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PREFACE

Since 1945, consumer credit has grown substantially. One result has 
been a major commitment, on the part of credit institutions, to the retail 
consumer market. Credit has helped millions of families enjoy the fruits 
of our industrial society.

This dramatic increase in consumer credit over the past thirty years has 
caused certain problems. Evolving doctrines and principles of contract law 
have not kept pace with changing social needs. One such legal doctrine 
which has worked to deprive consumers of the protection needed in credit 
sales is the so-called “holder in due course doctrine”. Under this doctrine, 
the obligation to pay for goods or services is not conditioned upon the 
seller’s corresponding duty to keep his promises.

Typically, the circumstances are as follows:  A consumer relying 
in good faith on what the seller has represented to be a product’s 
characteristics, service warranty, etc., makes a purchase on credit terms. 
7KH� FRQVXPHU� WKHQ�¿QGV� WKH� SURGXFW� XQVDWLVIDFWRU\�� LW� IDLOV� WR�PHDVXUH�
up to the claims made on its behalf by the seller, or the seller refuses 
to provide promised maintenance. The consumer, therefore, seeks relief 
IURP�KLV�GHEW�REOLJDWLRQV�RQO\�WR�¿QG�WKDW�QR�UHOLHI�LV�SRVVLEOH��+LV�GHEW�
obligation, he is told, is not to the seller but to a third party whose claim 
to payment is legally unrelated to any promises made about the product.

The seller may, prior to the sale, have arranged to have the debt 
LQVWUXPHQW�KHOG�E\�VRPHRQH�RWKHU�WKDQ�KLPVHOI��KH�PD\�KDYH�VROG�WKH�GHEW�
instrument at a discount after the purchase. 

From the consumer’s point of view, the timing and means by which 
WKH� WUDQVIHU�ZDV� HIIHFWHG� DUH� LUUHOHYDQW��+H�KDV� EHHQ� OHIW�ZLWKRXW� UHDG\�
UHFRXUVH��+H�PXVW�SD\�WKH�IXOO�DPRXQW�RI�KLV�REOLJDWLRQ��+H�KDV�D�SURGXFW�
that yields less than its promised value. And he has been robbed of the only 
realistic leverage he possessed that might have forced the seller to provide 
satisfaction - his power to withhold payment.
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On November 14, 1975, the Federal Trade Commission addressed 
WKLV�SUREOHP�E\�SURPXOJDWLQJ�D�¿QDO�7UDGH�5HJXODWLRQ�5XOH�FRQFHUQLQJ�
the Preservation of Consumers’ Claims and Defenses.
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or, (b) Accept, as full or partial payment of such sale or lease, the 
SURFHHGV�RI�DQ\�SXUFKDVH�PRQH\�ORDQ��DV�SXUFKDVH�PRQH\�ORDQ�LV�GH¿QHG�
herein), unless any consumer credit contract made in connection with such 
purchase money loan contains the following provision in at least ten point, 
bold face, type: 

NOTICE

$1<� +2/'(5� 2)� 7+,6� &21680(5� &5(',7� &2175$&7�
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PURPOSE OF THE RULE

In adopting this Rule the Commission determined that it constitutes 
an unfair and deceptive practice within the meaning of Section 5 of the 
Federal Trade Commission Act (15 U.S.C. 45) for a seller, in the course of 
¿QDQFLQJ�D�FRQVXPHU�SXUFKDVH�RI�JRRGV�RU�VHUYLFHV��WR�HPSOR\�SURFHGXUHV�
which make the consumer’s duty to pay independent of the seller’s duty 
WR�IXO¿OO�KLV�REOLJDWLRQV��,Q�WKH�FRXUVH�RI�SXEOLF�SURFHHGLQJV�RI�WKH�5XOH�
the Commission documented numerous cases where consumer purchase 
WUDQVDFWLRQV�ZHUH�¿QDQFHG�LQ�VXFK�D�ZD\�WKDW� WKH�FRQVXPHU�ZDV�OHJDOO\�
obligated to make full payment to a creditor despite breach of warranty, 
misrepresentation, and even fraud on the part of the seller. 

