could go into effeot.
This broad notice and opt-out applies to all interest rate increases
uniformly, whether the rate increase was triggered by a consumer’s
behavior on the account In question, a missed payment with a third-party,
or any other reason not related to that particulac account.

As currently written, this provision would reducs incentives for consumers
to make timely payments and fimit our ability to react to changes in a
customer’s risk profile in a timely way, For example, consumers could
run up a balence on their account, make no subsequent payments, and still
avoid a rate increase on the account by exercising their right to opt-out,
Under this bill, a consumer would have up to five months to decide
whether a rate increase should be applied even if they were in default on
their own account, Consumers who pay their bills on time should be
protected from arbitrary rate Increases. At the same time, consumers who
fail to make timely payments on their should be ble for
their actions.

With respect to payment allocations, we conducted research that found
that on average a consumer could reduce their overall effective interest
rate by nearly 2.8 percent by taking advantage of a balance transfer offer.
This benefit is likely much higher when you take into account that most
consumers are transferring belences from higher rate loans with other
lenders.

In addition, our data show that consumers who take advantage of
promotional or balance transfer offers pay down their accounts at a faster
rate and exhibit lower delinquency rates than our average customer. This
would lead one to conclude that the vast majority of consumers who take
advantage of such offers are exhibiting payment behavior that
demonstrates they are aware of the terms of the offer.

Page 2 of 3
May 15,2008

7/8
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If this legislation were to be enacted In its current form, we would no
longer be able to make our most advantageous offer to the overwhelming
majority of consumers who would receive such an offer currently. We
would also likely reduce our marketing of promotional rates in general,
For those who would still be eligible to receive such offers, the terms
would niot be as favorable to consumers as they are today. This is because
H.R. 5244 would fundamentally change the economics of such offers,
thereby making them far less available to consumers than they are
currently.

Are there any products that you foresee changing dramatically based on the Credit
Card Bfll of Rights, and are you concerned about reducing s’ options?

Answer:

As referenced above, the payment allocation provisions in the legisiation
will likely have a significant adverse impact on consumers. They will see
fewer promotional rate offers in the marketplace and these offers will be
avaliable to fewer consumers,

In addition, the legislation would significantly restrict an issuer’s ability to
price for risk at the time that risk has become readily apparent, thus
requiring issuers to account for that risk in other ways, such as by pricing
accounts at higher rates.

How might your pricing plans change from this legislation? Do you think that any
consumers would see a sharp increase in their interest rates or see new fees?

Answer:

[f this legislation were adopted in its current form, you would likely see
low-rigk borrowers being forced to subsidize the costs of high-risk
borrowers because the legislation limits the ability of issuers to price
accounts according to the risk profile of a customer after an account has
been opened. This will likely force issuers to price accounts at higher
rates.

Page 3 of 3
May 15, 2008

8/8
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782 \J,S, Master Tax Guide

Taxpayers requesting an abatement of interest generally must file & separate Formn
843 for each tax period for each type of tax with the IRS Service Center where their tax
return was filed or, if unknown, with the Service Center where their most recent tax
return was filed.

Suspension of Inter¢st. In order to avoid the accrual of underpayment interest, a
taxpayer may make @ cash deposit with the IRS for future application against an
underpayment of income, gift, estate, generation-skipping or certain excise taxes that
have not been assessed at the Hme of the deposit {Code Sec. 6603). To the extent that a
deposit is used by the IRS to pay a tax Hability, the tax is treated as pald when the
deposit Is made and no interest underpayment is imposed. Furthermore, if the dispute is
resolved in favor of the faxpayer or the taxpayer withdraws the deposited money before
resolution of the dispute, interest is payable on the deposit at the federal short-term rate.

2845, Interest on Additions and Penalties. Interest on penalties and additions to
tax for fallure to file, for fallure to pay the stamp tax, and for the accuracy-related and
frand penalties (see § 2864 aud Y] 2866) will be irnposed for the period beginning on the
due date of the return (including extensions) and ending on the date of payment.
However, if payment is made within 21 calendar days after notice and demand is made
(10 business days if the amount demanded is at least $100,000), then interest will stop
runping after the date of notice and demand (Code Sec, 6601{e)(3)). For all other
penalties, interest will be imposed only if the addition to tax or penalty.js not paid within
the 21-or 10-day petiod after notice and demand is made and then only for the period
irom the date of notice and demand to the date of payment (Code Sec. 6601(e) (2)).# For
rules governing the allocation of interest on tax liabilities paid pursuant to a compromise
or partial payment, see 7 2723 and 9 2724, respectively.

Underpayments of Tax—Panalties

2854, Accuracy-Related Penalty. The two penalties primarily applicable to under-
payments of tax are the accuracy-related penally (Code Sec. 6662)% and the fraud
penalty (Code Sec, 6663).46 See 4] 26866,

‘The accuracy-related penalty consolidates all of the penalties relating to the aceu-
racy of tax returns. It is equal to 20% of the portion of the underpayment that is
atfributable to one or more of the following: (1) negligence or disregard of rules or
regulations (Y 2856), (2) substantial understatement of income tax (¥ 2858), (3) substan-
tial valuation misstaternent (§f 2860), and (4) substantial overstatements of pension
Iiabilities (4] 2862) (Code Sec. 6662(a) and (b)).%”

The accuracy-related penalty is entirely separate from the fzilure to file penalty
(Y 2801) and will not be imposed if no retun, other than a return prepared by the IRS
when a person fails to make a required return, is filed (Code Sec. §664(b)) 48 In addition,
the accuracy-related penalty will not apply to any portion of a tax underpayment on
which the fraud penalty is imposed. Also, no penalty is imposed with respect to any
portion of any underpayment if the taxpayer shows that there was reasonable cause for
the underpayment and that the taxpayer acted in good faith {Code Sec. 6664(9).4

2856, Negligence or Disregard of Rules and Regulations. I any part of an un-
derpayment of tax Is due to negligence or careless, reckless or intentional disregard of
rules and regulations, the 20% accuracy-related penalty will be imposed on that portion of
the underpayment attributable to the negligence or intentional disregard of rules and
regulations (Code Sec. 6662 () and (c)).% Negligence includes the failure fo reasonably
comply with tax laws, to exercise reasonable care in preparing a tog return, to kee
adequate books and records, or to substantiate items properly (Reg. §1.66623(b) (1)) .5
Taxpayers may not avoid the negligence penalty merely by adequately disclosing a
return position which is “not frivolous™ an Farm 8275, Disclosure Statément, or Form

Footnote references are to paragraphs of the 2008 Standard Feders] Tax Reports.

:;11 39,410 ‘:;1]89,651 50 g1 20,651, 1 39,651G.01
. 739,651 139,660, 7 39,661.03 51473,851D, § 39,851G.01
¥ 39,656 49 4] 20,660, ¥ 29,651.022

12845
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Chairwoman Maloney, Ranking Member Biggert, Members of the Subcommittee,
the Independent Community Bankers of America’ (ICBA) is pleased to submit this
statement for the record regarding H.R. 5244, the Credit Cardholders’ Bill of Rights Act of
2008. On behalf of ICBA’s nearly 5,000 member barnks, 70%2 of which issue credit cards
to consumers and small businesses, we believe it is critical for this Committee to consider
the unintended consequences additional regulation of the credit card industry would have
on community banks and their customers. While we agree that a small number of issuers
have engaged in practices that are harmful to consumers, any legislative remedy should
more broadly focus on encouraging consumer choice, transparency, and disclosure. This
measure, which instcad attempts to prohibit specific practices, imposcs additional costs and
burdens on community bankers who did not contribute to the problems in the industry, and
will result in fewer and more expensive sources of credit for all Americans.

Carrot vs. Stick

Deceptive practices and egregious and hidden fees should not be tolerated by
consumers. Educating consumers on a card’s terms and conditions through appropriate
and comprehensible disclosures is the best means of combating unfair practices: the

marketplace responds when consumers are able to distinguish a good deal from a bad one

! The Independent Community Bankers of America represents nearly 5,000 community banks of all sizes and
charter types throughout the United States and is dedicated exclusively to representing the interests of the
community banking industry and the communities and customers we serve. ICBA aggregates the power of its
members to provide a voice for community banking interests in Washington, resources to enhance
community bank education and marketability, and profitability options to help community banks compete in
an ever-changing marketplace.

With nearly 5,000 members, representing more than 18,000 locations nationwide and employing over
268,000 Americans, ICBA members hold more than $908 billion in assets, $726 billion in deposits, and more
than $619 billion in loans to consumers, small businesses and the agricultural community. For more
information, visit ICBA’s website at www.icba.org.

* To view an executive summary of the 2007 ICBA Community Bank Payments Survey, please visit
http://www.icha.org/publications/2007paymentssurvey.cfm?ItemNumber=38445
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and make their choices accordingly. Imposing new rules in an effort to target the practices
themselves simply encourages those issuers intent on maximizing profits at all cost to find
new ways to do so. Shining a spotlight on a card issuer’s practices through proper
disclosure will give consumers the knowledge they need to avoid entering into a card
contract unsuited or detrimental to their needs.

The Credit Cardholders’ Bill of Rights Act, in its attempt to restrict what today arc
considered to be inappropriate practices, would mandate arbitrary rules and procedures on
an entire industry that, in the long term, will make consumers worse off than they are
today. ICBA disagrees with this approach, and believes the consequences of these new
rules will cause many community bankers to open fewer accounts and to consider exiting
the credit card marketplace entirely. Regulatory and paperwork requirements such as those
that would be imposed through this bili disproportionately burden community banks,
diminishing their profitability and their ability to attract capital, support the credit needs of
their consumer and small business customers, serve their communities and contribute to
their local economies. No one benefits if community banks exit the marketplace.
Negative Consequences for the Community Bank Business Model

In today’s struggling economy, access to credit is vital to many families. Many
hard-working households use credit cards to budget their cash and spending as well as to
deal with emergency or unexpected expenses. Community bankers, with business models
based on establishing long-term relationships through good and bad financial times, have
remained a solid and cost-effective option for countless consumers when the alternative is

often a payday lender.
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Community banks do not issue consumer and corporate credit cards at nearly the
volumes of the large, nationwide issuers. Community banks are conservative lenders that
have no desire to trap their local customers in never-ending cycles of debt. Frankly, our
business model, focused on customer service and finding the right product for each
customer, gives us a competitive advantage. For the responsible consumer or small
business owner, that means they have more choices: they can choose to do business with
the megabank with call centers all over the globe, or they can get that same card product,
with local customer service, at competitive and often better rates with their local
community banker.

But that competitive advantage we offer our local customers can be quickly erased
through a legislativc approach such as H.R. 5244. Its restrictions take flexibility away
from lenders and make it difficult to adapt to changing markets and new consumer
demands. Its variety of new burdens will impact the cost of providing services, how
community banks price products, and how they are offered to customers. Less flexibility
will likely translate to increased costs for all borrowers, and less credit availability for
those at the margin.

Contrary to popular belief, for many community banks, the consumer and business
credit cards we offer are rarely sources of tremendous profits. Offering community bank-
branded cards creates a stronger relationship with the customer, and encourages loyalty. In
other words, many community bankers offer these products as an additional service to
customers , not as the bank’s main source of revenue. The real value often lies in our basic

ability to offer these popular products to consumers and small businesses.
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Conclusion

Community banks want to provide their customers with a range of services, not
just reap profit off credit cards, working to build a relationship built on trust. As such,
ICBA is supportive of pending regulatory efforts that will clarify and improve consumer
disclosures in a meaningful way, which will go far to force issuers to abandon unfair
practices and fee structures.

However, the Credit Cardholders’ Bill of Rights Act, while well-intentioned,
approaches the issue in way that will create more difficulties than it cures. The
consequences of this bill, if enacted, will mean less choice and more cost for Americans as
many community banks realize the added regulatory burden mandated by the legislation
outweighs the benefits and exit the market. If Congress legislates on credit card practices,
it should do so in a manner that opens the process, making terms easier to understand, so

consumers will be properly informed about their credit choices.
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Statement of John G. Finneran, Jr. General Counsel, Capital One Financial
Corporation
Before the United States House Subcommittee on Financial Institutions
April 17, 2008

Chairwoman Maloney, Ranking Member Biggert, and members of the
Committee, my name is John Finneran. Iam the General Counsel of Capital One
Financial Corporation. I want to thank you for this opportunity to submit a statement for
the record in response to the testimony of Mr. Steven Autrey, who is appearing before
your committee today.

At Capital One, we strive to make all of our customer relationships positive ones.
When customers are not satisfied with their experience with us, we seek to address their
issue, determine why the issue occurred, and make any changes to existing policies that
we feel are warranted. Throughout its history, Capital One has worked diligently to
establish a high standard of customer sensitivity:

s We do not engage in any form of “Universal Default” repricing.

e We have never done 2-cycle billing.

o We have a single, clear penalty repricing policy. We will impose a penalty

rate on a customer only if the customer pays late twice by three or more days

in a twelve month period with respect to that specific card. We will provide
the customer with a prominent warning on the billing statement after the first
infraction. In many cases, we choose not to reprice a customer even if the
customer pays us late twice in a twelve month period. If a customer is
repriced, but pays us on time for 12 consecutive months, we will take the

customer back to the prior rate. This “unrepricing” is automatic.
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o We provide 45 days advance notice and an opportunity to opt out of any
repricing based on changes to the economy or our cost of funding. Our
customers are given the opportunity to reject such repricings, close their
accounts, and pay down their outstanding balances at their existing rate over
time.

* We provide our customers notice and the ability to opt out of overlimit
transactions.

Across our entire portfolio of customers — more than 30 million — we work very

hard to provide important notices in plain English that capture attention at critical
moments. We do so because we believe — as Chairman Bemanke said to this Committee

— that card holders must understand the terms under which they are borrowing, and be

empowered to manage their credit wisely, as the overwhelming majority of our customers
do.

Madame Chairwoman, we regret that Mr. Autrey is dissatisfied with his recent
experience with us. We have one of the largest customer franchises in the United States
and our relationships with each of them are the lifeblood of our company’s success.
Consistent with this philosophy, we believe that Mr. Autrey’s circumstances demonstrate
the clarity and faimess of our policies. As Mr. Autrey states:

e We were able to provide him with a highly competitive, fixed interest rate of 9.9
percent for seven years, an extraordinarily long period of time for an open-ended,

unsecured loan of this kind.
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* We held firm on this rate despite the fact that the Prime rate more than doubled
during this period of time. Our right to change this rate was clearly disclosed in
Mr. Autrey’s original offer.

e After seven years, when our funding costs no longer permitted us to offer Mr.
Autrey his current rate, we sent Mr. Autrey a clear and simple notice indicating
that we were increasing his rate to a variable rate of Prime plus 7.65 percent. At
the time, this new rate would have been 15.9 percent, still a competitive rate in the
current marketplace. Today, given the Federal Reserve’s recent actions, his rate
would have been 12.9 percent.

o Contrary to Mr. Autrey’s testimony, this notice was sent in a separate, full size
mailing, not as a statement insert. The envelope was marked “Important
Information Regarding Your Account.” A copy of the notice is attached for your
reference. No other information of any kind was included in the mailing. The
notice itself was clear, simple and prominent. We displayed a copy of a similar
notice at Senator Levin’s hearing last year, and received several
acknowledgements from the Subcommittee regarding the quality and clarity of the
communication.

e Mr. Autrey was told that he could choose to accept his new rate, or alternatively,
he could choose to opt-out of this change and keep his existing rate. In exchange,
he would agree to stop using the card for additional purchases or other
transactions, close the account and pay off the balance over time. Unlike some

companies, we provided an 800 number for those wishing to exercise this right.
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Again, contrary to Mr. Autrey’s testimony, the reason for the increase was
provided in the notice directly above the disclosure of his new rate. The reason
given was the increasing interest rate environment, which impacts our cost of
funding Mr. Autrey’s loan. Contrary to his implication that his account behavior
might have led to this rate increase, Mr. Autrey’s increase was part of a larger
effort in July 2007 to reprice accounts in our portfolio whose funding had expired.
All of these accounts had had their rates in place for a minimum of three years,
and in many cases such as Mr. Autrey’s, far longer.
Consistent with our description of our notice, Mr. Autrey clearly understood the
nature of the notice and the terms of the opt-out opportunity we provided. His
actions confirm this fact. Mr. Autrey was given 45 days in which to opt out, and
he did so well before the deadline.
As a result of his decision, Mr. Autrey was able to retain his existing rate of 9.9
percent and carries that rate today. The new rate was never imposed upon his
account. He can choose to take as long as he likes to pay down his balance, so
long as he continues to make the minimum payment on time.
Mr. Autrey’s assertion that credit card issuers are in “collusion” with the Fair
Isaac Company regarding individual consumers’ credit scores is unfounded. Fair
Isaac is an independent company with a proprietary risk scoring model, the
continued secrecy of which is critical to its business success. No issuer, including
Capital One, knows how different attributes are weighted. More importantly, we

have no logical business incentive to have Mr. Autrey close his account, or to see
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Mr. Autrey’s credit score drop, which only serves to limit the range (and

profitability) of products we can offer him.

Mr. Autrey acknowledges that his account history with our company included
some missteps, including a late payment and an incidence of going over his credit limit in
2007. Our records indicate that Mr. Autrey paid late in March 2007, and exceeded his
credit limit in July and August. In August, Mr. Autrey also had two payments returned to
his bank for insufficient funds. During this time, Mr. Autrey also maintained a balance
just under his credit limit of $22,000 — a utilization rate of nearly 100% of his available
credit. Each such behavior is sufficient to trigger a penalty rate under many issuers’
policies. Despite these infractions, however, because of our industry-leading default
repricing policy, Capital One did not impose a penalty rate on Mr. Autrey.

At a broader level, Mr. Autrey speaks to the “unilateral” nature of credit card
agreements, suggesting that issuers may “change the rules” in their favor at any time. In
truth, credit card customers possess significant, “unilateral” rights against credit card
issuers.

e Customers may choose to transfer an existing balance to another card without
notice and without any ability on the part of the issuer to stop the transaction. In
doing so, a customer can unilaterally deprive the issuer of any further revenue on
his account, notwithstanding the company’s significant investment in acquiring
that customer.

¢ A customer can choose to stop using his account or close it entirely at any time,
for any reason. Unlike a mortgage or an auto loan, there is no impediment, legal

or practical, to doing so.
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o Customers may choose to pay any amount of their balance at any time, including
the minimum payment or the entire amount due, again with no ability on our part
to compel one behavior or the other. A customer who typically pays his balance
in full every month can, without notice, suddenly choose to begin carrying a
balance, dramatically altering their risk profile.

Madame Chairwoman, the very nature of unsecured, open-ended credit demands
flexibility on both sides of the account relationship. There can be no question that
customers and issuers each possess significant and unique rights under existing contracts.
We share your desire to ensure that the playing field remains level, but we respectfully
submit that it is unwise — especially at this time — to enact broad legislation that sets
payment formulas in statute, redefines critical product features, and limits the tools of
risk management for consumer credit.

Rather than making the case for legislation, we believe that Mr. Autrey's
experience demonstrates that Capital One's industry leading policies are working as
intended to provide customers with flexible terms and meaningful choices. Without any
legislative intervention, Capital One provided Mr. Autrey with a clear, plain English
notice and a simple procedure for choosing to decline a new interest rate. The process
worked precisely as it should, with Capital One exercising the flexibility it needed to in
order to respond to the higher cost of capital, and Mr. Autry exercising his choice to
decline the new rate and pay off his balance at the old one. The whole procedure worked
within the context of existing market forces and exactly as Capital One has said consumer
choice should work in positions we've advocated before this subcommittee and before the

relevant regulators.
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Capital One must therefore oppose H.R. 5244 and we do so for three fundamental

reasons;

1.

The legislation sets multiple statutory limits on a lender’s ability to price for the
cost of credit. For example, under the heading of eliminating “double cycle
billing,” the bill actually redefines the concept of “grace period” and arbitrarily
expands the degree to which all issuers--even those that don’t engage in double
cycle billing--must extend credit interest-free. Similarly, the bill mandates a
formula for allocating a customer’s payments for different types of borrowing in a
way that will certainly result in reducing the availability of deeply discounted
introductory and balance transfer rates. Other provisions also raise the specter of
price controls.

The consequence of so sweeping a bill would be to force the industry to raise the
cost of credit for everyone, including those who present less risk of default to the
lender, and reduce the availability of credit for those customers who present a
greater risk of default.

This result would be exactly the wrong policy prescription, particularly in this
economic environment., As the mortgage crisis has unfolded, we’ve had a
progressive tightening in the credit markets and many believe we are near orin a
recession. To ease the impact of a slow-down in our economy, the Fed has
aggressively lowered the federal funds rate and the Congress has passed a
bipartisan stimulus package. H.R. 5244 could significantly counteract the

positive effects of both of those policy initiatives.
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Madame Chairwoman, that would be especially unfortunate since the regulators —
those policy makers uniquely positioned to evaluate the complex and dynamic credit card
industry — are poised to address all of the issues targeted by H.R. 5244.

Under its new Reg Z rule, the Fed proposes a 45-day notice period before all
types of repricing. The new rule also offers improved disclosure requirements for
payment allocation, minimum payment, and “fixed” and introductory interest rates. And
that’s just a partial list.

Equally important, Chairman Bemanke has confirmed before this Committee that
the Fed will soon supplement its Reg Z rule with new credit card rules under its UDAP
authority. It seems likely that those rules will go to the core of the Committee’s concems.
We believe that such rules may provide the best, safest and most direct road to reform.

Capital One has publicly called for balanced, reasoned change that can be
implemented quickly, would improve disclosure and enhance consumer choice. We have
also sought to work cooperatively with you and the Committee. Though we must
respectfully disagree about the impact of H.R. 5244, I want to thank you for this

opportunity to express our views.
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Supplemental Statement
of John G. Finneran, Jr. General Counsel, Capital One Financial Corporation
Before the United States House Subcommittee on Financial Institutions
April 17, 2008

Chairwoman Maloney, Ranking Member Biggert, and members of the
Committee, my name is John Finneran. Iam the General Counsel of Capital One
Financial Corporation. I want to thank you for this opportunity to submit a supplemental
statement for the record in response to the testimony of Mr. Steven Autrey, who appeared
before your Subcommittee on April 17, 2008.

As I noted in my original statement, at Capital One, we strive to make all of our
customer relationships positive ones. When customers are not satisfied with their
experience with us, we seek to address their issue, determine why the issue occurred, and
make any changes to existing policies that we feel are warranted. Throughout its history,
Capital One has worked diligently to establish a high standard of customer sensitivity.

During the question and answer portion of the hearing, Mr. Autrey made an
erroneous statement regarding Capital One’s policy on credit line reporting, which we
would like to correct for the record. Mr. Autrey testified that Capital One does not report
credit lines to the credit bureaus and instead reports only credit balances. While Capital
One did not report credit limits in the past for competitive reasons, we changed this
policy last year. Capital One does report credit limits in addition to credit balances for
our customers to the major credit reporting agencies.

Thank you for this opportunity to correct the record on this point. We

respectfully request that this supplemental statement be made part of the official hearing

record.
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The American Financial Services Association (AFSA) appreciates the opportunity to
provide testimony to the Members of the Subcommittee on H.R. 5244, the Credit
Cardholders’ Bill of Rights of 2008.

We believe this bill would impose significant restrictions on card issuers’ ability to grant
credit to consumers at a ime when Congress is doing everything possible to stimulate the
economy in the midst of what appears to be the beginning of a “credit crunch.” In
particular, we are troubled by this bill’s restriction of pricing practices that take away
issuers’ ability to determine the cost of credit based on the borrower’s risk of default. If
the current pricing structure is dismantled, issuers will be forced to raise interest rates and

stop offering products, limiting choice and convenience for U.S. consumers.

Currently, the U.S. economy is reeling from rising unemployment, a housing market
downturn, record-high oil prices and 26-year highs in food and energy prices. Many
American consumers need their credit cards to get them through times when income is
tight and non-budgeted expenditures — like a car repair or medical emergency — may
arise. Now is not the time to drastically restrict the means by which card issuers may
offer credit, thereby denying many consumers the access and flexibility revolving credit

provides.

As Congress evaluates the credit card market and considers possible courses of action,
these evaluations must be based upon accurate data. While the consumer debt figures
often quoted by third party sources such as CardWeb.com show dramatically high levels,
they are based upon research with severely flawed methodology. In comparison, a
Federal Reserve analysis on the average non-mortgage debt level held by American
households over the last quarter-century shows that the ratio of debt-to-income is not
significantly higher now than at any point in that 25-year time span. Whereas in the early
1980s consumers still largely used layaway plans and installment loans to purchase
appliances, furniture and other durable goods, now they use credit cards - and not at a

more irresponsible pace.
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Simply put, a credit card is the riskiest type of loan a financial institution can make—and
should be priced accordingly. Credit cards are unsecured, revolving loans, issued without
knowing much information beyond a consumer’s credit profile. Though consumer credit
reports have been shown by the Federal Reserve to be accurate predictors of risk, that risk
must be accounted for in price. Nearly half of credit card users pay off their balance
every month. For these users, a credit card is an interest-free loan that oftentimes pays
the customer back in the form of rewards or rebates. For the other half of credit card
users — those that revolve a portion of their balance from month to month - an issuer pays
merchants for goods and services either needed or wanted, while assuming all the risk
that the cardholder will default on that loan, leaving the issuer with the bill. In addition
to the risk of default, card issuers also face robust competition from other issuers willing
to let consumers transfer their balances to the new card for a lower rate, leaving the

previous issuer with no gain or benefit from the consumer relationship.

Universal Default

In addressing specific prohibitions in H.R. 5244, we begin by discussing universal
default. A credit card borrower’s likelihood of repaying a card balance (a balance that
can grow through additional purchasing) changes over time. Information about the
customer’s use of credit extended by other lenders, which also changes over time, is
demonstrably predictive of payment default. Risk models that use this information are
required by law to be “empirically derived and statistically sound.” The bill’s proposed
ban on universal default would lock a lender, for the life of the account, into the

underwriting assumptions that were made prior to the opening of the account.

The risk-based pricing method permits price modifications for customers who expose the
lender to increased risk, while benefiting other customers with lower credit costs and

access to credit. The alternative, which this provision would bring about, is a combination
of more stringent up front underwriting standards, a contraction of credit availability, and

higher credit costs for all consumers.
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While some issuers use universal default to price their loans, many others do not. If
consumers find that this pricing method does not best fit their financial situations, they
are free to take their business to an issuer that does not use universal default. If the lower
ex ante, or before the fact, estimate of the borrower’s likelihood of default provides them
a lower interest rate, they may benefit from this pricing method. As long as the borrowe:
does not have a negative change in his or her credit status, there would be no default to

re-price them, universal or direct.

Two-Cycle Billing

Perhaps the most often criticized billing method credit card issuers use is that of “two-
cycle billing.” The very small number of cardholders affected by a two-cycle balance
computation are usually the more affluent users of the card — individuals who normally
pay the full balance each month without incurring any interest charges (while receiving a
cash-back rebates, reward points or airline miles on their purchases). When these users
trigger a two-cycle computation for the first time by paying less than the full balance due,

they pay interest on new purchases beginning on the date of the purchase.

The only difference under two-cycle billing is that in the first month a convenience user
elects to become a revolving card user (by paying less than the full balance), interest on
the new purchase runs from the transaction date without a grace period. Interest is not
paid twice or calculated differently. The "two-cycle" name refers to computing interest
in the second cycle that was not, and could not be, computed in the prior one (because the
date and amount of customers’ paymnents was not known). Payments made on the balance

in either billing period always reduce the interest due.

We also point out that this payment computation method does not result in an increase in
the interest paid or in higher interest than would be due under the average daily balance

computation method used by many issuers that do not use two-cycle billing.
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Retroactive Re-pricing

Retroactive re-pricing is another example of where marketplace competition effectively
shapes issuers’ pricing practices. Credit card issuers have strong incentive to retain their
relationships with existing customers, as they lose money when customers choose to

transfer their balance after a negative experience with their card.

When issuers raise an interest rate on a card, it is usually a penalty for delinquency or for
a greater demonstrated risk of default. In some cases, issuers will allow a customer to
decline his or her interest rate increase and keep their old rate if the customer stops
making new purchases on that card. In other instances, the issuer will offer the customer
a pathway back to a lower rate, obtained as a result of consecutive on-time payments or

bringing a balance below a certain ratio of the credit limit.

At all times, it’s the cardholder who determines the future relationship with the card
issuer. Cardholders can choose to pay off their old balance at the old rate when they stop
using the card, or they can continue using that card for purchases at a new, higher rate. A
third option is to transfer the balance to another issuer and discontinue using the account
found unfavorable. Ultimately, the issuer has strong incentive to honor the cardholder’s
request for more convenient and flexible terms to continue the banking relationship.

With the heightened awareness of credit card billing practices and consumer education,
those card issuers that continue to enforce restrictive terms will lose current and future

business and be forced to change their methods or exit the market.

Payment Allocation

Most issuers’ default method is to allocate payment to the lower-interest portion first.
Some issuers do allocate a payment to the higher-interest portion of a balance first. In
most cases where variable interest rates make up the balance, the allocation among the
portion made up of purchases, cash advance and balance transfer is clearly stated at the

opening of the card agreement.
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When payment is allocated to the lower-interest balance portion, the cardholder has the
right to request a change. Many issuers will honor that request in the effort to keep the
customer happy and retain the relationship. Some issuers will not honor that request. In
all cases, the cardholder is free to transfer their balance elsewhere if they do not like the
policy in place. Again, it is in the issuer’s long-term financial interest to keep current

customers by honoring their requests.

AFSA supports the clarification of terms, best embodied in the Federal Reserve’s
enhanced Regulation Z proposal, When credit card offers more clearly define the
allocation of payment, new customers are better empowered to weigh the benefits offered
by variable- and fixed-rate cards and choose the product that best suits their financial

goals.

Conclusion

While we oppose any market restricting provisions to billing practices that will harm
consumers, AFSA strongly supports clarifying disclosures to consumers about the
various products they are offered. This bill, however, would not allow the operation of a
free market in which a financial institution can price on its independent models and allow

consumers to choose an issuer based on clearly disclosed terms.

Often the business model used by issuers is that which allows them to offer lower rates,
cash rebates, or rewards. Many credit card users, if given the choice of higher permanent
interest rates and decreased rewards in exchange for a ban on some of the billing
practices discussed here, would still choose their current product. If a tradeoff is to be
made between billing practices and benefits allowed, the choice should be left to the

consumer.

We respectfully ask Members of the Financial Services Committee to consider AFSA’s

concerns when deliberating on H.R. 5244. Thank you.
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May 15, 2008

The Honorable Carolyn Maloney

Chairman, Subcommittee on Financial Institutions
and Consumer Credit

House Committee on Financial Services

2129 Rayburn House Office Building

Washington, D.C. 20515

Dear Chairman Maloney:

I am writing on behalf of the members of the American Bankers Association (ABA) and
the six member banks that have testified before your Subcommittee on H.R. 5244, the
Credit Cardholders Bill of Rights Act of 2008, to reiterate our strong concerns about this
legislation.

During the hearing held on April 17, 2008, you asked about the financial services
industry’s primary concerns with H.R. 5244, Questions also were raised about the
profitability of the card industry. To ensure completeness of the heating record, we have
attached to this letter a detailed summary of industry concerns so that you and the
Subcommittee may consider the views that the broader industry has with respect ro H.R.
5244, as well as an analysis of card industry profitability which dispels the notion that the
profitability of credit card lenders is disproportionate to the nature of the business.

We respectfully request that you include this letter and the attachments as part of the
hearing record with respect to FLR. 5244.

Sincerely,

ﬂrlé’.#:z;

Floyd E. Stoner
Attachments

Cc. Rep. Judy Biggert
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Aprit 17, 2008

Statement for the Record
on behalf of the
American Bankers Association
before the
Subcommittee on Financial Institutions and Consumer Credit
Committee on Financial Services
United States House of Representatives

April 17, 2008

The American Bankers Association is pleased to submit for the record this statement regarding
H.R. 5244, the Credit Cardholder’s Bill of Rights of 2008, introduced by the Chairwoman of the
Subcommittee, Representative Carolyn Maloney (D-NY), ABA brings together banks of all sizes and
chasters into one association. ABA works 1o enhance the competitiveness of the nation’s banking
industry and strengthen America’s economy and communitics. Its members — the majority of which
are banks with less than $125 million in assets - represent over 95 percent of the industry’s $12.7

trillion in assets and employ over 2 million men and women.

Summary

The Credit Card Bill of Rights Act of 2008 (H.R. 5244) would impose significant and far-reaching
restrictions on the card industry that could have significant and adverse unintended consequences for

consumers, the industry, and the U.S. economy.

The bill would significandy curtail the ability of credit card issuers to accurately price for risk on
individual accounts, which would substantially reduce their ability to modify pticing to reflect cbanges

in the creditworthiness of borrowers and changing market conditions. The impact would be drastic:

" There are three primary issues that contribute to the pricing of credit card accounts: (1) risk levels of the borrower; (2)
cost of funds; and (3) operating costs. Borrower risk levels are significantly heightened with credit cards (as opposed to

AMERICAN BANKERS ASSOCIATION 1
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April 17, 2008

e The current risk-based pricing model for credit cards would be restructured to one in which
customers with good credit histories who pay their bills on time would subsidize higher risk
cardholders. Instead of being rewarded with Jower interest rates, those with better credit

histories would be likely to face higher interest rates.

e It would also lead 1o 2 dghtening of credit availability to lower income cardholders, or those in
acute financial stress, since many issuers may simply avoid offering credit to this segment of the

market rather than increasing costs to other cardholders.

This would reduce the availability of credit at a time when Congress is doing everything possible to

increase credit and stimulate the economy.

The bill ignores the essential nature of credit card transactions. Simply put, a credit card transaction is a
loan. Unlike other loans, however, credit cards offer an interest free period if the cardholder pays in

full each month. In contrast, the bill would require credit card issuers that offer this benefit also to

traditronal home or auto loans}, as they are made on an nnsceured basis with the borrower capable of increasing the amount
horrowed at any time (up to a pre-defined credit limit), as wcll as paying hack that balance at 2 time and in amounts of
his/her own choosing. This places a premium on accurate and sophisticated credit models at financial institutions so as to
a0t pose safety and soundness nsks. Currently, individual borrowers posing higher risk arc priced accordingly, and are
subject to higher interest rates. Concommitantly, lower-nsk botrowers — the vast majority of Americans ~ fairly enjoy access
to credu at lower rates that are reflective of their usk levels. With respect to cost of funds, card 1ssuers must borrow funds
n the marketplace to be used to extend credit to consumers. When card transactions are processed, metchants are paid
back using those borrowed funds shortly after the transaction occurs. The card issuer then carries the cost of that
borrowing, along with the credit risk, until such time as it receives payments from sts cardholders. It is imporrant to note
that the cost of funds is not sumply tied to an index, such as the prime rate, but may change because of macro economic
factors, such as investor confidence, changes in spreads berween the Federal Funds rate and LIBOR and the general credit
environment. In dynamic markets like those 1n the U.S., the cost of funds regularly changes and card companies engage m
sophisticated modeling to ensure that its borrowings and credit offerings are priced appropriately. Finally, with respect to
operating costs, significant costs exist in both creating and maintaining card operations capable of providing consumers with
efficient and accurate card processing, managed in a safe and sound manncr, conststent with regulatoty guidance. Legisiative
and regulatory changes to card operations will have a cotresponding impact on card campany costs that could be significant.
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offer an interest-free period to those who do not pay on time and in full and to those that take out cash
advances. The result may be the elimination or significant curtailment of the availability of interest free

periods and other benefits for card holders.

Moreover, the bill ignores the fact that the market for credit cards is both highly competitive and highly
regulated. The changes already made by the industry, as well as regulatory changes proposed by the

Board of Governors of the Federal Reserve System, address fully all of the issues raised by the bill.

When taken together, the provisions in the bill are very far reaching and would have a significant
impact on existing pricing models for a praduct — credit cards — that has provided unparalieled
convenience, security, and access to credit for millions of Americans. Morcover, the unintended
consequences of its enactment — namely increases in pricing and reductions in available credit — would
likewise negatively impact broader economic conditions at a time when there is 2 great deal of
uncertainty in the marketplace. As described below in greater detail, we have serious concerns zbout
the broad range of the proposed restrictons on the card industry in the bill because they go well
beyond any changes in current practices that may be necessary or appropriate ro help consumers

manage their credit catd accounts.

Detailed Discussion

The major provisions of the bill and their potential impact on card issuers and consumers are described

below.
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Lirnits on the Ability to Charge Interest on a isting Loan [Sec. 3(a)]. The bill would prohibit

the application of interest to credit card balances that have been paid within the so-called “grace
period,” if a card company provides such a grace petiod. In effect, this provision acts to dictate
the terms of a grace period, fails to permit lenders to charge interest for monies borrowed, and
significandy changes current computations of interest owed (e.g., the use of average daily balance
methods).> This would have a significantly negative impact on consumers through both higher

pricing and reductions in services.

e Concerns have been raised previously regarding the practice of two-cycle billing,
which, according to the Government Accountability Office (GAO), “eliminates the
interest-free period of a consumer who moves from nonrevalving to revolving

status.””

This situation arises in only a very limited number of citcumstances.
However, the bill’s provisions appear to go well beyond this limited fact pattern by
extending grace periods to all revolving credit users and to cash advances. This is

an enormous intervention into the pricing models of the credit card industry, which

have never provided grace petiods for those that rernain in revolving status, or for

% In a loan, interest rates reflect the time value of money as well as the risk of repayment. In a typical revolving open end
line of credit, such as a credst card account, a §1,000 loan accrues interest each day it is unpaid, and payments reduce the
balance, and therefore the interest as of the day of payment. In simple terms, a “grace period” is the opportumty that the
card 1ssuer, in making a credit card foan, offers to a consumer 1o avoid all interest on that borrowing where the consumer
has paid the entre balance in full. Conrrary to most other loans in the marketplace that require interest to be pad from the
tme the money is bortowed, credit card loans offer the opportunuty to avoid that interest should borrowers meet certain
conditions, e.g., pay balances on time and in full. In such situations, the card issuer bears the full borrowing cost of the
borrowing, and the consumer is provided with an ntetest free Joan.

? Government Accounzability Office, “Credit Cards: Increased Complexity in Rates and Fees Heightens Need for More
Effective Disclosute to Consumers.” (September 2006), p. 27. In essence, this situation occurs only in the limuted
circumstance when a credit card user goes from paying back his/her balance 1n full (nonrevolver) to carrying a balance to 2
subsequent billing cycles {revolver). In such a circumstance, some issuers treat the card loan just like any other loan and
charge interest from the time the money 1s borrowed, ie., when the chatge occurred. Borrowers that continue in revolving
status to subsequent billing periods have never been eligible for a grace period and have been subject ta interest charges,
generally under an average daily balance method, from the tme charges occur.
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cash advances, and goes well beyond the stated jntention to deal with concerns

over two-cycle billing.

¢ Current pricing models rely on the ability to charge interest on bottowed funds that
are not paid in fuli, thus imposing costs on those who choose to maintain an
outstanding debt while allowing those who pay on time and in full to avoid such
charges. Restricting the ability to assess interest may discourage credit card issuers
from providing grace periods for anyone (i.e., eliminate the interest free loan aspect
of eredit cards even for those that pay on time and in full), or impose higher rates
on all accounts if they continue to offer grace periods. This would force those who

carry balances to pay mote in finance charges.

® By requiring grace periods for cash advances, the bill would limit a card issuet’s
ability to appropriately price for what has statistically proven to be a higher risk
activity. Limitations on the ability to charge interest on these advances wouid
likewise result in higher interest rates on cash advances or elsewhere to address that

risk, and possibly the elimination or curtailment of this service.

Notice and Choice to Opt-Out [See. 2(c)]. The bill would require 45 days advance notice, and an
additional 90 day opt-out period, for any rate increase on a credit card account. If the consurner

opts-out, the increase would not apply to the balance at the end of the 45 day period. This

AMERICAN BANKERS ASSOCIATION

w



392

April 17, 2008

provision would apply to all increases for any reason except increases based on an index such as

the prime rate, as well as the expiration of promotional rates.*

e In general, this would delay card issuers from re-pricing for risk at the time that risk
has become readily apparent, thus requiring them to account for that risk in other

ways, e.g., by pricing accounts higher at the outset.

