[ Indistinct conversations |

>> Malini Mithal: Okay, welcome to the last roundtable panel for today and for this roundtable.

I'm Malini Mithal from the FTC, and this is Patrice Ficklin, the Assistant Director for Fair Lending
at the Consumer Financial Protection Bureau. Together we will be moderating the last panel titled
"Fair Lending -- Compliance, Risk, Liability. Patrice will introduce our panelists, and then we'll

get started with questions.

>> Patrice Ficklin: Thanks, Malini. To our immetdiaight is Stephen Harvey, who is a partner at
Pepper Hamilton LLP. He's represented state and national Banks, auto finance companies,
specialty finance companies, and other financial services companies. To his right is Chris Kukla,
who is on the previous panel. Chris is Senior Counsel for government affairs at the Center for
Responsible Lending. Next to Chris is Damon Lester, President of the National Association of
Minority Auto Dealers. And finally we have Jon Stewart, Deputy Chief in the Hoasid¢ivil
Enforcement Section of the Civil Rights Division at the Department of Justice. He supervises cases

involving fair lending

>> Malini Mithal: And for panelists who were not here yesterday, if you could just put your name
card sideways when yauant to be called on, that would just be great. The previous panel focused
on fair lending issues on the dealer side. Now we will be looking at similar issues from the lender
side. We will also be examining compliance and liability. Let me kick off with a question
concerning both lenders and dealers. And anyone is welcome to answer, but | think Steve might be
particularly interested in this question. If there is a fair lending violation, who should be liable --

the dealer, lender, or both, and why?

>> Stephen Harvey: Well, that's interesting because it starts with the premise that there's a fair
lending violation. And we're here today to talk about fair lending. No one has pointed it out, but
that's a euphemism for illegal discrimination basedame and other protected characteristics under
the Equal Credit Opportunity Act. And everyone knows what discrimination is. It's treating people
differently because of their race or other protective characteristics. Fair enough. But many people

don't realize that there's a big difference between intentional discrimination anderdienal






liable as well as lenders. And I think we'll talk about some of the reasons why in the course of our
conversation. Oh, | should gig®me concrete example. | mean, a couple of years ago, we brought

a case against Nara Bank and five of the dealerships that it purchases installment contracts from,
we settled the case against Nara Bank and the district court dismissed the case against th
dealerships for some sufficiency of the pleadings reasons, and we're in the process of appealing that

decision right now. But we have investigations in cases against both dealerships and lenders.

>> Patrice Ficklin: Thank you, Jon.

>> Stephen Ha



were fundamental differences in the wholesale model of direct lending versus$rtheorry--

indirect lending versus the retail model and questioned whether or not differencdgsimiek

ups actually are echoed in the practices of loan officers. And so that leads me to the question of
whether or not there are different kinds of lending risks inherent in the different business models,
both indirect versus direct auto lending. Andonder if the panelists would comment on what

inherent differences there might be in fair lending risks between the two models.

>> Chris Kukla: | guess I'll give it a shot. There's a lot there. | think when yauming -- the

first point | would make is that when youagain, when you insert discretion into the process, you
start to bring in different risks than you do when you don't have that discretion on pressing of
interest rate. So if you have someone who gets to make a decision abiothiatvkehow do adjust

the interest rate based on factors that have nothing to do with the credit risk of the borrower, but
have everything to do with profit, with an incentive, you know, whether it'ga@u-know, if they

have their own bias that theg'bringing in the transaction, you run separate risks, and you can
actually --1 mean, you can have disparate impact risks and direct discrimination risks in the same
transaction because of that. There are other compensations that remove that risike doay

that discretion of that person to make a decision that's based on factors other than the credit risk,
you start to remove that issue. Now, whether they're -- then you move on to the question of
whether or not the parameters of district of degdhmat credit risk have some disparate impact on
certain classes of borrowers is another question. So you can also have that. We've actually seen
this in the market with FHA. If you have a credit score over, they say you can't participate in this
progran unless you have a credit score of, you know, 680 above, you're going to block a certain
portion of the population from being able to access that program, and if one class of borrowers
happens to have, on average, a lower credit score than anotherygaudstain class of



