February 2009 = Volume 14 = Issue 1

Federal Bank Regulators
Adopt New Rules Curtailing
Unfair and Deceptive Credit
Card Practices and Modifying
Disclosure Requirements
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On December 18, 2008, the Board of
Governors of the Federal Reserve System
(the “Board™), the Office of Thrift Supervi-
sion (OTS), and the National Credit Union
Administration {collectively, the “Agen-
cies”), following consultation with the Of-
fice of the Comptroller of the Currency,
the Federal Deposit Insurance Corporation
and the Federal Trade Commission (FTC),
issued final rules (“Final Rules”) prohibit-
ing financial institutions from engaging in
certain activities in connection with con-
sumer credit card accounts and modifying
disclosure requirements related to open-
end credit plans and overdraft services.!
The Agencies also proposed new rules re-
garding overdraft services for consumer de-
posit accounts.” Citing concerns over abu-
sive credit practices and a lack of consumer
understanding and choice, the Agencies in
the Final Rules declared various credit card
lending practices “unfair or deceptive” un-
der section 5(a) of the Federal Trade Com-
mission Act (FTC Act).

The Final Rules reflect the increased
regulatory scrutiny of consumer credit
terms—scrutiny that has only intensified in
the wake of the subprime mortgage crisis.
The Final Rules also illustrate the Agen-
cies’ willingness to take a more active and
aggressive approach toward consumer
protection—a trend that will only continue
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next year with a Democratic administration. Un-
like previous rulemakings, which have focused on
improving disclosure, the Final Rules go further
by imposing substantive credit terms, including
prohibiting certain lending activities outright,
and by significantly limiting the fees that may be
charged in connection with the extension of con-
sumer credit. The Agencies noted that the Final
Rules were prompted, in part, by the inability of
many consumers to understand disclosures for
certain types of financial products. Thus, the Fi-
nal Rules, summarized below, impose significant
new regulatory requirements upon financial in-
stitutions, which merit careful consideration and
require swift action to ensure compliance.

Summary of Regulation AA Final
Rule

The Final Rules first amend Regulation AA
to prohibit certain allegedly unfair or deceptive
practices by banks in connection with credit card
accounts.” Key provisions of these amendments,
which are effective July 1, 2010, include the fol-
lowing:

1. Provisions Requiring a “Reasonable” Time
for Consumers to Make Payments. The Fi-
nal Rules prohibit financial institutions from
treating a payment as late unless the consum-
er has been given a “reasonable” amount of
time to make the payment. A safe harbor is
provided for institutions that adopt “reason-
able” procedures to ensure that consumer
statements are mailed or delivered at least 21
days in advance of the payment due date.

2. Provisions Requiring Specific Payment Al-
location Methods. When different annual
percentage rates (APRs) apply to different
customer balances, the Final Rules require fi-
nancial institutions to apply any amount paid
in excess of the minimum payment using one
of the following two methods: (1) to the bal-
ance with the highest APR first and any re-
maining portion to other balances in descend-
ing order of APR (high-to-low method), or (2)
among the balances in the same proportion as
each balance bears to the total balance (pro-
rata method). This new rule was designed to
reverse the current industry practice where
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payments are first allocated to balances with
the lowest APR.

3. Prohibitions on Raising Interest Rates on
Outstanding Balances. The Final Rules bar
financial institutions from raising interest
rates on outstanding debt, except under cer-
tain conditions, such as when a promotional
rate has expired (provided that the expiration
period and increased rate were disclosed at
the account opening) or when the cardhold-
er’s payment is delinquent.

4. Probibitions on “Double-Cycle Billing.” The
Final Rules prohibit financial institutions
from imposing finance charges based on prior
billing cycles when calculating charges for the
current billing cycle.

5. Limitations on Fees/Security Deposils
Charged to the Account for the Issuance of
Credit. The Final Rules prohibit financial in-
stitutions from charging account fees or se-
curity deposit fees for simply opening an ac-
count or issuing credit, if those fees or deposits
utilize a majority of the customer’s available
credit. In addition, institutions are required
to spread any fees or deposits in excess of 25
percent of the credit limit over no less than
the first six months rather than charging them
as a one-time lump sum.

The Agencies did not adopt all of the provisions
proposed in May 2008. For example, the Agen-
cies decided not to include in the Final Rules a re-
quirement that creditors disclose in a solicitation
the factors that determine whether the consumer
will qualify for the lowest APR and highest credit
limit advertised. Although the Final Rules do not
require such disclosures, the failure to make such
disclosers nevertheless could be deemed by the
FTC to be an unfair or deceptive practice.