® This provision would also provide a cash incentive for consumers to opt-out of an
APR increase caused by their own default {i.e., because they can avoid increased
interest charges if they opt-out), and thereby reduce incentves for making
payments on time. Issuer costs would increase and this would ultimately be borne

by other card bolders who make their payments on time,

®  The bill would require the opt-out notification to appear in three consecutive billing
statements. Additional interest collected during this period on the original balance
would have to be rebated to the consumer who opts-out before the end of the third
month. Again, this teduces the importance of paying bills when they are due,
exposes the issuer to increased risk, and would shift costs from consumers who do

not meet their payment obligations to those who do.

PR E . .

Ironicatly, under the proposal, card issuers could immediately lower interest rates on such accounts to reflect the lower
cost of funds — which competitive pressures and customer demand would likely requite — but could not likewise re-ptice
that account upwards immediately when such costs increase.
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Mandated Minimum Duration of Grace Period [Sec. 3(g)]. The bill would increase the time
between when statements are provided to consumers and when payments ate due by over sixty
percent. This provision would discourage card issuers from offeting grace periods or require card
issiters to charge higher rates to address the income lost due to the expanded grace period that the

bill would require.

®  Section 163 of the Truth-In-Lending Act (TTLA) currently requires statements to
be mailed at least 14 days prior to any date by which payment must be made in
order to avoid the imposition of a finance charge. The bill would add a separate
provision that would require statements to be sent at least 25 calendar days before
the due date. In a billing cycle that includes February, it may be exceedingly

difficult to meet this standard.

& Despite anecdotal evidence about mailing delays, there is no basis for assuming that
current procedures are not adequate to ensure that statements ate mailed promptly
and received by the customer in time to make timely payments. In addition, a
growing number of cardholders send payments over the Internet, through pre-
authorized debits, or via no-cost telephone payment authotization, and are not

affected by mail delays.
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® This provision would effectively extend any grace period offered by the card issuer,
thus increasing carrying costs associated with funding that loan and extending the

repayment period risk.

Limitations on General Contractual Provisions [Sec. 2(b)]. The bill would prohibit all changes in
terms to cardholders’ accounts other than credit line increases that ate not specifically provided for
in the original agreement. This prohibition would even prohibit many changes in services that are
beneficial to the cardholder, since it makes no distinction between changes that may decrease
customer costs and those that might increase them. This provision would encourage card issuers
to use Jonger and more detailed agreements in what would ultimately be an unsuccessful attempt to
anticipate all possible changes. This would frustrate cuttent efforts to simplify credit card

disclosures, including the thrust of the Fed’s recent Regulation Z proposals.

® Tor example, while many changes in terms on credit card accounts relate to rates
and fees, others, such as recent efforts to convert account agreements into plain
English, do not. The bill would prevent a change to a plain English account
agreement from being made unless this change was made for specific reasons and

subject to specific limitations in the otiginal account agreement.

® Atatime when credit card agreements are being criticized as wordy and difficult to
understand, and both regulators and the industry are trying to simplify disclosures,
this provision would likely result in card issuers acting to anticipate every potential
contract provision that might change during the life of the account, and the

possible reasons for such changes, and then list them in the contract. It is

AMERICAN BANKERS ASSOCIATION 8



395

April 17, 2008

questionable whether consumers want or would benefit from such detailed and

lengthy disclosures.

Limits on Ability to Consider Underwriting Risk [ Sec. 2(a)]. The bill would prohibit the use of

credit information about a cardholder to increase the interest rate on an account, other than the
cardholder’s experience with that particular account. This prohibition would apply even though
the information actually reflects an increase in risk to the card issuer, and may include failure to pay
other obligations to the card issuer or the card issuet’s affiliates. Risk-based pricing permits price
maodifications for consumers who expose card issuers to increased risk, while providing benefits
for low risk consumers, such as lower credit costs and increased access to credit. Card issuers
would need to charge higher initial rates and curtail the jssuance of cards to some consumers to
deal with potential risks instead of the curtent, and fairer, practice of re-pricing the accounts of
riskier borrowers. Even with these precautions, in many cases card jssuers will need to close
accounts or dramatically reduce credit lines to control unanticipated increased risks if they are

unable to address increased risk through pricing.

®  For example, under the bill, even if a consumer defaults on a mortgage and a car
loan that bave been made by the credit card issuer or the credit card issuer’s
affiliate, the credit catd issuer would not be able to take the increased credit risk of
the cardholder into account by increasing the interest rate charged on the account.
The same would be true for defaults at other creditors that likewise reflect higher

default risk.
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® Card issuers are unsecured lenders and need to consider a consumet’s experience
with other lenders since “on us” data {e.g., experience of that issuer with that
borrowet) may not provide enough information to predict the likelihood of a future
payment default. For example, it is not uncommon for a consumer to file for

bankruptcy relief without ever having missed a payment to the card issuer.

®  The hill ignores the fact that a cardholder is given access to an open-end revolving
line of credit that he or she can access at any time, including years after an account
has been open or last used. This would lock a lender into the underwriting
assumptions that were made prior to the opening of the account for the life of the
account. This would force credit card issuers to reduce credit lines or close
accounts if a cardholder’s credit score deteriorated significantly after the

application, which may have been made years eatlier,

Limitations on the Ability to Charge Interest on Residual Balances {Sec. 3(b}]. The bill would

require card issuers to distinguish between balances that represent principal and those that
represent interest, and would also make it more difficult for card issuers to collect amounts that
only represent interest charges. This would encourage card issuers to charge higher rates to

counteract the losses suffered in foregoing collecton of these amounts.

¢ For example, card issuers often continue to charge interest from the date that a
statemnent is sent until the date that the balance is paid. This is because the card
issuer continues to have carrying costs associated with that loan for that period, and

the card issuet does not know how promptly the consumer will pay his or her bill.
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This process is fair to the consumer, as it rewards prompt payment, and fair to the
issuer in that it permits the charging of interest on borrowed funds. The bill would
provide that no fee can be imposed for failure to pay these amounts, and that
failure to pay these amounts cannot be considered a default on the account.
Although these amounts are typically relatively small, this provision would make it
harder to collect these amounts, as a consumer may have limited interest in paying
back these residual balances, particularly if the consumer refrains from using that
account further, Again, this would encourage card issuers to use increased rates to
make up for losses suffered due to a write-off of these amounts. In other words,
this provision would require consumets who pay promptly to subsidize consumess

who wait until the last minute.

Limitations on Qver-The-Limit Contract Terms [Sec. 4]. The bill would give consumers the right
to opt-out of over-the-limit ((TL) transactions where an over-the-limit fee may be imposed and
restrict the imposition of OTL fees even if the consumer has not opted-out. Opting-out of OTL
transactions would encourage card issuers to deny transactions that might, but will not necessarily
exceed credit limits, making it more difficult for a consumer to tely on the ability to use his or her
credit card for emergencies or as he or she may otherwise choose. Compliance with this provision
would create significant operational difficulties for issucrs and would require consumers to
continually monitor their account balances to determine if an anticipated purchase will exceed the

limit and be declined.

® Atany point in time, credit card account balances are approximations of the card

holder’s obligation to the card issuer. This is because account balances cannot take
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into account all types of transactions, both debits and credits, which may be in
progress. For example, a consumer who has reached the credit limit but has mailed
in a payment for the full halance to the card issuer (or who has returned 2 larpe-
ticket purchase to the seller for credit) remains over the Imit until the payment or

credit is posted to the account.

Currently, credit card issuers will allow some transactions that may cause an
account to go over the credit limit to address this uncertainty and to avoid
inconveniencing card holders. Card issuers sometimes chasge fees for these OTL
transactions to discourage excessive use of this privilege, both to encourage
cardholders to act within the terms of the credit contract and because going over
credit limits may, but not always, reflect a higher risk of default. Current OTL
policies reflect a balancing of consumer convenience and issuer risk, and limiting
the ability to charge for excessive OTL transactions would encourage credit card
issuers to deny transactions that may, but will not necessarily, exceed the credit
limit. This would disrupt card holder transactions and, in particular, penalize
consumers who closely monitor their balances, and therefore, will expect to have

these transactions honored.

Cardholders who sign up for preauthorized credit card payments {e.g., to pay
recurting bills for cell phone service, utilities, parking, highway toll-pass payments,
and other services) may have these payments disrupted, which can be especially

dangerous in emergency situations.
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*  TFurther, in some cases it is simply not possible to prevent transactions that exceed a
predetermined limit because the merchant originating the transaction does not
obtain an authorization for the transaction. This can happen when, for example,

the transaction is a refatively small transaction or the authorization system is down.

Required Pro-Rata Allocation of Payments {Sec. 3(f)]. The bill would require pro-rata allocations
of payments where different balances are subject to different rates, e.g., low-rate balance transfets
vs. new chatges vs, cash advances. This changes pricing models associated with various credit
optons in the marketplace and would harm consumers. For example, it would discourage offering
low promotional rates, since balances subject 1o these low rates would now be paid back over an
extended petiod of time. Ironically, this would reduce the range of low-cost options available to
consumers and reduce competition in the marketplace; as such rate options provide added
incentives for consumers to change accounts in response to notices of rate increases or other
changes in terms, Instead of restrictions, this is an area that is better addressed through improved

disclosures.

Card Agtivation [Sec. 3(d)}. The hill would prohibit furnishing information about a “newly
opened” account to a credit bureau before the card has been activated by the consumer. This
would expose issuers to unforeseen risk. Information that an individual has applicd for an
account, particularly where there are multiple applications, is a factor that bears on that person’s
creditworthiness and default risk. The bill would deprive issuers of this critical risk assessment
information in situations where a consumer obtains new credit lines but does not immediately

activate them.
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erms [Sec. 3(e)]. The bill attempts to define several key terms used in the credit card industry, but
the definitions actually impose several unnecessary requirements that do not benefit consumers.

For example:

® The definition of “prime rate” limits that term to rates published in a specified
Federal Reserve statistical lease. Card issuers often use other measures of prime
(e.g., rates published in the Wall Strect Journal) that are more accessible to

consumers.

® The bill would create a presumption that payment was received within seven days
of the date shown on a receipt from the U.S. Postal Setvice or another common
cartier. This would require creditors to establish procedures for payments
submitted through these channels ro ascertain those dates for purposes of
computing interest and determining whether late fees may be assessed. This is
likely to involve significant operational costs for what may be of limited use to
consumers, and which may result in higher costs for consumers generally
(particularly when coupled with higher costs resulting from other provisions in the

bill).

In addition to the provisions discussed above, the bill would requite new disclosures and extensive
operational changes. Many of these disclosure and operational changes ate unnecessary and would lead

to higher operating costs and encourage higher rates for consumers. For example:
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e Payoff Balance [Sec. 3(c)]. The bill would mandate furnishing information on how to obtain a
loan “payoff balance” on each petiodic statement. Credit card accounts are open-ended loans
whose balances can change rapidly depending upon additional purchases and the amount and
timing of payments. Consumers understand this and already have access to toll-free numbers
provided by issuers if they have any questions. Adding information such as this to billing
staternents that are already being criticized for being too complex will provide little, if any,

benefit for consumers.

® Reporting [Sec. 5]. The bill would require extensive reporting of card company revenues and
profitability, while mandating Congressional studies of these issues. Congtess is clearly
empowered to require reporting and studies in areas it deems appropriate. However, we
remain very concerned over this provision, as it seems to reflect an intention to micromanage

private industry pricing models.

Conclusion

The card industry is working constructively with the regulatory agencies and Congress to improve
consumer disclosures and to address other concerns. However, we are concerned that the broad
restrictions contained in the bill go well beyond what is needed to address these concerns, and that they
would impose significanr and far-reaching restrictions on the card industry that could have significant

and adverse unintended consequences for consumers, the industry, and the U.S. economy.

We have outlined our preliminary objections to the bill in this memo, and more may be forthcoming as
we study it further. Tt is clear that the overall effect of the bill would be to significantly curtail the

ability of credit card issuers to accurately price for risk on individual accounts. This would substantially
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reduce the ability of card issuers to modify pricing to reflect changes in the creditworthiness of

borrowers and changing market conditions.

The consequences of eliminating risk-based pricing and imposing other restrictions in the bill are hatd
to predict precisely, especially in today’s highly volatile credit markets. However, it is very likely that
the impact would be to raise the cost of credit for most borrowers, even those with excellent credit
histories, and to tighten credit availability to lower income cardholders, or those in acute financial
stress, and this would reduce the availability of credit at a time when Congress is doing everything

possible to increase credit and stimulate the economy.
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Credit Card Issuing Banks:
Observations on Profitability

The following observations are intended to dispel the notion that the profitability of credit card lenders is out
of line with the nature of the business. There is no question that credit card lending is profitable. It has to
be, given that it is the tiskiest type of consumer lending. It is also the most expensive consumer lending to
deliver, and is more susceptible to fraud than any other type of consumer lending,

As a large part of the broader consumer payment industry — an industry that handles more than 10,000
transactons epery sesond and has enough communications lines to encircle the globe neartly 400 times — credit
card lending is 2 highly refined business. Moreover, it is very competitive, requiring hanks to maintain
extremely efficient operations in order to ensure a high degree of transaction accuracy and customer support.

Credit Card Lender Profits Have

Remained Stable Return on Assets, Large Credit Card Banks*
According to the Federal Reserve, the largest 5.0%

credit card issuing banks have not increased

their year-over-year profitability over the last 40%

20 yeats. In fact, profits remained relatively

stable between 1987 and 2005, with an average RN ST
yearly return on assets (ROA) ratio of 3.11 20% Averape = 311
percent (see chart at right). This means that

for every $100 a credit caed issuer loans to 10%

consumets, that issuer can expect — if all goes

well — to receive roughly $103 in return at the 0.0% 4

end of the year. A 3 percent return is not 1987 1989 1991 1993 1995 1997 1999 2001 2003 2005

much when compared to some other well-
known industries (see table below).

Source Federal Rescrve

Retuen on Assets 2005 Profits are Much Lower than Other Industties
Mimning, Crude-Oil Production 14.9%

Pharmaceuticals 105% | The rate of return for credit card lenders is lower because the
Tobacco 8.5% credit card lending market is both mature and competitive.
Computer Services and Software 7.7% The shear number of credit card lenders — more than 6,000
Health Care: Other 6.8% according to a recent report by Government Accountability
General Merchandisers 5.6% Office (GAQO) ~ suggests that credit card lending is among
Health Care: Insurance & 4.5% the most competitive industries in our economy.

Managed Care

Entertainment 3.9% Furthermore, data from the Federal Reserve indicates that
Food & Drug Stores 3.6% the percentage of familics with at least one credit card has
Motor Vehicles & Parts 350, remained relatively constant since the early 1990s —

Targe U.S. Credit Card Banlks™ 3.85% | fluctuating slightly between 72 percent and 76 pescent.

Source: CNN Money.com, Pederal Reserve Simply put, there are few new matket opportunities fot credit

card lenders and potential for further growth is limited. Asa
resulr, credit card lenders are forced ro compete with one another to attract customers from the existing
customer pool. They do so by offering various incentives such as lower interest rates, no annual fees, no
balance transfer fees, and enhanced rewards programs. This level of competition brings prices down actoss
the board and affects the bottom line of the entire industry. Moreover, the push to offer more alluring prices
ensures that excess profits are wnung out of the market,
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But the affect of competition also ensures that
customers have the luxury of constantly shopping Revenues of Credit Card Tssuers in Credit Industry
around for the most attractive offers. Indeed, Directory per $100 of Credit Card Assets

competition has already led to a decline in average
interest rates and a decline in total fee revenue (see Revenn 1990
tahle at right). As the GAO concludes in its recent

repost, issuers generally offered cards with a single, Interest revenues $16.42 $12.45
fixed annual percentage rate of around 20 percent prior

to the 1990s. Howev.er, due in part to the introduction Penalty fee revenues 0.69 140
of the Schumer Box, issuers began to compete for
consumers by offering lower rates. By 2005, interest Annual fee revemes 125 042

rates had fallen to an industry average of roughly 12.5
percent.

Source GAO Anatyss of Card Industry Disectory Data

Furthermote, up until about 1990, card issuers charged annual fees ranging between $20 and $50, and smaller
amounts for penalty fees. By 2005, roughly 75 percent of credit cards no longer carried an annual fee.
Finally, credit card issuer revenue from annual and late fees combined fell from $1.94 for every $100 in 1990,
to $1.82 for every 3100 in 2004.

Credjt Card Lending is Risky

Because credir card lending carries more tisk than any other type of consumer lending, short-term variation in
profit levels can be expected. On most oceasions, banks issue credit cards to customers the bank has not
formally met. Customers usually mail in completed application forms or contact the bank by phone when
opening a credit card account. Moteover, customers can tap into their approved kne of credit day or night,
over a long period of time. And, unlike loans for 2 house or a car, which are secured by the value of the
puschased item, collateral from a borrower is not required for credit card leading.

Thus, banks that engage in credit card lending are exposed to greater loss potential. This means a greater risk
of swings in earnings. For example, average ROA for credit card lending banks has been as high as 4.06
percent and as low as 2.13 percent since 1987, a fluctuation range of almost 2 percentage points. Swings of
this degree would be enough to put most other consumer lenders out of business, considering that average
returns for all commercial banks has only 1.49 percent since 1987 according to the GAQ. Moreover, when a
two percentage point variation is considered in light of the 20 year average of just over 3 percent per year, it
becomes clear that credit card banks are never assured of a high rate of rerurn.

In fact, it is always possible for returns to be much lower — even negative. According to a 1994 report
by the GAQ, between 1977 and 1981, the average pretax earnings for Visa and MasterCard issuers was at or
below zero percent, falling to less than negative one percent in 1980 and 1981.

Other risks associated with credit card lending also lead to variability of profit. For example, while all other
types of consumer loans rely on fixed repayment schedules, credit card loans have flexible repayment terms
that allow borrowers to pay all, or only some of the loan at their convenience. This means that credit card
lending hanks must bear the uncertainty of highly variable cash flows, and the risk of customer default is
always a concern.

Furthermore, credit card lending is more susceptible to fraud than any other type of consumer lending.
While banks and credit card networks have spent millions of dollars to prevent and identify illegal credit card
transactions, losses from fraud incurred by issuers of Visa, MasterCard, American Express, and Discover
reached an all-time high of $1.14 billion in 2005, according to the Nikson Repors.

Due to the inherent risks associated with credit card loans, credit card lending necessitates a higher rate of
return than other forms of consumer lending. Credit card lending banks realize that their potential loss rates
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are always comparatively high. Thus, they expect returns that can fully absorb these Josses but stll generate
acceptable retuens to investors. Along with earnings, capital from investors provides the basis for credit
availability. Absent a return that is commensurate with the risks they bear, investors will invest their money
elsewhere, and the pool of available credit will shrink. Simply put, credit card lending must be profitable in
otder for hanks to afford taking on the extra risks associated with it.

Credit Card Lending is Expensive

Credit card lending is not only very risky it is also very expensive. In order to make consamer loans, hanks
must obtain funds from various sources, such as deposits, income on investments, or by borrowing from
other creditors. The amount of interest banks pay for these funds represents their cost of funds. Cost of
funds is the largest expense associated with most consumer loans.

However, the cost of funds for credit card lending is 2 much lower percentage of the total cost of providing
the loan. In fact, data from the Quarterly Banking Profile of the Federal Deposit Insurance Corporation (FDIC)
indicates that credit card banks spend only about 25 percent of total expenses on obtaining funds, while
consumer lenders and mortgage lenders spend 39 percent and 58 percent, respectively.

This is because credit card lenders have much higher operating expenses than other consumer lenders.
According to the FDIC, credit card lending banks spent just under 9 percent of their total assets on operating
expenses in 2006, compared to an average of roughly 4.5 percent for other consumer lenders, and just over 2
percent for mortgage lenders (see chart below).

Operating Expense as Pescentage of Total Assets

Source; FDIC (2006) Operating expenses are higher for credit card lenders

because they must incur greater costs associated with
?‘:"“ff‘g" maintaining a large volume of relatively small
endes cardholder accounts, According to a recent report hy
Consumer the GAQ, there were almost 700 million credit cards
Lendess in circulation in 2005, accounting for more than $1.8
trillion in total transactional volume. Furthermore,
Crede Card the Federal Reserve estimated in 2003 that the
Lenders L L
average credit card transaction value was roughly

393 Processing each and every one of these small
transactions requires a complex and sophisticated
infrastructure that is expensive to maintain. This infrastructure includes advanced computer systems, fraud
protection programs, and a network of personnel that are available 24 hours a day, 7 days a week to handle
customer service issues.

0 2 4 6 8 10

* Credit card banks are commercial banks with average managed assets greater than or equal to 200 million doflars with
minimum 50 percent of assets in consumer lending and 90 percent of consumer lending in the form of revolving credit.

AMERICAN BANKERS ASSOCIATION
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Lanry Shamak
EVPIGM Consumer Cards

Ametican Express Carts
200 Vesey Street

New Yok, NY 10285

Tel 21268401843

Fax 7126406539

April 29, 2008

The Honorabie Carolyn B. Maloney

Chairwoman

Subcommittee on Financial Institutions and Consumer Credit
Committee on Financial Services

United States House of Representatives

2331 Rayburn House Office Building

Washington, DC 20515

Re:  Additional information for the April 17, 2008 hearing record on H.R. 5244, the “Credit
Cardholders™ Bill of Rights Act of 2008

Dear Subcommittee Chairwoman Maloney:

Thank you for the opportunity to testify recently before the Financial Institutions and Consumer
Credit Subcommittec to share American Express’ views on H.R. 5244, the “Credit Cardholders’
Bill of Rights Act of 2008." I am writing to provide additional information on two issucs that
were discussed during the hearing. The first pertains to how the legislation addresses interest
rate increascs, and the second relates to the impact of mandating that consumer payments be
allocated on a “pro-rata” basis. I would respectfully request that this ietter be included as part of
the formal record from the April 17, 2008 hearing.

Interest rate increases

American Express believes that H.R. 5244 treats all interest ratc increases in a similar fashion,
regardless of the reason for the increase. We think it is critical to make a distinction between
increases that are triggered by the consumer’s actions on their specific account and all other rate
increases. The only differentiation that the legislation currently makes is for rate incrcases
triggered by “universal default,” which would be limited only to future balances. There is no
distinction in the advance notice and opt-out that issuers would be required to provide
consumers.

The legislation imposcs a 45-day advance notice. followed by an additional period of up to three
billing cycles to allow consumers the ability to opt-out of the new rate, before any intcrest rate
increase could go into effect. This broad notice and opt-out applies to all interest rate increases
uniformly, whether the rate increase was triggered by a consumer’s behavior on the account in
question, a missed payment with a third-party, or any other reason not related to that particular
account.

American Express Trzvel Related
Services Compayy Inc
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As currently written, this provision would reduce incentives for consumers to make timely
payments. For example, consumers could run up a balance on their account, make no subsequent
payments, and still avoid a rate increase on the account by exercising their right to opt-out.
Undecr this bill, a consumer would have up to five months to decide whether a rate increase
should be applied cven if they were in default on their own account. Consumers who pay their
bills on time should be protected from arbitrary rate increases. At the same time, consumers who
fail to make timely payments on their account should be accountable for their actions. Increases
triggered by a customer’s performance on their account should not be subject to a 45-day
advance notice and opt-out.

At American Express, we do not increasc an individual customer’s interest rate for any reason
other than the customer’s performance on their particular account. If you arc an American
Express Cardmember, your intercst rate will be increased to a penalty rate only if you violate the
terms and conditions on that specific American Express account. All of the specific reasons
outlining when a penalty rate would apply are clearly disclosed up front 1o the consumer. We
believe that additional notice and opt-out should not be required in these instances.

If a customer doesn’t pay on time or bounces a check on the card itself, most consumers believe
it is fair to have a consequence. Survey research has consistently shown that most consumers
belicve that a rate increase caused by their own actions on that particular account should be
treated differently than any other rate increase. A recent poll conducted by the Financial
Services Roundtable found that 58 percent said it was fair to raise interest rates because of late
payments on an account,

The Office of the Comptroller of the Currency testified at the April 17 hearing that “where a
customer defaults on his or her obligations under the card itself, the risk to the credit card lender
is clear and immediate, and, with appropriate up front notice, the consequence of increased rates
on the consumer’s existing balance and on future transactions should not come as a surprise to
the consumer.™

The act of paying late, exceeding one’s credit limit multiple times in a 12-month period or
submitting a check that is not honored by one’s bank arc significant indicators of heightened risk.
For instance, our data show that a consumer who bounces a check is 20 times more likely to have
their balance written off as uncollectiblec.

At the same time, consumers should be protected from rate increascs that arc outside of their
control and which are not ticd to the specific account in question. These would include intercst
rate increases caused by:

e aconsumer’s performance on another account with the same lender;

e aconsumer’s performance with a different lender;

e adeterioration in the consumer’s FICO score;

! Testimony of Julie I.. Williams, Chief Counsel and First Senior Deputy Comptrolier, Office of the Comptroiier of
the Currency, April 17, 2008, p. 5
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e an increase in the issuer’s cost of funds, and;
e an issuance of a renewal card to the consumer.

In all of these instances, we believe it is appropriate to require an advance notice and opt-out.
lowever, we do not believe such advance notice and opt-out should be required when a
custormner triggers a higher interest rate because of their actions on the specific account in
question.

Payment allocation
During the hearing, there was also discussion about the impact of rcgulating industry payment

allocation methods. American Express belicves that requiring a pro-rata approach would resuit
in significant adverse conscquences for consumers.

We conducted an cxtensive analysis to quantify the benefit our consumers receive from taking
advantage of low-rate promotional and balance transfer offers. We carefully studied the impact
on a consumer’s overall intcrest rate when they took advantage of a balance transfer offer. We
found that on average a consumer could reduce their overall effective intercst rate by ncarly 2.8
percent. This benefit is likely much higher when you take into account that most consumers are
transferring balances from higher rate loans with other lenders.

In addition, our data show that consumers who take advantage of promotional or balance transfer
offers pay down their accounts at a faster rate and exhibit lower delinquency rates than our
average customer. This would lcad one to conclude that the vast majority of consumers who
take advantage of such offers are exhibiting payment behavior that demonstrates they are aware
of the terms of the offer.

We also studied the impact of changing the current payment allocation method used by the
industry to the pro-rata approach that would be mandated under the legislation. We found that
we would no longer be able 10 make our most advantageous offer to the overwhelming majority
of consumers who would receive such an offer currently. We would also likely reduce our
marketing of promoticnal rates in general. For those who would still be eligible to receive such
offers, the terms would not be as favorable to consumers as they arc today. This is because H.R.
5244 would fundamcntally change the economies of such offers, thereby making them far less
available to consumers than they are currently.

We think that imposing a pro-rata payment allocation method would harm the vast majority of
consumers who benefit from the availability of promotional offers in the marketplace. This isn’t
just a theoretical issuc. Many issuers have already eurtailed balance transfer and other
promotional offers in light of the current cconomic environment, and this legislation would likely
accelerate that trend. Ultimately, this will place consumers at a significant disadvantage, by
limiting the options of consumers who want to switch among credit card products.

We believe there are ather alternatives the Subcommittee should consider to address concerns
about payment allocation practices that would also preserve the ability of issuers to continue to
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make low interest promotional and balance transfer offers available to consumers. We would
welcome the opportunity to discuss these matters further with you at your convenience.

Again, thank you for the opportunity to testify before your Subcommittec. 1 hope this additional
information is helpful. TfT can provide any further information regarding our views on the
impact of 1L.R. 5244 or answer any additional questions you might have, please feel free to call
upon me. .

P - /f /;

Singerey,

Execifiyé Vice President and General Manager, U.S. Cards
American Express Company

cc: The Honorable Judy Biggert
United States House of Representatives
1034 Longworth llouse Office Building
Washington, DC 20515
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The Honorable Judy Biggert
Ranking Member, Subcommittee on Financial Institutions and Consu

House Financial Services Committes
LS. House of Representati
Washington, D.C, 20815

2 request and »
provide the information below refevant {e Ms
background for the Aprif 17, 2008 hearing on H R

Chase Sﬁm usa, \5 ,fx ( "t as
holders’ Bill of Rights.

'gdag wrof le dcrw ateci du t@ i@az ‘m;%“t \Mmm 3 of unsec wem Mefi@f

For the past two vears her external lines (credit extended by-other lenders) have been *ab{} it B25,000 with
actust credit card balances of $20,000, bringing her uiliization rate o app @xsmctp v 80 parcent of her
avaliable credit. Her utilivetion on her Chase card has s_cm’s{enti"y bwm in the 80% range on 2 total credit
fine of $10,000 amonyg her three cards. Generally, Ms. Wones makes imum or very o g}aymezm on
her Chase accounts.

Crerall, we view Ms, Wones” level of unsecured debt fo be extremely high relative to her income. That
caused us 1o propose higher rates due 1o her increased risk, When we took that step, Ms, Wones rejected
the rate increases — we provided her with that option ~ and her two accounts were closed, aliowing her to
pay off the balance at the old, lower rate over time,

After we received a complaint from Mg, Wones deted March 28, 2008, we, as we would for any customer,
reviewsd her accounts and current financial status. We concluded that Ms. Waones was over extendad. Hey
outstanding balences have remained consistently high and he ts relatively low, “c= assist her, a
we would for any customer In similar drcumstances, we offered Ms, Wones a payr that offers
substantially reduced rates o enable her to rapay her debt, o offered to umer
Credit Counseling agency in her area if she preferred. I have attached the letter we sent m Mz, Wones
that addresses several of her conams.

As a final point, the rate increases we proposed {0 Ms, Wones {and she rejected) based on 3 deterlorating
cradit score were under a policy no longer in effect at Chase. This year, we efiminated that practice and
no longer use information In & credit bureau to initia 1 increase to a customer’s interest rate, While it is
an important slement in managing risk, we made the change 1o better suppor our objective of hullding
fong-term relationships with our customers,
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1. Account ending 01631

s Opened 10/18/03 with & credit line of $6,000, a 0% introductory rate for 6 months and a
contract rate of Prime plus 6.9%

= {3t 2003: First transaction on account was a halance transfer of $5,100. Several other
transactions were made in first month with statemant ending balance of $5,473 on 36,000
cradit ine.

= Aug. 2005 Credit-hased pricing applied due to high balances on multiple credit card
accounts, increasing rate to 24.99%. Ms. Wones rejected the change and the account was
closed, retaining lower rate and ability to pay off balance over ime,

= Ok, 2006: Credit-based pricing applied due to high balances on multiple credit card
accounts, increasing rate o 24.959%. Ms. Wones' APR was 15,1 + November 20086,
{Prime was 8.25% at the time.)

s Jan. 2007 Ms, Wones rejected rate increase and account rate
{Finance charges of $43.06 were reversed.)

s Account remains dosed,

returned o 15.15%.

= Qpened 2/18/2005 with a credit fine of $2,000, a 0% introductory for 15 months and
a contract ¢ fixed, This account was opened prior o ingrease on account

ate of 7.99%
ending 0161 in Aug. 2005,

= Feb, 2005 Two ce fransfers were made in the first month, totaling $1500 on the
$2,000 credit iine.

= May 2005 Additiona! balance transfer of $500, The account has been essentially utilized
at 100% since month three.

»  Fixed rate of 7.99% remains,

= No cradit-based pricing action was taken on this grcount because it had not yet been
reviewed. It would have been repriced if the customer’s profife remained unchanged.

3. Account ending 2274

Additionally, we would Hike to respond o several sp
that was provided to us on Aprif 14, 2008,

£

s Opened 5/16/201
a contract rate of
rate.

s May, 20085: First transaction wag a $1,500 balance t

$2,000, 2 0% introductory rate for 12 months and
me plus 14.99%. It s important fo note that this is a "high risk” APR

wher on $2,000 oredit line.

w Apr. 2007: Account went overlimit and fee was assessed. No defaull pricing was applied.

= (ct, 20071 Credit-based na action was taker; Ms. Wones rejected the change and the
3 ‘ :
account was closed, retaining fower rate and ability to pay off balence over tme,

points that Ms, Wones made in the testimony

Ms. Wones stated, “When I signed up, I knew {the card] would go from a 0% intraductory rate of
0% to 7.9%. But later T discovered it had gone to 14.9%." The contract rate disclosed on the
offer Ms, Wones recel was Prime plus 5.9%%; this was a variable rate account, In month seven
her introductory rate expired as communicated, and the account rate went 1o 10.95%. As the
Prime rate increased, her rate increased to 14.99%.
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Ms, Wones mentions that her first account had 8 $6,000 fimit and "once T got to around $8,000,

though, the rate jumped from 14.9% to 25%." Ms, Wones received @ credit-based pricing action
notice in August 2005 for a rate of 24.99%. She declined the terms and closed the account, Her
originat rate remained.

Ms. Wones stated that during “one bifling cycle T went $15 over my limit and they
nterest rate o 23.24% and charped me 2 $3% over-the-imit fee-even though my beginning and
ending balances for that billing cycle were under my limit.” This is not correct. Ms, Wones™ terms
were prime plus 14.99%. Her 12-month introductory rate coincidentally expired the same month
she went overlimit. Her contract rate pever changed. Ms, Wo i receive a $3% overlimit foe on
Aprll 30, 2007, which Is the only fee Ms. Wones has ever received.

Ms, Wones alsa states that she felt that, once she reached her credit fimit, charges wouldnt be
approved, Chase does offer customers the option of having ransactions declined that would cause
them to excead their imit so they can avoid fees. Chase does find that mast customers prefer not
o have thelr authorizations declined at point of sale, but allows custormers to choose.
Ms. Won w0 questions how we could ssue her three different cards

af the thre ounts are al, or we attermpted to take them to, "high risk ra
was nof vet reviewsd, but would have eventually been moved to a higher rate.
Ms, Wones also a

last waek-why would they continue to issue me new credit cards?” The second cre
issued before Chase sent Ms, Wones a credit-hased pricing action nolice and the third was opened
at a "high risk” APR,

Ay

additional question
erent in making open-ende

, unsecured foans,

Thank you for the opportunily to respongd,

Respectfully,

Dav

d P. Hogan
Senior Vice Presid
Chase Card ¢ :
A0L N, Walnut Sty

Wilmington, DE

{302y 282-3232
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April 8, 2008

Susan Wones
1185 South Monroe Street
Denver, CO 80210-2118

Re:  Disney Rewards Platinum Visa Account ™*** **** **** 0161

Dear Ms. Wones:

Your concerns expressed to Gary Foster, Senior Vice President, Disney Corporate
Communications, have been referred to the Card Services Executive Office. Thank you for
taking the time to speak with me on April 1, 2008.

| regret to hear that you were not completely satisfied with our January 7, 2007 response
provided by Naomi Butinski, Cardmember Advocacy Specialist. As | mentioned last week, |
personally review these types of situations so that we can learn how we could have better
responded from our Cardmembers' perspective and, therefore, we continuously improve.

Based upon my review of the original information shared with the Office of the Comptrotier of
the Currency, and the information you shared with me during our conversation. | acknowledge
we could have provided a better explanation of our position at that time.

| am pleased to provide the following responses to your specific questions:

1) We initially changed the Annual Percentage Rate (APR) on the Disney account referenced
above due to a change-in-terms notice sent August 1, 2005, with an effective date of October 3,
2005. This change notified you that, among other changes, your standard APR for purchases
would increase to 24.99% fixed, We made a business decision based on the risk level indicated
in part by the information supplied from the credit bureaus, and was not intended to discount the
loyalty or tenure of our relationships with you. Our decision was only to appropriately price the
account based upon the unique risk factors associated with it At that time, an electronic
summary of your Experian credit bureau report primarily indicated that the proportion of
bankcard balances was high compared to the assigned credit lines. Please allow me to clarify
that our decision does not specifically rely upon an actuat FICO score. Given the fact that you
rejected the terms, your account was closed on September 29, 2005, as per the instructions
provided in the notice.

The second change of terms notification was sent on October 4, 2006, with an effective date of
December 1, 2006. This change notified you that, among other changes, your standard APR for
purchases would increase to 24.99% fixed.
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Qur reason for this change was the same as for the August 2005 notice, which was an
electronic summary of your Experian credit report primarnly indicated that the proportion of
bankcard balances was high compared to assigned credit lines. Given the fact that you again
rejected the terms, and worked with our Executive Office in January 2007, the changes in terms
did not take effect.

Per our discussion, it was noted that you did not dispute the information supplied by the credit
bureau. | understand that you disagree with our business decision based, in part, upon this
information.

2} Ms, Wones, you asked for an explanation for how you qualified for two new accounts after
opening the Disney account referenced at the top of the first page of this letter. Although pricing
actions were taken specific {o the Disney account ending in 0161 due to concerns with
proportion of bankcard balances being high compared to assigned credit lines, you qualified for
additional accounts based upon our lending criteria. it may also be helpful to note that the
account ending 9483 was opened on February 16, 2005, which was six months prior to the
August 5, 2005 change in terms notice. Additionally, the ASPCA account ending 2274, opened
on May 18, 2006, carried a variable APR of 23.24%, after the introductory period expired.
Lastly, account terms are account specific to, and can vary among, products and portfolios.
This can include, among other terms, APR for purchases, APR for cash, annual fees, balance
transfer fees, overlimit fees, and late fees.

3) The reason that we required the account to be voluntarily closed, in order to reject the
change-in-terms, is due to a business decision to mitigate any further risk to the bank, Your
options as outlined in the applicable notices were to:

a) Accept the terms, which may also require additional consideration to pay down the
baiance.

b} Reject the terms and close the account. 1regret o hear that you feel you did not have
any other option but to close the account.

¢} You had the right to dispute the accuracy or completeness of any item in your consumer
report.

4) Please allow me to explain why your non-rewards account may not have been considered
for a change in terms notification. The account ending 9489 had not yet reached eligibility for a
review of the terms. At such time, under the assumption that no new information wouid have
been presented and the fact that this review would be conducted, this account would have been
considered for a change in terms notification.

5) Thank you for advising me that you have not received a respanse to your November 8,
2007, letter addressed to our Correspondence Department at Post Office Box 15098. Our
records indicate that a response was mailed to you on November 19, 2007, acknowledging your
request lo reject the change-in-terms and hence, ciose the account. Ms. Wones, | recognize
that our response should have addressed your request for an explanation. in addition, |
recognize that your recent telephone inquiry of March 20, 2008, again requested an
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explanation. 1 sincerely apologize for any inconvenience this may have caused you. The
explanation for this change is that an electronic summary of your Experian credit report
indicated that the proportion of bankcard balances was high compared to assigned credit lines.

Ms. Wones, it is my conclusion, based upon all of the information available, including the total
amount of credit card balances appearing on your credit report, that you may be in need of
assistance with the amount of outstanding credit card balances you have with Chase. We offer
several payment programs to assist consumers that may be beneficial to you. These programs
feature reduced rates and fees, and provide a vehicle for customers to manage and pay down
their debt. if you are interested in seeking our assistance, please feel free to contact me. | am
available at the address noted on page one of this letter or by telephone number at
847-488-6013. Alternatively, if you prefer to work with an outside agency, we would be happy tc
refer you to a Consumer Credit Counseling agency in your area.

In closing, based upon the length of time that has passed and the information you have
provided to me about our servicing opportunities, | have credited your three accounts for the
most current statement finance charge assessments, totaling $79.24 as a gesture of our
commitment to you. These credits will be reflected on your next billing statements.

In closing, | anticipate that the above information has met with your satisfaction. | appreciate
this opportunity to bring closure to this matter.