Under ordinary contract law, the promises of the parties to a sale 
transaction are mutually dependent. A seller is entitled to payment provided 
he delivers what he promised to deliver. If the seller fails to deliver what 
was promised, the consumer’s obligation to pay may be reduced or even 
HOLPLQDWHG��+RZHYHU��LW�LV�SRVVLEOH�IRU�D�VHOOHU�WR�DUUDQJH�FUHGLW�WHUPV�IRU�
buyers which separate the consumer’s legal duty to pay from the seller’s 
legal duty to keep his promises.

This separation of duties may be accomplished in three ways. First, 
the seller may execute a credit contract with a buyer which contains a 
promissory note. In the event that the promissory note is assigned to a 
credit company, the credit company takes it free of any claim or defense 
which the buyer would have against the seller. This is true unless the buyer 
can prove that the credit company is acting in bad faith or with notice of 
actual seller misconduct. Second, if a local statute prohibits the use of such 
promissory notices in credit sale transactions, the seller may incorporate a 
written provision called a “waiver of defenses” in the text of an installment 
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,Q�DGGLWLRQ��LI�D�VHOOHU�DUUDQJHV�GLUHFW�ORDQ�¿QDQFLQJ�IRU�KLV�FXVWRPHUV��
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Financing a Sale.
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The Commission also concluded that when a creditor and a seller 
DUH�ZRUNLQJ� WRJHWKHU� WR�¿QDQFH� VDOHV� E\�PHDQV� RI� FRQVXPHU� ORDQV�� WKH�
creditor has, or should have, access to information, resources, and 
business procedures which place him in a position to assess the likelihood 
of seller misconduct and make appropriate provisions for dealing with it. 
The creditor has access to sources of commercial information not easily 
available to the average consumer buyer, and if he transacts business 
with the seller repeatedly over a period of time he knows from his own 
experience whether the seller is basically fair or not. A creditor who deals 
regularly with a seller is in a position to establish economic ways of shifting 
the risk back to the seller, through recourse or reserve arrangements.

Where there is no such established relationship between the seller 
and the lender these reasons for the Rule do not apply. The Commission 
concluded that the Rule should not cover the situation where a buyer 
REWDLQV�¿QDQFLQJ� IURP�D� OHQGHU�ZKR�QHLWKHU� UHFHLYHV� UHIHUUDOV� IURP� WKH�
VHOOHU� QRU� LV� DI¿OLDWHG� ZLWK� WKH� VHOOHU� E\� FRPPRQ� FRQWURO�� FRQWUDFW�� RU�
business arrangement.

7KH�LQWHQW�RI�WKH�5XOH�LV�WR�GH¿QH�DV�³SXUFKDVH�PRQH\�ORDQV´�WKRVH�
consumer loans made for the acquisition of goods or services from a 
particular seller and consummated under circumstances where a seller and 
a lender have an established relationship or course of dealing with one 
DQRWKHU�ZKLFK� LV� GLUHFWHG� DW�¿QDQFLQJ� VDOHV�� ,Q� VXFK� FDVHV�� DQG�RQO\� LQ�
such cases, the Rule requires the seller to insure that the consumer’s loan 
contract contains the Notice.

In reaching its conclusions about the scope of the Rule, the Commission 
was aware of the argument that a Rule preserving consumers’ claims and 
defenses in purchase money loan situations could make lenders hesitate 
WR�¿QDQFH�SXUFKDVHV� IURP�XQIDPLOLDU� VHOOHUV��DQG� WKDW� WKLV�PLJKW� UHGXFH�
the diversity of credit sources available to consumers. It recognized that 
a lender who places the required Notice in loan agreements may feel 
compelled to keep himself abreast of the seller’s practices and, perhaps, to 
police those practices to some extent. While the costs of such efforts might 
be small, it is clear that some costs and risks will be involved and that a 
creditor may choose not to incur them when he is unfamiliar with the seller 
involved. Since it is in the public interest to insure that consumers have a 
multiplicity of credit sources available, the Commission established a Rule 
that would not apply in contexts where the lack of connection between 
VHOOHU� DQG� OHQGHU� ZRXOG� FUHDWH� GLI¿FXOWLHV�� 7KXV� WKH� 5XOH� DSSOLHV� RQO\�

when the seller is arranging credit, through either an established pattern of 
UHIHUUDOV�RU�DI¿OLDWLRQ��

The complexities of the consumer credit market make it impossible 
to enumerate all situations in which a seller and lender may be engaging 
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advance be applied to the purchase it would be easy for a related lender to 
exempt himself simply by advancing a few dollars extra.