>> Damon Lester: | just want to take a step back and just... When the customer or consumer
comes in either by themselves or with the family, they are coming in to purchase a vehicle. And
with that, they either have a price in mind that they already have predetermined that they can
afford. They have aehicle in mind that they have an idea they want to purchase. | think we tend

to forget that at the end of the day, a dealer's responsibility is to sell a vehicle to a consumer. ltis
in the dealer's best interest to make sure that they make that cohsypgrand that it is

equivalent to what he or she can afford. A dealer does not make any approval of loans, and there
are caps in place to ensure that that dealer cannot do any type of discriminatory or excessive mark

ups as we talked about a couple psuyesterday and today. So | think we have to also re



>> Stephen Harvey: Well, | can say that, you know, if we were talking about intentional
discrimination, obviously anybody can do anything. There's bad actottseveit We know that.

But | think we're talking about disparate impact, or naentional discrimination. And that's built

on a legal theory. That legal theory is designed to withstand a Motion to Dismiss in court. We've
litigated this issue. The oterpiece of the theory is that there is a delegation of the authority to set
the retail rate. And that t-don't particularly agree with that theory because | see another problem
with it, which I'll explain in just a minute, but that is the legal themrywhich that's based. And

that is strictly targeted at discretionary pricing. So when you're talking about any type of
discretionary pricing, there is the possibility that some will raise the claim that it's amounts to
disparate impact, and the reas@aid why | don't agree with it is not because I'm not opposed to
discrimination in all forms, | am. But because this is something that wasn't mentioned in the prior
panel, but it's a reality, which is that there is an economic incentive on the part of dealers not to
discriminate. We've all been to car dealers. Some of us are car dealers. They're in the business of
making money. And so there is this leveling influence in every circumstance. The assumption of
the discretionary pricing allegation isattdealers are leaving money on the table with white
customers that they're not taken off the table with respect to AfAinsrican or other minority
customers. And that just contradicts common sense, that -- especially in a tough economic time.

They'retrying to make money on every single deal.

>> Patrice Ficklin: Jon?

>> Jon Stewart: Yeah, | mean, that -- that argument that lenders only see green, they don't see race






as well as race, and age, as wélhd I'm wondering if the panelists have a view on whether fair

lending risks vary based on the type of protective class, and, if so, how they vary. Steve?

>> Stephen Harvey: Well, the fact is, is you could do a statistically analysis on anyeofjtbops

and compare the treatment they receive, typically the rates, and if you compared them to non-
similarly situated people who didn't share the protected characteristic, you could probably look and
say there's a disparity. But that's just anothemg@ of Mr. Twain's aphorism of earlier. You

have to compare similarly situated borrowers. And as Chris mentioned in the previous panel,
there's not a lot of data out there on this subject in general. And you would need to look at a lot of
data, and it would need to be analyzed very carefully. And I'm talking about a very expensive
proposition here, one that would involve the academic literature. And this is something that Tom
Durkin mentioned in the prior panel. If you cooked up an expert repdtidqrurpose of

litigation, that's really not worth that much. You need to see studies and data that have survived
peer review and testing from people who are not biased and who are academics and study these
types of things in order to know whether any of that was valid, and | don't even think we're at
square one on any of that type of analysis. |just don't believe it exists. There is literature, of



photos, but even just looking at driver's license photos, it is a long, laborious, painstaking process to

try to use these proxies to do any credible analysis.

>> Patrice Ficklin: Damon.