Sincerely,

Nancy Stoneman
Card Services Executive Office

cc: Mark Reuling
Senior Vice President
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April 16, 2008

The Honorable Caralyn Maloney

Chairman, Subcommittee on Finandcial Institutions and Consumer Credit
House Financlal Services Committee

LS, House of Representatives

Washington, DU 20515

The Honorable Judy Biggert

Ranking Member, Suboommitise on Financlal Institutions and Consurmer Cradit
Houwse Finencial Services Commities
115, House of Reprosentatives
Washington, D.C, 20515

Dear Chairman Maloney and Ranking Member Biggert:

Per the Commiitee’s request and with authorization from customer Mr. Stephen Strachan, we
respectfully provide the information below refevant to Mr. Strachan’s & mmw‘ with Chase Bank US&, NA,
{"Chase™} as background for the April 17, 2008, hearing on H.R. 5244, the Uredit Cardholders” 8ill of
Rights.

Summary

Stephen Strachan has thres oredit card accounts with Chase, opensd in 1999, 2000 and 2001, These
accounts werne sued by varlous predecessor banks that, due to consolid E%cm be came sooounts with the
successor bank, Chase, At the time the accounts were issued, Mr. Stracha an d an excellent credit profile
and an annual income of $300,000 according to Information he provided & hv&. application. As a result, hig
accounts had generpus aredit lines

I fate 2001, Mr. Strachan’s unsecured debt Increased sharply while his credit scores decreased, During
that timeframe, his total credit card debt increased to approximately $200,000; approximately $150,000 of
that unsecured debt was with Chase. To pmde&ntiy manage the increased risk posed hy Mr, ’ﬁé‘rachaﬁ
based on his behavior {2 combination of his ncreasing balances, reducing his payments and makin

multiple late payments), we managed owr € 'mau:e through rate and credit ine adiustments to Ean; thrae
accounts between the period of 2002- > as follows:

= Defaull Priving Actions: Three {due to delinquency)
s Credit-based Pricing Actions: Six (all adjustments provided the option to reject rate increass)
¢ Credit Line Docreases: Bight

These changes were made through a combination of systemic reviews and evaluations by len
analysts

Six of Mr, Strachan’s pricing changes were the result of information in his credit bureau that indicated his
credit risk was deteriorating. Mr. Strachan's mﬁ ract provided for that kind of repricing along with the

option to dedline a proposed rate increase, close the account and pay off the balance at the old rate over
tire. As you may know, Chase eliminated A.ai practive earlier this year and no longer uses information in
3 credit bureau to initiate an increase to a customer's interest rate, While it is an important element in
managing risk, we made the change to better support our objective of buliding long-term relationships
with our customers,
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As a point of darification, Mr, Strachan notes additionsl rate ncreases in his testimony sent to us on April
14, 2008 ~ in addition to the rate increases that we have indicated above, Several of these are the result
of his holding variable rate accounts that are indexed to the prime rates and can fluctuate based on
changes to the prime rate and not becasuse of any spedific action by Chase,

While Mr, Strachan asserts that the lne reduction and account closure actions by Chase and other banks
caused his cradit score to fall, subjecting him to rate increases, the actions by Chase were a result of an
overall increase In debt and reduced payments,

1. Account ending 5024
s Opened 7/7/99
= Jupe 2000 Credit live increased Yo $90,000 to consolidate 3 &
= Sept 2002: Account balance was approwdimately $89,200 on i
not made and the account oycled delinquent,

w  Qct. 2002: A payment was made but the account remained one cycle past due.

= Nov. 2002: Default pricing action applied, increasing rate from 10.20% to 19.5%%

= May 2003: Credit-based priving applied due to high balances on mudtiple credit card
accounts and reduced payments, increasing rate from 19.99% to 22.99%. Customer did
not opt-out of rale increase. Account Balance was approximately $83,000 on line of
$90,000.

@ May 2004, Credit iine decreased to $70,600. Credit fine was reduced o then current
balance plus $1,000 (approximately),

= July 2004 Credit-based pricing applied due to high balances on mulliple credit card
accounts, increasing rate from 22.99% to 24.99%, Customer did not opt-out of rate
increase. Customer made & $50,000 payment.

= Sepl. 2004: Account balance of $16,000 is paid off.

= Sepl. 2004 to Jan. 2006: No account activity

= Jan 2008: Activity resumed on account.

= Apr. 2008: Currently, there s no balance on account.

0,000, Payment was

Summary:
o Default Pricing Actions: One
o Uredit-based Pricing Actions: Two {customer chose not to optrout of increase)

Opened 1/11/2001,

= Mar, 2002: Balance is $27,838 on a $30,000 line, with most of the balances at 3.99%
and 5.99% promotional rates. Contract rate APR is 15,90%.

= July 2002) Credit line decreased from $30,000 to $18,500.

= Sept, 2002: Payment not made and acoount oycled delinguent.

= Octr 2002 Payment was made but account remained one cycle past due,

= Nov. 2002 Defaull pricing action appliad, increasing rate from 15.90% to 19.99%.

= Apr. 2003: Credit-based pricing applied due to high balances on multiple credit card
accounts, increasing rate from 19.99% to 22,99%. Customer did not opt-out of rate
increase.
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s Jan, 2004 Credit-besed pricing applied due to high balances on multiple credit card
accounts, increasing rate from 22.9%% to 24.99%. Customer did not opt-out of rate
increase.

s May 2004 Credit fine decreased to $11,050 from $21,300. Credit iine was reduced to the
current balance at that time plus $1,000 (approximately).

= Aug, 2004 Credit fine decreased to $9,150, Credit ine was reduced to the current
batance at that time plus $500 (approximately).

= Dec. 2004: Credit-based pricing applied due to high baiances on multiple credit card
accounts, increasing rate from 24.99% to 29.49%, Customer did not oept-out of rate

increase,
= May 2005: APR lowered from 29.49% to 9.99% due to on time payments as part of a
test,

= Apr, 2008: Curvently, there is no balance on account.

Default Pricing Actions: One
Credit-based Pricing Actions: Three (customer chose not to opt-out of increase)
o Credit line Decreases: Three

Sumnmary:
<

3, Account ending 1007
Cpened 8/1372000.

»  Mar: 2002 $13,639 balance on a $50,000 line with a contract rate of 14.99%. The
majority of balances were at 5.99% and 7.99% promotional rates

= July 2002: Balance transfer brings balance to $40,094 on line of
decreased from $50,000 to $40,200.

= Sept, 2002: Fayment not made and aooount ovcled delinguent.

= Qct: 2002: Payment was made but account remained one cycle past due.

= Nov, 20020 Default pricing action applied, increasing rate from 14.95% 1o 22.9%9%. Cradit
line decreased to $39,800.

w Ot 2003 Payment not made and account cycled definguent; no default pricing increase
applied.

s May 2004: Credit fine decreased from $39,800 to $2

®  Aug. 2004: Credit line decreased from $27,25 L350,

= Nov. 2004: Payment was not made and account cyded delinquent; no default pricing
increase applied.

= Jan. 2005 Credit-based pricig action applied due to high balances on multiple credit
card acoounts, increasing rate from 23.99% to 2B.74%. Customer did not opt-out of rate
increase.

= Qct. 2005 No balance on account

= Now. 2005 Customer transfers balance of $6,000 to Chase card at 4.59% rate.

«  Jan, 2006 Customer transfers balance of $10,000 to Chase card at 4.99% rate.

= Apr, 2008: Cuwrrent balance of $4,599 on credit line of $26,350.

0,000, Credit ine

Summary;

o Default Pricing Actions: One

o Credit-hased Pricing Actfons: One {gustomer chose not to opt-out of Increase)
o Credit line Decreases: Four
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In addition to these det
in the testimony that wi

s, we would also fike to respond to some specific points that My, Strachan made

s provided to us on April 14, 2008.

= Mr. Strachan states that he was repriced because we lowered his credit line, This was not the
case, He was repriced for being In default when he did not make a payment,

& Mr. Strachan asserts the reductions in his credit fines caused his credit utifization to in
which in turn caused his F1ICO score o decline, While It is true that a line reduction ¢
FICO scare to fall, what started the credit line reduction/credit-based repricing for Mr. Strachan
was @ rapid increase in credit card debt, late payments and reduced payments,

& Finally, Mr. Strachan states that we post payments late or not afl. That is simply not the case.

We are happy to answer additional questions refated to Mr. Strachan's account and the actions we took to
manage the risk inherent in making open-ended, unsecured loans,

Thank you for the opportunity to respond,

Raspectiully,

David P. Hogar
Senior Vice Presic
Chase Card Serv
201 N, Walnut Street
Wilmington, DE 19801
{302) 282-3232




420

United States Government Accountability Office

G AO Report to the Ranking Minority Member,
Permanent Subcommittee on
Investigations, Committee on Homeland
Security and Governmental Affairs, U.S.
Senate

September 2006 CREDIT C ARDS

Increased Complexity
in Rates and Fees
Heightens Need for
More Effective
Disclosures to
Consumers

"k
+%
*xn
oy
xkH
s iy -
< e

ility « Integrity + Reli

GAO-06-929



: Highlights of GAD-08 r%"&) a'vepiit to'the ' f

Ranking Minority Membar Pétndnent
Bubeomimitter ot invastigations:
Committas o Homeland Security. dnd
Giovarhental Affairs; U 5. Senate -

" Why GAO Did This Study

Wity eved
SO NROW
Reserve h
digclostire
cotisuings of th
Quiestiong have ¢ 119{) hﬂ 1
At the felationship among
penaliy charges; congliner 0
bankiuptoies; and 18sver profis,
GAQ M'zmmod (5\ how C;ud fees
“and ni! hex pmcm

ard penalty rages and
rmon, the I

pri(‘mg pr >
cardholders () t}w ex;
whichpenalty charg

Stk M}midm bankrupteics, and (4)
coired fssnery

51 Yervennes and

Among biher things,

isclostives fromt
aivied daty on

s paid O ¢ aydholder

AL oum‘w from G large isstiers;
em;ﬂm vedia usability (‘Qmmimn to

o and tesh disclosires: 5
fterviewed asamiple ol condamers:

“selected o represent wrang
educationand Income leve
anglyied dcademic and vegilatory
studhes oi bankiuptey, :m(i card
JESHt Y &

Al part of reviding card disclosures)
thé: Federdl Reserve shotld ensive
that stick dise

ure materials more

elearly emphasize thoseé ferms (hat

can significantly atfect civdholder
Ccostsysuch dctions that can
A nalty.
Copricing iates o be m\pméd The:
Federal Reservergenerally
corictreed with Tho Téport;

qum »(,mo {6

To viw thefull pmdx y ine Hading ey

and methodolagy; dick o the ink atiover .

Forgmofe information, dontast David G Wood
“al (RO2) 5188078 of Woddd @ gav.gev,

421

CREDIT CARDS

increased Compilexity in Rates and Fees
Heightens Need for More Effective
Disclosures o Consumers

What GAD Found

Originally having fixed inter
popular credit cards now featur
including penall for making late payients that have inores w\d m as hl;ﬁs
as $39 per occurrence and interest rates of over 30 percent for cardholders
who pay late or exceed a credit limif. Issuers explained that these practices
TEpres sk-based pricing that allows them to offer cards with lower costs
to less risky cardholders while prov x{in s cards to riskier consomers who
might otherwise be unsble to obtain M\ credit, Although costs can vary
significantly, roany cardholders now appear to have cards with Xowor
interest rates than those offered | m the past; data from the mp
reporied to GAD indicate that, in 2 “w, about 80 pu 3

Although issuers must disclose Information intended to help consumers
compare card costs, disclosures by the largest issuers have various
weakne that reduced consumers’ ability o use and understand them,
According o a usability expert’s review, disclosures from the largest credit
card issuers were often written well above the eighth-grade lews = at which
about half of TS, adults vead. Contrary to usability m!d!i‘d( ability best
practiees, the disclosures buried important information 1o text, fatled to
group and tabel related material, and u smist typefaces. Perhaps asa
result, cardholders that the expert tested often had difficulty using the

osures to find and understand Key rates or terms applicable to the

s, Shmdlarly, GAL's iderviews with 112 cardholders indicated that many
falled to unserstand | aspects of thelr cards, including when they would
be charged for late payments or what actions could caus e 10 raise
rates. These weaknesses may arise from issuers drafting disclosures to
avold lawsults, and from federal regulations that highlight less relevant
information and are not well suited for presenting the complex rates or
terms that cards curvently foatue though the Federal Reserve b
o obtain consumer input, its staff recognizes the challenge of designing
disclosures that inchide all key information in a clear manner.

Although penalty charges reduce the fonds available 1o repay cardholders
debts, their role in contributing to bankruptcies was not clear. The six
largest issuers reported that unpaid interest and fees represented about 10
percent of the balances owed by banirupt cardholders, but were unable to
provide data on penalty charges these cardholders paid prior to fiting for
banknuptey. Although revenuves from penalty m((\ms( and fees have
increased, profits of the larg suers h ble in recent years,
GAQ analysis indicates that while the majority of issuer revenues came from
intevest charges, the portion attributable to penalty rates has grown.

United States Government Accountability Office
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United States Government Accountability Office
Washington, D.C. 20548

Septernber 12, 2006

The Honorable Carl Levin

Ranking Minority Member

Permanent Subcornmittee on Investigations

Committee on Homeland Security and Governmiental Affairs
United States Senate

Dear Senator Levin:

Qver the past 25 years, the prevalence and use of credit cards in the United
States has grown dramatically. Between 1980 and 2005, the amount that
U.S. consumers charged to their cards grew from an estimated $69 billion
per year to more than $1.8 trillion, according to one firm that analyzes the
card industry.’ This firm also reports that the nurmber of U.S. credit cards
issued to consumers now exceeds 691 miltion. The increased use of credit
cards has contributed to an expansion in household debt, which grew from
$59 billion in 1980 to roughly $830 billion by the end of 2005.2 The Board of
Governors of the Federal Reserve System (Federal Reserve) estimates that
in 2004, the average American household owed about $2,200 in credit card
debt, up from about $1,000 in 1992.%

Generally, a consumer’s cost of using a credit card is determined by the
terms and conditions applicable to the card--such as the interest rate(s),
rinimum payment amounts, and payment schedules, which are typically
presented in a written cardmeinber agreement—and how a consumer uses

'CardWeb.com, Inc., an online publisher of information about the payment card industry.

*Based on data from the Federal Reserve Board's monthly G.19 refease on consumer eredit.
In addition to credit card debt, the Federal Reserve also categorizes overdraft lines of credit
as revolving consumer debt (an overdraft line of credit is a loan a consumer obtains from a
bank to cover the amount of potential overdrafts or withdrawals from a checking aceount in
amants greater than the balance available in the account), Mortgage debt is not captured in
these data.

*B.K. Bucks, A.B. Kennickell, and K.B. Moore, “Recent Changes in U.S. Family Finances:
Evidence from the 2001 and 2004 Survey of Consumer Finances,” Federal Reserve Bulletin,
March 22, 2006, Also, A.B. Kennickell and M. StarrMcCluer, “Changes in Family Finances
from 1989 to 1992: Evidence from the Survey of Consumer Finances,” Federal Reserve
Bulletin, October 1994, Adjusted for inflation, credit card debt in 1992 was $1,298 for the
average American household.
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a card.® The Federal Reserve, under the Truth in Lending Act (TILA), is
responsible for creating and enforcing requirements relating to the
disclosure of terms and conditions of consumer credit, including those
applicable to credit cards.” The regulation that implerments TILA's
requirements is the Federal Reserve’s Regulation Z.° As credit card use and
debt have grown, representatives of consumer groups and issuers have
questioned the extent to which consumers understand their credit card
terms and conditions, including issuers’ practices that—even if permitted
under applicable terms and conditions—could increase consumers’ costs
of using credit cards. These practices include the application of fees or
relatively high penalty interest rates if cardholders pay late or exceed credit
limits. Issuers also can allocate customers’ payments among different
components of their outstanding balances in ways that maximize total
interest charges. Although card issuers have argued that these practices are
appropriate because they compensate for the greater risks posed by
cardholders who make late paytuents or exhibit other risky behaviors,
consumer groups say that the fees and practices are harmful to the
financial condition of many cardholders and that card issuers use them to
generate profits.

You requested that we review a number of issues related to credit card fees
and practices, specifically of the largest issuers of credit cards in the
United States. This report discusses (1) how the interest, fees, and other
practices that affect the pricing structure of cards from the largest U.S.
issuers have evolved and cardholders’ experiences under these pricing
structures in recent years; (2) how effectively the issuers disclose the
pricing structures of cards to their cardholders (3) whether credit card debt
and penalty interest and fees contribute to cardholder bankruptcies; and
(4) the extent to which penalty interest and fees contribute to the revenues
and profitability of issuers’ credit card operations.

To identify the pricing structures of cards—including their interest rates,
fees, and other practices—we analyzed the cardmember agreements, as

*We recently reported on minimum payment disclosure requirements. See GAQ, Credit
Cards: Customized Minimum Payment Disclosures Would Provide More Information to
Consumers, but Impact Could Vary, GAO-06-434 (Washington, D.C.: Apr. 21, 2006).

*Pub. L. No. 90-321, Title §, 82 Stat. 146 (1968) (codified as amended at 15 U.S.C. §§ 1601-
1666).

*Regulation Z is codified at 12 C.RR. Part 226.
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well as materials used by the six largest issuers as of December 31, 2004,
for 28 popular cards used to solicit new credit card customers fror 2003
through 2005.” To determine the extent to which these issuers’ cardholders
were assessed interest and fees, we obtained data from each of the six
largest issuers about their cardholder accounts and their operations. To
protect each issuer’s proprietary information, a third-party organization,
engaged by counsel to the issuers, aggregated these data and then provided
the results to us. Although the six largest issuers whose accounts were
included in this survey and whose cards we reviewed may include some
subprime accounts, we did not include information in this report relating to
cards offered by credit card issuers that engage primarily in subprime
lending.® To assess the effectiveness of the disclosures that issuers provide
to cardholders in terms of their usability or readability, we contracted with
a consulting firm that specializes in assessing the readability and usability
of written and other materials to analyze a representative selection of the
largest issuers’ cardmember agreements and solicitation materials,
including direct mail applications and letters, used for opening an account
(in total, the solicitation materials for four cards and cardmember
agreements for the same four cards).” The consulting firm compared these
materials to recognized industry guidelines for readability and presentation
and conducted testing to assess how well cardholders could use the
materials to identify and understand information about these credit cards.
While the materials used for the readability and usability assessments
appeared to be typical of the large issuers’ disclosures, the results cannot
be generalized to materials that were not reviewed. We also conducted
structured interviews to learn about the card-using behavior and
knowledge of various credit card terms and conditions of 112 consurmers
recruited by a market research organization to represent a range of adult
income and education leveis. However, our sample of cardholders was too

*These issuers’ accounts constitute almost 80 percent of credit card lending in the United
States. Participating issuers were Citibank (South Dakota), N.A; Chase Bank USA, N.A,;
Bank of America; MBNA America Bank, N.A,; Capital One Bank; and Discover Financial
Services. In providing us with materials for the most popular credit cards, these issuers
determined which of their cards qualified as popular arzong ali cards in their portfolios.

“Subprime lending generally refers to extending credit to borrowers who exhibit
characteristics indicating a significantly higher risk of default than traditional bank lending
customers. Such issuers could have pricing structures and other terms significantly
different from those of the popular cards offered by the top issuers.

“Regulation Z defines a “solicitation” as an offer (written or oral) by the card issuer to open
a credit or charge card account that does not require the consuruer to complete an
application. 12 C.FR. § 226.5a(a)(1).
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small to be statistically representative of all cardholders, thus the results of
our interviews cannot be generalized to the population of all U.S.
cardholders. We also reviewed comment letters submitted to the Federal
Reserve in response to its comprehensive review of Regulation Z's open-
end credit niles, including rules pertaining to credit card disclosures."® To
determine the extent to which credit card debt and penalty interest and
fees contributed to cardholder bankruptcies, we analyzed studies, reports,
and bank regulatory data relating to credit card debt and consumer
bankruptcies, as well as information reported to us as part of the data
request to the six largest issuers. To determine the extent to which penalty
interest and fees contributes to card issuers’ revenues and profitability, we
analyzed publicly available sources of revenue and profitability data for
card issuers, including information included in reports filed with the
Securities and Exchange Commission and bank regulatory reports, in
addition to information reported to us as part of the data request to the six
largest issuers.' In addition, we spoke with representatives of other U.S.
banks that are large credit card issuers, as well as representatives of
consurer groups, industry associations, academics, organizations that
collect and analyze information on the credit card industry, and federal
banking regulators. We also reviewed research reports and academic
studies of the credit card industry.

We conducted our work from June 2005 to September 2006 in Boston;
Chicago; Charlotte, North Carolina; New York City; San Francisco;
Wilmington, Delaware; and Washington, D.C., in accordance with generally
accepted government auditing standards. Appendix I describes the
objectives, scope, and methodology of our review in more detail.

Results in Brief

Since about 1990, the pricing structures of credit cards have evolved to
encompass a greater variety of interest rates and fees that can increase

“See Truth in Lending, 69 Fed. Reg. 70925 (advanced notice of proposed rulemaking,
published Dec. 8, 2004). “Open-end credit” means consumer credit extended by a creditor
under a plan in which: (i) the creditor reasonably contemplates repeated transactions, (i)
the creditor may impose a finance charge from time to time on an outstanding unpaid
balance and (iii) the amount of credit that may be extended to the consumer is generaily
made available to the extent that any outstanding balance is repaid. 12 C.ER. § 226.2¢a)(20).

HAlthough we had previously been provided comprehensive data from Visa International on

credit industry revenues and profits for a past report on credit card issues, we were unabie
to obtain these data for this report.
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cardholder’s costs; however, cardholders generally are assessed lower
interest rates than those that prevailed in the past, and most have not been
assessed penalty fees. For many years after being introduced, credit cards
generally charged fixed single rates of interest of around 20 percent, had
few fees, and were offered only to consumers with high credit standing.
After 1990, card issuers began to introduce cards with a greater variety of
interest rates and fees, and the amounts that cardholders can be charged
have been growing. For example, our analysis of 28 popular cards and
other information indicates that cardholders could be charged

* up to three different interest rates for different transactions, such as one
rate for purchases and another for cash advances, with rates for
purchases that ranged from about 8 percent to about 19 percent;

« penalty fees for certain cardholder actions, such as mnaking a late
payment (an average of almost $34 in 2005, up from an average of about
$13 in 1995) or exceeding a credit limit (an average of about $31 in 2005,
up from about $13 in 1995); and

* ahigher interest rate—some charging over 30 percent—as a penalty for
exhibiting riskier behavior, such as paying late.

Although cousumer groups and others have criticized these fees and other
practices, issuers point out that the costs to use a card can now vary
according to the risk posed by the cardholder, which allows issuers to offer
credit with lower costs to less-risky cardholders and credit to consumers
with lower credit standing, who likely would have not have received a
credit card in the past. Although cardholder costs can vary significantly in
this new environment, many cardholders now appear to have cards with
interest rates less than the 20 percent rate that most cards charged prior to
1990. Data reported by the top six issuers indicate that, in 2005, about 80
percent of their active U.S. accounts were assessed interest rates of less
than 20 percent--with more than 40 percent having rates of 15 percent or
less.” Furthermore, almost half of the active accounts paid little or no
interest because the cardholder generally paid the balance in full. The
issuers also reported that, in 2005, 35 percent of their active U.S. accounts
were assessed late fees and 13 percent were assessed over-limit fees.

EFor purposes of this report, active accounts refer to accounts of the top six issuers that
had had a debit or credit posted to them by December 31 in 2003, 2004, and 2005.
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Although credit card issuers are required to provide cardholders with
information aimed at facilitating inforrned use of credit and enhancing
consumers’ ability to compare the costs and terms of credit, we found that
these disclosures have serious weaknesses that likely reduced consumers’
ability to understand the costs of using credit cards. Because the pricing of
credit cards, including interest rates and fees, is not generally subject to
federal regulation, the disclosures required under TILA and Regulation Z
are the primary means under federal law for protecting consumers against
inaccurate and unfair credit card practices.” However, the assessment by
our usability consultant found that the disclosures in the customer
solicitation materjals and cardmember agreements provided by four of the
largest credit card issuers were too complicated for many consumers to
understand. For example, although about half of adults in the United States
read at or below the eighth-grade level, most of the credit card materials
were written at a tenth- to twelfth-grade level. In addition, the required
disclosures often were poorly organized, burying important information in
text or scattering information about a single topic in numnerous places. The
design of the disclosures often made themn hard to read, with large amounts
of text in small, condensed typefaces and poor, ineffective headings to
distinguish important topics from the surrounding text. Perhaps as a result
of these weaknesses, the cardholders tested by the consultant often had
difficulty using these disclosures to locate and understand key rates or
terms applicable to the cards. Similarly, our interviews with 112
cardholders fndicated that many failed to understand key terms or
conditions that could affect their costs, including when they would be
charged for late payments or what actions could cause issuers to raise
rates, The disclosure materials that consumers found so difficult to use
resulted from issuers’ attempts to reduce regulatory and lability exposure
by adhering to the formats and language prescribed by federal law and
regulations, which no longer suit the complex features and terms of many
cards. For example, current disclosures reguire that less important terms,
such as minimum finance charge or balance computation method, be
prominently disclosed, whereas inforination that could more significantly
affect consumers’ costs, such as the actions that could raise their interest
rate, are not as prominently disclosed. With the goal of improving credit
card disclosures, the Federal Reserve has begun obtaining public and
industry input as part of a comprehensive review of Regulation Z. Industry
participants and others have provided various suggestions to improve

"TILA also contains procedural and substantive protections for consumers for eredit card
transactions.
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disclosures, such as placing all key terms in one brief document and other
details in a much longer separate document, and both our work and that of
others illustrated that involving consultants and consumers can help
develop disclosure materials that are more likely to be effective. Federal
Reserve staff told us that they have begun to involve consumers in the
preparation of potentially new and revised disclosures. Nonetheless,
Federal Reserve staff recognize the challenge of presenting the variety of
information that consumers may need to understand the costs of their
cards in a clear way, given the complexity of credit card products and the
different ways in which consumers use credit cards.

Although paying penalty interest and fees can slow cardholders’ attempts
o reduce their debt, the extent to which credit card penalty fees and
interest have contributed to consumer bankruptcies is unclear. The number
of consumers filing for bankruptcy has risen more than sixfold over the
past 25 years—a period when the nation’s population grew by 29 percent—
to more than 2 million filings in 2005, but debate continues over the reasons
for this increase. Some researchers attribute the rise in bankruptcies to the
significant increase in household debt levels that also occurred over this
period, including the draratic increase in outstanding credit card debt.
However, others have found that relatively steady household debt burden
ratios over the last 15 years indicate that the ability of households to make
payments on this expanded indebtedness has kept pace with growth in
their incomes. Similarly, the percentage of households that appear to be in
financial distress—those with debt payments that exceed 40 percent of
their income—did not change much during this period, nor did the
proportion of lower-income households with credit card balances, Because
debt levels alone did not appear to clearly explain the rise in bankruptcies,
some researchers instead cited other explanations, such as a general
decline in the stigma associated with bankruptcies or the increased costs of
major life events—such as health problems or divorce—to bouseholds that
increasingly rely on two incomes. Although critics of the credit card
industry have cited the emergence of penalty interest rates and growth in
fees as leading to increased financial distress, no comprehensive data exist
to determine the extent to which these charges contributed to consumer
bankruptcies. Any penalty charges that cardholders pay would consume
funds that could have been used to repay principal, and we obtained
anecdotal information on a few court cases involving consumers who
incurred sizable penalty charges that contributed to their financial distress.
However, credit card issuers said that they have little incentive to cause
their customers to go bankrupt. The six largest issuers reported to us that
of their active accounts in 2005 pertaining to cardholders who had filed for

Page 7 GAQ-06-929 Credit Cards



432

bankruptcy before their account became 6 months delinquent, about 10
percent of the outstanding balances on those accounts represented unpaid
interest and fees. However, issuers told us that their data system and
recordkeeping limitations prevented thern from providing us with data that
would more completely illustrate a relationship between penalty charges
and bankruptcies, such as the amount of penalty charges that bankrupt
cardholders paid in the months prior to filing for bankruptcy or the amount
of penalty charges owed by cardholders who went bankrupt after their
accounts became more than 6 months delinquent.

Although penalty interest and fees have likely increased as a portion of
issucr revenues, the largest issuers have not experienced greatly increased
profitability over the last 20 years. Determining the extent to which penalty
interest charges and fees contribute to issuers’ revenues and profits was
difficult because issuers’ regulatory filings and other public sources do not
include such detail. Using data from bank regulators, industry analysts, and
information reported by the five largest issuers, we estimate that the
majority—about 70 percent in recent years—of issuer revenues came from
interest charges, and the portion attributable to penalty rates appears to
have been growing. The remaining issuer revenues came from penalty
fees—which had generally grown and were estimated to represent around
10 percent of total issuer revenues—-as well as fees that issuers receive for
processing merchants’ card transactions and other sources. The profits of
the largest credit-card-issuing banks, which are generally the most
profitable group of lenders, have generally been stable over the last 7 years.

This report recommends that, as part of its effort to increase the
effectiveness of disclosure materials, the Federal Reserve should ensure
that such disclosures, including mode} forms and formatting requirements,
wore clearly emphasize those terms that can significantly affect cardholder
costs, such as the actions that can cause default or other penalty pricing
rates to be imposed. We provided a draft of this report to the Federal
Reserve, the Office of the Corptroller of the Currency (OCC), the Federal
Deposit Insurance Corporation (FDIC), the Federal Trade Commission, the
National Credit Union Administration, and the Office of Thrift Supervision
for comment. In its written comments, the Federal Reserve agreed that
curreut credit card pricing structures have added to the complexity of card
disclosures and indicated that it is studying alternatives for improving both
the content and format of disclosures, including invelving consumer testing
and design consultants.
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Background

Credit card use has grown dramatically since the infroduction of cards
more than 5 decades ago. Cards were first introduced in 1950, when Diners
Club established the first general-purpose charge card that allowed its
cardholders to purchase goods and services from many different
merchants. In the late 1950s, Bank of America began offering the first
widely available general purpose credit card, which, unlike a charge card
that requires the balance to be paid in full each month, allows a cardholder
to make purchases up to a credit limit and pay the balance off over time. To
increase the number of consumers carrying the card and to reach retailers
outside of Bank of America’s area of operation, other banks were given the
opportunity to license Bank of America’s credit card. As the network of
banks issuing these credit cards expanded internationally, administrative
operations were spun off into a separate entity that evolved into the Visa
network. In contrast to credit cards, debit cards result in funds being
withdrawn almost immediately from consumers’ bank accounts (as if they
had a written a check instead). According to CardWeb.com, Inc., a firm that
collects and analyzes data relating to the credit card industry, the nurmber
of times per month that credit or debit cards were used for purchases or
other transactions exceeded 2.3 billion in May 2003, the last month for
which the firm reported this data.

The number of credit cards in circulation and the extent to which they are
used has also grown dramatically. The range of goods and services that can
be purchased with credit cards has expanded, with cards now being used
to pay for groceries, health care, and federal and state incomne taxes. As
shown in figure 1, in 2005, consumers held inore than 691 mitlion credit
cards and the total value of transactions for which these cards were used
exceeded $1.8 trillion.
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Figure 1: Credit Cards in Use and Charge Volume, 1980-2005
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The largest issuers of credit cards in the United States are commercial
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banks, including many of the largest banks in the country. More than 6,000
depository institutions issue credit cards, but, over the past decade, the

majority of accounts have become increasingly concentrated among a

small nurber of large issuers. Figure 2 shows the largest bank issuers of
credit cards by their total credit card balances outstanding as of December
31, 2004 (the most recent data available) and the proportion they represent

of the overall total of card balances outstanding.
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Figur The 10 Largest Credit Card Issuers by Credit Card Balances Ouistanding
as of December 31, 2004
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TILA s the primary federal law pert
credit. Congress passed TILA in 1868
of credit terr

aining to the extension of consumer
to provide for meaningful disclosure
in order to enable consumers to more easily compare the
various credit terms available in the marketplace, to avold the uninformed
use of credit, and to protect themselves against inaccurate and unfair credit
bilting and credit card practices. The regulation that implerents TILAs
requirements is Regulation ¥, which is administered by the Federal
Reserve.

Under Regulation &, card issuers are vequired to disclose the terms and
conditions to potential and existing cardholders at various times, When
first marketing a card divectly to prospes cardholders, written or oral
applications or solicitations to open credit card accounts must generally
disclose key information relevant to the costs of using the card, including
the applicable interest rate that will be assessed on any outstanding
balances and several key fees or other charges that may apply, such as the
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fee for making a late payment.'* In addition, issuers must provide
consurers with an initial disclosure statement, which is usually a
component of the issuer’s cardmember agreement, before the first
transaction is made with a card. The cardmember agreement provides
more comprehensive information about a card’s terms and conditions than
would be provided as part of the application or a solicitation letter.

In some cases, the laws of individual states also can affect card issuers’
operations. For example, although many credit card agreements permit
issuers to make unilateral changes to the agreement’s terms and
conditions, some state laws require that consumers be given the right to
opt out of changes. However, as a result of the National Bank Act, and its
interpretation by the U.S. Supreme Court, the interest and fees charged by
a national bank on credit card accounts is subject only to the laws of the
state in which the bank is chartered, even if its lending activities occur
outside of ils charter state." As a result, the largest banks have located
their credit card operations in states with laws seen as more favorable for
the issuer with respect to credit card lending.

Various federal agencies oversee credit card issuers. The Federal Reserve
has responsibility for overseeing issuers that are chartered as state banks
and are also members of the Federal Reserve Systemn. Many card issuers
are chartered as national banks, which OCC supervises. Other regulators of
bank issuers are FDIC, which oversees state-chartered banks with federally
insured deposits that are not members of the Federal Reserve System; the
Office of Thrift Supervision, which oversees federally chartered and state-
chartered savings associations with federally insured deposits; or the

“Issuers have several disclosure options with respect 10 applications or solicitations made
available to the general public, inciuding those contained in catalogs or magazines.
Specifically, on such applications or solicitations issuers may, but are not required to,

i se the same key pricing terms required to be disclosed on direct mail applications and
solicitations. Alternatively, issuers may include in a prominent location on the application or
solicitation a statement that costs are associated with use of the card and a toll-free
telephone number and mailing address where the consumer may contact the issuer to
request specific information. 12 C.ER. § 226.5a(e)(3).

*The National Bank Act provision codified at 12 U.8.C. § 85 permits national banks to
charge interest at a rate allowed by laws of the jurisdiction in which the bank is located. In
Marquette National Bunk v. First of Omaha Service Corp. et al., 439 U.S. 299 (1978), the
U.S. Supreme Court held that a national bank is deemed to be “located” in the state in which
it is chartered. See also Smiley v. Citibank (South Dakota), N.A., 517 U.S, 735 (1996)
{holding that “interest” under 12 11.5.C. § 85 inciudes any charges attendant to credit card
usage).
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National Credit Union Administration, which oversees federally-chartered
and state-chartered credit unions whose member accounts are federally
insured. As part of their oversight, these regulators review card issuers’
compliance with TILA and ensure that an institution’s credit card
operations do not pose a threat to the institutions’ safety and soundness.
The Federal Trade Commission generally has responsibility for enforcing
TILA and other consumer protection laws for credit card issuers that are
not depository institutions.

Credit Card Fees and
Issuer Practices That
Can Increase
Cardholder Costs Have
Expanded, but a
Minority of
Cardholders Appear to
Be Affected

Prior to about 1990, card issuers offered credit cards that featured an
annual fee, a relatively high, fixed interest rate, and low penalty fees,
compared with average rates and fees assessed in 2005. Over the past 15
years, typical credit cards offered by the largest U.S. issuers evolved to
feature more complex pricing structures, including multiple interest rates
that vary with market fluctuations. The largest issuers also increased the
number, and in some cases substantially increased the amounts, of fees
assessed on cardholders for violations of the terms of their credit
agreement, such as making a late payment. Issuers said that these changes
have benefited a greater number of cardholders, whereas critics contended
that some practices unfairly increased cardholder costs. The largest six
issuers provided data indicating that most of their cardholders had interest
rates on their cards that were lower than the single fixed rates that
prevailed on cards prior to the 1990s and that a small proportion of
cardholders paid high penalty interest rates in 2005. In addition, although
most cardholders did not appear to be paying penalty fees, about one-third
of the accounts with these largest issuers paid at least one late fee in 2005,

Issuers Have Developed
More Complex Credit Card
Pricing Structures

The interest rates, fees, and other practices that represent the pricing
structure for credit cards have becomie more complex since the early
1990s. After first being introduced in the 1950s, for the next several
decades, credit cards coinmonly charged a single fixed interest rate around
20 percent-—as the annual percentage rate {APR)—which covered most of
an issuer’s expenses associated with card use.!® Issuers also charged
cardholders an annual fee, which was typically between $20 and $50

*IInless otherwise noted, in this report we will use the term “interest rate” to describe
annual p: ge rates, which rep the rates expressed on an annual basis even
though interest may be assessed more frequently.
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Multiple Interest Rates May
Apply to a Single Account and
May Change Based on Market
Fluctuations

beginning in about 1980, according to a senior economist at the Federal
Reserve Board. Card issuers generally offered these credit cards only to the
most creditworthy U.S. consumers. According to a study of credit card
pricing done by a member of the staff of one of the Federal Reserve Banks,
few issuers in the late 1980s and early 1990s charged cardholders fees as
penalties if they made late payments or exceeded the credit limit sel by the
issuer.!” Furthermore, these fees, when they were assessed, were relatively
small. For exarnpie, the Federal Reserve Bank staff member’s paper notes
that the typical late fee charged on cards in the 1980s ranged from $5 to
$10.

After generally charging just a single fixed interest rate hefore 1990, the
largest issuers now apply multiple interest rates to a single card account
balance and the level of these rates can vary depending on the type of
transaction in which a cardholder engages. To identify recent pricing trends
for credit cards, we analyzed the disclosures made to prospective and
existing cardholders for 28 popular credit cards offered during 2003, 2004,
and 2005 by the six largest issuers (based on credit card balances
outstanding at the end of 2004).** At that time, these issuers held almost 80
percent of consuiner debt owed to credit card issuers and as much as 61
percent of total U.S. credit card accounts. As a resuit, our analysis of these
28 cards likely describes the card pricing structure and terms that apply to
the majority of U.S. cardholders. However, our sample of cards did not
include subprime cards, which typically have higher cost structures to
compensate for the higher risks posed by subprime borrowers.

We found that all but one of these popular cards assessed up to three
different interest rates on a cardholder’s balance. For example, cards
assessed separate rates on

* balances that resulted from the purchase or lease of goods and services,
such as food, clothing, and home appliances;

M. Furletti, “Credit Card Pricing Developments and Their Disclosure,” Federal Reserve
Bank of Philadelphia’s Payment Cards Center, January 2003. In preparing this paper, the
author relied on public data, proprietary issuer data, and data from a review of more than
150 cardmember agreements from 15 of the largest issuers in the United States for the 5-year
period spanning 1997 to 2002.

*See Card Industry Directory: The Blue Book of the Credit and Debit Card Industry in
North America, 17th Edition, {Chicago, IL: 2005). These issuers were Bank of America,
Capital One Bank; Chase Bank USA: Citibank (South Dakota), N.A.; Discover Financial
Services; and MBNA America Bank.

Page 14 GAD-06-929 Credit Cards



439

« balances that were transferred from another credit card, which
cardholders may do to consolidate balances across cards to take
advantage of lower interest rates; and

* balances that resulted from using the card to obtain cash, suchas a
withdrawal from a bank automated teller machine.

In addition to having separate rates for different transactions, popular
credit cards increasingly have interest rates that vary periodically as
market interest rates change. Almost all of the cards we analyzed charged
variable rates, with the number of cards assessing these rates having
increased over the most recent 3-year period. More specifically, about 84
percent of cards we reviewed (16 of 19 cards) assessed a variable interest
rate in 2003, 91 percent (21 of 23 cards) in 2004, and 93 percent (25 of 27
cards) in 2005.*° Issuers typically determine these variable rates by taking
the prevailing Jevel of a base rate, such as the prime rate, and adding a fixed
percentage amount.? In addition, the issuers usually reset the interest rates
on a monthly basis.