(3) Relation between Creditor and Seller

2QFH�WKH�FULWHULRQ�WKDW� WKH� ORDQ�EH�DSSOLHG�WR�D�VSHFL¿F�SXUFKDVH�RI�
goods or services has been met, the Rule imposes a further requirement 
EHIRUH�D�FRQVXPHU�ORDQ�LV�FODVVL¿HG�DV�D�SXUFKDVH�PRQH\�ORDQ��7KH�VSHFL¿F�
seller who receives the proceeds of the loan must be engaged, in the 
SUDFWLFH�RI�UHIHUULQJ�ORDQ�FXVWRPHUV�WR�WKH�OHQGHU�RU�KH�PXVW�EH�DI¿OLDWHG�
with the lender by common control, contract or business arrangement. 

(a) Referrals.

The Rule requires a seller to insure that a consumer’s loan contract 
contains the required Notice when the seller “refers consumers to the 
creditor”. The word “refers” is intended to reach those situations where 
a seller, in the ordinary course of business, is sending his buyers to a 
particular loan outlet, or to particular outlets for credit which is to be used 
in the seller’s establishment. In such circumstances the seller is effectively 
arranging credit for his customers.

1R� VSHFL¿F� QXPEHU� RI� UHIHUUDOV� LV� VSHFL¿HG� LQ� WKH� 5XOH�� 7KH� NH\�
distinction is between those instances where a seller is merely passing 
along information about places where his buyers may obtain credit and 
WKRVH�ZKHUH�D�VHOOHU� LV�DFWLQJ�DV�D�FRQGXLW� IRU�¿QDQFLQJ�DQG�FKDQQHOLQJ�
buyer-borrowers to a particular lender or limited group of lenders.

The Rule has taken a common-sense approach to the question of 
referrals. A seller “refers consumers to the creditor” when his conduct 
indicates that he is doing more than passively engaging in an information 
process.

Where a seller regularly names, or otherwise designates, a particular 
loan outlet as a source of credit to be used by his buyers, he is referring 
consumers to the lender. Where the seller contacts a credit outlet on behalf 
of his buyers he is engaging in referrals. Where a seller helps the buyer 
prepare the lender’s credit documents he is engaging in referral.

Where the seller suggests that there are loan outlets in the community 
or immediate vicinity which may handle consumer transactions he is 
providing his customers with information and is not engaged in referrals. 
The same thing is true where a seller provides his buyers with a list of local 
credit outlets and takes no other action, provided the list is not furnished 
pursuant to a “contract” or “business arrangement” with the loan outlets. 
In short, where there is no communication whatsoever between a seller 
and a lender there is no referral unless the seller is actively steering his 
customers to a pre-designated loan outlet for credit.

A seller does not engage in a passive information process merely 
because of buyer solicitation, however. If a seller responds to a buyer 
UHTXHVW�IRU�DVVLVWDQFH�ZLWK�D�VSHFL¿F�UHIHUUDO��KH�LV�VWLOO�PDNLQJ�D�UHIHUUDO�

Finally, the test is whether the seller routinely refers his customers to 
a lender or lenders. It is not whether a particular buyer was referred. This 
means that once a seller is referring his customers to a lender, all loan 
contracts between that lender and buyers from that lender must contain 
WKH�1RWLFH��SURYLGHG�WKH�VSHFL¿F�SXUFKDVH�WHVW�LV�DOVR�PHW��&RQYHUVHO\��LW�
means that an occasional referral which is not part of a business routine of 
the seller does not trigger the Rule.

(b) Affiliation.