Summary of Regulation Z Final Rule

The Final Rules also amend Regulation Z to
simplify certain disclosures that consumers receive
in connection with credit card accounts and other
revolving credit plans, other than home-equity
lines of credit. Key provisions of these amend-
ments, which are also effective July 1, 2010, in-
clude the following:
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1. Applications and Solicitations Disclosures.
The Final Rules contain format and content
changes designed to make credit and charge
card application and solicitation disclosures
more meaningful and easier for consumers to
use. The content changes include a required
disclosure that penalty rates may be in effect,
a shorter disclosure about variable rates, new
descriptions on grace periods, and a refer-
ence to consumer education materials on the
Board’s website.

2. Account Opening Disclosures. The Final
Rules require disclosure of certain basic fees
and terms at account opening in a summary
table, which is substantially similar to the
table required for credit and charge card
applications and solicitations. The table re-
quired at account opening includes more in-
formation than the table required at applica-
tion, such as a disclosure of whether there is
a grace period for all features of an account.
To reduce the compliance burden, the Final
Rules allow creditors to provide the more
specific and inclusive account-opening table
at application in lieu of the table otherwise
required at application, commonly referred
to as the “Schumer Box.” In addition, credi-
tors may continue to provide other account-
opening disclosures, aside from the fees and
terms specified in the new table.

3. Periodic Statement Disclosures. The Final
Rules revise the requirements for disclosures
on periodic statements, primarily by chang-
ing the format requirements, among other
things, to group fees and interest charges to-
gether. They also eliminate the requirement
to disclose an “effective APR,” because con-
sumers did not understand that term, and re-
quire disclosure of the effect of making only
the minimum required payment on the time
to repay balances.

4. Change-in-Terms Notices. The Final Rules
expand the circumstances under which con-
sumers must receive written notice of chang-
es to account terms and require creditors to
provide a summary table of such changes in
a periodic statement. They also increase the
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advanced notice required before a term can
be changed from 15 days to 45 days.

5. Advertising Provisions. The Final Rules per-
mit advertisements to refer to a rate as “fixed”
only if a time period is specified for which the
rate is fixed and during such time period the
rate will not increase for any reason. A time
period need not be specified as long as the
rate will not increase for any reason while the
plan is open.

Summary of Regulation DD Final
Rule

The Final Rules also amend Regulation DD to
address depository institutions’ disclosure prac-
tices related to overdrafts. Key provisions of these
amendments, which are effective January 1, 2010,
include the following:

1. Disclosure of Aggregate Overdraft Fees. The
Final Rules require all depository institutions
to disclose on periodic statements the aggre-
gate dollar amounts charged for overdraft
fees and for returned items for both the state-
ment period and for the year-to-date. Prior to
the Final Rules, the requirement to disclose
aggregate amounts applied only to institu-
tions that promote or advertise the payment
of overdrafts.

2. Disclosure of Balance Information. The Fi-
nal Rules require institutions that provide ac-
count balance information through an auto-
mated system, such as via ATM, to provide a
balance that does not include additional funds
that may be available to cover overdrafts.

Summary of Regulation E Proposed
Rule

Along with the Final Rules, the Agencies pro-
posed amendments to Regulation E that would
require consumer choice with respect to overdraft
protection programs and would prohibit unfair
fees for debit holds. The proposed rule replaces
previously proposed amendments under Regula-
tions AA and DD addressing overdraft services.
Comments on the proposed rule are due 60 days
after the date of publication in the federal regis-
ter. The proposed rule would apply to all deposi-
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tory institutions, including state-chartered credit

unions. Key provisions of the proposed rule in-

clude the following:

1. Consumer Choice Regarding Overdraft Pro-
tection Programs. The proposed rule solicits
comments on two alternative approaches to
providing consumers a choice regarding the
payment of ATM and one-time debit card
overdrafts by their financial institutions.

Opt-out: Under one approach, financial
institutions would be prohibited from
assessing fees for paying an overdraft un-
less they provide the consumer with no-
tice and a reasonable opportunity to opt
out of the institution’s overdraft service,
and the consumer does not opt out.
Opt-in: The second approach would pro-
hibit a financial institution from impos-
ing overdraft fees unless the consumer
affirmatively consents to the institution’s
overdraft service.

2. Prohibitions on Unfair Fees for Debit Holds.
Financial institutions would be prohibited
from assessing an overdraft fee if the over-
draft is caused solely by a hold on funds
that exceeds the actual purchase amount of
the transaction, unless the purchase amount
alone would have caused the overdraft. The
proposed rule provides a safe harbor that
would allow an institution to assess an over-
draft fee to the consumer’s account in con-
nection with a debit hold if the institution has
adopted procedures and practices designed to
remove the hold within a reasonable period
of time.