Issuers appear to have assessed lower interest raies in recent years than
they did prior to about 1990. Issuer representatives noted that issuers used
to generally offer cards with a single rate of around 20 percent to their
cardholders, and the average credit card rates reported by the Federal
Reserve were generally around 18 percent between 1972 and 1990.
According to the survey of credit card plans, conducted every 6 months by
the Federal Reserve, more than 100 card issuers indicated that these
issuers charged interest rates between 12 and 15 percent on average from
2001 to 2006. For the 28 popular cards we reviewed, the average interest
rate that would be assessed for purchases was 12.3 percent in 2005, almost
6 percentage points lower than the average rates that prevailed until about
1990. We found that the range of rates charged on these cards was between
about 8 and 19 percent in 2005. The average rate on these cards climbed
slightly during this period, having averaged about 11.5 percent in 2003 and
about 12 percent in 2004, largely reflecting the general upward inovement

Although we reviewed a total of 28 card products for 2003 to 2005, we did not obtain
disclosure documents for all card products for every year.

*The prime rate is the rate that commercial banks charge to the most creditworthy
borrowers, such as large corporations for short-term loans. The prime rate reported by The
Wall Street Journal is often used as a benchmark for credit card Joans made in the United
States.
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in prime rates. Figure 3 shows the general decline in credit card interest
rates, as reported by the Federal Reserve, between about 1991 and 20056
compared with the prime rate over this time. As these data show, credit
card interest rates generally were stable regardless of the level of market
interest rates until around 1996, at which time changes in credit card rates
approximated changes in market interest rates. In addition, the spread
between the prime rate and credit card rates was generally wider in the
period before the 1980s than it has been since 1990, which indicates that
since then cardholders are paying lower rates in terms of other market
rates.

D
Figure 3: Credit Card Interest Rates, 1972-2005
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Recently, many issuers have attempted to obtain new customers by offering
low, even zero, introductory interest rates for limited periods. According to
an issuer representative and industry analyst we interviewed, low
introductory interest rates have been necessary to attract cardholders in
the current competitive environment where most consurners who qualify
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for a credit card already have at least one. Of the 28 popular cards that we
analyzed, 7 cards (37 percent) offered prospective cardholders a low
introductory rate in 2003, but 20 (74 percent) did so in 2005-—with most
rates set at zero for about 8 months. According to an analyst who studies
the credit card industry for large investors, approximately 25 percent of all
purchases are made with cards offering a zero percent interest rate.

Increased competition among issuers, which can be atiributed to several
factors, likely caused the reductions in credit card interest rates. In the
early 1990s, new banks whose operations were solely focused on credit
cards entered the market, according to issuer representatives. Known as
monoline banks, issuer representatives told us these institutions competed
for cardholders by offering lower interest rates and rewards, and expanded
the availability of credit to a much larger segment of the population. Also,
in 1988, new requirements were irnplemented for credit card disclosures
that were intended to help consumers better compare pricing information
on credit cards. These new requirements mandated that card issuers use a
tabular format to provide information to consumers about interest rates
and some fees on solicitations and applications mailed to consumers.
According to issuers, consumer groups, and others, this format, which is
popularly known as the Schumer box, has helped to significantly increase
consuruer awareness of credit card costs.” According to a study authored
by a staff member of a Federal Reserve Bank, consumer awareness of
credit card interest rates has prompted more cardholders to transfer card
balances from one issuer to another, further increasing competition among
issuers.”? However, another study prepared by the Federal Reserve Board
also attributes declines in credit card interest rates to a sharp drop in
issuers’ cost of funds, which is the price issuers pay other lenders to obtain
the funds that are then lent to cardholders.” (We discuss issuers’ cost of
funds later in this report.)

*The Schumer box is the result of the Fair Credit and Charge Card Disclosure Act, Pub. L.
No. 100-583, 102 Stat. 2960 (1988), which amended TILA to provide for more detailed and
uniform disclosures of rates and other cost information in applications and solicitations to
open credit and charge card accounts. The act also required issuers to disclose pricing
information, to the extent practicable as determined by the Federal Reserve, in a tabular
format. This table is also known as the Schumer box, named for the Congressman that,
introduced the provision requiring this disclosure into the Jegistation.

“Furletti, “Credit Card Pricing Developments and Their Disclosure.”

*Board of Governors of the Federal Reserve System, The Profitability of Credit Card
Operations of D itory Instituti (Washington, D.C.: June 2005).
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Credit Cards Increasingly Have
Assessed Higher Penalty Fees

Our analysis of disclosures also found that the rates applicable to balance
transfers were generally the same as those assessed for purchases, but the
rates for cash advances were often higher. Of the popular cards offered by
the largest issuers, nearly all featured rates for balance transfers that were
substantially similar to their purchase rates, with many also offering low
introductory rates an balance transfers for about 8 months. However, the
rates these cards assessed for obtaining a cash advance were around 20
percent on average. Similarly to rates for purchases, the rates for cash
advances on mast cards were also variable rates that would change
periodically with market interest rates.

Although featuring lower interest rates than in earlier decades, typical
cards today now include higher and more complex fees than they did in the
past for making late payments, exceeding credit limits, and processing
returned paywments. One penalty fee, commonly included as part of credit
card terms, is the late fee, which issuers assess when they do not receive at
least the minimum required payment by the due date indicated in a
cardholder’s monthly billing stateinent. As noted earlier, prior to 1990, the
level of late fees on cards generally ranged from $5 to $10. However, late
fees have risen significantly. According to data reported by CardWeb.com,
Ine., credit card late fees rose from an average of $12.83 in 1995 to $33.64 in
2005, an increase of over 160 percent. Adjusted for inflation, these fees
increased about 115 percent on average, from $15.61 in 1995 to $33.64 in
2005.% Similarly, Consumer Action, a consumer interest group that
conducts an annual survey of credit card costs, found late fees rose from an
average of $12.53 in 1995 to $27.46 in 2005, a 119 percent increase (or 80
percent after adjusting for inflation).” Figure 4 shows trends in average
late fee assessments reported by these two groups.

*Dotiar vaiues adjusted using the Grass Domestic Product (GDF) deflator, with 2005 as the
base year.

*Consumer Action analyzed more than 100 card products offered by more than 40 issuers in
each year they conducted the survey, except in 1995, when 71 card products were included.
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L]
Figure 4: Average Annual Late Fees Reported from Issuer Surveys, 1995-2005
{unadjusted for inflation)
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receivables.

In addition to increased fees a cardholder may be charged per occurrence,
many cards created tiered pricing that depends on the balance held by the
cardholder.” Between 2003 and 2005, all but 4 of the 28 popular cards that
we analyzed used a tiered fee structure. Generally, these cards included
three tiers, with the following range of fees for each tier:

* 315 to $19 on accounts with balances of $100 or $250;

* $25 to $29 on accounts with balances up to about $1,000; and

“Based on our analysis of the Consumer Action survey data, issuers likely began
introducing tiered late fees in 2002,
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e $34 to $39 on accounts with balances of about $1,000 or more.

Tiered pricing can prevent issuers from assessing high fees to cardholders
with comparatively small balances. However, data from the Federal
Reserve's Survey of Consumer Finances, which is conducted every 3 years,
show that the median total household outstanding balance on U.S. credit
cards was about $2,200 in 2004 among those that carried balances. When
we calculated the late fees that would be assessed on holders of the 28
cards if they had the entire median balance on one card, the average late
fee increased from $34 in 2003 to $37 in 2005, with 18 of the cards assessing
the highest fee of $39 in 2005.

Issuers also assess cardholders a penaity fee for exceeding the credit limit
set by the issuer. In general, issuers assess over-limit fees when a
cardholder exceeds the credit limit set by the card issuer. Similar to late
fees, over-limit fees also have been rising and increasingly involve a tiered
structure. According to data reported by CardWeb.com, Inc., the average
over-limit fees that issuers assessed increased 138 percent from $12.95 in
1995 to $30.81 in 2005. Adjusted for inflation, average over-limit fees
reported by CardWeb.com increased from $15.77 in 1995 to $30.81 in 2005,
representing about a 95 percent increase.?” Siwilarly, Consumer Action
found a 114 percent increase in this period (or 76 percent, after adjusting
for infiation). Figure 5 illustrates the trend in average over-limit fees over
the past 10 years from these two surveys.

“Poliar values adjusted using the Gross Domestic Product {GDP} deflator, with 2005 as the
hase year.
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b
Figure 5: Average Annual Over-limit fees Reported from Issuer Surveys, 1995-2005
{unadjusted for inflation)
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The cards we analyzed also increasingly featured tiered structures for over-
limit fees, with 29 percent (5 of 17 cards) having such structures in 2003,
and 53 percent (10 of 19 cards) in 2005. Most cards that featured tiered
over-limit fees assessed the liighest fee on accounts with balances greater
than $1,000. But not all over-limit tiers were based on the amount of the
cardholder’s outstanding balance. Some cards based the amount of the
over-limit fee on other indicators, such as the amount of the cardholder’s
credit limit or card type. For the six largest issuers’ popular cards with

" overlimit fees, the average fee that would be assessed on accounts that
carried the median U.S. household credit card balance of $2,200 rose from
$32 in 2003 to $34 in 2005. Among cards that assessed overlimit fees in
2005, most charged an amount between $35 and $39.
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Cards Now Frequently Include a
Range of Other Fees

Not all of the 28 popular large-issuer cards included overlimit fees and the
prevalence of such fees may be declining. In 2003, 85 percent, or 17 of 20
cards, had such fees, but only 73 percent, or 19 of 26 cards, did in 2005.
According to issuer representatives, they are increasingly emphasizing
competitive strategies that seek to increase the amount of spending that
their existing cardholders do on their cards as a way to generate revenue.
This could explain a movement away from assessing over-limit fees, which
likely discourage cardholders who are near their credit limit from
spending.

Cards also varied in when an overlimit fee would be assessed. For
example, our analysis of the 28 popular large-issuer cards showed that, of
the 22 cards that assessed over-limit fees, about two-thirds (14 of 22) would
assess an overJimit fee if the cardholder’s balance exceeded the credit limit
within a billing cycle, whereas the other cards (8 of 22) would assess the
fee only if a cardholder’s balance exceeded the limit at the end of the billing
cycle. In addition, within the overall limit, some of the cards had separate
credit limits on the card for how much a cardholder could obtain in cash or
transfer {rom other cards or creditors, before similarly triggering an over-
limit fee.

Finally, issuers typically assess fees on cardholders for submitting a
payment that is not honored by the issuer or the cardholder’s paying bank.
Returned payments can occur when cardholders submit a personal check
that is written for an amount greater than the amount in their checking
account or submit payments that cannot be processed. In our analysis of 28
popular cards offered by the six largest issuers, we found the average fec
charged for such returned payments remained steady between 2003 and
2005 at about $30.

Since 1990, issuers have appended more fees to credit cards. In addition to
penalties for the cardholder actions discussed above, the 28 popular cards
now often inchide fees for other types of transactions or for providing
various services to cardholders. As shown in table 1, issuers assess fees for
such services as providing cash advances or for making a payment by
telephone. According to our analysis, not all of these fees were disclosed in
the materials that issuers generally provide to prospective or existing
cardholders. Instead, card issuers told us that they notified their customers
of these fees by other means, such as telephone conversations.
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Table 1: Various Fees for Services and Transactions, Charged in 2005 on Popular Large-issuer Cards

Average or range of amounts

Number of cards that generally assessed (if
Fee type Assessed for: assessed fee in 2005 charged)
Cash advance Obtaining cash or cash equivalent 26 of 27 3% of cash advance amount or
item using credit card or convenience $5 minimum
checks
Balance transfer Transferring alt or part of a batance 15of 27 3% of transfer amount or $5 to
from another creditor $10 minimum
Foreign transaction Making purchases in a foreign 19 of 27 3% of transaction amaount {in
country or currency U.S. dollars)
Returned cenvenience check Using a convenience check that the 20 of 27 $31
issuer declines to honor
Stop payment Requesting to stop payment on a 20 of 27 $26
convenienca check written against
the account
Telephone payment Arranging a single payment througha N/A* $5-$15
customer service agent
Duplicate copy of account Obtaining a copy of a billing N/A® $2-$13 per item
records statement or other record
Rush detivery of credit card Requesting that a card be sent by N/Aa2 $10-820

overnight delivery

Source GAQ

Note: Cash equivalent transactions inciude the purchase of items such as money orders, lottery tickets
and casino chips. Convenience checks are personalized blank checks that issuers provide cardholders
that can be written against the available credit imit of a credit card account.

“Wa were unable to determine the number of cards that assessed telephone payment, duplicate copy,
or rush detivery fees in 2005 because these fees are not required by regulation to be disciosed with
either mailed solicitation letters or initial disclosure statements. We obiained information about the
level of these feas from a survey of the six largest U.S. issuers.

While issuers generally have been including more kinds of fees on credit
cards, one category has decreased: most cards offered by the largest
issuers do not require cardholders to pay an annual fee. An annual fee is a
fixed fee that issuers charge cardholders each year they continue to own
that card. Almost 75 percent of cards we reviewed charged no annual fee in
2005 (among those that did, the range was from $30 to $90). Also, an
industry group representative told us that approximately 2 percent of cards
featured annual fee requirements. Somne types of cards we reviewed were
more likely to apply an annual fee than others. For example, cards that
offered aitline tickets in exchange for points that accrue to a cardholder for
using the card were likely to apply an annmal fee. However, among the 28
popular cards that we reviewed, not all of the cards that offered rewards
charged annual fees.
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Recently, some issuers have introduced cards without certain penaity fees.
For example, one of the top six issuers has introduced a card that does not
charge a late fee, overlimit fee, cash-advance fee, returned payment fee, or
an annual fee. Another top-six issuer’s card does not charge the cardholder
a late fee as long as one purchase is made during the billing cycle. However,
the issuer of this card may impose higher interest rates, including above 30
percent, if the cardholder pays late or otherwise defaults on the terms of
the card.

Issuers Have Introduced
Various Practices that Can
Significantly Affect
Cardholder Costs

Interest Rate Changes

Popular credit cards offered by the six largest issuers involve various issuer
praclices that can significantly affect the costs of using a credit card for a
cardholder. These included practices such as raising a card’s interest rates
in response to cardholder behaviors and how payments are allocated
across balances.

One of the practices that can significantly increase the costs of using
typical credit cards is penalty pricing. Under this practice, the interest rate
applied to the balances on a card antomatically can be increased in
response to behavior of the cardholder that appears to indicate that the
cardholder presents greater risk of loss to the issuer. For exampie,
representatives for one large issuer told us they automatically increase a
cardholder’s interest rate if a cardholder makes a late payment or exceeds
the credit limit. Card disclosure documents now typically include
information about default rates, which represent the maximum penalty rate
that issuers can assess in response to cardholders’ violations of the terms
ol the card. According to an industry specialist at the Federal Reserve,
issuers first began the practice of assessing default interest rates as a
penalty for term violations in the late 1990s. As of 2005, all but one of the
cards we reviewed included default rates. The default rates were generally
wnuch higher than rates that otherwise applied to purchases, cash advances,
or balance transfers. For exampie, the average default rate across the 28
cards was 27.3 percent in 2005—up from (he average of 23.8 percent in
2003—with as many as 7 cards charging rates over 30 percent. Like many of
the other rates assessed on these cards in 2005, default rates generally were
variable rates. Increases in average default rates between 2003 and 2005
resulled from increases both in the prime rate, which rose about 2
percentage points during this time, and the average fixed amount that
issuers added. On average, the fixed amount that issuers added to the index
rate in setting default rate levels increased from about 19 percent in 2003 to
22 percent in 2005.
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Four of the six largest issuers typically included conditions in their
disclosure documents that could allow the cardholder’s interest rate to be
reduced from a higher penalty rate. For example some issuers would lower
a cardholders’ rate for not paying late and otherwise abiding by the terms
of the card for a period of 6 or 12 consecutive months after the default rate
was imposed. However, at Jeast one issuer indicated that higher penalty
rates would be charged on existing balances even after six months of good
behavior. This issuer assessed lower nonpenalty rates only on new
purchases or other new balances, while continuing to assess higher penalty
rates on the balance that existed when the cardholder was initially
assessed a higher penalty rate. This practice may significantly increase
costs to cardholders even after they've met the terms of their card
agreement for at least six months.

The specific conditions under which the largest issuers could raise a
cardholder’s rate to the default level on the popular cards that we analyzed
varied. The disclosures for 26 of the 27 cards that included default rates in
2005 stated that default rates could be assessed if the cardholders made
late payments. However, some cards would apply such default rates only
after multiple violations of card terms. For example, issuers of @ of the
cards automatically would increase a cardholder’s rates in response to two
late payments. Additionally, for 18 of the 28 cards, default rates could apply
for exceeding the credit limit on the card, and 10 cards could also impose
such rates for returned payments. Disclosure documents for 26 of the 27
cards that included default rates also indicated that in response to these
violations of terms, the interest rate applicable to purchases could be
increased to the default rate. In addition, such violations would also cause
issuers to increase the rates applicable to cash advances on 16 of the cards,
as well as increase rates applicable to balance transfers on 24 of the cards.

According to a paper by a Federal Reserve Bank researcher, some issuers
began to increase cardholders’ interest rates in the early 2000s for actions
they took with other creditors.”® According to this paper, these issuers
would increase rates when cardholders failed to make timely payments to
other creditors, such as other credit card issuers, utility companies, and
mortgage lenders. Becoming generally known as “universal default,”
consumer groups criticized these practices. In 2004, OCC issued guidance
to the banks that it oversees, which include many of the largest card

“Furletti, “Credit Card Pricing Developments and Their Disclosure.”
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issuers, which addressed such practices,” While OCC noted that the
repricing might be an appropriate way for banks to manage their credit
risk, they also noted that such practices could heighten a bank’s
compliance and reputation risks. As a result, OCC urged national banks to
{fully and prominently disclose in promotional iaterials the circumstances
under which a cardholder’s interest rates, fees, or other termas could be
changed and whether the bank reserved the right to change these
unilaterally. Around the time of this guidance, issuers generally ceased
automatically repricing cardholders to default interest rates for risky
behavior exhibited with other creditors. Of the 28 popular large issuer
cards that we reviewed, three cards in 2005 included terms that would
allow the issuer to automatically raise a cardholder’s rate to the default rate
if they made a late payment to another creditor.

Although the six largest U.S. issuers appear to have generally ceased
making automatic increases to a default rate for behavior with other
creditors, some continue to employ practices that allow them to seek to
raise a cardholder’s interest rates in response to behaviors with other
creditors. During our review, representatives of four of these issuers told us
that they inay seek to impose higher rates on a cardholder in response Lo
behaviors related to other creditors but that such increases would be done
as a change-in-terms, which can require prior notification, rather than
automatically.® Regulation Z requires that the affected cardholders be
notified in writing of any such proposed changes in rate terms at least 15
days before such change becomes effective.® In addition, under the laws of
the states in which four of the six largest issuers are chartered, cardholders
would have to be given the right to opt out of the change.® However, issuer
representatives told us that few cardholders exercise this right. The ability
of cardholders to opt out of such increases aiso has been questioned. For
example, one legal essay noted that some cardholders may not be able to
reject the changed terms of their cards if the resuli would be a requirement

#Credit Card Practices, OCC Advisory Letier AL 2004-10 (Sept. 14, 2004).

At Jeast one of the six largest issuers may automatically increase a cardholder's rates for
violations of terms on any Ioan the cardholder held with the issuer or bank with which it
was affiliated.

12 C.FR. § 226.9(c).

¥States in which issuers have a statutory obligation to afford cardholders an opportunity to

opt-out or reject a change-in-terms 1o increase the interest rate on their credit card account
include Delaware, South Dakota, New Hampshire, Florida and Georgia.
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Payment Allocation Method

Balance Computation Method

to pay off the balance immediately.® In addition, an association for
community banks that provided comments to the Federal Reserve as part
of the ongoing review of card disclosures noted that 15 days does not
provide consumers sufficient time to make other credit arrangements if the
new ternts were undesirable.

The way that issuers allocate payments across balances also can increase
the costs of using the popular cards we reviewed. In this new credit
environment where different balances on a single account may be assessed
different interest rates, issuers have developed practices for allocating the
payments cardholders make to pay down their balance. For 23 of the 28
popular larger-issuer cards that we reviewed, cardholder payments would
be allocated first to the balance that is assessed the lowest rate of
interest.* As a result, the low interest balance would have to be fully paid
before any of the cardholder’s payment would pay down balances assessed
higher rates of interest. This practice can prolong the length of time that
issuers collect finance charges on the balances assessed higher rates of
interest.

Additionally, some of the cards we reviewed use a balance computation
metbod that can increase cardholder costs. On some cards, issuers have
used a double-cycle billing method, which eliminates the interest-free
period of a consurmer who moves from nonrevolving to revolving status,
according to Federal Reserve staff. In other words, in cases where a
cardholder, with no previous balance, fails to pay the entire balance of new
purchases by the payment due date, issuers compute interest on the
original balance that previously had been subject to an interest-free period.
This method is illustrated in figure 6.

**Samuel Issacharoff and Erin F. Delaney, “Symposium; Homo Economicus, Homo
Myopicus, and the Law and Econontics of Consumer Choice,” University of Chicago Law
Review 73 (Winter: 2006).

#{ssuers of the remaining five cards would apply cardholder payments in a manner subject
to their discretion.
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Figure §: How the Double-Cycle Bitling Method Works
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I oy review of 28 popular cards from the six largest issuers, we found that
two of the six issuers used the double-cycle billing method on one or more
popular cards between 2003 and 2008, The other four issuers indicated they
would only go back one cycle {o Impose finance charge

New Practices Appear to

Affect a Minority of
Cardholders

Representatives of issuers, eonsumer groups, and others we interviewed
T 5 g

generally disagreed over whether the evolution of credit card pricing and
other practices has been beneficial to consumers. However, data provided

by the largest issuers show that many of their active accounts did not
pay finance charges and that a minority of their cardholders were affected
by penalty charges in 2005,

Page 28 GAD-08-328 Credit Cards



453

Issuers Say Practices Benefit
More Cardholders, but Critics
Say Some Practices Harm
Consumers

The raovement towards risk-based pricing for cards has allowed issuers to
offer better terms to some cardholders and more credit cards to others,
Spurred by increased competition, many issuers have adopted risk-based
pricing structures in which they assess different rates on cards depending
on the credit quality of the borrower. Under this pricing structure, issuers
have offered cards with lower rates to more creditworthy borrowers, but
also have offered credit to consumers who previously would not have been
considered sufficiently creditworthy. For exampie, about 70 percent of
families held a credit card in 1989, but almost 75 percent held a card by
2004, according to the Federal Reserve Board’s Survey of Consumer
Finances. Cards for these less creditworthy consumers have featured
higher rates to reflect the higher repayment risk that such consumers
represented. For example, the initial purchase rates on the 28 popular
cards offered by the six largest issuers ranged from about 8 percent to 19
percent in 2005.

According to card issuers, credit cards offer many more benefits to users
than they did in the past. For example, according to the six largest issuers,
credit cards are an increasingly convenient and secure form of payment.
These issuers told us credit cards are accepted at more than 23 million
merchants worldwide, can be used to make purchases or obtain cash, and
are the predominant form of payment for purchases made on the Internet.
They also told us that rewards, such as cash-back and airline travel, as well
as other benefits, such as rental car insurance or lost luggage protection,
also have become standard. Issuers additionally noted that credit cards are
reducing the need for cash. Finally, they noted that cardholders typically
are not responsible for loss, theft, fraud, or misuse of their credit cards by
unauthorized users, and issuers often assist cardholders that are victims of
identity theft.

In contrast, according to some consumer groups and others, the newer
pricing structures have resulted in many negative outcones for some
consumers. Some consumer advocates noted adverse consequernces of
offering credit, especially at higher interest rates, to less creditworthy
consumers. For example, lowerincome or young consumers, who do not
have the financial raeans to carry credit card debt, could worsen their
financial condition.® In addition, consumer groups and academics said that

*We previously reported on the marketing of credit cards to students and student
experiences with credit cards. See GAQ Consumer Finance: College Studenis and Credit
Cards, GAG-01-773, (Washington, D.C.: June 20, 2001).
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various penalty fees could increase significantly the costs of using cards for
some consumers. Some also argued that card issuers were overly
aggressive in their assessment of penalty fees. For instance, a
representative of a consumer group noted that issuers do not reject
cardholders’ purchases during the sale authorization, even if the
transaction would put the cardholder over the card’s credit limit, and yet
will likely later assess that cardholder an over-limit fee and also may
penalize them with a higher interest rate. Furthermore, staff for one
banking regulator told us that they have received complaints from
consurmers who were assessed overlimit fees that resulted from the
balance on their accounts going over their credit limit because their card
issuer assessed them a late fee. At the same time, credit card issuers have
incentives not to be overly aggressive with their assessment of penalty
charges. For example, Federal Reserve representatives told us that major
card issuers with long-term franchise value are concerned that their banks
not be perceived as engaging in predatory lending because this could pose
a serious risk to their brand reputation. As a result, they explained that
issuers may be wary of charging fees that could be considered excessive or
imposing interest rates that might be viewed as potentially abusive. In
contrast, these officials noted that some issuers, such as those that focus
on lending to consumers with lower credit quality, may be less concerned
about their firm's reputation and, therefore, more likely to charge higher
fees.

Controversy also surrounds whether higher fees and other charges were
comrnensurate with the risks that issners faced. Consumer groups and
others guestioned whether the penalty interest rates and fees were
Jjustifiable. For example, one consumer group questioned whether
submitting a credit card payment one day late made a cardholder so risky
that it justified doubling or tripling the interest rate assessed on that
account. Also, as the result of concerns over the level of penalty fees being
assessed by banks in the United Kingdom, a regulator there has recently
announced that penalty fees greater than 12 pounds (about $23) may be
challenged as unfair unless they can be justified by exceptional factors,”
Representatives of several of the issners with whom we spoke told us that
the levels of the penalty fees they assess generally were set by considering
various factors. For example, they noted that higher fees help to offset the
increased risk of loss posed by cardholders who pay late or engage in other

*0ffice of Fair Trading, Calowlating Fair Default Charges in Credit Card Contracts: A
Statement of the OFT's Position, OFT842 (April 2006).
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Most Active Accounts Are
Assessed Lower Rates Than in
the Past

negative behaviors. Additionally, they noted a 2006 study, which compared
the assessment of penalty fees that credit card banks charged to
bankruptcy rates in the states in which their cards were marketed, and
found that late fee assessments were correlated with bankruptcy rates.”
Some also noted that increased fee levels reflected increased operating
costs; for example, not receiving payments when due can cause the issuer
to incur increased costs, such as those incurred by having to call
cardholders to request payment. Representatives for four of the largest
issuers also told us that their fee levels were mfluenced hy what others in
the marketplace were charging.

Concerns also have been expressed about whether consumers adequately
consider the potential effect of penalty interest rates and fees when they
use their cards. For examnple, one academic researcher, who has written
several papers about the credit card industry, told us that many consumers
do not consider the effect of the costs that can accrue to them after they
begin using a credit card. According to this researcher, many consurers
focus primarily on the amount of the interest rate for purchases when
deciding to obtain a new credit card and give less consideration to the level
of penalty charges and rates that could apply if they were to miss a
payment or violate some other term of their card agreement. An analyst
that studies the credit card industry for large investors said that consumers
can obtain Jow introductory rates but can lose thetn very easily before the
introductory period expires.

As noted previously, the average credit card interest rate assessed for
purchases has declined from almost 20 percent, that prevailed until the late
1980s, to around 12 percent, as of 2005, In addition, the six largest issuers—
whose accounts represent 61 percent of all U.S. accounts—reported to us
that the majority of their cardholders in 2005 had cards with interest rates
lower than the rate that generally applied to all cardholders prior to about
1990. According to these issuers, about 80 percent of active accounts were
assessed interest rates below 20 percent as of December 31, 2005, with

*"Massoud, N., Saunders A., and Scholnick B., “The Cost of Being Late: The Case of Credit
Card Penalty Fees,” January 2006. Published with financial assistance from the Social
Sciences Research Councit of Canada and the National Research Program on Financial
Services and Public Policy at the Schulich Sehool of Business, York University in Toronto,
Ontario {Canada). This study examined data from the Federal Reserve's survey of U.S.
credit card rates and fees and compared them (0 bankruptcy rates across states.
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Minority of Cardholders Appear
to Be Affected by Penalty
Charges Assessed by the Largest
U.S. Issuers

more than 40 percent having rates below 15 percent.® However, the
proportion of active accounts assessed rates below 15 percent declined
since 2003, when 71 percent received such rates. According to issuer
representatives, a greater number of active accounts were assessed higher
interest rates in 2004 and 2005 primarily because of changes in the prime
rate to which many cards’ variable rates are indexed. Nevertheless,
cardholders today have much greater access to cards with lower interest
rates than existed when all cards charged a single fixed rate.

A large number of cardholders appear to avoid paying any significant
interest charges. Many cardholders do not revolve a balance from month to
month, but instead pay off the balance owed in full ai the end of each
month. Such cardholders are often referred to as convenience users.
According to one estimate, about 42 percent of cardholders are
convenience users.” As a result, many of these cardholders availed
themselves of the benefits of their cards without incurring any direct
expenses. Similarly, the six largest issuers reported to us that almost half,
or 48 percent, of their active accounts did not pay a finance charge in at
least 10 months in 2005, similar to the 47 percent that did so in 2003 and
2004.

Penalty interest rates and fees appear to atfect a minority of the largest six
issuers’ cardholders.” No comprehensive sources existed to show the
extent to which U.S. cardholders were paying penalty interest rates, but,
according to data provided by the six largest issuers, a small proportion of
their active accounts were being assessed interest rates above 25 percent—
which we determined were likely to represent penalty rates. However, this
proportion had more than doubled over a two-year period by having
increased from 5 percent at the end of 2003 to 10 percent in 2004 and 11
percent in 2005,

*For purposes of this report, active accounts refer to accounts of the top six issuers that
had had a debit or credit posted to them by December 81 in 2003, 2004, and 2005.

*CardWeb.com, Inc.

*0ur data likely undercounted the cards and cardholders that were affected by these
charges because our data was comprised of active accounts for the six largest U.S, issuers.
Although these issuers have some subprime accounts (accounts held by less-creditworthy
borrowers), we did not include issuers in our sample that predominantly market to
subprime borrowers.
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Although still represenling a minority of cardholders, cardholders paying at
least one type of penalty fee were a significant proportion of all
cardholders. According to the six largest issuers, 35 percent of their active
accounts had been assessed at least one late fee in 2005. These issuers
reported that their late fee assessments averaged $30.92 per active account.
Additionally, these issuers reported that they assessed overlimit fees on 13
percent of active accounts in 2005, with an average overlimit fee of $9.49
per active account.

RO
Weaknesses in Credit
Card Disclosures
Appear to Hinder
Cardholder
Understanding of Fees
and Other Practices
That Can Affect Their
Costs

The disclosures that issuers representing the majority of credit card
accounts use to provide information about the costs and terins of using
credit cards had serious weaknesses that likely reduce their usefulness to
consumers. These disclosures are the primary means under federal law for
protecting consuniers against inaccurate and unfair credit card praetices.
The disclosures we analyzed had weaknesses, such as presenting
information written at a level too difficult for the average consumer to
understand, and design features, such as text placement and font sizes, that
did not conform to guidance for creating easily readable documents. When
attempting to use these disclosures, cardholders were often unable to
identify key rates or terms and often failed to understand the information in
these documents. Several factors help explain these weaknesses, including
outdated regulations and guidance. With the intention of improving the
information that consumers receive, the Federal Reserve has initiated a
comprehensive review of the regulations that govern credit card
disclosures. Various suggestions have been made to improve disclosures,
including testing them with consumers. While Federal Reserve staff have
hegun to involve consumers in their efforts, they are still attempting to
determine the best form and content of any revised disclosures. Without
clear, understandable information, consuruers risk making poor choices
about using credit cards, which could unnecessarily result in higher costs
to use them.

Mandatory Disclosure of
Credit Card Terms and
Conditions Is the Primary
Means Regulators Use for
Ensuring Competitive
Credit Card Pricing

Having adequately informed consumers that spur competition among
issuers is the primary way that credit card pricing is regulated in the United
States, Under federal law, a national bank may charge interest on any loan
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at a rate permitted by the law of the state in which the bank is located.”' In
1978, the U.S. Supreme Court ruled that a national bank is “located” in the
state in which it is chartered, and, therefore, the amount of the interest
rates charged by a national bank are subject only to the laws of the state in
which it is chartered, even if its lending activities occur elsewhere.”? As a
result, the largest credit card issuing banks are chartered in states that
either lacked interest rate caps or had very high caps from which they
would offer credit cards to customers in other states. This ability to
“export” their chartered states’ interest rates effectively removed any caps
applicable to interest rates on the cards from these banks. In 1996, the U.S.
Supreme Court determined that fees charged on credit extended by
national banks are a form of interest, allowing issuers to also export the
level of fees allowable in their state of cbarter to their customers
nationwide, which effectively removed any caps on the level of fees that
these banks could charge.®

In the absence of federal regulatory limitations on the rates and fees that
card issuers can assess, the primary means that U.S. banking regulators
have for influencing the level of such charges is by facilitating competition
among issuers, which, in turn, is highly dependent on informed consumers.
The Truth in Lending Act of 1968 (TILA) mandates certain disclosures
aimed at informing consumers about the cost of credit. In approving TILA,
Congress intended that the required disclosures would foster price
competition among card issuers by enabling consumers to discern
differences among cards while shopping for credit. TILA also states that its
purpose is to assure that the consumer will be able to compare more
readily the various credit terms available to him or her and avoid the
uninformed use of credit. As authorized under TILA, the Federal Reserve
has promulgated Regulation Z to carry out the purposes of TILA. The
Federal Reserve, along with the other federal banking agencies, enforces
compliance with Regulation Z with respect to the depository institutions
under their respective supervision.

In general, TILA and the accompanying provisions of Regulation Z require
credit card issuers to inform potential and existing customers about
specific pricing terms at specific times. For example, card issuers are

M2U.8.C. § 85
“Marquette National Bank v First of Omaha Service Corp. et. al, 439 U.S. 209 (1978).

BSmiley v. Citibank, 517 U.S. 735 (1996).
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required to make various disclosures when soliciting potential customers,
as well as on the actual applications for credit. On or with card applications
and solicitations, issuers generally are required {o present pricing terms,
including the interest rates and various fees that apply to a card, as well as
information about how finance charges are calculated, among other things.
Issuers also are required to provide cardholders with specified disclosures
prior to the cardholder’s first transaction, periodically in billing statements,
upon changes to terms and conditions pertaining to the account, and upon
account renewal. For example, in periodic statements, which issuers
typically provide monthly to active cardholders, issuers are required to
provide detailed information about the transactions on the account during
the billing cycle, including purchases and payments, and are to disclose the
amount of finance charges that accrued on the cardholder’s outstanding
balance and detail the type and amount of fees assessed on the account,
among other things.

In addition to the required timing and content of disclosures, issuers also
must adhere to various formatting requirements. For example, since 1989,
certain pricing terms must be disclosed in direct mail, telephone, and other
applications and solicitations and presented in a tabular format on mailed
applications or solicitations. This table, generally referred to as the
Schumer box, raust contain information about the interest rates and fees
that could be assessed (o the cardholder, as well as information about how
finance charges are calculated, arong other things.® According to a
Federal Reserve representative, the Schumer box is designed to be easy for
consummers to read and use [or comparing credit cards. According to a
consumer group representative, an effective regulatory disclosure is one
that stimulates competition among issuers; the introduction of the
Schumer box in the late 1980s preceded the increased price competition in
the credit card market in the early 1990s and the movenent away from
uniform credit card products.

Not all fees that are charged by card issuers must be disclosed in the
Schumer box. Regulation Z does not require that issuers disclose fees
unrelated to the opening of an account. For example, according to the
Official Staff Interpretations of Regulation Z (staff interpretations),
nonperiodic fees, such as fees charged for reproducing billing statements

“See generally 12 C.FR. § 226.5a.

“See supra note 21,
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or reissuing a lost or stolen card, are not required to be disclosed. Staff
interpretations, which are compiled and published in a supplernent to
Regulation Z, are a means of guiding issuers on the requirements of
Regulation Z.% Staff interpretations also explain that various fees are not
required in initial disclosure statements, such as a fee to expedite the
delivery of a credit card or, under certain circumstances, a fee for arranging
a single payment by telephone. However, issuers we surveyed told us they
inform cardholders about these other fees at the time the cardholders
request the service, rather than in a disclosure document.

Although Congress authorized solely the Federal Reserve to adopt
regulations to implement the purposes of TILA, other federal banking
regulators, under their authority fo ensure the safety and soundness of
depository institutions, have undertaken initiatives to iraprove the credit
card disclosures made by the institutions under their supervision. For
example, the regulator of national banks, OCC, issued an advisory letter in
2004 alerting banks of its concerns regarding certain credit card marketing
and account management practices that may expose a bank to corpliance
and reputation risks. One such practice involved the marketing of
promotional interest rates and conditions under which issuers reprice
accounts to higher interest rates.” In its advisory letter, OCC recormended
that issuers disclose any limits on the applicability of promotional interest
rates, such as the duration of the rates and the circurastances that could
shorten the promotional rate period or cause rates to increase.
Additionally, OCC advised issuers to disclose the circumstances under
which they could increase a consumer’s interest rate or fees, such as for
failure to make timely payments to another creditor.

Credit Card Disclosures
Typically Provided to Many
Consumers Have Various
Weaknesses

The disclosures that credit card issuers typically provide to potential and
new cardholders had various weaknesses that reduced their usefulness to
consurners. These weaknesses affecting the disclosure materials included
the typical grade level required to comprehend them, their poor
organization and formatting of information, and their excessive detail and
length.

“Compliance with these official staff interprelations afford issuers protection from ability
under Section 130(f) of TILA, which protects issuers from civil lability for any act done or
omitted in good faith compliance with any official staff interpretation. 12 C.FER. Part 226,
Supp. I

“Credit Card Practices, OCC Advisory Letter AL 2004-10 (Sept. 14, 2004).
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Disclosures Written at Too High
a Level

The typical credit card disclosure documents contained content that was
written at a level above that likely to be understandable by many
consumers. To assess the readability of typical credit card disclosures, we
contracted with a private usability consultant to evaluate the two primary
disclosure documents for four popular, widely-held cards (one each from
four Jarge credit card issuers). The two documents were (1) a direct mail
solicitation letter and application, which must include information about
the costs and fees assocjated with the card; and (2) the cardmember
agrecrent that contains the full range of terms and conditions applicable
to the card.® Through visual inspection, we determined that this set of
disclosures appeared representative of the disclosures for the 28 cards we
reviewed from the six largest issuers that accounted for the majority of
cardholders in the United States. To determine the level of education likely
needed for someone to understand these disclosures, the usability
consultant used computer software programs that applied three widely
used readability formulas to the entire text of the disclosures. These
formulas determined the readability of written material based on
quantitative measures, such as average number of syllables in words or
numbers of words in sentences. For more information about the usability
consultant’s analyses, see appendix 1.

On the basis of the usability consultant’s analysis, the disclosure
documents provided to many cardholders likely were written at a level too
high for the average individual to understand. The consultant found that
the disclosures on average were written at a reading level commensurate
with about a tenth- to twelfth-grade education. According to the
consultant’s analysis, understanding the disclosures in the solicitation
letters would require an eleventh-grade level of reading comprehension,
while understanding the cardmeimnber agreements would require about a
twelfth-grade education. A consumer advocacy group that tested the
reading level needed to understand credit card disclosures arrived at a
similar conclusion. In a comment letter to the Federal Reserve, this
consumer group noted it had measured a typical passage from a change-in-
terms notice on how issuers calculate finance charges using one of the
readability formulas and that this passage required a twelfth-grade reading
level.