>> Damon Lester: Rpilations were put in place so that we can prevent and protect, one, the
consumer, and the dealer from predatory lending by way of not being able to collect rates and
gender data, as well as the other preventive measure was to put those caps in maeattthpse

excessive markips as what was -- in some instances were done many years ago. | think we need



>> Stephen Harvey: But that's not the point with respect, Chris. The point isn't that the data proves
that the dealer is fair in all circumstances. The point is, is that that data is necessary in order to
analyze and understand whether truly and factually peopleadial minorities and others who are
protected under the Equal Credit Opportunity Act are being treated differently. And that is really a
big problem in this area, is that that data doesn't exist. And | thinkultweally be difficult to

change that, to make that data exist because then you would have to put the dealer in the position of
collecting that data, and it's not always a matter of observation. Somebody that's vekirdet-

may actually be Hispaniand you wouldn't know. And people's ethnicity and race can be very
difficult. Then the option would be to ask people to provide that data, which, of course, sends an
entirely different message that than what the Equal Opportunity Act was intended to send. So that's
a policy issue that | don't want to go too far into, but | would point out that it's not -- the collection

of information about the race and, by the way, that's not the only protective characteristic you'd

have to collect in order to undgand this fully. But it's not the only problem. There's a very large
problem, and Tom Durkin, | believe, alluded to it in his comments, which is that this is an area that
requires careful study, and these mretjression analyses need to take into icemation many

different factors, anek and | believe there is academic literature that suggests that it's really not
possible to account for all of the factors that you need to account for. There may be academic
literature that goes the other way. I'm not taking a point of view on that. I'm just sayinth#'s --

racial and ethnic information about the borrowers is one problem, but then there's just a much
bigger problem about crunching the numbers and to do so in a way that provides you with accurate

conclusions.

>> Patrice Ficklin: Go on, Jon.

>> Jon Stewart: Okay. With respect to the collection of data, there have been at least a couple of
times that the Fed has considered requiring the collection of this demographic data in the non-
mortgage context. And as you all can imagine, they received a ton of comments. And a lot of
times, the questions that they had to answer were, you know, do we do it, do we require it to be
mandatory, could it be voluntary? How would you do it? And at the end of the day concluded that
they're just not going to do it at this point in time. | apod know, because HMDA has been --

the Home Mortgage Disclosure Act has been in place for, you know, a good 20 years now, | am















>> Malini Mithal: Jon?

>> Jon Stewart: Yeah, | agree wholeheartedly with what Chris said, and just to give a broader
perspective on discretion in the lending process. When you think almdytray point is that the

less discretion, the fewer fair lending issues that come about. And when you think about the hot
issue in fair lending 15 years ago, it would have been underwriting discrimination. And then we

had the -you know, the going to using and developing and using automated underwriting systems,
you know, which took a lot of the discretion out of those underwriting decisions. And so
underwriting and denial kinds of decisions became less of a fair lending issue with the adoption of
automated underwriting systems. You know, and then we went through this whole era of pricing
and discretionary pricing, overages, underages, and | think that the cases that have been developed
through this area, through this time, shown that where you narrow the discretion, you narrow the

discrimination problem. | think the same applies in the auto context.

>> Malini Mithal: Steve?

>> Stephen Harvey: Well, | try not to speak on thingsitdan't know directly about, but I'll

break the rule on this one instance. And that is because this is really a big policy question. You've
just thrown on the table a gigantic policy question. Do we do away with the discretionary pricing

in the auto fnance lending? That's a pretty big question. You would have to aag we're

talking about doing that, without really knowing and without a lot of evidence. An earlier speaker
said there's no color crisis in the auto finance industry. I'm not aware of any. And so we're talking
about throwing away a central aspect of this industry, which is very, very successful in selling cars
and getting consumers into those cars so they can get back and forth to their jobs. So we're talking
about something thatavks really, really well, and we're going to change it fundamentally, I think

we need to hear a lot more analysis on that before we even begin to get to that conclusion. And I'll
point out that discretionary pricing, you don't see it in a lot of indsstaito finance is one. |

think that's because there's many, many lenders and there's many, many loan originators, I.E., car
dealers, and there's many sources and ways to do different things, which is considered a good thing.