Implications of New Regulatory Re-
quirements For Financial Institutions

The regulatory and financial implications of
the Final Rules are substantial. Although the Fi-
nal Rules are not effective until the beginning and
middle of 2010, as noted above, financial institu-
tions would be advised to begin reviewing their
current marketing, disclosure, and billing practic-

es promptly, and making any necessary or appro-
priate modifications to ensure compliance with
the Final Rules by their effective date. Given the
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scope of the amendments, it appears that finan-
cial institutions will have to commit significant
resources to modifying many back-office func-
tions. For example, periodic statements will either
need to be generated more quickly, or else pay-
ment due dates will need to be extended to com-
ply with the new prohibition on the treatment of
a payment as late unless the financial institution
has provided a reasonable amount of time for the
consumer to make the payment, with each option
carrying obvious operational and carrying costs
to the industry. New requirements aimed at pre-
serving the benefit to consumers of promotional
rate balances and deferred interest programs will
require modification of payment allocation algo-
rithms. Similarly, interest-rate and fee calculation
mechanisms will require reprogramming to en-
sure compliance with new regulations, such as the
limitations on annual percentage rate increases
on outstanding balances and the prohibition on
“double-cycle billing.” And, of course, disclosure
materials likely will need to be reviewed and re-
vised in response to changes required by the Final
Rules summarized above. Industry participants
also would be advised to assess the costs of mak-
ing these changes and the extent to which those
costs can be passed on to consumers.

Another aspect of the Final Rules that may
prompt substantial changes to both industry
practices and to those credit card issuers that is-
sue subprime cards is the [imitation on fees and
security deposits charged to an account as part
of the issuance of such credit cards. We under-
stand that, currently, many credit card issuers in
the subprime market use a combination of ac-
count fees and/or security deposits to permit the
extension of credit to riskier borrowers on terms
commensurate with the risk posed by such lend-
ing. As a result of the new limits on the ability
to collect up-front fees and deposits imposed by
the Final Rules, these credit card issuers will need
to reexamine the feasibility of extending credit to
subprime borrowers, and ultimately may choose
to spread the cost of such credit to other consum-
€rs.

In addition to the concrete expenses that the
Final Rules will create, a number of legal im-
plications must also be addressed during the
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implementation process. As the Agencies note in
their commentary, a decision must be made as to
whether states with more protective laws regulat-
ing similar practices should be eligible for exemp-
tion from the Final Rules as is the case under the
FTC’s Credit Practices Rules. Naturally, such an
option would further add to the cost and com-
plexity of compliance efforts for institutions oper-
ating in multiple states, Broader federal preemp-
tion issues will also surface as greater attention
is focused on the Final Rules. Indeed, the Final
Rules implicate the authority of the Agencies to
directly regulate fees and expense charges in the
absence of a federal usury statute. Additionally,
although an obvious effort has been made to
draft around this problem, it is unclear how to
reconcile the provisions of the Truth in Lending
Act (TILA) with parts of the proposed regula-
tions. Specifically, TILA requires that if an issuer
of credit provides a grace period in connection
with a consumer credit card account, a periodic
statement for the account must be mailed or de-
livered 14 days prior to the due date. However,
under the Final Rules, a 14-day advanced mailing
is not only ineligible for the safe harbor, but might
be deemed an unfair or deceptive act or practice.

Areas For Comment on Proposed
Amendments to Regulation E

The Board included in the Regulation E pro-
posed rulemaking numerous specific requests for
industry comment. For example, the Board re-
quested comment on the opt-out and opt-in pro-
posals, including the costs and benefits of each
proposal to consumers and financial institutions.
It also requested comment on which approach
(opt-out or opt-in) would be optimal for consum-
ers and whether one approach may present unique
operational or cost issues that would not be as-
sociated with the other approach. The proposed
rule proposed to limit the scope of the proposed
opt-out to ATM withdrawals and one-time debit
card transactions, but the Board requested com-
ment on whether the proposed opt-out should
apply also to recurring debit card transactions
and ACH transactions. In addition, the Board re-
quested comments on the appropriate timeframe
for a safe harbor, whether the regulation should
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require institutions to provide a toll-free tele-
phone number to ensure consumers can easily opt
out, and whether the regulation should provide
examples of methods of opting out that would
not satisfy the requirement to provide a reason-
able opportunity to opt out, such as requiring the
consumer to write a letter to opt out.

The Board also requested comment on the deb-
it hold proposal, including the costs and benefits
of the proposed rule to consumers and financial
institutions and the appropriateness of the pro-
posed safe harbor. Institutions should refer to the
proposed rulemaking itself for the complete list of
requested comments.
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NOTES

1. The Final Rules amend 12 C.F.R. §§ 226, 227, and
230 (Regulations Z, AA, and DD, respectively).

2. The proposed rule would amend 12 C.FR. § 205
(Regulation E).

3. The Final Rules are promulgated pursuant to
section 18(f)(1) of the FTC Act, which makes the
Agencies responsible for prescribing regulations
that prevent unfair or deceptive acts or practices
in or affecting commerce within the meaning of
section 5(a) of the FTC Act. See 15 U.5.C. §§ 57a(f)
(1), 45(a). A secondary basis for the OTS’ rule is
the Home Owners’ Loan Act, 12 US.C. § 1461 et

seq.