“We did not evaluate disclosures that issuers are required to provide at other fimes—such
as in periodic billing statements or change in terms notices.
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Poor Organijzation and
Formatting

These disclosure documents were written such that understanding them
required a higher reading level than that attained by many U.S. cardholders.
For example, a nationwide assessment of the reading level of the U.S.
population cited by the usability consultant indicated that nearly half of the
aduit population in the United States reads at or below the eighth-grade
level.*® Similarly, to ensure that the information that public companies are
required to disclose to prospective investors is adequately understandable,
the Securities and Exchange Commission (SEC) recommends that such
disclosure materials be written at a sixth- to eighth-grade level.®

In addition to the average reading level, certain portions of the typical
disclosure documents provided by the large issuers required even higher
reading levels to be understandable. For example, the information that
appeared in cardmember agreements about annual percentage rates, grace
periods, balance computation, and payment allocation methods required a
minimum of a fifteenth-grade education, which is the equivalent of 3 years
of college education. Similarly, text in the documents describing the
interest rates applicable to one issuer’s card were written at a twenty-
seventh-grade level. However, not all text in the disclosures required such
high levels. For example, the consultant found that the information about
fees that generally appeared in solicitation letters required only a seventh-
and eighth-grade reading level to be understandable. Solicitation letters
likely required lower reading levels to be understandable because they
generally included more information in a tabular format than cardmember
agreements,

The disclosure documents the consultant evaluated did not use designs,
including effective organizational structures and formatting, that would
have made them more useful to consumers. To assess the adequacy of the
design of the typical large issuer credit card solicitation letiers and
cardmernber agreements, the consultant evaluated the extent to which
these disclosures adhered to generally accepted industry standards for

91992 National Adult Literacy Survey. The 2003 National Assessment of Adult Literacy
(renamed from 1992) found that reading comprehension levels did not significanily change
between 1992 and 2003 and that there was little change in adults' ability to read and
understand sentences and paragraphs.

*13.8. Securities and Exchange Commission, Plain English Handbook: How to Create Clear
SEC Disclosure Documents (Washington, D.C.: 1998). The Securities and Exchange
Commission regulates the issuance of securities to the public, including the information that
companies provide to their investors.
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effective organizational structures and designs intended to make
documents easy to read. In the absence of best practices and guidelines
specifically for credit card disclosures, the consultant used knowledge of
plain language, publications design guidelines, and industry best practices
and also compared the credit card disclosure documents to the guidelines
in the Securities and Exchange Commission’s plain English handbook. The
usability consultant used these standards to identify aspects of the design
of the typical card disclosure documents that could cause consumers using
them to encounter problems.

On the basis of this analysis, the usability consultant concluded that the
typical credit card disclosures lacked effective organization. For exainple,
the disclosure documents frequently placed pertinent information toward
the end of sentences. Figure 7 illustrates an example taken from the
cardmember agreement of one of the large issuers that shows that a
consumer would need to read through considerable amounts of text before
reaching the important information, in this case the amount of the annual
percentage rate (APR) for purchases. Best practices would dictate that
important information-—the amount of the APR—be presented first, with
the less important information—the explanation of how the APR is
determined—placed last.

Lo
Figure 7: Example of Important information Not Prominently Presented in Typicat
Credit Card Disclosure Documents

:
+ Usahifity consultant’s comments:

H s H 33.1.a: Purchases. The Annval Porcentage Rate ky
1 Placing pertinent information, in this H Purchases, a variatie 1ale, 1s the Index pius a Margin of 4 89%
fcase the APR for purchases, near the | Based on this lormula, the APR as of May 4, 2005 1 10 99%
+end of sentences fequires readers to ¢ {00301 1% correspondng Datly Pefidic Rate}

{ wade through considerable amounts ¢

+ of text before reaching impartant H

| information. 5

Sources' UserWorks, Inc , information Internationat Associates

In addition, the disclosure documents often failed to group relevant
information together. Although one of the disclosure formats mandated by
law-—the Schumer box—has been praised as having simplified the
presentalion of complex information, our consultant observed that the
amount of information that issuers typically presented in the box
compromised the benefits of using a tabular format. Specifically, the typical
credit card solicitation letter, which includes a Schumer box, may be
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se refated information generally is
igure 8.

causing s for consumers bec
not grouped appropri

Anoual Percentage Rate | 0.0% fixed introductory rate until October 1, 2006;' thereafter, a variable
{APR) for Purchasey’ APR, currently 13 45 .

Other APRS' Non-Check Balance Transfers: 0.0% fixed int roductory APR wedl
Getoher 1, 2006; thereafter, together with all other Balance Transfers,

a varlable APR, currently 13.49%.

Cash Advances sud Convenlence Cheeks: A variable APR, currently 22.49%.
Penalty APR: A variable APR, currently up to 30.49%.°

Variable Rate All APRs (other than your introductory APRs) may vary. They are determined
1 the following margin to the Peime Rate: 699% for Purchases and

Information’ by adding
Non-Check Balance Transfers; 15.99% for Cash Advanced and Convenience

Checks; and up to 23.99% for Penalty APRs. ]‘H wkh Fate 18 determined
Balance Calculation Average Daily Halance (including new purchases) T
Method for Purchases
Annual Fee None
Grace Period for At least 20 days
Purchases
Minimum Finance $1.50 (unless purchase Average Daily Balance is zero)
Charge for Purchases

IThe lerms of your Accoust, Illct'ﬂ'd‘ﬂg any APR (or how anw APR ix Caleulated) are subject to change. Ary changes will be made
in aecordance with the €

25 m&mg
prm s’h,fee months

Us abs!rty consuimm
B it
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As shown in figure 8, information about the APR that would apply to
purchases made with the card appeared in three different locations. The
first row includes the current prevailing rate of the purchase APR; text that
describes how the level of the purchase APR could vary according to an
underlying rate, such as the prime rate, is included in the third row; and
text describing how the issuer determines the level of this underlying rate
is included in the footnotes. According to the consultant, grouping such
related information together likely would help readers to more easily
understand the material.

In addition, of the four issuers whose materials were analyzed, three
provided a single document with ali relevant information in a single
cardmermber agreement, but one issuer provided the information in
separate documents. For example, this issuer disclosed specific
information about the actual amount of rates and fees in one document and
presented information about how such rates were determined in another
document. According to the readability consultant, disclosures in multipie
documents can be more difficult for the reader to use because they may
require more work to find information.

Formatting weaknesses also likely reduced the usefulness of typical credit
card disclosure documents. The specific formatting issues were as follows:

* Font sizes. Aceording to the usability consultant’s analysis, many of the
disclosure documents used font sizes that were difficult to read and
could hinder cousumers’ ability to find information. For exarple, the
consultant found extensive use of small and condensed typeface in
cardmember agreements and in footnotes in solicitation materials when
best practices would suggest using a larger, more legible font size.
Figure 9 contains an illustration of how the disclosures used condensed
text that makes the font appear smaller than it actually is. Muitiple
consuiners and consumer groups who provided comments to the
Federal Reserve noted that credit card disclosures were written ina
small print that reduces a consuner’s ability to read or understand the
document. For example, a consumer who provided comments to the
Federal Reserve referred to the text in card disclosures as “mice type.”
This example also illustrates how notes to the text, which should be less
important, were the same size and thus given the same visual emphasis
as the text inside the box. Consumers attempting to read such
disclosures may have difficulty determining which information is more
important.

Page 41 GAO-06-929 Credit Cards



466

Figure 9: Example of How Use of Small Font Sizes Reduces Readabifity in Typical Credit Card Disclosure Rocuments

Condensed 11 pt. text Regular 11 pt. text

s 1| | Trensacton ees for cash adeances 3% 0t e mount o e adence, hx
lcomments: |

Dy ﬂse mﬁhm fe 0800

internationat Transartions: 3% o

» Yoy understand that e ferms of sour account, Tackdd R
changa 1o bigher APRs, hxevi 4PRs may thangs 1o vmh i AFRs, o7 waial

in issuer dig
zadings.

sure documents. Graphic is

Nota: Graphic shown i
intentionally portin:

According to the usability consultant, some
sing ypes sometimes
had i,lw opp{ . The ¢ omuis ant fmmd that the disclosures from
all fouy issuers empha ‘u,oxi arge amounts of text with all capital letters
and sometimes boldface. According {o the consultant, formatting large
blocks of text in capitals makes it harder to read because the shapes of
the words disappear, {forcing the reader to slow down and study each
letter (see figore 10). In a cormment letter to the Federal Reserve, an
industry ommended that boldfaced or capitalized text should

3 L because in its experience, excessive use of such
e all effectivens: ECs guidelines
éor pmmwing clear disclosures contain similar suggestions.
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L . _______________________|
Figure 10: Example of How Use of Font Types f Readability in
Typical Credit Card Disclosure Documents

1 Usabitity 7.14: AMENDMENT OF THiS AGREEMENT. WE MAY AMEND
* consuttant's THIS AGREEMENT BY CHANG!NG, ADDING OR DELETING ANY
| comments: TERM, CONDITION, SERVICE OR FEATURE (“NEW TERM"} OF

! By emphasizing all Vﬂllﬁ ACCOUNT OR OF THiS AGREEMENT AT ANY TIME, WE
{the text in a paragraph,

v h UNLE!
1 nothing is emphasized. OTHERWISE, ANY NEW TERM WilL APPLY TO YOUR

i ARBITRAWION: PLEASE READ THIS PROVISION CAREFULLY. §t PROVIDES THAT ANY
' DISPUTE MAY BE AESDLVED BY BINDING ARBITRATION. ARBITRATION REPLACES THE
1’ RIGHT TO GG TO COURT. YOU Wikt NOT BE ABLE TD BAING A CLASS ACTION OR

SIMILAR PROCEEDING IN COURT, NOR WILL, YDU BE ABLE TO BRING ANY CLAIM IN

‘Sources: UserWarks, Inc.; Information internationat Associales.

s Selecting text for emphasis. According to the nsability consultant, most
of the disclosure documents unnecessarily emphasized specific terms.
Inappropriate emphasis of such material could distract readers from
more irportant messages. Figure 11 contains a passage from one
cardraember agreement that the readability consultant singled out for
its emphasis of the term “periodic finance charge,” which is repeated six
times in this example. According to the consultant, the use of boldface
and capitalized text calls attention to the word, potentially requiring
readers to work harder to understand the entire passage’s message.

L]
Figure 11: Example of How Use of Inappropriate Emphasis Reduces Readability in
Typical Credit Card Disclosure Documents

! Usability 7er0. We maltighy the doily nsxmce by the applicable Daily Periodic Rate, us stated in
e ant's the Table of tmerest Charges. 1o get yout Petiodic FINANCE CHARGES for that day.
: comments: We then add Drese Periodic FSNANCE CHARGES to your dally batance to get the

n"elmnmﬂexld For Purchases, we ome hing T
! Repeated use of prchticdons o, we o the same fing for esch

:
¢
' i hatanes mumq
~ boldtace and caps : cych! However, the ﬁacly bncefoc previous bilfing cyc Puu:hm s is
) calls attention toa § | tabe zem for each day ofthe previoys biling cyce f 3 Periodic FINANCE CHARGE
1 word, potentiatly 4 was iterized on your tatement o you paid
'
‘
H
'
i
+
:
|

; requiring readers to your New ‘Balarce on ycnn previous statement it folt by the payment due date,
| seork hasder 1o Tosgeyour ot Porodi FWANCE CHARGE T g oy, we s o e doiy

{ inderstand he Pmodu:' FINANCE CHARGES lor of lea‘;;;s 1 you Ay thy rage
Baiance lar each teatura apglizable ate 3nd 1 mmlm of dgys.
‘ passage’s message. the applicable bifing bziz(s) and add 1he rosults together, the t the
Pemdic FINANCE cmw.zs {or the Mm cyde except for minot mamns due o
tounding T deterring an Average Dally Bal we add your dalfy balances and
divide by the mumber of the days in the ambcﬂhle H!L\'n cveielsh,

H

Sources: UserWarks, Inc.: information international Associates,
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Use of headings. According to the usability consultant, disclosure
decuments from three of the four issuers analyzed contained
headings that were difficudt to distinguish frora surrounding text,
Headings, according to the consultant, provide a visual hierarchy to
help readers quickly identify information in a lengthy document.
{iood headers are easy to identify and use meaninglul labels. Figure
12 Hlustrates two examples of how the credit card disclosure
documents failed to use headings effectively.

Figure 12; Example of ive and Effective Use of Head in Typical Credit Card Disclosure Documents
Ineffective heading use (shading added by BAD) Effective heading use (shading added by GAOD)
|
Section & USE OF VOUR ACCOUNT !
LY How We Deterining the Balance:
The total putstamiing balance {the mmeunt vOU owe US} appears as
he “New Balance™ on the billing staternent. To determine the New
Balance, we begin with the outstanding batarce on your account at
the heginning of aach hilling period, called the "Previous Balance”
o the bifling stetement. Wa add any paschases of cash advances
and subiract any eradits ar payments creditad as of that bitting
period. We then add the appropriale finange charges and fees and
i Trmpstors, Tt make other appiicable adjusiments.
iors, except hioae m 3
: Lintitations o Use: Al Pamenf&gss Rates for Pun:hases and
Cah Advanees: .
Your annual pertentage ates and the cmesponcwg dai permu‘%n
fou agree that v are authorized o allocste your paymants and rates ampear an the card carrier, & dafly periodic ate is e appli-
nost Javerstie 1o ot o ot for w5, For sxample, you

afartos willh Towse Aomual
{APis) et nses i Hohor
}Qx’ Disne PS‘

ws 10 apply yhor payments and
Portiontagy Rates {APRS
o A!’Hf Frx 2] baaies exc

et o vt Moy Soton. Yo v not 1o ks 2 ot
hat would £ause the unpakd balaice ol your ACGunt 15 excesd your

Usabitity consuliant’s comments; 5

& b trom the purtounding tex

1 Headings a¢
R

from the fext.

Lisera
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In the first example, the headings contained an unnecessary string of
numbers that the consultant found would make locating a specific topic in
the text more difficult. As a result, readers would need to actively ignore
the string of numbers until the middle of the line to find what they wanted.
The consultant noted that such numbers might be useful if this docurment
had a table of contents that referred to the numbers, but it did not. In the
second example, the eonsullant noted that a reader’s ability to locate
information using the headings in this document was hindered because the
headings were not made more visually distinct, but instead were aligned
with other text and printed in the same type size as the text that followed.
As aresuit, these headings blended in with the text. Furthermore, the
consultant noted that because the term “Annual Percentage Rates” was
given the same visual treatment as the two headings in the example, finding
headings quickly was made even more difficult. In contrast, figure 12 also
shows an example that the consultant identified in one of the disclosure
documents that was an effective use of headings.

¢ Presentation technigques. According to the usability consultant, the
disclosure documents analyzed did not use presentation techniques,
such as tables, bulleted lists, and graphics, that could help to simplify
the presentation of corplicated concepts, especially in the cardmeinber
agreements. Best practices for document design suggest using tables
and bulleted lists to simplify the presentation of complex information.
Instead, the usability consultant noted that ali the cardmember
agreements reviewed almost exclusively employed undifferentiated
blocks of text, potentially hindering clear communication of complex
information, such as the multiple-step procedures issuers use for
calculating a cardholder’s minimum required payment. Figure 13 below
presents two samples of text from different cardmember agreements
describing how minitnum payments are calculated. According to the
consuitant, the sample that used a bulleted list was easier to read than
the one formatted as a paragraph. Also, an issuer stated in a Jetter to the
Federal Reserve that their consumers have welcomed the issuer’s use of
huilets to format information, emphasizing the concept that the visual
layout of information either facilitates or hinders consumer
understanding.
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Figure 13: E ple of How P ion Techniq Can Affect Readability in Typical Credit Card Disclosure Documents
MINMU":*MONTH!;V PAYMENT. The M\r‘;(mum (;ayxeent Due each motr;'!]’l Minimum Amount Due:
will be the sum of any amount past due and the minimum monthly €ach month you must pay a minimum amount that is cafculated
MV;.'I‘;";; m"’"‘:ﬂ‘ wﬁwummmg 2,03:: xib:,g';:rgx;f; as toliows. Flzst, we begp?x with any amount that is past dus and
doliar amount. 1 any ANNUAL PERCENTAGE RATE applicable to yous 2dd to 1t any amount in excess of your credit line. Secand, we add
Account i greater ¢ lhan 2  99%, bmafigs‘solhsa‘%%‘w?, hza;erw ugn;;mm the Targest of the following:
monthly payment will be the greater or 145th of 4 3lance, The New Balance on the billing statement it i is lass than $20;
e O e e, ol amount, ff sny ANNUAL * e N B . "
Pencsrm\sz RATE applicable to your Account is 26.00% or greater, o * $20 if the New Bakance is at least $20;
mirsmum month pgymemmll be the grester of $10 or 180th of the * 1% of the New Balance {which calculation is rounded down to
Salance. Regardles M the Anmjal Percentage Rates on WA(§W£ %”é the nearest doflar) plus the amaunt of yaur billed finance charges
amount of the New Bahrxe We may also mdua in your mirmom and any applicable late fe; or . o
manthly payment all of a portion of the. amountlmwmdl your outstanding «1.5% af the New Balance {which calculation is rounded down to
Balance exceeds your Account csedit fimit as of the last day of the billing the nearest doliar).
period. Paying the Minimum Payment Due may be imutfiient to bring Hawever, the Minimum Amaunt Due will never exceed your New

Bafance. in calculating thé Minimum Amount Due, we may sub-
tract from the New Balance certain fees added to your account
during the billing period.

............................................................................................ X
Usabitity consultant’s comments: Usability cansuitant’s comment H
Expressing a complicated, multistep process as prose makes By using buliet pomnts, 1t ts much easier to see multiple steps H
it difficult to understand the refationships between steps broken out into individual steps and when they are applied H

H

Sources UserWorks, Inc , taformation internationat Associates

Excessive Cornplexity and The content of typical credit card disclosure documents generally was

Volume of Information overly complex and presented in too much detail, such as by using
unfamiliar or complex terms to describe simple concepts. For example, the
usability consultant identified one cardmember agreement that used the
term “rolling consecutive twelve billing cycle period” instead of saying
“over the course of the next 12 billing statements” or “next 12 months”—if
that was appropriate. Further, a number of consumers, consumer advocacy
groups, and government and private entities that have provided comments
to the Federal Reserve agreed that typical credit card disclosures are
written in complex language that hinders consumers’ understanding. For
example, a consumer wrote that disclosure documents were “Joaded with
booby traps designed to trip consumers, and written in intentionally
impenetrable and confusing language.” One of the consumer advocacy
groups stated the disclosures were “full of dense, impenetrable legal jargon
that even lawyers and seasoned consumer advocates have difficuity
understanding.” In addition, the consultant noted that many of the
disclosures, including solicitation letters and cardmember agreerments,
contained overly long and complex sentences that increase the effort a
reader must devote to understanding the text. Figure 14 contains two
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examples of instances in which the disclosure documents used uncommon
words and phrases to express simple concepts.

Figure 14: pies of How R ing Overly Complex L Can Improve Readability in Typical Credit Card Disclosure
Documents

101

words I at any time during any roiling consecutive twelve billing cycle period you fail to make two Minimum Payments on a timely basis

or exceed your Credit Limit lwice we may elect to increase your Purchase, Cash Advance and/or Bolance Tronsfer APRs to the Penalty APRs.
AH Penalty APRs wil remain in effect until, in a subsequent rolling consecutive six biifing cycle period, you do not exceed your Credit Limit
ai any time and you make ait of your required Minimum Payments on @ tmely basis when, in your aext billing cycle, all Penalty APRs wilt
no tanger apply.

wi mgg ' Usammy consuitant’s rewrite: H
H # yau pay late or go over your credit imit twice In a year, the sterest rate you pay on most things goes up 1o the default rate, currently 30.49%. it wili go back H
x down when you pay on tme and do not go over your credst limit for six montbs, '

69
words Using Your Account: You may use your Card o5 Account to purchass of izase goods
Or services, O pay amounts you owe, wheraver the Card 1s hanored, twansfer
balances fram other aceounts o, i applicable, to abtsin advances to cover an
overgralt on your checknyg account with a atfihate under the terms of this.
Agreement and yeut Querdraft Pratection Agreement, {*Overdraft
Advances™), (Purchases, Ralence Transfurs and Overdrafi Advances are collectively
called “Purchases™).

wmgs i usaitty consutants rewite
 You can use this card to buy things, pay off other accounts, ransfer
§ balances. or kaep from bourcinga Gheck

Saurces UserwWorks, Inc . tnformation international Associates

In addition, the disclosure documents regularly presented too much or
irrelevant detail. According to the usability consultant’s analysis, the credit
card disclosures often contained superfluous information. For example,
figure 15 presents an exampie of text from one cardmember agreement that
described the actions the issuer would take if its normal source for the rate
information used to set its variable rates—7The Wall Street Journal—were
to cease publication. Including such an arguably unimportant detail
lengthens and makes this disclosure more complex. According to SEC best
practices for creating clear disclosures, disclosure docnments are more
effective when they adhere to the rule that less is more. By omitting
unnecessary details from disclosure documents, the usability consultant
indicated that consumers would be more likely to read and understand the
information they contain.
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L
Figure 15: Example of Superfluous Detail in Typical Credit Card Disclosure
Documents

: Usability

1 consultant’s comments:
« This section provides

} superfluous mformatian on

g
: 1t any annuat percentage rate is based on the U.S. Prime Rate
.
i how the prime rate Is N
)
}
)
i
H

plus a margin, we wil caiculate the rate for each bitiing period by
adding the applicable margin that appears on the card carrier to
the U.S. Prime Rate. For each bilting period we will use the U.S.
Prime Rate published in The Wall Straet Journal twa business
days prior to your Statement/Closing Date for that billing period,
Any increase or decrease in a variable annual percentage rate due
10 2 change in the U.S. Pame Rate takes affect as of the first day
of the billing period for which we calculate the variable annual
percenlage rate. if more than one U.S. Prime Rate is published,
we may choose the highest rate. if The Wa/f Street Journal ceases
publication or o publish the U.S. Prime Rate, we may use the
U.S. Prime Rate published in any other newspaper of general cit-
cutatian, or we may substitute a similar reference rate at our sofe
discretion. When a change in an applicable variable annuat per-
cermage ate takes eHect we will apply it to any existing balances,
subject to any promotionak rate that may apply.

1 determined, For exampte, the
* explanation of the actions i
1 the Wal Street Journal was
1 to ceasa publication.

Sources UserWaorks, Inc . Information international Associates

Consumer Confusion
Indicated That Disclosures
Were Not Communicating
Credit Card Cost
Information Clearly

Many of the credit cardholders that were tested and interviewed as part of
our review exhibited confusion over various fees, practices, and other
terms that could affect the cost of using their credit cards. To understand
how well consumers could use typical credit card disclosure documents to
locate and understand information about card fees and other practices, the
usability consultant with whom we contracted used a sample of
cardholders to perform a usability assessment of the disclosure documents
from the four large issuers. As part of this assessment, the consultant
conducted one-on-one sessions with a total of 12 cardholders so that each
set of disclosures, which included a solicitation letter and a cardmember
agreement, was reviewed by 3 cardholders.” Each of these cardholders
were asked to locate information about fee levels and rates, the
circumstances in which they would be imposed, and imformation about
changes in card terms. The consultant also tested the cardholders’ ability to
explain various practices used by the issuer, such as the process for
determining the amount of the minimum monthly payment, by reading the
disclosure documents. Although the results of the usability testing cannot

*According to the consultant, testing with small nurmbers of individuals can generally
identify many of the problems that can affect the readability and usability of materials.
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be used to make generalizations about all cardholders, the consultant
selected cardholders based on the demographics of the U.S. aduit
population, according to age, education level, and income, to ensure that
the cardholders tested were representative of the general poputation. In
addition, as part of this review, we conducted one-on-one interviews with
112 cardholders to learn about consumer behavior and knowledge about
various credit card terms and practices.*® Although we also selected these
cardholders to reflect the demographics of the U.S. adult population, with
respect to age, education level, and income, the resuits of these interviews
cannot be generalized to the population of all U.S. cardholders.”

Based on the work with consumers, specific aspects of credit card terms
that apparently were not well understood included:

* Default interest rates. Although issuers can penalize cardholders for
violating the terms of the card, such as by making late payments or by
increasing the interest rates in effect on the cardholder’s account to
rates as high as 30 percent or more, only about half of the cardholders
that the usability consultant tested were able to use the typical credit
card disclosure documents to successfully identify the default rate and
the circumstances that would trigger rate increases for these cards. In
addition, the usability consultant observed the cardholders could not
identify this information easily. Many also were unsure of their answers,
especially when rates were expressed as a “prime plus” number,
indicating the rate varied based on the prime rate. Locating information
in the typical cardmember agreement was especially difficult for
cardholders, as only 3 of 12 eardholders were able to use such
documents to identify the default interest rate applicable to the card.
More importantly, only about half of the cardholders tested using
solicitation letters were able to accurately determine what actions could
potentially canse the default rate to be imposed on these cards.

* Other penalty rate increases. Although card issuers generally reserve
the right to seek to raise a cardholder’s rate in other situations, such as
when a eardholder makes a late payment to another issuer’s credit card,
(even if the cardholder has not defaulted on the cardmember

*We also used this data in a previous report to show cardholder preferences for customized
information in their monthly billing statements about the cons es of making mini
payments on their outstanding balance. GAQ-06434.

*For more information about our scape and methodology, see appendix 1.
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agreement), about 71 percent of the 112 cardholders we interviewed
were unsure or did not believe that issuers could increase their rates in
such a case. In addition, about two-thirds of cardholders we interviewed
were unaware or did not believe that a drop in their credit score could
cause an issuer to seek to assess higher interest rates on their account.”

Late payment fees. According to the usability assessment, many of the
cardholders had trouble using the disclosure documents to correctly
identify what would occur if a payment were to be received after the due
date printed in the billing statement. For example, nearly half of the
cardholders were unable to use the cardmember agreement to
determine whetber a payment would be considered late based on the
date the issuer receives the payment or the date the payment was mailed
or postmarked. Additionally, the majority of the 112 cardholders we
interviewed also exhibited confusion over late fees: 52 percent indicated
that they have been surprised when their card company applied a fee or
penalty to their account.

* Using a credit card to obtain cash. Although the cardholders tested by
the consultant generally were able to use the disclosures to identify how
a transaction fee for a cash advance would be calculated, most were
unable to accurately use this information to deterntine the transaction
fee for withdrawing funds, usually because they neglected to consider
the minimum dollar amount, such as $5 or $10, that would be assessed.

* Grace pertods. Almost all 12 cardholders in the usability assessment
had trouble using the solicitation letters to locate and define the grace
period, the period during which the a cardholder is not charged interest
on a balance. Instead, many cardholders incorrectly indicated that the
grace period was instead when their lower, promotional interest rates
would expire. Others incorrectly indicated that it was the amount of
time after the monthly bill's due date that a cardholder could submit a
payment without being charged a late fee.

* Balance computation method. Issuers use various methods to calculate
interest charges on outstanding balances, but only 1 of the 12
cardholders the usability consnltant tested correctly described average

A credit score is a number, roughly between 300 and 800, that reflects the credit history
detailed by a person's credit report. Lenders use borrowers’ credit scores in the process of
assigning rates and terms to the loans they make.
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daily balance, and none of the cardholders were able to describe two-
cycle average daily balance accurately. At least nine letters submitted to
the Federal Reserve in connection with its review of credit card
disclosures noted that few consumers understand balance computation
methods as stated in disclosure documents.

Perhaps as a result of weaknesses previously described, cardholders
generally avoid using the documents issuers provide with a new card to
improve their understanding of fees and practices. For example, many of
the cardholders interviewed as part of this report noted that the length,
format, and complexity of disclosures led them to generally disregard the
information contained in thern. More than half (54 percent) of the 112
cardholders we interviewed indicated they read the disclosures provided
with a new card either not very closely or not at all. Instead, many
cardholders said they would call the issuer’s customer service
representatives for information about their card’s terms and conditions.
Cardholders also noted that the ability of issuers to change the terms and
conditions of a card at any time led them to generally disregard the
information contained in card disclosures. Regulation Z allows card issuers
to change the terms of credit cards provided that issuers notify cardholders
in writing within 15 days of the change. As a resuit, the usability consultant
observed some participants were disrissive of the information in the
disclosure documents because they were aware that issuers could change
anything.

Federal Reserve Effort to
Revise Regulations Presents
Opportunity to Improve
Disclosures

Regulations and Guidance May
Contribute to Weaknesses in
Current Disclosures

With liahility concerns and outdated regulatory requirements seemingly
explaining the weaknesses in card disclosures, the Federal Reserve has
begun efforts to review its requirements for credit card disclosures.
Industry participants have advocated various ways in which the Federal
Reserve can act to improve these disclosures and otherwise assist,
cardholders.

Several factors may help explain why typical eredit card disclosures exhibit
weaknesses that reduce their usefulness to cardholders. First, issuers make
decisious about the content and format of their disclosures to limit
potential legal Jiability. Issuer representatives told us that the disclosures
made in credit card solicitations and cardmember agreements are written
for legal purposes and in language that consumers generally could not
understand. For example, representatives for one large issuer toid us they
cannot always state information in disclosures clearly because the
increased potential that sirpler statements would be misinterpreted would
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expose them to litigation. Similarly, a participant of a symposium on credit
card disclosures said that disclosures typically became lengthier after the
issuance of court rulings on consurner credit issues. Issuers can attermpt to
reduce the risk of civii liability based on their disclosures by closely
following the formats that the Federal Reserve has provided in its mode}
forms and other guidance. According to the regulations that govern card
disclosures, issuers acting in good faith compliance with any interpretation
issued by a duly authorized official or eniplayee of the Federal Reserve are
afforded protection from liability.®

Second, the regulations governing credit card disclosures have become
outdated. As noted earlier in this report, TILA and Regulation Z that
implements the act’s provisions are intended to ensure that consuiners
have adequate information about potential costs and other applicable
terms and conditions to make appropriate choices among competing credit
cards. The most recent comprehensive revisions to Regulation 2's open-end
credit rules occurred in 1989 to implement the provisions of the Fair Credit
and Charge Card Act. As we have found, the features and cost structures of
credit cards have changed considerably since then. An issiuter
representative told us that current Schumer box requirements are not as
useful in presenting the more complicated structures of many current
cards. For example, they noted that it does not easily accommodate
information about the various cardholder actions that could trigger rate
increases, which they argued is now important information for consumers
to know when shopping for credit. As a result, some of the specific
requirements of Regulation Z that are intended to ensure that consumers
have accurate information instead may be diminishing the usefulness of
these disclosures.

Third, the guidance that the Federal Reserve provides issuers may not be
consistent with guidelines for producing clear, written docurments. Based
on our analysis, many issuers appear to adhere to the formats and model
forms that the Federal Reserve staff included in the Official Staff
Interpretations of Regulation Z, which are prepared to help issuers comply
with the regulations. For example, the model forms present text aboul how
rates are determined in footnotes. However, as discussed previously, not
grouping related information undermines the usability of documents. The

“Under Section 130(f) of the TILA, creditors are protected from civil liability for any act
done or omitted in good faith in conformity with any interpretation issued by a duly
authorized official or employee of the Federal Reserve System. 15 U.8.C. § 1640.
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Suggestions for Improving
Disclosures Included Obtaining
Input from Consumers

Schumer box format requires a cardholder to look in several places, such
as in multiple rows in the table and in notes to the table, for information
about related aspects of the card. Similarly, the Federal Reserve's model
form for the Schuimer box recommends that the information about the
transaction fee and interest rate for cash advances be disclosed in different
areas.

Finally, the way that issuers have imiplemented regulatory guidance may
have contributed to the weaknesses typical disclosure materials exhibited.
For example, in certain required disclosures, the terms “annual percentage
rate” and “finance charge,” when used with a corresponding amount or
percentage rate, are required to be more conspicuous than any other
required disclosures.™ Staff guidance suggests that such terms may be
made more conspicuous by, for exaraple, capitalizing these terms when
other disclosures are printed in Jower case or by displaying these terms in
larger type relative to other disclosures, putting them in boldface print or
underlining them.* Our usability consultant’s analysis found that card
disclosure documents that followed this guidance were less effective
because they placed an inappropriate emphasis on terms. As shown
previously in figure 11, the use of bold and capital letters to emphasize the
term “finance charge” in the paragraph unnecessarily calls attention to that
term, potentially distracting readers from information that is more
important. The excerpt shown in figure 11 is from an initial disclosure
document which, according to Regulation Z, is subject to the “more
conspicuous” rule requiring emphasis of the terms “finance charge” and
“annual percentage rate.”

With the intention of improving credit card disclosures, the Federal
Reserve has begun efforts to develop new regulations. According to its
2004 notice seeking public comments on Regulation Z, the Federal Reserve
hopes to address the length, complexity, and superfluous information of
disclosures and produce new disclosures that will be more useful in
helping consumers compare credit products.® After the passage of the

*See generally 12 C.FR. 225.5(a)(3) and the corresponding staff commentary.
“Notwithstanding the more conspicuous rule, Regulation Z expressly provides that the
annual percentage rate for purchases required to be disclosed in the Schumer box must be
in at Jeast, 18-point type. 12 C.ER. § 226.5a(b)(1).

“Truth in Lending, 69 Fed. Reg. 70925 (advanced notice of proposed rulemaking, published
Dec. 8, 2604).
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Bankruptcy Abuse Prevention and Consumer Protection Act of 2005
(Bankruptcy Act) in October of that year, which included amendments to
TILA, the Federal Reserve sought additional comments from the public to
prepare to implement new disclosure requirements including disclosures
intended to advise consumners of the consequences of making only
minimum payments on credit cards.®® According to Federal Reserve staff,
new credit card disclosure regulations may not be in effect until sometime
in 2007 or 2008 because of the time required to conduct consumer testing,
modify the existing regulations, and then seek comment on the revised
regulation.

Industry participants and others have provided input to assist the Federal
Reserve in this effort. Based on the interviews we conducted, documents
we reviewed, and our analysis of the more than 280 comment ietters
submitted to the Federal Reserve, issuers, consumer groups, and others
provided various suggestions to improve the content and format of credit
card disclosures, including:

* Reduce the amount of information disclosed. Some industry
participants said that some of the information currently presented in the
Schumer box could be removed because it is too complicated to
disclose meaningfuily or otherwise Jacks importance compared to other
credit terms that are arguably more important when choosing among
cards. Such information included the method for computing balances
and the amount of the minimumn finance charge (the latter because it is
typically so small, about 50 cents in 2005).

* Provide a shorter document that summarizes key information. Some
industry participants advocated that all key information that could
significantly affect a cardholder's costs be presented in a short
document that consumers could use to readily compare across cards,
with all other details included in a longer document. For example,
although the Schuier box includes several key pieces of information, it
does not inclnde other information that could be as important for
consumer decisions, such as what actions could cause the issuer to raise
the interest rate to the default rate.

*Truth in Lending, 70 Fed. Reg. 60235 (request for comments; extension of comment period,
published October 17, 2005).
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* Revise disclosure formats to improve readability. Various suggestions
were made to improve the readability of card disclosures, including
rnaking more use of tables of contents, making labels and headings more
prominent, and presenting more information in tables fstead of in text.
Disclosure documents also could use consistent wording that could
allow for better comparison of terms across cards.

Somec issuers and others also told us that the new regulations should allow
for more flexibility in card disclosure formats. Regulations mandating
formats and font sizes were seen as precluding issuers from presenting
information in more effective ways. For example, one issuer already has
conducted market research and developed new formats for the Schumer
box that it says are more readable and contain new information important
to choosing cards in today’s credit card environment, such as cardholder
actions that would trigger late fees or penalty interest rate increases.

In addilion to suggestions about conlent, obtaining the input of consumers,
and possibly other professionals, was also seen as an important way to
make any new disclosures more useful. For example, participants in a
Federal Reserve Bank symposiuim on credit card disclosures recommended
that the Federal Reserve obtain the input of marketers, researchers, and
consumers as part of developing new disclosures. OCC staff suggested that
the Federal Reserve also employ qualitative research methods such as in-
depth interviews with consurmers and others and that it conduct usability
testing.

Consurer testing can validate the effectiveness or measure the
comprehension of messages and information, and detect document, design
problems. Many issuers are using some form of market research to test
their disclosure materials and have advocated improving disclosures by
seeking the input of marketers, researchers, and consumers.® SEC also has
recently used consumer focus groups to test the format of new disclosures
related to mutual funds. According to an SEC staff member who
participated in this effort, their testing provided them with valuable
information on what consurmers liked and disliked about some of the initial
forms that the regulator had drafted. In some cascs, they learned that

“Consumer testing can be conducted in several ways, such as focus groups, where
consumers analyze products in a group setting, and conjoint analysis, which helps
companies understand the extent to which consimers prefer certain product attributes over
others,

E
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information that SEC staff had considered necessary to include was not
seen as important by consumers. As a result, they revised the formats for
these disclosures substantially to make them sirapler and may use graphics
to present more information rather than text.” According to Federal
Reserve staff, they have begun to involve consumers in the development of
new credit card disclosures. According to Federal Reserve staff, they have
already conducted some consumer focus groups. In addition, they have
contracted with a design consullant and a market research firm to heip
them develop some disclosure formats that they can then use in one-on-one
testing with consumers. However, the Federal Reserve staff told us they
recognize the challenge of designing disclosures that include all key
information in a clear manner, given the complexity of credit card products
and the different ways in which consutners use credit cards.

.
Although Credit Card
Penalty Fees and
Interest Could Increase
Indebtedness, the
Extent to Which They
Have Contributed to
Bankruptcies Was
Unclear

The number of consumers filing for bankruptcy has risen more than six-
fold over the pasl 25 years, and various factors have been cited as possibie
explanations. While some researchers have pointed to increases in total
debt or credit card debt in particular, others found that debt burdens and
other measures of financial distress had not increased and thus cite other
factors, such as a general decline in the stigma of going bankrupt or the
potentially increased costs of major life events such as health problems or
divorce. Some critics of the eredit card industry have cited penalty interest
and fees as leading to increased financial distress; however, no
comprehensive data existed to determine the extent to which these charges
were contributing to consumer bankruptcies. Data provided by the six
largest card issuers indicated that unpaid interest and fees represented a
small portion of the amounts owed by cardholders that filed for
bankruptcy; however, these data alone were uot sufficient to determine any
relationship between the charges and bankruptcies filed by cardholders.

Researchers Cited Various
Factors as Explanations for
Rise in Consumer
Bankruptcies

According to U.S. Department of Justice statistics, consumer bankruptcy
filings gencrally rose steadily from about 287,000 in 1980 to more than 2
million as of Decerber 31, 2005, which represents about a 609 percent

"Securities Exchange Act Release No. 33-8544 (Feb. 28, 2005).
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Increase in Household
Indebtedness

increase over the last 25 years.® Researchers have cited a number of
factors as possible explanations for the long-term trend.

The total debt of American households is composed of mortgages on real
estate, which accounts for about 80 percent of the total, and consumer
credit debt, which includes revolving credit, such as balances owed on
credit cards, and nonrevolving credit, primarily consisting of auto loans.
According to Federal Reserve statistics, consuners’ use of debt has
expanded over the last 25 years, increasing more than sevenfold from $1.4
trillion in 1980 to about $11.5 trillion in 2005. Some researchers pointed (o
this rise in overall indebtedness as contributing to the rise in bankruptcies.
For example, a 2000 Congressional Budget Office summary of bankruptcy
research noted that various academic studies have argued that consumer
bankruptcies are either directly or indirectly caused by heavy consumer
indebtedness.

Rather than total debt, some researchers and others argue that the rise in
bankruptcies is related to the rise in credit card debt in particular.
According to the Federal Reserve's survey of consnmer debt, the amount of
credit card debt reported as outstanding rose from about $237 billion to
more than $802 billion—a 238 percent increase between 1990 and 2005.5
One academic researcher noted that the rise in bankruptcies and charge-
offs by banks in credit card accounts grew along with the increase in credit
card debt during the 1973 to 1996 period he examined.* According to some
consumer groups, the growth of credit card debt is one of the primary
explanations of the increased prevalence of bankruptcies in the United
States. For example, one group noted in a 2005 testimony before Congress
that growth of credit card debt—particularty among lower and moderate
income bouseholds, consumers with poor credit scores, college students,

“Bankruptcy filings sharply increased recently, with filings in 2005 30 percent higher than in
2004. This increase likely resulted frora the accelerated rate of filing that occurred in the
months before the new Bankruptcy Abuse Prevention and Consumer Protection Act of 2005,
which tightened eligibility for filing, became effective on October 17, 2005.