It's flexibility. But thee is one area where you see discretionary deemking all the time, and






>> Damon Lester: | would say that, you know, all new car dealerships throughout this country try
to stay as compliant, and with the training, providing adequate training to their employees on a

consistent basis as things change daily.

>> Female Speaker. Okay. Uh, Jon?

>> Jon Stewart: | think that training, it covers a whole spectrum. There are some places, | guess,
that are very committed. But what | will throw out is that in every place that I've ever worked, you
know what is a priaty depending on who is involved in sending that message. And so if you have
a highranking person in whatever company, say, "hey, look, this is important, this is what |

expect,” that's very different from, okay, you go through a week of training, and on Friday
afternoon right after lunch there's an hour on don't discriminate against anyone. So there's a broad

spectrum, and | think that --



brokers. So the move is not to incretts number of areas where there's discretionary pricing. |

think the move has actually been to move away from that, largely because a lot of the issues that we
saw in the mortgage market that included a number of issues related to fair lending. If you have
that incentive structure that's built into it that leads to an adverse effect, all the training in the world

isn't going to change that.

>> Patrice Ficklin: That's a perfect segue -- thank you, Chris --






we did maybe in the previous roundtable was about the difference between the experience of a
prime customer versus a subprime customer. And wberave someone as a subprime customer

who has far fewer lending options available to them --



>> Chris Kukla: And, I think, you know, we talk about industaye caps is one way to get this.

You know, this goes a little bit across -- away from the fair lending part of it, but I think, you know,
if you look at this for what it really is, which is that the dealer is providing a service the customer,
they are helping you to find financing, | generally like to know what I'm paying for a service. | like
to know whether or not that service is wotthe amount of money that I'm paying for it. So instead

of bottling up any ining



>> Stephen Harvey: No, that's not true. It absolutely datied. It's part of the APR. It's made
up in the APR. There's other things that are going into the APR, and they're not disclosed, either.

It's called --at some point, it's information overload.

>> Patrice Ficklin: | wanted to add to this diséasghe question of underages or special APR
deals. We've been talking about caps in terms of thinking about overages, and I'm just wondering,
are there controls in place, and, if so, how effective are those controls in the ability for dealers to

offer bdow buy



prepayment penalty. And I think a lot of lenders are moving towards simple interest, but there are
still a significant number of deals that go down with precomputed interest and it does have an
impact on the consumer, and the data on, you know, how often it's uses is a lot like a lot of the data
in auto lending. It's difficult to come by, but we do know based on thgsel know, by what

we've seen, that it still exists in the marketplace.

>> Stephen Harvey: Unill.. Someone could correct me if I'm wrong, but | believe that the APR
accounts for that, that the APR is an equalizer, that it requires that theefectaarge be expressed
as an APR, and, therefore, at least you can look at that and compare the terms of one loan deal to

another loan deal.

>> Chris Kukla: You can compare the terms at the outset of the loan. But once you get into the
point where if yu prepay, if you pay three years and do a-¥®ar loan on a simple interest loan,

it's gonna be treated differently than under precomputed interest where you get a rebate of the
prepaid interest based on the Rule of 78s, which has always been a ymokrew, much better

deal for the lender than the borrower. There is gonna be an impact that the APR is never gonna tell

you.

>> Patrice Ficklin: One last question. Then we want to open this up to questions from the
audience. | wanted the paneligtsaddress whether lenders impose fees that raise fair lending

concerns. We're focused specifically on lender fees.

>> Stephen Harvey: Lenders charge a buy rate. I'm not aware of what other fees you're referring

to.

>> Malini Mithal: [ Laughs ] Well, then we can turn to questions from the audience. | think we
have Carol and someone else might have a mic. Robin has a mic. We have a question over here.
On this side.