The alternative criterion for establishing the relationship necessary 
IRU�D�³3XUFKDVH�0RQH\�/RDQ´�LV�DI¿OLDWLRQ��7KH�5XOH�UHTXLUHV�D�VHOOHU�WR�
insure that the Notice is used in a consumer’s loan contract where the 
VHOOHU� LV� ³DI¿OLDWHG� ZLWK� WKH� FUHGLWRU� E\� FRPPRQ� FRQWURO�� FRQWUDFW�� RU�
business arrangement”. This requirement is intended to cover the myriad 
VLWXDWLRQV�ZKHUH� VHOOHU� DQG� OHQGHU� DUH� HQJDJHG� LQ� D�PXWXDOO\� EHQH¿FLDO�
HIIRUW�WR�SURPRWH�WKH�VHOOHU¶V�VDOHV�WKURXJK�WKH�XVH�RI�WKH�¿QDQFHU¶V�OHQGLQJ�
resources and vice versa.

7KH� ¿UVW� W\SH� RI� DI¿OLDWLRQ� LV� FRPPRQ� FRQWURO�� 7KH� &RPPLVVLRQ�
has concluded that when a creditor and a seller are functionally part of 
WKH� VDPH�EXVLQHVV� HQWLW\� ORDQV�PDGH� E\� WKH� OHQGHU� IRU� WKH�¿QDQFLQJ� RI�
purchases from the seller should be subject to the Rule. This applies if the 
two companies are owned by a holding company or by substantially the 
same individuals, if one is a subsidiary of the other, or if they are under 
common control in any other way.
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7KH� RWKHU� IRUPV� RI� DI¿OLDWLRQ� DUH� ³FRQWUDFW´� DQG� ³EXVLQHVV�
DUUDQJHPHQW´��7KH�5XOH�GH¿QHV�WKHVH�DV�IROORZV�

Contract: Any oral or written agreement, formal or informal, between 
a creditor and a seller, which contemplates or provides for cooperative 
or concerted activity in connection with the sale of goods or services 
WR�FRQVXPHUV�RI�WKH�¿QDQFLQJ�WKHUHRI�

Business Arrangement: Any understanding, procedure, course of 
dealing, or arrangement, formal or informal, between a creditor and 
a seller, in connection with the sale of goods or services to consumers 
RU�WKH�¿QDQFLQJ�WKHUHRI�

7KHVH� GH¿QLWLRQV� HQFRPSDVV� DOO� VLWXDWLRQV� ZKHUH� D� FUHGLWRU� DQG� D�
seller are party to any agreement, arrangement, understanding, or mutually 
XQGHUVWRRG�SURFHGXUH�ZKLFK�LV�VSHFL¿FDOO\�UHODWHG�WR�UHWDLO�VDOHV�RU�UHWDLO�
VDOHV�¿QDQFLQJ��:KLOH�WKH�EXVLQHVV�DUUDQJHPHQW�RU�FRQWUDFW�QHHG�QRW�EH�
formal in a legal sense, it must be ongoing, and clearly related to sales 
RU�VDOHV�¿QDQFLQJ��&RRSHUDWLYH�DFWLYLW\�RQ�D�FRQWLQXLQJ�EDVLV� LV�ZKDW� LV�
VSHFL¿HG�E\�WKH�5XOH��

It would be impossible to enumerate every conceivable example of 
WKH�DUUDQJHPHQWV�RU�FRQWUDFWV�ZKLFK�DUH�UHDFKHG�E\�WKH�5XOH¶V�GH¿QLWLRQV��
Examples would include:

●Ɣ 0DLQWHQDQFH�RI�ORDQ�DSSOLFDWLRQ�IRUPV�LQ�WKH�RI¿FH�RI�WKH�VHOOHU�

●Ɣ -RLQW�SDUWLFLSDWLRQ�LQ�WKH�SURFHVVLQJ�RI�ORDQ�GRFXPHQWV�

●Ɣ &UHGLWRUV¶�UHIHUUDOV�RI�FXVWRPHUV�WR�D�VDOHV�RXWOHW�

●Ɣ
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If more than one document is used to consummate a subject to the 
Rule, duplicative placement of the Notice is not required. Insertion in 
one document only, plus incorporation by reference where necessary, is 
appropriate. The Rule requires only that the documentation is used to 
make clear to both consumer and holder that the consumer’s obligations 
under the contract are subject to the Notice.

Application of the Rule to seller open-end credit plans and series of 
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