“In addition to capturing amounts outstanding on credit cards, the number reported in the
Federal Reserve’s survey of consumer debt for revolving debt also includes other types of
revolving debt. However, Federal Reserve staff familiar with the survey’s results indicated
that the vast majority of the amount reporied as revolving debt is from credit cards.

“L. Ausubel, “Credit Card Defaults, Credit Card Profits, and Bankrupicy,” The American
Bankruptcy Law Jowrnal, 71 (Spring 1997).
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older Americans, and minorities—was contributing to the rise in
bankruptcies.®

However, other cvidence indicates that increased indebtedness has not
severely affected the financial condition of U.S. households in general. For
example:

Some researchers note that the ability of households to make payments
on debt appears to be keeping pace. For example, total household debt
levels as a percentage of income has remained relatively constant since
the 1980s. According to the Federal Reserve, the aggregate debt burden
ratio—which covers monthly aggregate required payments of all
households on mortgage debt and both revolving and non-revolving
consumer loans relative to the aggregate monthly disposable income of
all households—for U.S. houscholds has been above 13 percent in the
last few years but generally fluctuated between 11 percent and 14
percent from 1990 to 2005, similar to the levels observed during the
1980s. According to onc rescarcher, although the debt burden ratio has
risen since the 1980s, the increase has been gradual and therefore
cannot explain the six-fold increase in consumer bankruptcy filings over
the same period.

Credit card debt remains a small portion of overall household debt, cven
among households with the lowest income levels. According to the
Federal Reserve, credit card balances as a percentage of total household
debt have declined from 3.9 percent of total household debt in 1995 to

Jjust 3.0 percent as of 2004.

The proportion of households that could be considered to be in financial
distress does not appear to be increasing significantly. According to the
Federal Reserve Board's Survey of Consumer Finances, the proportion
of households that could be considered to be in financial distress—
those that report debt-to-incomne ratios cxceeding 40 percent and that
have had at least one delinquent payment within the last 60 days—was
relatively stable between 1995 and 2004. Further, the proportion of the

“Consumer Federation of America testimony before the Committee on Banking, Housing,
and Urban Affairs of the United States Senate, “Examining the Current Legal and

Regulalory Requirements and Industry Practices for Oredit Card Issuers with Respect to

Consumer Disclosures and Marketing Efforts,” 109" Congress, 2™ sess., May 17, 2005. We
reported on issues relating to college students and credits in 2001. See GAQ, Consumer
Finance: College Students and Credit Cards, GAO-01-773 (Washington, D.C.; June 20, 2001).
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Other Explanations

lowest-income households exhibiting greater levels of distress was
lower in 2004 than it was in the 1990s.

With the effect of increased debt unclear, some researchers say that other
factors may better explain the surge in consumer bankruptcy filings over
the past 25 years. For example, the psychological stigma of declaring
bankruptcy may have lessened. One academic study examined a range of
variables that measured the credit risk (risk of default) of several hundred
thousand credit card accounts and found that because the bankruptcy rate
for the accounts was higher than the credit-risk variables could explain, the
higher rate must be the result of a reduced levet of stigma associated with
fiting.* However, others have noted that reliably measuring stigma is
difficult. Some credit card issuers and other industry associations also have
argued that the pre-2005 bankruptcy code was too debtorfriendly and
created an incentive for consumers to borrow beyond the ability to repay
and file for bankruptey.

In addition to the possibly reduced stigma, some academics, consumner
advocacy groups, and others noted that the normal life events that reduce
incomes or increase expenses for households may have a more serious
effect today. Events that can reduce houschold incomes include job losses,
pay cuts, or having a full-time position converted to part-time work. With
increasing health care costs, medical emergencies can affect household
expenses and debts more significantly than in the past, and, with more
families relying on two incomes, so can divorces. As a result, one
researcher explains that while these risks have always faced households,
their effect today may be more severe, which could explain higher
bankruptcy rates.”

Researchers who assert that life events are the primary explanation for
bankruptcy filings say that the role played by credit cards can vary. They
acknowledged that credit card debt can be a contributing factor to a
bankruptcy filing if a person’s income is insufficient to meet all financial
obligations, including payments to credit card issuers. For example, some
individuals experiencing an adverse life event use credit cards to provide

“David B. Gross and Nicholas S. Souleles, “Explaining the Increase in Bankruptey and
Delinquency: Stigma Versus Risk-Composition,” Mimeo, University of Chicago, (August 28,
1998).

"Elizabeth Warren, Leo Goltlieb Professor of Law, Harvard Law School, “The Growing
Threat to Middle Class Families,” Brooklyn Law Review, (April 2003).
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additional funds to satisfy their financial obligations temporarily but
ultimately exhaust their ability to meet all obligations. However, because
the number of peopie that experience financially troublesome life events
likely exceeds the number of people who file for bankruptcy, credit cards
in other cases may serve as a critical temporary source of funding they
needed to avert a filing until that person’s incomne recovers or expenses
diminish. (Appendix II provides additional detail about the factors that may
have affected the rise in consumer bankruptcy filings and its relationship
with credit card debt.)

The Extent to Which Credit
Card Penalty Interest and
Fees Contribute to
Consumer Bankruptcies
Remains Controversial in
the Absence of
Comprehensive Data

Opinions on the Link between
Credit Card Practices and
Bankruptcies Vary

With very little information available on the financial condition of
individuals filing for bankruptcy, assessing the role played by credit card
debt, including penalty interest and fees, is difficult. According to
Department of Justice officials who oversee bankruptcy trustees in most
bankruptey courts, the documents submitted as part of a bankruptcy filing
show the total debt owed to each card issuer but not how much of this total
consists of unpaid principal, interest, or fees. Similarly, these Justice
officials told us that the information that credit card issuers submit when
their custoniers reaffirm the debts owed to them—known as proofs of
claim-—also indicate only the total amount owed. Likewise, the amount of
any penalty interest or fees owed as part of an outstanding credit card
balance is generally not required to be specified when a credit card issuer
seeks to obtain a court judgment that would require payment from a
custoraer as part of a collection ease.

Although little comprehensive data exist, some consumer groups and
others have argued that penalty interest and fees materially harm the
financial condition of some cardholders, including those that later file for
bankruptcy. Some researchers who study credit card issues argue that high
interest rates (applicable to standard purchases) for higher risk
cardholders, who are also frequently lower-income households, along with
penalty and defauit interest rates and fees, contribute to more consumer
bankruptcy filings. Another researcher who has studied issues relating to
credit cards and bankruptcy asserted that consumers focus too much on
the introductory purchase interest rates when shopping for credit cards
and, as a result, fail to pay close attention to penalty interest rates, default
clauses, and other fees that mnay significantly increase their costs later.
According to this researcher, it is doubtful that penalty fees (such as late
fees and over-limit fees) significantly affect cardholders’ debt levels, but
accrued interest charges—particularly if a cardholder is being assessed a
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high penalty interest rate—can significantly worsen a cardholder’s financial
distress.

Some consumer advocacy groups and academics say that the credit card
industry practice of raising cardholder interest rates for defauit or
increased risky behavior likely has contributed to some consumer
bankruptcy filings. According to these groups, cardholders whose rates are
raised under such practices ean {ind it more difficult to reduce their credit
card debt and experience more rapid declines in their overall financial
conditions as they struggle to make the higher payments that such interest
rates may entail. As noted earlier in this report, card issuers have generally
ceased practicing universal default, although representatives for four of the
six issuers told us that they might increase their cardholder’s rates if they
saw indications that the cardholder’s risk has increased, such as how well
they were making payments to other creditors. In such cases, the card
issuers said they notify the cardholders in advance, by sending a change in
terms notice, and provide an option to cancel the account but keep the
original terms and conditions while paying off the balance.

Some organizations also have criticized the credit card industry for
targeting lJower-income households that they believe may be more likely to
experience financial distress or file for bankruptcy. One of the criticisms
thesc organizations have made is that credit card companies have been
engaging in bottom-fishing by providing increasing amounts of credit to
riskier lower-income households that, as a result, may incur greater levels
of indebtedness than appropriate. For example, an official from one
consumer advocacy group testified in 2005 that card issuers target lJower-
income and minority households and that this democratization of credit
has had serious negative consequences for these households, placing them
one financial emergency away from having to file for bankruptcy.® Some
consumer advocacy group officials and academics noted that card issuers
market high-cost cards, with higher interest rates and fees, to customers
with poor credit histories—called subprine custoniers—including some
Jjust coming out of bankruptcy. However, as noted earlier, Federal Reserve
survey data indicate that the proportion of lower-income households—
those with incomes below the fortieth percentile——exhibiting financial
distress has not increased since 1995. In addition, in a June 2006 report that
the Federal Reserve Board prepared for Congress on the relationship

™Sec above: Consumer Federation of America testimony before the Committee on Banking,
Housing, and Urban Affairs of the United States Senate on May 17, 2005.
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Penalty Interest and Fees Can
Affect Cardholders’ Ability to
Reduce Outstanding Balances

between credit cards and bankruptcy, it stated that credit card issuers do
not solicit customers or extend credit to them indiscriminately or without
assessing their ability to repay debt as issuers review all received
applications for risk factors.”

In addition, representatives of credit card issuers argued that they do not
offer credit to those likely to become financially bankrupt because they do
not want to experience larger losses from higherrisk borrowers. Because
card accounts belonging to cardholders that filed for bankruptcy account
for a sizeable portion of issuers’ charge-offs, card issuers do not want to
acquire new customers with high credit risk who may subsequently file for
bankruptcy. However, one academic researcher noted that, if card issuers
could increase their revenue and profits by offering cards to more
customters, including those with lower creditworthiness, they could
reasonably be expected to do so until the amount of expected losses from
bankruptcies becomes larger than the expected additional revenues from
the new customers.

In examining the relationship between the consumer credit industry and
bankruptcy, the Federal Reserve Board’s 2006 report comes to many of the
same couclusions as the studies of other researchers we reviewed. The
Federal Reserve Board’s report notes that despite large growth in the
proportion of households with credit cards and the rise in overall credit
card debt in recent decades, the debt-burden ratio and other potential
measures of financial distress have not significantly changed over this
period. The report also found that, while data on bankruptcy filings
indicate that most filers have accumulated consumer debt and the
proportion of filings and rise in revolving consumer debt have risen in
tandem, the decision to file for bankruptcy is complex and tends to be
driven by distress arising from life events such as job loss, divorce, or
uninsured illness,

While the effect of credit card penalty interest charges and fees on
consumer bankruptcies was unclear, such charges do reduce the ability of
cardholders to reduce their overall indebtedness. Generally, any penalty
charges that cardholders pay would consume funds that could have been
used to repay principal. Figure 16 below, compares two hypothetical

“Board of Governors of the Federal Reserve System, Report to the Congress on Practices of
the Consumer Credit Industry in Soliciting and Extending Credil and their Effects on
Consumer Debt and Insolvency {Washington, D.C.: June 2006).
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cardholders with identical initial outstanding balances of $2,000 that each
make monthiy payments of $100. The figure shows how the total amounts
of principal are paid down by each of these two cardholders over the
course of 12 months, if penalty interest and fees apply. Specifically,
cardholder A (1) s as d a late payment fee in three of those months
and (&) has his intevest rate increased to a penalty rate of 29 percent after 6
months, while cardholder B does not experience any fees or penalty
interest charges. At the end of 12 months, the penalty and fees results in
-ardholder A paying down $260 or 27 percent less of the total balance owed
than does cavdholder B who makes on-time payments for the entire period.

Figure 18: Hypothetical Impact of Fenally Interest and Fee Charges on Two Cardholders
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In Some Court Cases,
Cardholders Paid Significant
Amounts of Penalty Interest and
Fees

In reviewing academic literature, hearings, and comment leiters to the
Federal Reserve, we identified some court cases, including some involving
the top six issuers, that indicated that cardholders paid large amounts of
penalty interest and fees. For example:

» In a collections case in Ohio, the $1,963 balance on one cardholder’s
credit card grew by 183 percent lo $5,564 over 6 years, despite the
cardholder making few new purchases. According to the court’s
records, although the cardholder made payments totaling $3,492 over
this period, the holder’s balance grew as the result of fees and interest
charges. According to the court’s determinations, between 1997 and
2003, the cardholder was assessed a total of $3,056, including $1,518 in
over-limit fees, $1,160 in late fees, $369 in credit insurance, and $6,009 in
interest charges and other fees. Although the card issuer had sued to
collect, the judge rejected the issuer’s collection demand, noting that the
cardholder was the victim of unreasonable, unconscionable practices.™

* In aJune 2004 bankruptcy case filed in the U.S. Bankruptcy Court for
the Eastern District of Virginia, the debtor objected to the proofs of
claim filed by two companies that had been assigned the debt
outstanding on two of the debtor’s credit cards. One of the assignees
subritted monthly statements for the credit card account it had
assumed. The court noted that over a two-year period (during which
balance on the account increased from $4,888 to $5,499), the debtor
made only $236 in purchases on the account, while making $3,058 in
payments, all of which had gone to pay finance charges, late charges,
overlimit fees, bad check fees and phone payment fees.”

¢ In a bankruptcy court case filed in July 2003 in North Carolina, 18
debtors filed objections to the clains by one card issuer of the amounts
owed on their credit cards.™ In response to an inquiry by the judge, the
card issuer provided data for these accounts that showed that, in the

““Comments of the National Consumer Law Center et al. regarding Advance Notice of
Proposed Rulemaking Review of the Revolving Credit Rules of Regulation Z,” p. 7-9.

\McCarthy vs. eCast Settlement Corporation et al., No.04-10493-SSM (Bankr. E.D. Va, filed
June 9, 2004).

™See Blair v. Capital One Bank, No. 02-11400, Amended Order Overruling Objection to
Claim{s)s (Bankr. W.D. NC filed Feb. 10, 2004) (disposing of, on a consolidated basis,
similar objections filed in 18 separate Chapter 13 cases against a common creditor)
(Additional docket numbers omitted.).
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aggregate, 57 percent of the amounts owed by these 18 accounts at time
of their bankruptcy filings represented interest charges and fees.
However, the high percentage of interest and fees on these accounts
may stem from the size of these principal balances, as some were as low
as $95 and none was larger than $1,200.

Regulatory interagency guidance published in 2003 for all depository
institutions that issue credit cards may have reduced the potential for
cardholders who continue to rnake minimnum payments to experience
increasing balances.™ In this guidance, regulators suggested that card
issuers require minimum repayment amounts so that cardholders’ current
balance would be paid off-amortized-over a reasonable amount of time. In
the past, some issuers’ minimum monthly payment formulas were such that
a full payment may have resulted in little or no principal being paid down,
particularly if the cardholder also was assessed any fees during a billing
cycle. In such cases, these cardholders’ outstanding balances would
increase (or negatively amortize). In response to this guidance, some card
issuers we interviewed indicated that they have been changing their
minimum monthly payment formulas to ensure that credit card balances
will be paid off over a reasonable period by including at least some amount
of principal in each payment due.

Representatives of card issuers also told us that the regulatory guidance,
issued in 2003, addressing credit card workout programs—which allow a
distressed cardholder’s account to be closed and repaid on a fixed
repayment schedule—and other forbearance practices, may help
cardholders experiencing financial distress avoid fees. In this guidance, the
regulators stated that (1) any workout program offered by an issuer should
be designed to have cardholders repay credit card debt within 60 months
and (2) to meet this time frame, interest rates and penalty fees may have to
be substantially reduced or eliminated so that principal can be repaid. As a
result, card issuers are expected to stop imposing penalty fees and interest
charges on delinquent card accounts or hardship card accounts enrolled in
repayment workout programs. According to this guidance, issuers also can
negotiate settlement agreements with cardholders by forgiving a portion of

®Credit Card Lending: Account Manag and Loss All id, (January
2003), joint guidance issued under the auspices of the Federal Financial Institutions
Examination Council by the Office of the Comptrolier of the Currency (OCC Bulletin 2003-
1), Federal Reserve (Supervisory Letter SR-03-1}, Federal Deposit Insurance Corporation
(Financial Institution Letter, FIL-2-2003), and Office of Thrifi Supervision {OTS Release 03-
01).

Page 65 GAO-06-929 Credit Cards



490

Data for Some Bankrupt
Cardholders Shows Little in
Interest and Fees Owed, but
Comprehensive Data Were Not
Available

the amount owed. In exchange, a cardholder can be expected to pay the
remaining balance either in a lump-sum payment or by amortizing the
balance over a several month period. Staff from OCC and an association of
credit counselors told us that, since the issuance of this guidance, they
have noticed thaf card issuers are increasingly both reducing and waiving
fees for cardholders who get into financial difficulty. OCC officials also
indicated that issuers prefer to facilitate repayment of principal when
borrowers adopt debt managersent plans and tend to reduce or waive fees
so the accounts can be amortized. On the other hand, FDIC staff indicated
that criteria for waiving fees and penalties are not publicly disclosed to
cardholders. These staff noted that most fee waivers occurs after
cardholders call and complain to the issuer and are handled on a case-by-
case basis.

Card issuers generally charge-off credit card loans that are no longer
collectible because they are in default for either missing a series of
payments or fiting for bankruptcy. According to the data provided by the
six largest issuers, the mumber of accounts that these issuers collectively
had to charge off as a result of the cardholders filing for bankruptey ranged
from about 1.3 million to 1.6 million annually between 2003 and 2005.
Collectively, these represented about 1 percent of the six issuers’ active
accounts during this period. Also, about 60 percent of the accounts were 2
or more months delinquent at the time of the charge-off. Most of the
cardholders whose accounts were charged off as the result of a bankruptey
owed small amounts of fees and interest charges at the time of their
bankruptcy filing. According to the data the six issuers provided, the
average account that they charged off in 2005 owed approximately $6,200
at the time that bankruptcy was filed. Of this amount, the issuers reported
that on average 8 percent represented unpaid interest charges; 2 percent
unpaid fees, including any unpaid penalty charges; and about 90 percent
principal.

However, these data do not provide coniplete information about the extent
to which the financial condition of the cardholders may have been affected
by penalty inferest and fee charges. First, the amounts that these issuers
reported fo us as interest and fees due represent only the unpaid amounts
that were owed at the time of bankruptcy. According to representatives of
the issuers we contacted, each of their firms allocates the amount of any
payment received from their customers first to any outstanding interest
charges and fees, then allocates any remainder to the principal balance. As
aresuit, the amounts owed at the time of bankruptey would not reflect any
previously paid fees or interest charges. According to representatives of
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these issuers, data system and recordkeeping limitations prevented them
from providing us the amounts of penalty interest and fees assessed on
these accounts in the months prior to the bankruptcy filings.

Furthermore, the data do not include information on all of the issuers’
cardholders who went bankrupt, but only those whose accounts the issuers
charged off as the resuit of a bankruptcy filing. The issuers also charge off
the amounts owed by customers who are delinquent on their payments by
more than 180 days, and some of those cardholders may subsequently file
for bankruptcy. Such accounts may have accrued larger amounts of unpaid
penalty interest and fees than the accounts that were charged off for
bankruptcy after being delinquent for less than 180 days, because they
would have had more time to be assessed such charges. Representatives of
the six issuers told us that they do not maintain records on these customers
after they are charged off, and, in many cases, they sell the accounts to
collection firms.

Although Penalty
Interest and Fees
Likely Have Grown as a
Share of Credit Card
Revenues, Large Card
Issuers’ Profitability
Has Been Stable

Determining the extent to which penalty interest charges and fees
contribute to issuers’ revenues and profits was difficuit because issuers’
regulatory filings and other public sources do not include such detail.
According to bank regulators, industry analysts, and information reported
by the five largest issuers, we estimate that the majority of issuer
revenues—around 70 percent in recent years—came from interest charges,
and the portion attributable to penalty rates appears to be growing. Of the
remaining issuer revenues, penalty fees had increased and were estimated
to represent around 10 percent of total issuer revenues. The remainder of
issuer revenues came from fees that issuers receive for processing
merchants’ card transactions and other types of consumer fees. The largest
credit card-issuing banks, which are generally the most profitable group of
lenders, have not greatly increased their profitability over the last 20 years.

Publicly Disclosed Data on
Revenues and Profits from
Penalty Interest and Fees
Are Limited

Determining the extent to which penalty interest and fee charges are
contributing to card issuer revenues and profits is difficult beecause limited
information is available from publicly disclosed financial information.
Credit card-issuing banks are subject to various regulations that require
them to publicly disclose information about their revenues and expenses.
As insured commercial banks, these institutions must file reports of their
financial condition, known as call reports, each quarter with their
respective federal regulatory agency. In call reports, the banks provide
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comprehensive balance sheets and income statements disclosing their
earnings, including those from their credit card operations. Although the
call reports include separate lines for interest income earned, this amount
is not further segregated to show, for example, income from the application
of penalty interest rates. Similarly, banks report their fee income on the calt
reports, but this amount includes income from all types of fees, including
those related to fiduciary activities, and trading assets and liabilities and is
not further segregated to show how much a particular bank has earned
from credit card late fees, overlimit fees, or insufticient payment fees.

Another limitation of using call reports to assess the effect of penalty
charges on bank revenues is that these reports do not include detailed
information on credit card balances that a bank may have sold to other
investors through a securitization. As a way of raising additional funds to
lend to cardholders, many issuers combine the balances owed on large
groups of their accounts and sell these receivables as part of pools of
securitized assets to investors. In their call reports, the banks do not report
revenue received from cardholders whose balances have been sold into
credit card interest and fee income categories.” The banks report any gains
or losses incurred from the sale of these pooled credit card balances on
their call reports as part of noninterest income. Credit card issuing banks
generally securitize more than 50 percent of their credit card balances.

Although many card issuers, including most of the top 10 banks, are public
companies that must file various publicly available financial disclosures on
an ongoing basis with securities regulators, these filings also do not
disclose detailed information about penalty interest and fees. We reviewed
the public filings by the top five issuers and found that none of the financial
statements disaggregated interest income into standard interest and
penalty interest charges. In addition, we found that the five banks’ public
financial statements also had not disaggregated their fee income into
penalty fees, service fees, and interchange fees. Instead, most of these card
issuers disaggregated their sources of revenue into two broad categories—
interest and noninterest income.

™In accordance with generally accepted accounting principles (Standards of Financial
Accounting Statement 140), when card issuers sell any of their credit card receivables as
part of a securitization, they subtract the amount of these receivables from the assets shown
on their balance sheets.
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Majority of Card Issuer
Revenues Came from
Interest Charges

Although limited information is publicly disclosed, the majority of credit
card revenue appears to have come from interest charges. According to
regulators, information collected by firms that analyze the credit card
industry, and data reported to us by the five of the six largest issuers, the
proportion of net interest revenues to card issuers’ total revenues is as
much as 71 percent. For example, five of the six largest issuers that
provided data to us reported that the proportion of their total U.S. card
operations income derived from interest charges ranged from 69 to 71
percent between 2003 and 2005.%

“One of the top six largest issuers, Discover, Inc., operates its own transaction processing
network; the other issuers process card transactions through the networks operated by Visa
international or Mastercard. Because this difference could have reduced the comparability
of the data we obtained from these issuers, the information on revenue and profitability
aggregated by the third party in response to our data request excludes Discover, Inc.
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We could not precisely determine the extent to which penalty interest
charges contribute to this revenue, although the amount of penalty interest
that issuers have been assessing has increased. In response to our reque
issuers reported the proportions of their total cardholder
that were assessed various rates of interest for 2003 to "()()5‘ On
of the popular cards issued by these largest
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: it According to the data these issuers provided, the majority of
cardholders paid interest rates below 20 percent, but the proportion of
their cardholders that paid interest rates at or above 25 percent—which
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Figure 18: Proportion of Active Accounts of the Six Largest Card Issuers with
Various Irterest Rates for Purchases, 2003 to 2005

Percentage

Although we could not determine the amounts of penalty Inferest the card
issuers received, the Increasing proportion of accoun sed rates of 25
percent suggests a signific
cardholder carrying a stable balance of $1,000 and paying 10 percent
st would pay approximately $100 annually, while a cardholder
same stable balance but paying 25 p 1t would pay
savd issuer annually, Although we did not obtain any information on the
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size of balances owed by the cardholders of the largest issuers, the
proportion of the revenues these issuers received from cardholders paying
penalty interest rates may also be greater than 11 percent because such
cardholders may have balances larger than the $2,500 average for 2005 that
the issuers reported to us.

Fees Represented the
Remainder of Issuer
Revenues

Penalty Fees Had Increased

The remaining card issuer revenues largely come from noninterest sources,
including merchant and consumer fees. Among these are penalty fees and
other consumer fees, as well as fees that issuers receive as part of
processing card transactions for merchants.

Although no comprehensive data exist publicly, various sources we
identified indicated that penalty fees represent around 10 percent of
issuers’ total revenues and had generally increased. We identified various
sources that gave estimates of penalty fee income as a percentage of card
issuers’ total revenues that ranged from 9 to 13 percent:

* Analysis of the data the top six issuers provided to us indicated that
each of these issuers assessed an average of about $1.2 billion in penalty
fees for cardholders that made late payments or exceeded their credit
limit in 2005. In total, these six issuers reported assessing $7.4 billion for
these two penalty fees that year, about 12 percent of the $60.3 billion in
total interest and consumer fees (penalty fees and fees for other
cardholder services).™

* According to a private firm that assists credit card banks with buying
and selling portfolios of credit card balance receivables, penalty fees
likely represented about 13 percent of total card issuer revenues,
According {o an official with this firm, it calculated this estimate by
using information from 15 of the top 20 issuers, as well as many smaller
banks, that together represent up to 80 percent of the total credit card
industry.”

"We were not provided information on the portion of revenues these issuers earned from
these penalfy fees and consumer fees.

"Although we were not able to completely assess the reliability of this organization’s data
and its methods for making its estimates of industry revenue components, we present this
information because it appeared to be similar to the proportions reported by the tap six
issuers that provided us data.
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Issuers Also Collect Revenues
from Processing Merchant Card
Transactions

* Anestimate from an industry research firm that publishes data on credit
card issuer activities indicated that penalty fees represented about 9
percent of issuer total revenues.

When a consumer makes a purchase with a credit card, the merchant
selling the goods does not receive the full purchase price. When the
cardholder presents the credit card to make a purchase, the merchant
transmits the cardholder’s account nuraber and the amount of the
transaction to the merchant’s bank.” The merchant’s bank forwards this
information to the card association, such as Visa or Maslercard, requesting
authorization for the transaction. The card association forwards the
authorization request to the bank that issued the card to the cardholder.
The issuing bank then responds with its authorization or denial to the
merchant’s bank and then to the merchant. After the transaction is
approved, the issuing bank will send the purchase amount, less an
interchange fee, to the merchant’s bank. The interchange fee is established
by the card association. Before crediting the merchant's account, the
merchant's bank will subtract a servicing fee. These transaction fees—
called interchange fees—are commonly about 2 percent of the total
purchase price. As shown in figure 19, the issuing banks generally earmn
about $2.00 for every $100 purchased as interchange fee revenue. In
addition, the card association receives a transaction processing fee. The
card associations, such as Visa or Mastercard, assess the amount of these
fees and also conduct other important activities, including imposing rules
for issuing cards, authorizing, clearing and settling transactions,
advertising and promoting the network brand, and allocating revenues
among the merchants, merchant’s bank, and card issuer.

“The bank that a merchant uses to process its credit card transactions is known as the
acquiring bank.
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Figure 19: Example of a Typical Credit Card Purchase Transaction Showing How interchange Fees Paid by Merchants Are
Allocated
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In addition to penalty fees and interchange fees, the remaining noninterest

revenues for card issuers include other consumer fees or other fees. Card
vets collect annual fees, cash advance fees, balance transfer fees, and

other fees from their cardholders. In addition, card issuers collect other
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revenues, such as fromn credit insurance. According to estimates by
industry analyst firms, such revenues likely represented about 8 to 9
percent of total issuer revenues.

Large Credit Card Issuer
Profitability Has Been
Stable

The profits of credit card-issuing banks, which are generally the most
profitable group of lenders, have been stable over the last 7 years. A
commonly used indicator of profitability is the return on assets ratio
(ROA). This ratio, which is calculated by dividing a company's income by
its total assets, shows how effectively a business uses its assets to generate
profits. In annual reports to Congress, the Federal Reserve provides data
on the profitability of larger credit card issuers—which included 17 banks
in 2004.” Figure 20 shows the average ROA using pretax income for these
large credit card issuers compared with pretax ROA of all commercial
banks during the period 1986 to 2004. In general, the large credit card
issuers earned an average return of 3.12 percent over this period, which
was more than twice as much as the 1.49 percent average returns earned by
all commercial banks.

"See Federal Reserve System, Profitability of Credit Card Operations, June 2005. The data
inciuded in these reporis are for all commercial banks with at least $200 miltion in yearly
average assets (loans (o individuals plus securitizations) and at leasy 50 percent of asseis in
consumer lending, of which 90 percent must be in the form of revolving credit.
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Figure 20: Average Pretax Return on Assets for Large Credit Card Banks and All Commercial Banks, 1986 to 2004
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As shown in the figure above, the ROA for larger credit card banks,
although fluctuating more widely during the 1990s, has generally been
stable since 1999, with returns in the 3.0 to 3.5 percent range. The return on
assets for the large card issuers peaked in 1993 at 4.1 percent and has
declined to 3.55 percent in 2004. In contrast, the profitability of all
commercial banks has been generally increasing over this period, rising
more than 140 percent between 1986 and 2004. Similar to the data for all
larger credit card issuers, data that five of the six largest issuers provided
to us indicated that their profitability also has been stable in the 3 years
between 2003 and 2005. These five issuers reported that the return on their
pretax earnings over their credit card balances over this 3-year period
ranged from about 3.6 percent to 4.1 percent.

Because of the high interest rates that issuers charge and variable rate
pricing, credit card lending generally is the most profitable type of
consumer lending, despite the higher rate of Joan losses that issuers incur
on cards. Rates charged on credit cards generally are the highest of any
consumer lending category because they are extensions of credit that are
not secured by any collateral from the borrower. In contrast, other
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comunon {ypes of consunter lending, such as automobile loans or home
mortgages, involve the extension of a fixed amount of credit under fixed
terms of repayment that are secured by the underlying asset—the car or the
house—which the lender can repossess in the event of nonpayment by the
borrower. Collateral and fixed repayment terms reduce the risk of loss to
the lender, enabling them to charge lower interest rates on such loans. In
contrast, credit card loans, which are unsecured, available to large and
heterogeneous populations, and repayable on flexible terms at the
cardholders’ convernience, present greater risks and have commensurately
higher interest rates. For example, according to Federal Reserve statistics,
the interest rate charged on cards by lenders generally has averaged above
16 percent since 1980, while the average rate charged on car loans since
then has averaged around 10 percent. Borrowers may be more likely to
cease making payments on their credit cards if they become financially
distressed than they would on other loans that are secured by an asset they
could lose. For example, the percentage of credit card loans that banks
have had to charge off averaged above 4 percent between 2003 and 2005; in
contrast, charge-offs for other types of consumer loans average about 2
percent, with charge-offs for mortgage loans averaging less than 1 percent,
during those 3 years. (App. IlI provides additional detail about the factors
that affect the profitability of credit card issuers.)

L]
Conclusions

Credit cards provide various benefits to their cardholders, including
serving as a convenient way to pay for goods and services and providing
additional funds at rates of interest generally fower than those consumers
would have paid to borrow on cards in the past. However, the penalties for
late payments or other behaviars involving card use have risen significantly
in recent years. Card issuers note that their use of risk-based pricing
structures with multiple interest rates and fees has allowed them to offer
credit cards to cardholders at costs that are commensurate with the risks
presented by different types of customers, including those who previously
might not have been able to obtain credit cards. On the whole, a large
number of cardholders experience greater benefits—either by using their
cards for transactions without incurring any direct expense or by enjoying
generally lower costs for borrowing than prevailed in the past—from using
credit cards than was previously possible, but the habits or financial
circumstances of other cardholders also could result in these consumers
facing greater costs than they did in the past.

The expansion and increased complexity of card rates, fees, and issuer
practices has heightened the need for consumers to receive clear
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disclosures that allow them to more easily understand the costs of using
cards. In the absence of any regulatory or legal limits on the interest or fees
that cards can impose, providing consuiners with adequate information on
credit card costs and practices is critical to ensuring that vigorous
competition among card issuers produces a inarket that provides the best
possible rates and terms for U.S. consumers. Our work indicates that the
disclosure materials that the largest card issuers typically provided under
the existing regulations governing credit cards had many serious
weaknesses that reduced their usefulness to the consumers they are
intended to help. Although these regulations likely were adequate when
card rates and terms were less complex, the disclosure materials they
produce for cards today, which have a muititude of terms and conditions
that can affect cardholders’ costs, have proven difficult for consumers to
use in finding and understanding important information about their cards.
Although providing some key information, current disclosures also give
prominence to terrus, such as minimum finance charge or balance
computation method, that are less significant to consuners’ costs and do
not adequately emphasize terms such as those cardholder actions that
could cause their card issuer Lo raise their interest rate to a high default
rate, Because part of the reason that current disclosure materials may be
less effective is that they were designed in an era when card rates and
terms were less complex, the Federal Reserve also faces the challenge of
creating disclosure requirements that are more flexible to allow them to be
adjusted more quickly as new card features are introduced and others
become less common.

The Federal Reserve, which has adopted these regulations, has recognized
these problems, and its current review of the open-end credit rules of
Regulation Z presents an opportunity to improve the disclosures applicable
to credit cards. Based on our work, we believe that disclosures that are
simpler, better organized, and use designs and formats that cotply with
best practices and industry standards for readability and usability would be
more effective. Our work and the experiences of other regulators also
confirmed that involving experts in readability and testing documents with
actual consumers can further improve any resulting disclosures. The
Federal Reserve has indicated that it has begun to involve consumers in the
design of new model disclosures, but it has not completed these efforts to
date, and new model disclosures are not expected to be issued until 2007 or
2008. Federal Reserve staff noted that they recognize the challenge of how
best to incorporate the variety of information that consumers may need to
understand the costs of their cards in clear and concise disclosure
materials. Until such efforts are complete, consumers will continue to face
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difficulties in using disclosure materials to better understand and compare
costs of credit cards. In addition, until more understandabie disclosures are
issued, the ability of well-informed consumers to spur additional
competition among issters in credit card pricing is hampered.

Definitively determining the extent to which credit card penalty interest
and fees contribute to personal bankruptcies and the profits and revenues
of card issuers is difficult given the lack of comprehensive, publicly
available data. Penalty interest and fees can contribute to the total debt
owed by cardholders and decrease the funds that a cardholder could have
used to reduce debt and possibly avoid bankruptcy. However, many
consurers {ile for bankruptcy as the result of significant negative life
events, such as divorces, job losses, or health problems, and the role that
credit cards play in avoiding or accelerating such filings is not known.
Similarly, the linnited available information on card issuer operations
indicates that penalty fees and interest are a small but growing part of such
firms' revenues. With the profitability of the largest card issuers generally
being stable over recent years, the increased revenues gained from penalty
interest and fees may be offsetting the generally lower amounts of interest
that card issuers collect from the majority of their cardholders. These
results appear to indicate that while most cardholders likely are better off,
a smalier number of cardholders paying penalty interest and fees are
accounting for more of issuer revenues than they did in the past. This
further emphasizes the importance of taking steps to ensure that all
cardholders receive disclosures that help them clearly understand their
card costs and how their own behavior can affect those costs.

Recommendation for
Executive Action

As part of its effort to increase the effectiveness of disclosure materials
used to inform consumers of rates, fees, and other terms that affect the
costs of using credit cards, the Chairman, Federal Reserve should ensure
that such disclosures, including model forins and formatting requirenents,
more clearly emphasize those termis that can significantly affect cardholder
costs, such as the actions that can cause default or other penalty pricing
rates to be imposed.

-
Agency Comments and
Our Evaluation

We provided a draft of this report to the Federal Reserve, OCC, FDIC, the
Federal Trade Commission, the National Credit Union Administration, and
the Office of Thrift Supervision for their review and comment. In a letter
from the Federal Reserve, the Director of the Division of Consumer and
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Community Affairs agreed with the findings of our report that credit card
pricing has become more complex and that the disclosures required under
Regulation Z could be improved with the input of consumers. To this end,
the Director stated that the Board is conducting extensive consumer
testing to identify the most important information to consumers and how
disclosures can be simplified to reduce current complexity. Using this
information, the Director said that the Board would develop new model
disclosure forms with the assistance of design consultants. If appropriate,
the Director said the Board may develop suggestions for statutory changes
for congressional consideration.

We also received technical comments from the Federal Reserve and OCC,
which we have incorporated in this report as appropriate. FDIC, the
Federal Trade Commission, the National Credit Union Administration, and
the Office of Thrift Supervision did not provide comments.

As agreed with your offices, unless you publicly announce its contents
earlier, we plan no further distribution of this report until 30 days after the
date of this report. At that time, we will send copies of this report to the
Chairman, Permanent Subcommittee on Investigations, Senate Committee
on Homeland Security and Governmental Affairs; the Chairinan, FDIC; the
Chairman, Federal Reserve; the Chairman, Federal Trade Commission; the
Chairman, National Credit Union Administration; the Comptrolier of the
Currency; and the Director, Office of Thrift Supervision and to interested
congressional committees. We will also make copies available to others
upon request. The report will be available at no charge on the GAO Web site
at http://www.gao.gov.

If you or your staff have any questions regarding this report, please contact
me at (202) 512-8678 or woodd@gao.gov. Contact points for our Offices of
Congressional Relations and Public Affairs may be found on the last page
of this report. Key contributors to this report are listed in appendix IV.

Sincerely yours,
Qovid 4 \Woud

David G. Wood
Director, Financial Markets
and Community Investment
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Objectives, Scope and Methodology

Our objectives were to determine (1) how the interest, fees, and other
practices that affect the pricing structure of cards from the largest U.S.
issuers have evolved, and cardholders’ experiences under these pricing
structures in recent years; (2) how effectively the issuers disclose the
pricing structures of cards to their cardholders; (3) whether credit card
debt and penalty interest and fees contribute to cardholder bankruptcies;
and (4) the extent to which penalty interest and fees contribute to the
revenues and profitability of issuers’ credit card operations.

Methodology for Identifying
the Evolution of Pricing
Structures

To identify how the pricing structure of cards from the largest U.8. issuers
has evolved, we analyzed disclosure documents from 2003 to 2005 for 28
popular cards that were issued by the six largest U.S. card issuers, as
measured by total outstanding receivables as ol December 31, 2004

(see fig. 2 in the body of this report). These issuers were Bank of America;
Capital One Bank; Chase Bank USA, N.A; Citibank (South Dakota), N.A.;
Discover Financial Services; and MBNA America Bank, N.A.
Representatives for these six issuers identified up to five of their most
popular cards and provided us actual disclosure materials, including
cardmember agreements and direct mail applications and solicitations
used for opening an account for each card. We calculated descriptive
statistics for various interest rates and fees and the frequency with which
cards featured other practices, such as methods for calculating finance
charges. We determined that these cards likely represented the pricing and
terms that applied to the majority of U.S. cardholders because the top six
issuers held almost 80 percent of consurner credit card debt and as much as
61 percent of total U.S. credit card accounts.