>> Malini Mithal: Chris?

>> Chris Kukla: I think Steve is not going to be surprised that | completely disagree. [ Laughter] |
think -- I find it interesting. |1 mean, you know, looking back at the policy of arbitration. | mean,
initially it was meant to be a disputesoluton forum for busines®-business transactions that got
applied to consumer transactions. There was a study of Chase Credit Card arbitrations where they
looked at a little over 10,000 arbitration cases and consumers won all of 5 of them. When you get
into arbitration, the person who is putting you into arbitration generally gets to pick the arbitrator,

so the dealer gets to pick the judge. The rules of evidence don't necessarily apply. The decisions



Department, and | decided just for arbitrary numbers that 1% of my average amount financed is
what it cost me to create those loans and that it costs an extra half of a percent for subprime loans
because they take a little more work to collecting stipulations, et cetera. And | want half a percent
profit. And so | have a policy that every loan in my dealership gets 1% added to the buy rate for
cost and half a percent added for profit. And if it's a doigpfoan, it gets another half a percent.

There now is no discretion. Okay? The loan officer makes no decision regarding the person sitting
on the other side of me. Have | satisfied your problems with dealer participation and what's your

opinion on dislosing that policy to my customers?

>> Stephen Harvey: | will tell you that you just won your lawsuit because the whole allegation, the
whole theory of recovery is discretionary pricing, and you just killed discretionary pricing, so...

Case dismissed

>> Malini Mithal: Jon?

>> Jon Stewart: | don't think it's case dismissed. | think it's case not brought, you know, because
you're not going to have if you had that kind of uniform application of those fees, then you're not
going to have diffeences based on protected groups of borrowers. And so you wouldn't be faced

with any prospect of a lawsuit.

>> Malini Mithal: And Chris?

>> Chris Kukla: | mean, | think it says by some but maybe not all the concerns that | have. It
could take aittle bit longer to get into, and I think, you know, there are always gonna be customers
who take longer than others. | think the real question is, is do you have a process in place that

charges- you know, if you know generally how much it's going to ta



an opportunity there that gets lost when you stuff the compensation into the rate even if you bring it
up to the same rate as somebody else. We can talk about that, but | think there's an opportunity

there, and | think thei®a transparency issue, frankly, that can be addressed, as well.
>> Malini Mithal: And we have one last question.
>> Robert Beck: Mine is more of a statement. | will phrase it in question format if you would like

me to. My name is Robert Beckvd attended this conference for the last two days, and my

understanding is that these proceedings are to be viewed by Miss Warren and others in D.C. in



>> Deanya Kueckelhan: Thank you all very much for being here. My names is Deanya
Kueckelhan. This San Antonio event is the second of the Federal Trade Commission's roundtable
discusions, or as our Bureau Director David Vladeck, who gave the welcome yesterday said, it's
the second stop on our Listening Tour. Many thanks to you, the panelists and the audience, who
engaged in lively and informative discussions. You shared with us your expertise, your passion,
your perspective, and your data. We heard from national auto lenders, local dealers, federal and
state agency officials, legal aide representatives, and consumer advocates, military leaders,
representatives from auto associasioe heard about advertising versus information, consumer
apathy, conditional and spot delivery, transparency, and teachable momemsafes, loan

packing, addns, title washing, electronic repossession, dodging, negative equity, the Armed
Forces Military Control Board, Service Members Civil Relief Act, disparate treatment,

discretionary pricing- just to name a few of the many, many topics. What we have learned in a
day and a half will greatly expand our understanding of the motor vemmalecfing and the effect

that it has on consumers. It should improve our ability to assess the next steps. Possible next steps
to consider include consumer education, industry educatiormakkéng, and law enforcement.

For sure, we will review the data that's collected from all of the roundtables, including roundtable

transcripts, surveys, and studies that you have provided, as well as complaints from consumers in