We did not include in our analysis of popular cards any cards offered by
credit card issuers that engage primarily in subprime lending. Subprime
lending generally refers to extending credit to borrowers who exhibit
characteristics indicating a significantly higher risk of defauit than
traditional bank lending custoiners, Such issuers could have pricing
structures and other terms significantly different to those of the popular
cards offered by the top issuers. As a resuit, our analysis may
underestimate the range of interest rate and fee levels charged on the entire
unjverse of cards. To identify historical rate and fee levels, we primarily
evaluated the Federal Reserve Board’s G.19 Consurmer Credit statistical
release for 1972 to 2005 and a paper written by a Federal Reserve Bank
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staff, which included more than 150 cardmember agreements frorm 15 of
the largest U.S. issuers in 1997 to 2002.}

To evaluate cardholders’ experiences with credit card pricing structures in
recent years, we obtained proprietary data on the extent to which issuers
assessed various interest rate levels and fees for active accounts from the
six largest U.S. issuers listed above for 2003, 2004, and 2005. We obtained
data directly from issuers because no comprehensive sources existed to
show the extent to which U.S. cardholders were paying penalty interest
rates. Combined, these issuers reported more than 180 million active
accounts, or about 60 percent of total active accounts reported by
CardWeb.com, Inc. These accounts also represented almost $900 billion in
credit card purchases in 2005, according to these issuers. To preserve the
anonymity of the data, these issuers engaged legal counsel at the law firm
Latham & Watkins, LLP, to which they provided their data on interest rate
and fee assessments, which then engaged Argus Information and Advisory
Services, LLC, a third-party analytics firm, to aggregate the data, and then
supplied it to us. Although we originally provided a more comprehensive
data request to these issuers, we agreed to a more limited request with
issuer representatives as a result of these firms' data availability and
processing limitations. We discussed steps that were taken to attempt to
ensure that the data provided to us were complete and accurate with
representatives of these issuers and the third party analytics firm. We also
shared a draft of this report with the supervisory agencies of these issuers.
However, we did not have access to the issuers’ data systems to fully assess
the reliability of the data or the systems that housed them. Therefore, we
present these data in our report only as representations made to us by the
six largest issuers.

Methodology for Assessing
Effectiveness of Disclosures

To determine how effectively card issuers disclose to cardholders the rates,
fees, and other terms related to their credit cards, we contracted with
UserWorks, Inc., a private usability consulting firnt, which conducted three
separate evaluations of a sample of disclosure materials. We provided the
usability consultant with a cardmemnber agreement and solicitation letter
for one card from four representative credit card issuers—a total of four
cards and eight disclosure documients. The first evaluation, a readability
assessment, used computer-facilitated formulas to predict the grade level

M. Furletti, “Credit Card Pricing Developments and Their Disclosure,” Federal Reserve
Bank of Philadelphia’s Payment Cards Center, January 2003,
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required to understand the materials. Readability formulas measure the
elements of writing that can be subjected to matheruatical calculation, such
as average number of syllables in words or numbers of words in sentences
in the text. The consultant applied the following industry-standard
formulas to the documents: Flesch Grade Level, Frequency of
Gobbledygook (FOG), and the Simplified Measure of Gobbledygook
(SMOG). Using these formulas, the consultant measured the grade levels at
which the disclosure documents were written overall, as well as for
selected sections. Secondly, the usability consultant conducted an heuristic
evaluation that assessed how well these card disclosure documents
adhered to a recognized set of principles or industry best practices. In the
absence of best practices specifically applicable to credit card disclosures,
the consultant used guidelines from the U.S. Securities and Exchange
Comunission's 1998 guidebook Plain Englisk Handbook: How to Create
Clear SEC Disclosure Documents.

Finally, the usability consuitant tested how well actual consumers were
able to use the documents to identify and understand information about
card fees and other practices and used tbe results to identify problem
areas. The consultant conducted these tests with 12 consumers.” To ensure
sample diversity, the participants were selected to represent the
demographics of the U.S. adult population in terms of education, income,
and age. While the materials used for the readability and usability
assessments appeared to be typical of the large issuers’ disclosures, the
results cannot be generalized to materials that were not reviewed.

To obtain additional information on consurmers’ level of awareness and
understanding of their key credit card terms, we also conducted in-depth,
structured interviews in December 2005 with a total of 112 adult
cardholders in three locations: Boston, Chicago, and San Francisco.* We
contracted with OneWorld Comanunications, Inc., a market research
organization, to recruit a sample of cardholders that generally resembled
the demographic makeup of the U.S. population in terms of age, education
levels, and income. However, the cardholders recruited for the interviews
did not form a random, statistically representative sample of the U.S.

*According to the consultant, testing with small numbers of individuals can generaily
identify many of the problems that can affect the readability and usability of materials.

*We conducted these interviews when preparing our report on the feasibility and usefulness

of requiring additional disclosures to cardholders on the consequences of making only the
minimum payment on their cards.
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population and therefore cannot be generalized to the population of all U.S.
cardholders. Cardholders had to speak English, have owned at least one
general-purpose credit card for a minimurm of 12 months, and have not
participated in more than one focus group or similar in-person study in the
12 months prior to the interview. We gathered information about the
cardholders’ knowledge of credit card terms and conditions, and assessed
cardholders’ use of card disclosure materials by asking them a number of
open- and closed-ended questions.

Methodology for
Determining How Penalty
Charges Contribute to
Bankruptcy

To determine whether credit card debt and penalty interest and fees
contribute to cardholder bankriptcies, we interviewed Department of
Justice staff responsibie for overseeing bankrupicy courts and trustees
about the availability of data on credit card penalty charges in materials
submitted by consumers or issuers as part of bankruptcy filings or
collections cases. We also interviewed two attorneys that assist consumers
with bankruptcy filings. In addition, we reviewed studies that analyzed
credit card and bankruptcy issues published by various academic
researchers, the Congressional Research Service, and the Congressional
Budget Office. We did not atternpt to assess the reliability of all of these
studies to the same, full extent. However, because of the prominence of
some of these data sources, and frequency of use of this data by other
researchers, as well as the fact that much of the evidence is corroborated
by other evidence, we determined that citing these studies was appropriate.

We also analyzed aggregated card account data provided by the six largest
issuers (as previously discussed) to measure the amount of credit card
interest charges and fees owed at the time these accounts were charged off
as a result of becoming subject to bankruptcy filing. We also spoke with
representatives of the largest U.S. credit card issuers, as well as
representatives of consumer groups and industry associations, and with
academic researchers that conduct analysis on the credit card industry.

Methodology for
Determining How Penalty
Charges Contribute to
Issuer Revenues

To determine the extent to which penalty interest and fees contributed to
the revenues and profitability of issuers’ credit card operations, we
reviewed the extent to which penalty charges are disclosed in bank
regulatory reports—the call reports—and in public disclosures—such as
armual reports (10-Ks) and guarterly reports (10-Qs) made by publicly
traded card issuers. We analyzed data reported by the Federal Reserve on
the profitability of commercial bank card issuers with at least $200 million
in yearly average assets (loans to individuals plus securitizations) and at
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least 50 percent of assets in consumer lending, of which 80 percent must be
in the form of revolving credit. In 2004, the Federal Reserve reported that
17 banks had card operations with at least this level of activity in 2004. We
also analyzed information from the Federal Deposit Insurance Corporation,
which analyzes dalta for all federally insured banks and savings institutions
and publishes aggregated data on those with various lending activity
concentrations, including a group of 33 banks that, as of December 2005,
had credit card operations that exceeded 50 percent of their total assets
and securilized receivables.

We also analyzed data reported to us by the six largest card issuers on their
revenues and profitability of their credit card operations for 2003, 2004, and
2005. We also reviewed data on revenues compiled by industry analysis
firms, including Card Industry Directory published by Sourcemedia, and
R.K. Hammer. Because of the proprietary nature of their data,
representatives for Sourcermedia and R.K. Hammer were not able to
provide us with information sufficient for us to assess the reliability of their
data. However, we analyzed and presented some information from these
sources because we were able to corroborate their information with each
other and with data from sources of known reliability, such as regulatory
data, and we altribute their data to them.

We also interviewed broker-dealer financial analysts who monitor activities
by credit card issuers to identify the extent to which various sourees of
income contribute to card issuers’ revenues and profitability. We attempted
to obtain the latest in a series of studies of card issuer profitability that
Visa, Inc. traditionally has compiled. However, staff from this organization
said that this report is no longer being made publicly available.

We discussed issues relevant to this report with various organizations,
including representatives of 13 U.S. credit card issuers and card networks,
2 trade associations, 4 academics, 4 federal bank agencies, 4 national
consumer interest groups, 2 broker dealer analysts that study credit card
issuers for large investors, and a commercial credit-rating agency. We also
obtained technical comments on a draft of this report from representatives
of the issuers that supplied data for this study,
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Consumer Bankruptcies Have Risen Along

with Debt

Consumer bankruptcies have increased significantly over the past 25 years.
As shown in figure 21 below, consurner bankruptcy filings rose from about
287,000 in 1980 to rore than 2 million as of December 31, 2005, about a 609
percent increase over the last 25 years.'

Figure 21: U.S. Consumer Bankruptcy Filings, 1980-2005
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Debt Levels Have Also Risen

Source: GAD analysis of Congressional Research Service report and Administrative Office of the United States Courts data.

The expansion of consumers’ overall indebtedness is one of the
explanations cited for the significant increase in bankruptcy filings. As
shown in figure 22, consumers’ use of debt has expanded over the last 25
years, increasing more than 720 percent from about $1.4 trillion in 1980 to
about $11.5 trillion in 2005.

'Of the filings in 2005, approximately 80 percent were Chapter 7 cases and the other 20
percent were Chapter 13 cases.
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Figure 22: 113, Household Debt, 1980-2008
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Beyond total debt, some researchers and others argue that the rise in
bankruptcies also was related to the rise in credit debt, in particular. As
shown in figure 23, the amount of credit card debt reported also has risen
from $237 billion to about $802 billion—a 238 percent increase between
1990 and 2005.

“In addition to capturing amounts outstanding on credit cards, the number reporied in the
Federal Reserve's survey of consumer debt for revolving debt also inchuides other types of
revolving debt. However, Congressional Research Service staff familiar with the survey’s
resulls indicated that the vast majority of the amount reported as revolving debt is from
credit cards.
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Figure 23: Credii Card and Other Revolving and Nonrevolving Debt Quistanding,

1950 fo 2005
Year | Comsumer sredit
1990 $808
1881 798
1902 806
1593 850
1994 997
1985 ‘ 1941
1996 1,243
1897 30
1998 1418
1999
2000 1,708
2001 ERSc
2002 1822
2010
2,007
2005 | 250

Fevolving m Nor

fanal Research Sereics repart data,

GAQ-06-928 Credit Cards



514

Appendix I
Conswmer Bankrupteies Have Risen Alopg
with Beht

Increased Access to Credit
Cards by Lowerincome
Households Raised
Concerns

Rather than total credit card debt alone, some researchers argoued that
growth in credit card use and indebteduness by lower-income households
has contributed to the rise in bankruptcies. In the survey of consumer
finances conducted every 3 years, the Federal Reserve reports on the use
and indebtedness on credit cards by households overai and also by income
percentiles. As shown in figure 24 below, the latest Federal Reserve survey
resyits indicated the greatest iner > of families reporting credit card debt
securred among those in the lowest 20 percent of household income

between 1998 and 2001,

Figure 24: Parcent of Households Holding Credit Card Debt by Household income,
1998, 2001, and 2004
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mail solicitations.” According to another academic research paper, credit
card issuers have increased the number of mail solicitations they send to
consumers by more than five times since 1990, from 1.1 billion to 5.23
billion in 2004, or a little over 47 solicitations per household. The research
paper also found that wealthier families receive the highest number of
solicitations but that low-income families were more likely to open thern.®
As shown in figure 25 above, the Federal Reserve’s survey results indicated
that the number of lower income households with credit cards has also
grown the most during 1998 to 2001, reflecting issuers’ willingness to grant
grealer access to credit cards to such households than in the past.

Levels of Financial Distress
Have Remained Stable
among Households

The ability of households to make the payments on their debt appeared to
be keeping pace with their incomes as their total household debt burden
ievels—which measure their payments required on their debts as
percentage of household incomes—have remained relatively constant
since the 1980s. As shown below in figure 25, Federal Reserve statistics
show that the aggregate debt burden ratio for U.S. households has
generally fluctuated between 10.77 percent to 13.89 percent between 1930
to 2005, which are similar to the levels for this ratio that were observed
during the 1980s. Also shown in figure 25 are the Federal Reserve'’s
statistics on the household financial obligations ratio, which compares the
total payments that a household must make for mortgages, consumer debt,
auto leases, rent, homeowners insurance, and real estate taxes to its after-
tax income. Although this ratio has risen from around 16 percent in 1980 to
over 18 percent in 2005-—representing an approximately 13 percent
increase—Federal Reserve staff researchers indicated that it does not
necessarily indicate an increase in household financial stress because

“Veriis, “Financial Direct Mail Readers Interesied in Credil Card Offers,” (Jan. 25, 2005),

cited in the Consumer Federation of America testimony before the Committee on Banking,
Housing, and Urban Affairs of the United States Senate, “Examining the Current Legal and
Regulatory Requivements and Industry Practices for Credit Card Issuers with Respect to
Consumer Disclosures and Marketing Efforts,” 109th Congress, 2nd sess., May, 17, 2005,

°Amdetsion Kidane and Sandip Mukerji, “Characteristics of Consummers Targeted and
Neglected by Credit Card Companies,” Financial Services Review, 13, no. 3, (2004), cited in
the Consumer Federation of America testimony before the Committee on Banking, Housing,
and Urban Affairs of the United States Senate, “Examining the Current Legal and
Regulatory Requivements and Industry Practices for Credit Card Issuers with Respect to
Consumer Disclosures and Morketing FEfforts,” 109th Congress, 2nd sess., May 17, 2005.
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Table 2: Portion of Credit Card Debt Held by Households

Type of debt 1995 1998 2001 2004
Amount of debt of alt families, distributed by type of debt

Secured home loan B0.7 78.9 81.4 83.7
Lines of credit not secured by residential

property 0.6 0.3 0.5 07
Instafiment loans 12.0 13.1 12.3 11.0
Credit card balances 3.9 3.9 34 3.0
Other 2.9 3.7 2.3 1.6
Total 100 100 100 100

Source: Federal Resarve.

Also, as shown in table 3, median credit card balances for the lowest-
income households has remained stable from 1998 through 2004.

L]
Table 3: Credit Card Debt Balances Held by Household income®

1998 2001 2004
Median value of hoidings for families holding credit card debt
All families $1,900 $2,000 $2,200
Percentile of income
Less than 20 $1,000 $1,100 $1,000
20-39.9 $1,300 $1,300 $1.,900
40-59.9 $2,100 $2,100 $2,200
60-79.9 $2,400 $2,400 $3,000
§0-89.9 $2,200 $4,000 $2,700
90-100 $3.300 $3,000 $4,000

Sourcs: Federal Fesarve.

As shown in figure 26 below, the number of households in the twentieth
percentile of income or less that reportedly were in financial distress has
remained relatively stable.

“The 1998 median credit card balance in 2001 doilars; 2001 and 2004 median credit card
balances in 2004 dollars.
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Figure 26: Households Reporting Financial Distress by Household Income, 1985 through 2004
Percentile
of income 1995 1968 2001 004
Al
s than 20 278
20389 18.6
4539 13.7
G708 7
B-50.9 24
G3-100 18
As shown in figure 26 above, more lowerincome households generally
reported belng in financial distress than did other households in mwost of
the other higherincome groups. In addition, the lowest-income households
in the aggregate generally did not exhibit greater levels of distress over the
last 20 years, as the proportion of households that reported distress was
higher in the 1980s than in 2004,
Some Researchers Find Some academics, consumer advocacy groups, and others have indicated
Other Factors May Trigger that the rise in consumer bankruptey filings has occurred because the

Consumer Bankrt ipt cies and nom}}ai life wf?ms m:?z iodﬁr,x(‘o‘if\?.om?s m“ im”z:s,i ] f\xp&fnsgs f“or
that Credit Cards Role h«)uwimhisi hf.m‘, mqm aexm?z.s effects today, BEvents that (fa_n n?d{}(j@ )
- V househeld incomes include job o L pay cuts, or conversion of full-time

Varied positions to part-time work. Medical emergencies can r
household expenses and debts, Divorces can both reduce income angd
increase expenses. One researcher explained that, while households have
faced the same kinds of risks for generations, the lkelihood of these types
of life events occurring has it ased, This researcher’s studies noted that
the likelthood of job loss or financial distress arising from medical
problems and the risk of divorce have all increased. Furthermore, more
households send all adults into the workforee, and, while this increases
their income, it also doubles their total risk exposure, which Increases their
likelihood of having to file for bankrmptey. According to this researcher,
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about 94 percent of families who filed for bankruptcy would qualify as
middle class.®

Although many of the people who file for bankruptcy have considerable
credit card debt, those researchers that asserted that life events were the
primary explanation for filings noted that the role played by credit cards
varied. According to one of these researchers, individuals who have filed
for bankruptcy with outstanding credit card debt could be classified into
three groups:

* Those who had built up household debts, including substantial credit
card balances, but filed for bankruptcy after experiencing a life event
that adversely affected their expenses or incomes such that they could
not meet their obligations.

* Those who experienced a life event that adversely affected their
expenses or incomes, and increased their usage of credit cards to avoid
falling behind on other secured debt payments (such as mortgage debt),
but who ultimately failed to recover and filed for bankruptcy.

* Those with very little credit card debt who filed for bankruptcy when
they could no fonger make payments on their secured debt. This
represented the smallest category of people filing for bankruptey.

“Elizabeth Warren, Leo Gottlieb Professor of Law, Harvard Law School, “The Growing
Threat to Middie Class Families,” Breoklyn Low Review, (April 2003).
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Various factors help to explain why banks that focus on credit card lending
generally have higher profitability than other lenders. The major source of
income for credit card issuers comes from interest they earn from their
cardholders who carry balances—that is, do not payoff the entire
outstanding balance when due. One factor that contributes to the high
profitability of credit card operations is that the average interest rates
charged on credit cards are generally higher than rates charged on other
types of lending. Rates charged on credit cards are generally the highest
because they are extensions of credit that are not secured by any collateral
from the borrower. Unhike credit cards, most other types of consumer
lending involve the extension of a fixed amount of credit under fixed terms
of repayment (i.e., the borrower must repay an established amount of
principal, plus interest each month) and are collateralized—-such as loans
for cars, under which the lender can repossess the car in the event the
borrower does not make the scheduled loan payments. Similarly, mortgage
loans that allow borrowers to purchase homes are secured by the
underlying house. Loans with collateral and fixed repayment terms pose
less risk of loss, and thus lenders can charge less interest on such loans. In
contrast, credit card loans, which are unsecured, available to large and
heterogeneous populations, and can be repaid on flexible terms at the
cardholders’ convenience, present greater risks and have commensurately
higher interest rates.

As shown in figure 27, data from the Federal Reserve shows that average
interest rates charged on credit cards were generally higher than interest
rates charged on car loans and personal loans. Similarly, average interest
rates charged on corporate loans are also generally lower than credit cards,
with the best business customers often paying the prirne rate, which
averaged 6.19 percent during 2005.
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Figure 27: Average Credit Card, Car Loans and Personal Loan interest Rates
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Moreover, many card issuers have increasingly begun setting the interest
rates they charge their cardholders using variable rates that change as a
specified market index rate, such as the prime rate, changes. This allows
credit card issuers’ interest revenues to rise as their cost of funding rises
during times when market interest rates are increasing. Of the most
popular cards issued by the largest card issuers between 2004 and 2005 that
we analyzed, more than 90 percent had variable rates that changed
according to an index rate. For example, the rate that the cardholder would
pay on these large issuer cards was determined by adding between 6 and 8
percent to the current prime rate, with a new rate being calculated monthly.

As a result of the higher interest charges assessed on cards and variable
rate pricing, banks that focus on credit card lending had the highest net
interest margin compared with other types of lenders. The net interest
income of a bank is the difference hetween what it has earned on its
interest-bearing assets, including the balances on credit cards it has issued
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and the amounts loaned out as part of any other lending activities, and its
interest expenses. To compare across banks, analysts calculate net interest
margins, which express each banks’ net interest income as a percentage of
interest-bearing assets. The Federal Deposit Insurance Corporation (FDIC)
aggregates data for a group of ail federally insured banks that focus on
credit card lending, which it defines as those with more than 50 percent of
managed assets engaged in credit card operations; in 2005, FDIC identified
33 banks with at least this much credit card lending activity. As shown in
figure 28, the net interest margin of all credit card banks, which averaged
more than 8 percent, was about two to three times as high as other
consumer and mortgage lending activities in 2005. Five of the six largest
issuers reported to us that their average net interest margin in 2005 was
even higher, at 9 percent.

Figure 28: Net Interest Margin for Credit Card Issuers and Other Consumer Lenders
in 2008

Top 5 card
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Credit card
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Source: GAO snaysis ot public financial statements of ihe five largest credit card issuers.

Credit Card Operations Also
Have Higher Rates of Loan
Losses and Operating
Expenses

Although profitable, credit card operations generally experience higher
charge-off rates and operating expenses than those of other types of
lending. Because these loans are generally unsecured, meaning the
borrower will not generally immediately lose an asset—such as a car or
house—if payments are not made, borrowers may be more likely to cease
making payments on their credit cards if they becorme financially distressed
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than they would for other types of credit. As a vresult, the rate of josses that
credit card issuers experience on credit cards is higher than that incorred
on other types of credit. Under bank regulatory accounting practices
banks must write off the principal balance outstanding on any loan when it
is determined that the bank is uniikely to collect on the debt. For credit
cards, this means that banlks must deduct, 85 a loan loss lrom their income,
the amount of halance cutstanding on any credit card accounts for which
either no payments have been made within the last 180 days or the bank
has received notice that the cardbolder has filed for bankruptey. This
procedure is called charging the debt off. Card issuers have much higher
charge-off rates compared to other consumer lending busines oW
in figure 20,

0S5 45 8

Figure 28: Charge-off Rates for Credit Card and Other Consumer Lenders, 2004 1o
2003
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The largest credit card issuers also reported similarly high charge-off rates
for their credit card operations. As shown in figure 30, five of the top six
credit card issuers that we obtained data from reported that their average
charge-off rate was higher than 5.5 percent hetween 2003 and 2005, well
above other consumer lenders’ average net charge-off rate of 1.44 percent.

0 R
Figure 30: Charge-off Rates for the Top 5 Credit Card Issuers, 2003 to 2005
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Source” GAO analysis of public financial statements of the five largest eredt card ssuers

Credit card issuers also incur higher operating expenses compared with
other consumer lenders. Operating expense is another one of the largest
cost items for card issuers and, according to a credit card industry research
firm, accounts for approximately 37 percent of total expenses in 2005. The
operating expenses of a credit card issuer include staffing and the
information technology costs that are incurred to maintain cardholders’
accounts. Operating expense as a proportion of total assets for credit card
lending is higher because offering credit cards often involves various
activities that other lending activities do not. For example, issuers often
incur significant expenses in postage and other marketing costs as part of
soliciting new customers. In addition, some credit cards now provide
rewards and loyalty programs that allow cardholders to earn rewards such
as free airline tickets, discounts on merchandise, or cash back on their
accounts, which are not generally expenses associated with other types of
Iending. Credit card operating expense burden also may be higher because
issuers must service a large number of relatively small accounts, For
example, the six large card issuers that we surveyed reported that they
each had an average of 30 million credit card accounts, the average
outstanding balance on these accounts was about $2,500, and 48 percent of
accounts did not revolve balances in 2005.
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As aresult, the average operating expense, as a percentage of total assets
for banks, that focus on credit card lending averaged over 9 percent in
2005, as shown in figure 31, which was well above the 3.44 percent average
for other consumer lenders. The largest issuers operating expenses may
not be as high as all banks that focus on credit card lending because their
larger operations give them soine cost advantages from econoinies of scale.
For example, they may be able to pay lower postage rates by being able to
segregate the mailings of account statements to their cardholders by zip
code, thus qualifying for bulk-rate discounts.

Figure 31: Operating Expense as Percentage of Total Assets for Various Types of
Lenders in 2005

Credit card
lenders

Consumer
ienders
Mortgage
fenders

0 2 4 8 B 0

Percentage
Source FDIC

Another reason that the banks that issue credit cards are more profitable
than other types of lenders is that they earn greater percentage of revenues
from noninterest sources, including fees, than lenders that focus more on
other types of consumer lending. As shown in figure 32, FDIC data
indicates that the ratio of noninterest revenues to assets—an indicator of
noninterest income generated from outstanding credit loans—is about 10
percent for the banks that focus on credit card lending, compared with less
than 2.8 percent for other lenders.
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L
Figure 32: N F asF ge of Their Assets for Card Lenders
and Other Consumer Lenders
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Effect of Penalty Interest
and Fees on Credit Card
Issuer Profitability

Although penalty interest and fees apparently have increased, their effect
on issuer profitability may not be as great as other factors. For example,
while more cardholders appeared to be paying defauit rates of interest on
their cards, issuers have not been experiencing greater profitability from
interest revenues. According to our analysis of FDIC Quarterly Banking
Profile data, the revenues that credit card issuers earn from interest
generally have been stable over the last 18 years.! As shown in figure 33, net
interest margin for all banks that focused on credit card lending has ranged
between 7.4 percent and 9.6 percent since 1987. Similarly, according to the
data that five of the top six issuers provided to us, their net interest margins
have been relatively stable between 2003 and 2005, ranging from 9.2
percent. to 9.6 percent during this period.

'The Quarterly Banking Profile is issued by the FDIC and provides a comprehensive
summary of financiai results for all FDIC-insured institutions. This report card on industry
status and perforrnance includes written analyses, graphs, and statistical tables.
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L
Figure 33: Net Interest Margin for All Banks Focusing on Credit Card Lending, 1987-2005
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These data suggest that increases in penalty interest assessments could be
offsetting decreases in interest revenues from other cardholders. During
the last few years, card issuers have competed vigorously for market share.
In doing so, they frequently have offered cards to new cardholders that
feature low interest rates-—including zero percent for temporary
introductory periods, usually 8 months—either for purchases or sometimes
for balances transferred from other cards. The extent to which cardholders
now are paying such rates is not known, but the six largest issuers reported
to us that the proportion of their cardholders paying interest rates below 5
percent—which could be cardholders enjoying temporarily low
introductory rates—represented about 7 percent of their cardholders
between 2003 and 2005. To the extent that card issuers have been receiving
lower interest as the result of these marketing efforts, such declines could
be masking the effect of increasing amounts of penalty interest on their
overall interest revenues.

Although revenues from penalty fees have grown, their effect on overall

issuer profitability is less than the effect of income from interest or other
factors, For example, we obtained information from a Federal Reserve
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Bank researcher with data from one of the credit card industry surveys that
illustrated that the issuers’ cost of funds may be a more significant factor
for their profitability lately. Banks generally obtain the funds they use to
lend to others through their operations from various sources, such as
checking or savings depasits, income on other investments, or borrowing
from other banks or creditors. The average rate of interest they pay on
these funding sources represents their cost of funds. As shown in table 4
below, the total cost of funds (for $100 in credit card balances outstanding)
for the credit card banks included in this survey declined from $8.98 in 1990
to a low of $2.00 in 2004—a decrease of 78 percent. Because card issuers’
net interest inconie generally represents a much higher percentage of
revenues than does income from penalty fees, its impact on issuers’ overall
profitability is greater; thus the reduction in the cost of funds likely
contributed significantly to the general rise in credit card banks’
profitability over this time.

Table 4: Revenues and Profits of Credit Card issuers in Card Industry Directory per
$100 of Credit Card Assets

Percent

Revenues and profits 1990 2004 change
Interest revenues $16.42 $12.45 -24%
Cost of funds 8.98 2.00 -78
Net interest income 7.44 1045 40
Interchange fee revenues 2.15 2.87 33
Penalty fee revenues 0.69 1.40 103
Annual fee revenues 1.25 0.42 -68
Other revenues 0.18 0.87 383
Totat revenue from operations 11.71 16.01 37
Other expenses 8.17 10.41 27
Taxes 1.23 1.99 62
Net income 2.30 3.61 57

Source GAO Analysis of Gard industry Directory data

Although card issuer revenues from penalty fees have been increasing
since the 1980s, they remain a small portion of overall revenues, As shown
in table 4 above, our analysis of the card issuer data obtained fram the
Federal Reserve indicated that the amount of revenues that issuers
callected from penalty fees for every $100 in credit card balances
outstanding climbed from 69 cents to $1.40 between 1990 and 2004—an
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increase of 103 percent. During this same period, net interest income
collected per $100 in card balances outstanding grew from $7.44 to
$10.45—an increase of about 41 percent. However, the relative size of each
of these two sources of income indicates that interest income is between 7
to 8 times more important to issuer revenues than penalty fee income is in
2004. Furthermore, during this same time, collections of annual fees from
cardholders declined from $1.25 to 42 cents per every $100 in card
balances—which means that the total of annual and penalty fees in 2004 is
about the same as in 1990 and that this decline may also be offsetting the
increased revenues from penalty fees.
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Appendix IV

Comments from the Federal Reserve Board

BOARD OF GOVERNORS

oF THE
FEDERAL RESERVE SYSTEM
WASHINGTON, D, €. 2055}

SANDEA F BRAUNSTEN
owmzeTon

Sivision o consumsn
AND GO Y AFFARS

August 23, 2006

Mr. David G. Wood

Director, Financial Markets and Communsty
Invesiment

U.S. Government Accountability Office

441 G Strcet, NW

Washington, DC 20548

Dear Mr. Wood:

Thank you for the upp(mumly to comement on the GAQ’s draft report entitled Credit

ased texity in Rates ar Neced for More Effective Disclosures
t mpun notes, the Fe oard has cornmenced a cornprehensive
rulemaking to review the Truth in Lending Ack (TILA) rules for apen-end (revolving) credit,
including credit card accounts. The primary goal of the review is (o improve the cflcotiveness
and af consumer 4 and the provided under the
Board’s Regulation Z, which implements TILA. To ensure that consumers get timety
information in a readable form, the Board is studying altcmatives for improving both the content
and format of disclosures, including revising the modet forms published by the Board.

The draft GAO report specifically recommends that the Board revise credit card
disclosures to emphasize more clearly the account terms that can significantly affeet eardholder
costs, such as default or other penalty pricing rates. We agree that increased complexity in credit
card pricing has added to the complexity of be disclosures. To help address this, the Board has
invited public comment on ways in which the disclosures required under Regulation Z can be

made more i o ‘The Board is conducting extensive consumer testing to
deternxne what information is most important to consumers, ‘when that mfurmmmn is most
useful, what Janguage and formats work best, and how can be e izcd
and d to reduce and i ion overjoad. To that end, the Board has hired
design 1o assist in developiug model di that are most likely to be effective in
icating i ion to y, the Board also plans to use consumer
testing 1o assist in developing model diselosure forms. Based on ths review and testing, the

Board will revise
congressional consideration.

and, if fate, develop statutory changes for
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Mr. David G, Weod
Page2

The Board’s staff has provided technical comments on the dral GAO report separately.
We appreciate the efforts of your staff to respond to our comments.

Sincercly,

e Cody Goebel, Assistant Director, GAO
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GAO Contact and Staff Acknowledgments

A

GAOQO Contact Dave Wood (202) 512-8678

Staff In addition to those named above, Cody Goebel, Assistant Director; Jon
Acknowle d gmen ts Altshul; Rachel DeMarcus; Kate Magdelena Gonzalez; Christine Houle;

Christine Kuduk; Marc Molino; Akiko Ohnuma; Carl Ramirez; Omyra
Ramsingh; Barbara Roesmann; Kathryn Supinski; Richard Vagnoni; Anita
Visser; and Monica Wolford made key contributions to this report.

(250248) Page 108 GAD-06-929 Credit Cards



533

GAOQO’s Mission

The Government Accountability Office, the audit, evaluation and
investigative arr of Congress, exists to support Congress in meeting its
constitutional responsibilities and to help improve the performance and
accountability of the federal government for the American people. GAO
examines the use of public funds; evaluates federal programs and policies;
and provides analyses, recommendations, and other assistance to help
Congress make informed oversight, policy, and funding decisions. GAO's
commitment to good government is reflected in its core values of
accountability, integrity, and reliability.

Obtaining Copies of
GAO Reports and
Testimony

The fastest and easiest way to obtain copies of GAO documents at no cost
is through GAQ’s Web site (www.gao.gov). Each weekday, GAQO posts
newly released reports, testimony, and correspondence on its Web site. To
have GAO e-mail you a list of newly posted products every afternoon, go
to www.gao.gov and select “Subscribe to Updates.”

Order by Mail or Phone

The first copy of each printed report is free. Additional copies are $2 each.
A check or money order should be made out to the Superintendent of
Documents. GAO also accepts VISA and Mastercard. Orders for 100 or
more copies mailed to a single address are discounted 25 percent. Orders
should be sent to:

U.S. Government Accountability Office
441 G Street NW, Room LM
Washington, D.C. 20548

To order by Phone: Voice:  (202) 512-6000
TDD:  (202) 512-2537
Fax: (202) 512-6061

To Report, Fraud,
Waste, and Abuse in
Federal Programs

Contact:

Web site: www.gao.gov/fraudnet/fraudnet.htm
E-mail: fraudnet@gao.gov
Automated answering system: (800) 424-5454 or (202) 512-7470

Congressional
Relations

Gloria Jarmon, Managing Director, JarmonG@gao.gov (202) 512-4400
U.8. Government Accountability Office, 441 G Street NW, Room 7125
Washington, D.C. 20548

Public Affairs

Paul Anderson, Managing Director, AndersonP1@gao.gov (202) 5124800
U.S. Government Accountability Office, 441 G Street NW, Room 7149
Washington, D.C. 20548

A,
PRINTED ON %é RECYCLED PAPER



534

i
&z GA

Accountability + int

United States Government Accountability Office
Washington, DC 20548

February 28, 2008

The Honorable Carolyn Maloney

Chairwoman, Subcommittee on Financial Institutions
and Consumer Credit

Committee on Financial Services

House of Representatives

Subject: Credit Cards: How the Two-Cycle Billing Method Works
Dear Madam Chairwoman:

In accordance with a discussion with your staff, this letter provides certain
information supplementing our September 2006 report, Credit Cards: Increased
Complexity in Kates and Fees Heightens Need for More Effective Disclosures to
Consumers (GA0-06-929, September 12, 2006). In that report, we discussed, among
other things, billing practices of credit card issuers that could affect cardholders’
costs. One such practice concerned the balance computation method—that is, the
method used by issuers to compute a cardholder’s unpaid balance for the purpose of
assessing finance charges (interest). Our report contrasted two methods: the “single-
cycle” billing method, and the “two-cycle” billing method.' As we noted in the report,
on some cards issuers used a two-cycle billing method. In such cases, if a cardholder
with no previous balance fails to pay the entire balance of new purchases by the
payment due date, then—on the next periodic billing statement—issuers compute
interest on the original balance that had been subject to an interest-free period.

To understand the distinction between these two methods, some general background
may be helpful. Issuers generally establish billing “cycles,” consisting of a certain
number of days (sometimes, a calendar month) and after each billing cycle ends, send
the cardholder a stateinent. The statement shows the outstanding balance, purchases
and other transactions made on the account during the cycle, and a payment amount.
The cardholder generally has the option of paying the entire amount owed on the
account (the total outstanding balance), the specified minimum payment, or any

! The “two-cycle” billing method is also called “double-cycle” billing, which is the term used in our
September 2006 report (GAO-06-929).
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amount in between.’? If the cardholder pays the total outstanding balance by the
payment due date, the issuer “waives” the interest on purchases made in the previous
cycle and identified on the statement. In effect, this treats the period between the
date(s) of the purchase(s) and the date payment is credited to the account as an
interest-free period.

However, if a cardholder—who previously had no outstanding balance—does not pay
off the entire outstanding balance, then the following periodic billing statement
generally will include finance charges on purchases made in the previous cycle.
Issuers compute the finance charge differently depending on the length of time for
which they assess interest, as determined by whether the issuer uses the “single-
cycle” or “two-cycle” method. The difference in finance charges is illustrated in
figure 1 below for a cardholder that makes a $1,000 purchase in one period and then
pays off most but not all of the balance in the next period.

o Asshown in figure 1, under the “single-cycle” method, the card issuer
computes interest on the outstanding balance from the beginning of Cycle 2.
So, for example, if the cardholder’s billing statement for Cycle 1 had shown a
total outstanding balance of $1,000 in purchases, and the cardholder paid
$900, then—for the following billing statement—the issuer would assess (1)
daily interest on the $1,000 for those days in Cycle 2 before the cardholder’s
payment is credited to the account, and (2) daily interest on $100 for the rest
of the days in Cycle 2. Under this method, the $1,000 balance is subject to an
interest-free period between the purchase date and the end of the billing cycle
in which the purchase occurred (Cycle 1).

e Under the “two-cycle” method, the card issuer computes interest on the
$1,000 balance, not from the beginning of Cycle 2, but rather from the date of
the purchase, which occurred during Cycle 1. So, in this example, the issuer
assesses interest for all days for which there was an outstanding balance of
$1,000 in Cycle 1, which would not be assessed under a “single-cycle” method.
In addition, the issuer assesses interest for all days in Cycle 2 for which the
outstanding balance is $1,000, as well as the days in this cycle after the $300
payment is credited to the account.

* Specific practices may vary according to the terms and conditions applicable to specific cards. Under
regulations implementing the federal Truth in Lending Act, issuers are generally required to disclose
key information relevant {o the costs of using the card, including the applicable interest rate that will
be assessed on any outstanding balances.

Page 2
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Figure 1: How the Two-Cycle Billing Method Works
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Note: We calculated finance charges asswming a daily periodic rate of 0.03616488 percent (13.2
percent APR), compounded daily.

In this hypothetical example, the cardholder’s Cycle 1 bill arrives 8 days into Cycle 2,
and the cardholder’s payment is credited 7 days later (or 15 days into Cycle 2). In this
scenario, the cardholder would be assessed a finance charge of $5.61 under the
single-cycle billing method, or a finance charge of $13.68 under the two-cycle method.
However, the difference in interest would also be affected by the date on which the
cardholder makes the payment—aor more precisely, the number of days into Cycle 2
that elapse before the cardholder’s payment is credited to the account. If the
cardholder paid the same amount, for example, but the payment was credited 25 days
into Cycle 2, then—all else being equal—the cardholder would be assessed a finance
charge of $8.87 under the single-cycle billing method, or a finance charge of $16.94
under the two-cycle method,

Page 3
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I hope this information is helpful. If you have questions, please contact me at (202)
512-8678 or woodd@gao.gov.

Sincerely,

Nowvid & Woud
David G. Wood
Director, Financial Markets

and Community Investment

Page 4
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Congress of the Anited States
Washington, 8¢ 20513
February 1, 2008

Mr. John C. Dugan

Comptrotler of the Currency

Office of the Comptroller of the Currency
250 E. Street, SW

Washington, DC 20219

Drear Comptroller Dugan:

As you know, bath Congress and the bank regulators have been looking closely at current
credit card industry business practices, the overall costs bome by consumers for card
products, and the potential need for further legislative and/or regulatory action to address
concerns raised in the credit card marketplace. We have heard concerns from many
consumers about, among other things, a lack of clarity from credit card issuers in
explaining account features, terms, and pricing and we remain concerned about
consumers who become trapped in a cycle of debt as a result of unexpected fees or vate
increases. Your office has previously taken action to address concerns over certain
industry practices. Current Federal Reserve Board (Fed) rulemaking, some three years in
the making and now winding down to final action, likewise appears to be focused on
resolving much of what remains in controversy. Such scrutiny has led to much dehate and
varjous changes in industry practices aimed at addressing legitimate problems faced by
consumers in the marketplace.

Yet the question still remains as to whether more needs to be done. While we recognize
that it may be premature to make such judgments given the pending nature of the Fed’s
rulemaking, we ask for your guidance on some of the more complicated aspects of the
credit card debate. As the federal regulator with the expertise and regulatory authority
over the vast majority of our nation’s credit card institutions, your office is well
positioned to give us the necessary insights into the various issues at hand.

A number of proposals to address these concemns have been discussed by policymakers,
such as:

+ Prohibitions on considering accurate but negative information on a consumer’s
creditworthiness, such as their performance on other credits both at other lenders
or with the institution itself, in determining the pricing of a credit card loan;
Prohibitions on maximum interest rates applicable to credit card loans;
Prohibitions on the ability to charge interest on outstanding credit card balances;
Limitations on how finance charges are assessed;

Requirements to allocate payments to highest rate balances first, or to apply
payments on a pro-rata basis to outstanding balances subject to differing interest
rates (e.g., promotional rate balances vs. new balances vs. cash advances); and,

* Improvements in the timing and adequacy of credit card disclosures.
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Comptroller of the Currency
Administrator of National Banks

Washington, DC 20219

April 15,2008

The Honorable Dennis Moore
United States House of Representatives
‘Washington, D.C. 20515

Dear Congressman Moore:

Thank you for your recent letter to me about the regulation of credit cards. In your letter, you
described several proposals intended to address concerns that have been raised recently about a
variety of credit card practices. These proposals have included:

e Prohibitions on considering accurate but negative information on a consumer’s
creditworthiness, such as their performance on other credits both at other lenders or with
the institution itself, in determining the pricing of a credit card loan;

Prohibitions on maximum interest rates applicable to credit card loans;

Prohibitions on the ability to charge interest on outstanding credit card balances;
Limitations on how finance charges are assessed;

Requirements to allocate payments to the highest rate balances first, or to apply payments
on a pro-rata basis to outstanding balances subject to differing interest rates (e.g.,
promotional rate balances vs. new balances vs. cash advances); and

e Improvements in the timing and adequacy of credit card disclosures.

You asked for the OCC’s views about proposed restrictions on the terms and pricing of credit
cards. In particular, you asked for our assessment of the impact of such proposals on the
availability of credit, on the safety and soundness of lending institutions, and on the economy. I
will be happy to provide you with my perspectives on credit card regulation generally, as well as
on some of the proposals you have identified — imposing limitations on risk-based pricing,
“universal default,” allocation of payments, and certain methods of assessing finance charges,
and making improvements to the timing and adequacy of consumer disclosures for credit cards.*

The regulation of credit cards presents several unique challenges. As an initial matter, it is
important to recognize that credit cards are fundamentally different from other common
consumer credit products like closed-end home mortgage loans ~ not only in the structure of the
product, but also in the credit risks inherent in the product. Unlike a mortgage loan, each credit

! Some of the proposals you describe are similar to what is contained in legislation that has been introduced in the
Congress and my letter is not intended as a comment on specific legisative proposals.
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card transaction is a new extension of unsecured credit that is not separately underwritten at the
time of the transaction. Instead, the consumer has been qualified for revolving transactions up to
a specified credit limit at the time the account is approved. Moreover, in contrast to closed-end
home mortgage loans, the individual consumer, not the lender, generally determines the amount
of credit that is revolved, the amount of payment above the minimum required payment, and the
length of repayment. In these respects, credit cards provide convenient and immediate access to
credit throughout the account relationship without consumers having to apply, and be approved
for separate new loans. Because of these features, however, the credit risk for credit cards can
vary throughout the account relationship based on fluctuations in rates, market developments,
and changes in a borrower’s creditworthiness. These conditions can increase the credit risk
presented not only by new transactions, but also by account balances that may have accrued
when credit risk was low. Banks manage such changes in credit risk through practices such as
closing accounts, shortening account expiration dates, and/or limiting future credit advances.
Risk-based pricing also can be an effective tool for managing credit risk.

The OCC expects national banks to engage in ongoing and prudent risk management with
respect to their credit card accounts, and they need to be able to use all the tools that are available
to do this. Thus, we would generally be opposed to restrictions that could unnecessarily impede
banks’ ability to monitor and contain credit risk.

For the most part, there has been little substantive regulation of the terms of credit card products,
such as interest rates, fees, and grace periods. Instead, the primary focus of regulation of credit
cards by Congress has been on providing consumers, through mandated disclosures, with notice
of the costs and terms of a credit card. Although a bill passed the Senate in 1991 that would
have imposed a cap on credit card interest rates, it was not passed by the full Congress after
critics argued that such a law would cause significant market disruptions and reduce the
availability of credit. Under our predominantly disclosure-based system of credit card
regulation, consumers receive disclosures of the material terms, fees, and other costs of a credit
card product before entering into the contract and in periodic statements.

As I explain below, however, for this system to work well, I believe that disclosure should be
designed not only to convey information effectively, but also to create an opportunity for
consumers to make an informed and meaningful choice about particular product terms and credit
practices.” Consumers need this opportunity for meaningful choice before they commit to a
particular credit card as well as at key decision points throughout the account relationship when
terms change.

Disclosure has been the cornerstone of federal consumer protection regulation for credit card
users, and there would be costs associated with going beyond disclosure to regulate credit card
practices. For example, proposals to restrict creditors’ ability to monitor and manage risk,
including through risk-based pricing, could have unintended consequences to the cost, supply,

? For a more comprehensive discussion of credit card regulation, see my Congressional testimony on these issues,
Testimony of John C. Dugan, Comptroller of the Currency, Before the Subcommittee on Financial Institutions and
Consumer Credit of the Committee on Financial Services of the U.S. House of Representatives (June 7, 2007).
http:/www.occ.gov/ftp/release/2007-54b.pdf.
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and availability of credit cards. In other words, we should expect that creditors will react to such
restrictions by increasing the price of credit cards for some or all consumers and reducing the
type and amount of credit that is available. Credit cards are a substantial segment of the
consumer credit market as they have been used for more than $1 trillion in transactions over
time. Consequently, a severe reaction by card issuers to market restrictions has the potential to
add stress to general economic conditions. Thus, the issues you raise in your lefter are complex
ones that merit a careful assessment of the benefits and consequences of particular responses.

Nevertheless, it is clear that we are seeing a backlash against certain credit card practices. The
intensity of this concern is apparent from the sheer number and types of proposals that have been
made in reaction to these practices.. As you know, the Federal Reserve Board published an
extensive proposal to revise the Regulation Z open-end credit disclosure rules and to bring them
current with market developments. We strongly support the Board’s actions in this regard, and
their proposal, if adopted, would bring much-needed improvements to credit card disclosure
rules.

Other proposals, however, have not been limited to addressing the content or adequacy of
disclosures, but instead have called into question the underlying practices themselves. So-called
“universal default” provisions are one example. Universal default provisions allow card issuers
to increase interest rates on new transactions, as well as on existing balances, where a customer
has failed to make required payments on another account or obligation. Concerns about
universal default involve the faimess of applying a penalty rate to existing balances based on risk
indicators not directly related to repayment on the account itself -- even though those factors can
indicate a customer’s increased credit risk. In contrast, when a customer defaults on his or her
obligations under the terms of the credit card, the heightened credit risk is clear, direct, and
immediate and, assuming there is meaningful notice, the customer is not surprised that there is a
consequence.

While a prohibition on universa)] default would certainly eliminate the source of these
complaints, that restriction could also deprive creditors of the ability to adjust rates to reflect
increased levels of credit risk. I believe there are other ways to address concerns about universal
default penalty pricing that would not adversely affect a creditor’s ability to monitor and control
credit risk in these circumstances. In a comment letter I sent to the Federal Reserve Board on its
proposal to revise the Truth in Lending Act regulations governing credit cards, I offered one such
alternative. Irecommended that the Board amend Regulation Z to provide that, before a credit
card issuer may increase the interest rate on an account pursuant to a universal default or
unilateral change in terms provision, the issuer should be required to provide the consumer with
a reasonable opportunity to opt out of the change. Thus, for example, when a creditor seeks to
impose a penalty rate on an account because of deterioration in a consumer’s credit score or
default on an account with another creditor, the opt-out right would enable the consumer to pay
down the outstanding card balance in accordance with the existing terms. If the consumer opted
out of the rate increase, the creditor would be permitted to close the account to new transactions
or the consumer could be permitted to keep the account open on the existing terms for a period of
time, perhaps until the card expiration date. Structured in this manner, such an opt-out would
preserve the creditor’s ability to monitor and respond to changes in a borrower’s

3
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creditworthiness using all relevant information and to control for any changes in credit risk.
This is important for the safety and soundness of credit card issuers.

In my comment letter, I also noted that some issuer practices may be so adverse to consumers or
generally so difficult to understand that they may require an alternative disclosure approach that
would warn consumers about the result of the practice, rather than simply describe its mechanics.
A different form of disclosure could provide consumers with the type of information that would
be more useful in helping them to make informed and meaningful choices. Short of imposing a
ban, it could nevertheless serve as a potent check on these more aggressive practices.

We gave two examples of practices that should be strong candidates for additional warning-type
disclosures — if such practices continue to be lawful. The first is commonly Teferred to as “two-
cycle billing.” Consumer testing indicates that most consumers do not understand that two-cycle
billing can result in the retroactive elimination of grace periods in certain circumstances.
Therefore, we recommended that the Federal Reserve prohibit the use of two-cycle billing,
unless the consumer receives a prominent warning that the consumer’s failure to pay off the
entire balance due will result in interest charges on the entire amount of the balances for two
billing cycles.

The second practice relates to the assessment of penalty fees without any affirmative act by the
consumer that would trigger the penalty. Some issuers may charge overlimit fees at the end of a
billing cycle when the assessment of periodic interest for that cycle causes the entire balance due
to exceed the credit limit established for the account. Similarly, when a customer fails to pay the
amount due on time in one billing cycle, and the assessment of a late fee causes the account to
become overlimit, some issuers may assess not only the late fee but also an overlimit fee in the
next billing cycle. Some issuers also may impose penalty fees in consecutive billing cycles
based on a single prior breach by the consumer. Such practices of imposing “fees-on-fees” may
surprise and impose significant costs on consumers, though neither the practice nor these costs
may be readily apparent from the disclosures currently required to be provided to consumers.
We recommended that the Federal Reserve require special wamning disclosures in such instances
as well.

As you know, the Federal Reserve Board’s proposal also would do a numbet of things to
improve the content and timing of disclosures for credit cards, and we strongly endorse their use
of consumer testing to improve the effectiveness of consumer disclosures. In my comment letter,
we also specifically supported the Board’s proposal to enhance disclosures about the allocation
of payments to balances subject to different interest rates, such as a lower promotional rate for
balance transfers. In our experience, many consumers do not understand that payment allocation
methods can vary and that a creditor’s payment allocation practices may increase the relative
cost of using the account when it includes features with different APRs. The Federal Reserve

* As noted above, when a consumer defaults on his or her obligations under the terms of the credit card, the credit
risk consequences are more direct and immediate. Assuming there is meaningfu! notice, the consumer is not
surprised when the creditor takes appropriate action to address this risk. Consequently, we do not favor providing
consumers the right to opt out of an increased interest rate based on risk factors related to the consumer’s repayment
performance on his or her card account with that creditor.
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did not propose restrictions on how creditors must apply payments among balances subject to
different interest rates, however, and such restrictions would not appear to be necessary —
provided that creditors clearly disclose the payment allocation method to consumers before
consumers enter into the credit contract. As you know, credit card companies compete for new
customers by offering temporarily low interest rates on balance transfers, and many consumers
can benefit by lowering their borrowing costs when they transfer credit balances to a lower-cost
account. If payment allocation rules were imposed, however, the result might well be fewer low-
rate promotional programs that benefit customers, and changes to the way credit cards are priced.

Ultimately, it is a matter for the Congress to decide when disclosures alone may be inadequate to
address consumer protection concerns about credit cards. As I noted above, this decision will
involve weighing the benefits and consequences, or “trade-offs,” of particular responses. And
the Congress may well conclude that, with respect to certain practices, it is appropriate to
intervene in the market. However, as you point out in your letter, the glare of recent scrutiny of
credit cards itself has had the positive effect of causing many issuers to change their offending
practices without the need for changes to the law.

Finally, let me respond to your question about whether the OCC and the other bank regulators

_ have sufficient authority to take action to address concerns about certain credit card practices and
whether we believe additional authority is necessary. The OCC has taken a number of steps to
address issues relating to inadequate and ineffective disclosure of credit card practices, practices
that pose safety and soundness concerns, and practices that may be characterized as unfair and
deceptive. For example, we have taken a number of enforcement actions to address credit card
practices that we found to be unfair or deceptive, particularly involving subprime credit card
issuers. The OCC has sufficient authority to supervise the credit card operations of national
banks, and to take enforcement actions as necessary to address violations of law,

However, given our substantial supervisory authority over many major credit card issuers, it is
anomalous that the OCC does not have any formal role -- either through consultation or direct
rule-writing authority -- in the implementation of either of the two major consumer protection
laws that affect the credit card operations of national banks. Therefore, I believe that the OCC
should be provided joint rulemaking authority with the Federal Reserve Board and the other
federal banking agencies under the Federal Trade Commission Act relating to unfair or deceptive
practices. I am pleased to note that legislation bas been introduced in the Congress that would
provide us with that authority. I also believe that, at a minimum, the Federal Reserve Board
should be explicitly required to consult with the OCC (and the other federal banking agencies) in
its rulemakings affecting credit cards under the Truth in Lending Act.

T hope that this has been responsive to your inquiry. If you have any further questions, please do
not hesitate to contact me.

-5-
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DISCOVER

FINANCIAL SERVICES

Rep. Mike Castle
United States House of Representatives
Washington, D.C. 20515

Dear Congressman Castle;

1am responding to your request for clarification of an answer I gave at last week’s hearing on the
“Credit Cardholder’s Bill of Rights”, H.R. 5422.

At the hearing, Chairwoman Maloney asked whether I agreed that the bill did not impose price
controls or set fees on credit cards. Her question followed up on a comment [ made about the
negative consumer impact of a statutory late fee ceiling that was imposed in the United Kingdom
where we formerly issued a credit card.

H.R. 5422 does not contain provisions that mirror the U K. late fee ceiling or set fee levels. But
we think that some of the bill’s provisions are likely to have the same effect: increased prices,
reduced consumer choice and curtailed credit availability. For example:

prohibiting the adjustment of interest rates when there are changes in the
original underwriting assumptions about the borrower’s ability or willingness
to repay, effectively “caps” the APR on these accounts for the life of the
account. This requires that costs of extending credit to these riskier borrowers
to be covered through higher prices (initial APR, fees) or by tightening
qualification standards, lowering credit lines, etc.

prohibiting banks from using a particular balance computation method
reduces the interest that is derived from that method. The shortfall must be
made up though additional or higher fees or APRs, shorter grace periods, or
other changes.

limiting over limit fees to once monthly and three times consecutively is a fee
cap that reduces borrowers’ incentive to keep spending below their credit

Whether or not any of the provisions of H.R.5244 constitute price controls should not be a
determinative issue. What is important is to ensure that nothing in the bill would have the
unintended consequence, like UK’s legislated ceiling on fees, of driving up consumer costs or
impairing consumers’ ability to obtain credit from regulated financial institutions. As both my
hearing statement and written submission indicate, we are concerned that H.R, 5422 might do
that,

Sincerely,

Z AT

Discover Financial Services 2500 Lake Cook Road Riverwoods, IL 60015
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Please include the following testimony supplement to the record relevant to HR-5244. 05/16/08

A detailed review of Mr, David P. Hogan’s Chase Bank rebuttal of my written testimony reflects
predictable and selectively comptehensive denials of material fact and omissions of convenience. In
addition, facts briefly outlined below also setve to refute 04/17/08 testimony of Ms. Julic Williams of
the OCC. Ms. Williams’ testimony contains leaps of faith and jumps to conclusions not supported by

practical application or realistic tesults. These reflect idealistic and industry-protective implementation

goals maintaining the status quo support of recommendations that serve to further the current statc of
Revolving Credit lending policy at the expense of American consumers, in the same way as has already

been witnessed since the late 1990s. Neither Mr. Hogan nor Ms. Williams address “lender errot”. In

repudiation of Mr, Hogan’s rebuttal and Ms. Williams’ testimony, I add the following to my testimony:

My payments are nommally made by check using the bank’s own bar-coded mailing envelopes in
the traditional manner, as well as interim payments made in standard envelopes as may occur due to a
missing statement in whicli no bar-coded envelope would be reccived. Briefly, starting from late-2001,

several instances of consecutive, repeated late- and non-receipt of monthly statements, and late- and

non-posting of payment occurred. A literal following of pre-disclosed “rules” resulted in opportunistic
predatory marketing policies designed to induce lower credit scotes via additional debt, tecurting APR
increases, “Universal Default”, and tesultant usutious finance charges. The nature of these practices is
reminiscent of classic deception in advertising. These predatory tactics ate cleatly evident in all four
Revolving Charge accounts with FirstUSA /BankOne/Chase Bank, while ~130+ other vendors showed
no such degree of practice, 10+ also being unsecured Revolving Charge accounts. Traditional Ioans
were very expensive post 9-11, and it was not disclosed that under-limit utilization of available, assigned

credit lines would be arbitrarily penalized by reduced credit and applications of Universal Defanlt.

In the wake of 9-11 and biochemical threats to the US Postal Service, service delays necessitated
policies of disclaimer, such as continue in Washington to this day. But frequent Chase Bank ertors (or
USPS failures) were made accountable to me, producing excessive finance charges, then accompanied
by continual offerings of low-pticed “Siten Song” promotions designed to exacetbate a situation I was
already being penalized for. Apparently, cither wide chasms exist between bureaucratic departmental
communications, ot these unethical practices are engineeted. As time went on, I came to realize that
petceived “communication breakdowns” wete coordinated efforts to enhance furthering spirals of debt.
It no longer appears that “one hand does not know what the other is doing”, but that econcerted efforts

are made to induce maximum penalties and finance charges by lowering FICO and raising APRs.
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For example, as balances were paid down, Chase Bank would “follow” my balances down by
lowering the credit limits to within a razor’s edge of newly-lowered balances, contrary to Mr. Hogan’s
assertion. This tactic ensured full utilization of my credit limits by keeping my usage artificially high,
thereby manipulating reports of full utilization to credit bureaus, negatively impacting credit scores,
and paving the way to continually raise APRs rather than freezing accounts, had Chase felt so inclined.
I tumed down dozens of low-APR promotional offers as obvious, recognized marketing ploys designed
to tenew increased levels of recently paid-off debt. Mr. Hogan’s rebuttal recap indicates numerous and
severe inaccutacies produced as a tesult of Chase’s own incomplete tecords and ignored matetial facts.

My experience reflects that of many other Chase customers. Personal expericnces abound, for instance:

Hogan: “...Mr. Strachan was repriced for being in default when he did not make a paymient.”

Strachan: Payments were made and some posted late, thus appearing to have cycled into following
months. Errors in billing and posting wete generally discovered with receipt of following
monthly statements. Additionally, numerous consecutive statements wete not received
due to Chase admitted repeat computer exrors with my address. After several complaints,
a Chase Bank representative stated that “(We) ate not required to send out statements.”
Chase’s report of late payment to a credit bureau had to be reversed and was documented
back to me. Some late fees and multiplied finance charges were reversed due to bank
crror, but APRs continued to tise and Universal default applications ensued with other
lenders. In each casc of delay, without regatd to cause or fault, payments were made
immediatcly upon discovery, or when a requested duplicate statement was reccived via
USPS, as fax requests were not granted. APRs were not only raised contractually along

with increases in the prime rate, but also independently of prime, contrary to assertion.

Hogan: “While it is true that a line reduction can cause a FICO score to fall, what startcd the
(line reduction/repricing) was a rapid increase in (debt), (late and reduced) payments.”

Strachan: Mzt. Hogan fails to acknowledge that a majot contributing factor to debt increase was the
very application of “Univetsal Default”, constantly tising APRs, and continual loweting
of credit limits (absent any new charges), thus creating vicious cycles of cause and cffect.

Resultant “Universal Default” occurred after Chase continually raised my APRs while

“cliasing™ my credit limits down to levels dangerously close to new lower balances. This
Chase tactic of loweting credit limits to razor-thin matgins of lowcred balances ensured
an appearance of full utilization, despite continually falling balances. My FICO score fell

47 points when added finance charges exceeded a newly unilaterally-lowered credit limit.
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Chase then had to reverse a resultant negative report made to a credit bureau by raising
the ctedit limit a few hundred dollars, lowering it again, and documented the situation
back to me. APRs still continued to rise even though the bank documented errors and
reversed the Bureau tepott. By raising APR and finance charge by as much as 300%, a

triple-sized payment would then be construed as “minimum”, ~$100,000 in payments to

Chase, not reported to credit bureaus, ensured artificially high levels of outstanding debt.
Mz. Hogan’s rebuttal fails to acknowledge these and other salient facts. Specific details

and particular effects of many other key events can be made available to qualified parties.

Hogan: States that Chase late-posting or non-posting of payments is “simply not the case”.

Strachan: My tecotds clearly indicate numerous instances of practices in which the departmental
butcaucracy of FirstUSA/BankOne/Chase Bank displayed either a dysfunctional and
uncoordinated hierarchy, or was engineered by design in order to squeeze every possible
dollar of profit from proven tesponsible borrowers. Mi. Hogan’s information evidently is
exclusive of obvious facts aside from information supplied in his rebuttal of 04/ 16/08.
My recotds include very specific details and backup documents, factual data apparently
not made available to Mr, Hogan at the time of his rcbuttal. Elements of this wide artay

of predatory lending practices arc still obvious in my paid off Chase accounts, even today.

The information in Mr. Hogan’s rebuttal is likely to have been imputed to him by Chase Bank’s
computer summaty as he conveys no instances of any documented non-receipt of statement (continued
and consecutive), late-posting and non-posting of payment, blatantly inaccurate statements made by
Chase Customer Service representatives, and highly unprofessional personal innuendo and clearly false
statements made by more than one Chase representative. Errors and practices accountable to specific
bank supervisors are either not made part of Chase’s record, or simply omitted from his rebuttal. Three
currently existing accounts with Chase Bank were mentioned by Mr. Hogan in a 350+ page rebuttal
received during the late night houts priot to the day of my scheduled verbal testimony. A fourth, now
closed account is not addressed in his rebuttal at all. All four accounts with Chase Bank exhibit clear,
documented, and unconscionable displays of practices ultimately leading to applications of Universal
Default and thenee, perceived violations of traditional default that Chase atttibutes to me. Regardless
of cause, the effects of these practices have been the same, and are still evident and clear in Chase and
other credit accounts to this day. In each instance of irregularity, expedited payment and/or EFT was
made jmmediately upon discovery with no regard given to which party may or may not have been

accountable, discoveties generally made upon receipt of a following statement ~30+ days later,
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I expctienced no such situation with my Chase Auto Installment accounts, past ot present.
Similarly, multiple Revolving Charge accounts with CitiBank, Capital One, Discover, Advanta, MBNA,
American Exprcss, NextCard, and even US Bank did not witness FirstUSA/Bank One/Chase degrees
of egregious extortive and prcdatory practices as outlined in my testimony, and either unacknowlcdged

or flatly dcnied in Mt. Hogan’s rcbuttal, et alone any of another ~130 vendors of other goods/scrvices.

In April, 2008, a review of my Equifax report reflected a Chase account’s entire ($ amount) credit
line as $0. I then contacted both Equifax and Chasc Bank so as to have the ertor corrected. I received
a letter from Chase explaining that my (§ amount) credit line is actually a “credit access line” with “no
preset spending limit”, and thus somehow exempt from certain accepted standards of reporting. This
report was finally revised in May, 2008 aftcr a failure to accurately report for a very long time. Similarly,
just prior to 04/17 testimony, US Bank’s claim that my ($ amount) account was a “credit linc” rathcr
than a “credit card” led to removal of highly rclevant testimony, contradicting a commonly accepted
definition of instruments utilized to access unsecured “revolving charge” accounts. Twice in one week
witnessed instances in which Ienders “blurting the lines” of commonly used terminologies has been
aimed at exempting some common unsecured Revolving Charge instruments from relevant, needed
oversight lcgislation. The adage “if it walks like a duck and quacks like a duck, it's a duck” is truly
pertinent, and must be applicable to all aspects of these murky waters of credit lending practiccs, not
just selectively as would setve the lender alone, Within unsecured Revolving Charge accounts, various
instruments and forms of access to credit available in that account are considcred by consumers to be
“inclusive”, for all intents and purposes. Whether “credit line”, “credit limit”, “credit card” or “credit
convenience check”, etc., terminologies have been, and still are, used interchangeably by consumers,
government, and even the banking industry itself. However, selective exclusion by making distinctions
without making a difference setves to exempt the inclusion of normal Revolving Charge products from
required oversight and legislative controls. Lender attempts to exclude transactions implemented by

“non-plastic card” product instruments, such as Balance Transfer or Cash Advance “Access” Checks,

Telephone- and Electronic Funds Transferss, etc. further obfuscate and exempt those transactions from
effective controls. These are all instruments utilized to access unsecured, Revolving Chatge accounts,
and comprise a growing portion of unsecured, outstanding Revolving Charge debt. Definitions and
valuations considered during the drafting of TILA 30-40 years ago are now grossly insufficient. Hence,
now-common, widely-promoted products are not amply considered. Exemptions viewed as reasonable
under TILA and FCRA do not recognize modern instruments of access and higher credit limits, giving
some overzealous lenders a basis for abusive practice. Initial account limits and widely used products

are thus assigned at levels with definitions exempted by TILA, and therefore ripe for coetcive abuse.
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From the petiod of the mid-to-late 1990s, credit lines of $25,000+ have been more prevalent than
the period in which TILA was drafted and have grown to become a profitable “feeding ground” for the
predatory practices of some averzealous lenders. Consequently, such accounts must ngt be exempted
from the Truth in Lending Act and other rclevant legislation, and thus be afforded similar protection.

“QOpting out” ot “lowering imits” have severe repercussions for risk metrics reflected as FICO scoring.

I do not wish to being harm to either Chasc, their cuslumets; or myself. I do, however, wish to
correct wrongs that some }enders have done, bring clarity and fairness to these examples of disparate
influence and power, and will continue to seek redress through all available forums, whether public or
ptivate. Lax regulation and dubious oversight have shown that “The fox cannot watch the hen house”.
Implied admission by banks of discontinued applications of some predatory policies, including Chase,
do nothing to address injuries alteady experienced, nor have attempts been made by lenders to return
these predatory, cxtortive, and ill-gotten gains, roll back terms on a retroactive or going forward basis,

ot exhibit any true, meaningful intention to obviatc the need for cffective, modernized legisiation.

When lender etrots occur, they tend to be compounded by the time they are discovered. This
has been made painfully evident in the actions of Chase Bank relevant to the four accounts mentioned
above. On occasion, penalty fees wete waived, all the while the bank continuing to raise my APRs and
finance chatges mercilessly by as much as 300%-400%. As a tesult, my payments were then reflected as
“minimum” amounts rather than multiple and latger in sizc, thus appearing “risky” or “deteriorating”.
The negative effects of instances of late-posting, non-posting, non-receipt of statement, and inaccurate
information given by Chase representatives in numerous documented cases were then ascribed to me.
Mt. Hogan’s rebuttal makes no mention of, not gives validity to any of these corporate mistakes, but
implies that my account activity was somehow devoid of my many documented attempts to address
those crrors, even when instigated by these clearly discernable Chasc actions. In his recap of rebuttal,
Mr. Hogan infers that Chase Bank was somehow “unerring” in execution, despite documented rccords
of this “comedy of errors”. Chase Bank’s errors are, and have been, prevalent, very expensive, and have
madc a material impact on my personal and financial well-being since late-2001. The consequences of
these errors truly stretch the imagination, but are very real, nonetheless. My commitment as a borrower
and a strong resolute refusal to capitulate were primarily responsible for preventing any of my accounts
from becoming delinquent, and high balances were paid off years ahead of term regardless of Chase
Bank’s appatent efforts to take advantage of my responsible repayment history. TILA and FCRA, as
“doctrines of fairness”, have been run aver roughshod in my and millions of other cases. I maintain a

788 FICO score to this day, yct the pemicious effects of Chase’s predatory policies continue to persist.
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May 12, 2008

House of Financial Services Committee
US House of Representatives
Washington, DC 20515

Dear Committee:

1 first wish to say Thank You for allowing me to testify this time. It was a very scary experience, but | feel a
very worthwhile one to talk about why we need HR5244.

1 found it interesting that the letter Chase sent to the Committee to rebuttal my testimony, Chase had asked
that it not be made part of the public record yet they were quick to hand out themselves. They followed me
outside the courtroom and jumped on any reporter { talked to. They then said it was not the same letter but
it was very close to the same letter just not addressed to the committee and few things feft out which point
out the faimess issues (I was given a copy from one of the reporiers). To me this shows that Chase does
not want my story told because they know it represents the average American who plays by the niles but is
not treated fairly. When reading the letter, | personally would be embarrassed to hand it out or even give it
to the committee. It again, only confirms, that | have not been treated fairly and (does not clarify or justify)
why | have different interest rates on three different Chase Credit Cards. !f you just glance at the letter
without really reading it and/or knowing what to look at and the story of looking for faimess for the three
different interest rates, you would buy the story Chase wants you to believe. There is only one of me so
there should be oniy one risk

According to Chase if you use the limit that they have set, you are considered over extended.

{n addition, they determine the minimum payment but if that is what is paid, you are considsred over
extended. The way the agreement reads you only need to stay under your limit and make at least the
minimum payment. Where in the agreement does it state that if you use your limit or make minimum
payment they will consider you over extended and can reprice you? Perhaps | am unable to see in the
agreement where it states this because the agreement is so long and ambiguous. Why issue those limits if
you cannot use them?

in a complaint that Chase received from me they state in their response and the fetter to the subcommittee
that they reviewed my accounts and current financial status when they received the complaint 4/2008. How
can they review my current financial status without asking me if | still am in the same position as the last
time (which | am not) and what my current salary is? They never asked me anything but yet reviewed my .
current financiat status, which would mean my salary compared to debit. HHHMMM, would Love to know
how they did this.

They state that | use 80% of my credit line with ail three Chase Credit Cards. They also state that the lower
interest rate credit card 7.9% is used at 100% of the credit line, which would mean the higher interest rate
credit cards balances are used up to 75 % of the limit. They said that this caused my cards to go thru re-
pricing because of high balances but according to their letter, the credit card with the highest balance
percentage Is the lowest interest rate. Like | have been saying from day one where is the faimess in this?

On my Disney card (0161) they re-priced it the 1 time within 2 years and then a 2™ time less than a year
later so twice in a 3-year period. In addition, | stated that it was 7.9%, | rounded up instead of down, | knew
it was around 7%. 1 just got a notice in this month's bill that they are changing the rules again. They have
changed my contract 3 times in 5 years, where is the faimess in this when like | continue to say { play by the
rules, never exceeded my limit and pay at least the minimum payment if not more. Two of the changes to
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the contract have been since the credit card was closed, why are they re-pricing/changing the terms on a
closed account. it is my fault for not realizing that it was a variable rate instead of fixed

On the American Society For The Prevention of Cruelty To Animals (ASPCA Card -2274) they re-priced the
interest rate within 16 months of this card being open; this was just 4 months after the 0% introductory offer.
The card | applied for was a 7% rate; | was not made aware that this is not what was issued.

Therefore, the card | use 100% of the available credit has yet to come up for re-pricing and has been open
over 3 years. it has been open ionger than the Disney card was when it was being re-priced for the 2™ tima.
The ASPCA card was repriced within 16 months of the first usage or 4 months after the introductory period.
Yet according to Chase, the reason the other two were re-priced was the usage or could part of it be that
they are rewards cards and Chase does not want to pay the rewards?

Chase has also admitted that { adhered to their nules of paying on time and paying at least the minimum
payment if not more. 1| have not gone over the {imit except once in the middle of the month on the ASPCA
Card. Yet they continue to state they feel | am over extended and need credit help. If | were able to make
my payments on time and make the minimum payment why would | need heip? For example, on the
ASPCA Card (2274) when they asked for a minimum payment of $36.00 the interest was $35.85 so $0.15
would go to the principle. f | am so over extended as Chase wouid have you believe that | can only
afford to make the minimum payment or close, how come then since January (08) to current | was abie to
pay $939.12 toward the principie on this card card. 1 will attach January and curent balance from Chase as
proof. Yet Chase, also notes that if | am willing to state | am over extended they can lower the interest
rate? Why can’t Chase just lower the interest rate if they feei { am over extended, why does it first require
an admission to something | do not believe to be true? So Chase feels that | deserve interest rates from the
lowest credit card is at 7.9% and the highest is cumrently at 20.24%. Again let me state where is the
faimess in this?

Chase talks about my continued dectine in my credit score (which | was toid they do not use) but if it has
deciined and is still considered Great at 726 what was it when they decided to re-price me? It seems that
one's credit score would only have to decline a point for Chase to use it as an excusa to reprice someone's
interest rate. They also stated that they reviewed my current financiai status last month and feel that § am
still over extended with a very good credit score. Yet ! am told that this is a very good credit score and that
there is very little chance ! will not repay my debit. | will enclose a copy from my bank for the record. ! also
want to state for the records in my aimost 30 years of credit history | have never defauited on my bills and all
three credit reports show excellent payment history and never being late.

| also would like to state for the record that { authorized Chase to talk about my debt with the three cards
with Chase; however, they tatked about my debit outside Chase. This means they violated my privacy in
my opinion, not that | have anything to hide. Before signing the waiver, | asked if my personal information
would be on it (fike credit card number, ssn, etc) and the committee checked and was told they would redact
these documents. Do you think they did this, so know my numbers are availabie for all. | have had to put a
fraud alert on my credit report for safety. 1 have talk with several people at large organizations and when
they get a legal request for information the personal information is redacted, this is a common practice.
Chase would know thls practice as big as the organization is. 1 am sorry because of what has happened in
my history with Chase 1 do not buy that this was an oversight like they are saying. They also stated to
reporters it was only one person at the committee that had seen it and that they would apologize for This
Mistake. [n a fetter from Mr. Hogan, Senior Vice President of Chase Card Services, he states four
members. So for the media Chase down plays it and states one thing but to me they give me a story closer
to the truth. This continues to show how Chase is trying every way possibie to contradict the fact they do
not practice fair and are afraid of the truth,

In addition, they keep making it sound like they are willing to help me. Why do they just not give me the
lower interest rate if | deserva it? | would fike to piay the devil's advocate here and look at this in two ways
from a company standpoint.
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1% scenario, looking at it from a Customer Service Standpoint. Hey, look this person might be
over extended. Why don't we lower her limit, not charge her the over the limit fee since we
have lowered it, keep her at the tower interest rate and help her pay off the debit.

2™ scenario from a profit margin. Hey, looks like this person might be over extended. Let's
raise the interest rate and make some more money because they will not be able to pay it off.

The Credit Cardholders Bifl of Rights would have protected me for the following:

Protects cardholders against arbitrary interest rate increases
Prevents cardholders who pay on time from being unfainy penalized
Protects cardholders from due date gimmicks

Shields cardholders from misieading terms

Empowers cardholders to set limits on their credit

What is disappointing to me is that Chase has caused me to lose my Disney Rewards which was important
to me, as I'm a big Disney Fan. They also have caused the ASPCA to lose the rewards they wouid have
received to help animals in need. It is sad when a large corporation like Chase can treat regular consumers
fike me so poorly. It is amazing that Chase can promote themseives as a company working to better
support their objectives of building long term relationships with customers. | have yet to see an example of
this.

| can only hope that my story will help Congress realize that this bill is needed and we need to help the
individual Americans out there from being treated unfairly by bad credit card companies.

Sincerely,

o Jerep

Susan Wones
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Statement for sccount number/INNNINENNNG 2274
New Balance Payment Due Clata PastDue Amount  Minimum Paymant
$1,485385 020408 $0.00 $36.00 CHASE o
Maka your check payable ta Chase Card Servt
Amount Enclosed Nows brmes or 3-0ak? ot on Baca 0 Serviose:

Wil blvaslsbialoddwl e thbisbidldanfhiadl
CARDMEMBER SERVICE
PO 80X 84014
PALATINE iL 60004-4D34

ATRYBEX 2 01308 G

llul l" s llllll 116 II'I'III" mll 'll'l Fals llllllln"

Oponhnldodng Deter: 121607 - Q11508  CUSTOMER SERVICE
CHASE o Paymant Dua OLTATA ;5 1-838-305-4018
Minknum P‘uvmont ‘Due: $36.00 Espattel 1-885.446-3300
D0 1-800-855-8080
Pay by phone 1-803-438-7958
Cutside U.S, call m:cl
1-X12-
VISA ACGOUNT SUMMARY Account Number USSR 2274 e
Pravious Satence $1.59221  Total Credk Line $2,000 :cocg::‘;r URIES
Paymand, Cradits S34Z21  Avakioble Crech $2H waingron, DE 19850-5258
Finance Charges 535,85  Cash Access Une $4 g
Now Balance §146505 Avaiable for Cesh $400  PAYMENT ADDRESS
P.O. Box 54014
Palaine, IL 600344014
VISIT U3 AT:
Your accourt ks closed. Please continue k make thly pay by the dus date tnth your
baltances b pakd Gy full,
Y Iordmmmrblnﬂ:.dlwhhul
Vious points bakance ) -80U-883-2265, or log on
Pou sarnad on puchiess this period o md-u.muhmm
Now total poinis bslance /] 10 your rewards program,
Totat paints unavalabls for redemgion 1187
420 Poirtx to sxplre on siatemem on oc after JUNE, 2011
TRANSACTIONS
Trars Amount
Onte Referance Number Merchant Nama or Oesarip Cradt Dobk
800
150,00
103.21
25000
FINANCE CHARGES
Finance Charge
Daily Pariodio Rate Commap, Anmg- nan Dus To TramacBon  Accumulated FINANCE
Catogory 31 days In cydle APR Periodic Rate Fes Fin Chargs CHARGES
Purchases V .0E0G3% 2224% 33713! 5702 $0.00 3000 $7.02
Cash sdvancsa V.DBIGTR 23.24% $0.00 $0.00 $0.00 .00 30.00
Balancs rensier V .08093% 2Z224% $1.528.02 328.83 $0.00 $0.00 $28.83
Total finance charges $35 85
Eftective Annual Perceniage Rete {APR): 2.24%
Pense sae ink About Your A suction for L putation insthod, grece pariod, and ather importsnt informmtion,
The APR Is e rate of Intorest you pay when you tary a on any franssct Pory
Tha Effective APR represents your toted charges - Including karsaction fosa
1uch as cash advance and baance transfer feas - aXprassad a3 & percentsgs,
IMPORYANT NEWS

DOa you know about the ASPCA Guardian monthiy giving
program? Guardiana are dadicated Mends Ike you whoss
card e ing the fves of

vy

's noedy an ASPCA G
plmn\vlﬁlmmmmlmlnhubmw

This Statement Is a Facslmlle Not an original
X momn FBONsCI 2 M Z 15 AR 2ot MA MA 41801 DTEISOD0GIN004 100101




Chase Online - My Accounts

CHASE &

SUSAN WONES

¥ your e-mall is Incomact or
missing, please 1 iel

€ You have no new
mgRsagad

m}ibnﬂn@ Seaglon

Last logged on at 133 PM
EST an 0811072008
Displayfilde accounts

556

My Accounts

Ghaga.com | Contact Us | Privacy Pe

& Print £ Malp with this page

Choose
PAPERLESS STATEMENTS..

SR e ;'@F, Automatic

U paperiess Wil puymants

CREDIT CARD {,.2274)
Account Summary
Cutstanding befance’
Payment dus dale

e

e, stome, Chusa
{ %: Pay i
I 3R Manger

$1,053.02 Seo putivity
Q57052008 Ses stalement
$6.00  Pay oredit card
$1,153.02
$948.60  Transfer balances
$2,000.00

See rowards detalls

Ses more information €%

Sacurily | Terms of Use | Legal Agragmenty

Now Avallable B
J— Minimum payment due
1% " Natiess )
2 inst
Paperigss Stalsments 8 Availotls aradil
B crEDIT CARD {2274
CREDITCARDL..2274) Totat cracit timis?
Aterts B Chase Flaxible RewardsS™
B Not Enroliad
¥ Crodlt Card

Saturd

* See shalome
? 3aqto Payme

Lustamer O
Try Ghese M
Porsonalzed
Change my ¢
Change mail
address/phor

v v v v

v
g
g
o
R
&
B

Products & !
We offoraw
products an
your financh

¥ Goto Produg

"Qutstanding Balance™ may ot refiact must recont transactions or panding euthordzations. I your aceount currertly has No Pre-Set Spar
“Available Crodit® is the amount of your "Credit Access Lina®™ currantly svallable for uss, and your “Total Cradit Limit* ia the iotal amount
Access Ling™ us dofined withln your Cardinomber Agreement. All APRS, Including balance wansfar APRs, may nat be displayed, Please

for add} APR

hitps://ehaseonline.chase.com/MyAccounts.aspx

O
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