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Decision memorandum for the Director

Jeffrey S. Morrow, Jane M.E. Peterson, Rebecca J.K. Gelfond, Office of

FROM - Fair Lending and Equal Opportunity ,

THROUGH Patrice Alexande:r Ficklin, Associate Director, Office of Fair Lending and
Equal Opportunity

SUBJECT Authority to Settle Under Revised Parameters with American Honda

Finance Corporation

Recommendation(s)

We recommend that you authorize us to settle with American Honda Finance Corporation
(“Honda”) under the revised parameters described in Section III below.!

Approve Disapprove Let’s discuss

Background

i, Overview

On November 19, 2014, you authorized us to commence settlement negotiations with Honda
for alleged violations of the Equal Credit Opportunity Act (“ECOA”), 15 U.S.C. §8§ 1691-1691f,
and its implementing regulation, Regulation B, 12 CF.R. pt. 1002, and, if successful, to file
complaints and consent orders in federal court or administrative stipulations and consents
effectuating the settlements. You authorized us to seek remediation for harmed consumers
in the range of $17 to $105 million, to seek civil money penalties in the range of $o-$30
million, and to negotiate prospective compliance measures, which would likely require

" The revised parameters are also set forth in the attached draft proposed consent order. Exhibit A.
This draft consent order remains subject to change based on further discussions with the Department
of Justice and negotiations with Honda.,



Honda to adopt one of the following models of dealer compensation: 1) a non-discretionary -
dealer compensation and pricing policy; 2) a dealer compensation and pricing policy with
more limited dealer discretion of 100 bps for retail installment contracts with a term of sixty
(60) months or less, and 75 bps for retail installment contracts with a term greater than sixty
(60) months, or 3) maintaining the discretionary dealer compensation policy at current
limits and implementing a robust, enhanced compliance management system. See Exhibit B
(November 19, 2014, Decision Memo at 34-37).

We now seek revised settlement authority. We recommend that you approve the proposed
settlement, which includes injunctive relief consisting of adoption of a dealer compensation
and pricing policy with more limited dealer discretion of 125 bps for retail installment
contracts with a term of sixty (60) months or less, and 100 bps for retail installment
contracts with a term gréater than sixty (60) months with two basic framework options: 1) a
markup policy that allows dealers to mark the buy rate up a maximum of 125 or 100 bps
based upon the term of the loan, or 2) a markdown policy that consists of a pre-set rate of
dealer participation of 125 or 100 bps based upon the term of the loan and that allows
downward deviations based upon exceptions set by the lender. Additionally, the more
limited dealer discretion options provide for a limited ECOA compliance management
system that would not include consumer remuneration based on any continuing disparities
that may exist under the lower caps. The proposed settlement also eliminates the originally
proposed third option of maintaining the discretionary dealer compensation policy at
current limits and implementing a robust, enhanced compliance management system. The
consumer remuneration ($24 million) and civil money penalties ($0) rernain within
previously authorized limits.

II.  Summary of Claim

The Previously authorized claim against Honda was for alleged violations of the Equal Credit
Opportunity Act (“ECOA”), 15 U.S.C. §8 1691-1601f, and its implementing regulation,
Regulation B, 12 C.F.R. pt. 1002. Bureau staff concluded that from January 1, 2011 to
December 31, 2013, Honda violated the ECOA by charging borrowers higher dealer markups
on their automobile loans on the basis of race and national origin. These disparities resulted
from a combination of the institution’s policies and practices of permitting dealers to mark
up interest rates, compensating dealers from the interest revenue from those markups, and
failing to implement or maintain adequate internal controls and monitoring to prevent the
diserimination from occurring.



lll.  Settlement Negotiations

During settlement negotiations, — adoption of a dealer compensation and
pricing policy with more limited dealer discretion of 125 bps for retail installment contracts
with a term of sixty (60) months or less, and 100 bps for retail installment contracts with a
term greater than sixty (60) months. || EEEEEREN to vs¢ a standard markup regime
whereby dealers mark up the buy rate within the prescribed limits of 125 or 100 bps, based
on the term of the loan. While the 125/100 bps markup caps differ from the specified
previously authorized parameters, we believe they nonetheless significantly reduce dealer
discretion, which currently stands at || J N @Bl for these same terms. The significant
limitation of dealer discretion, which in turn reduces fair lending risk, is one of the goals we
have been seeking with respect to the indirect auto matters, and this settlement proposal
attains that goal.?

We have included a markdown regime whereby there is a pre-set rate of dealer participation
of the same 125 or 100 bps based upon the term of the loan, but which allows downward
deviations based upon exceptions set by the lender. Inclusion of this option is fashioned
upon the proposed National Automobile Dealers Association guidance, published in the
NADA Fair Credit Compliance Policy & Program. This markdown regime was circulated
widely within the automotive industry in January 2014 and is based upon the resolutions
in United States v. Springfield Ford, Inc., No. 2:07-cv-03469-PBT (E.D. Pa. Aug. 21, 2007)
and United States v. Pacifico Ford, Inc., No. 2:07-¢v-03470-PBT (E.D. Pa. Aug. 18, 2007).
We would like to include this markdown option which, while not contemplated by Honda,
similarly limits dealer discretion, may further reduce fair lending risk, and may lessen any
possible resistance of the resolution from NADA.

Additionally, the more limited dealer discretion option provides for a limited ECOA
compliance management syétem that would not include consumer remuneration based on
any continuing disparities that may exist under the lower caps. As noted, the substantial
Jimitation of dealer discretion [N i significantly reduce fair lending risk,

2 The proposed settlement also includes limited exceptions to this framework based on Honda'’s
specific business model, namely (1) an exception based upon standard modifiers such as a consumer’s
good standing, equity amount, and amount financed that are automatically applied by Honda to the
buy rate of every qualified consumer, and (2) an exception based upon a valid competitive offer from
another financing source. In both instances, dealer discretion remains capped at 125/100 bps
(standard modifiers) or eliminated (competitive modifier) and therefore does not increase fair lending
risk regarding the markup (or markdown).




particularly for the —, which have terms greater than 60 months. Given that,
the need for further reductions in caps and continued consumer remuneration seems
unnecessary to achieve our goals of addressing fair lending risk. The proposed settlement
does, however, provide for ongoing monitoring by the Bureau and the Department of
Justice. Should the agencies identify ongoing disparities despite the reduced discretion, the
Bureau can reevaluate the lower caps and take forward looking action as appropriate after
the termination of the proposed consent oxrder. '

The proposed settlement also eliminates the originally proposed third option set forth in the
original EAP authorization memorandum of maintaining the discretionary dealer
compensation policy at current limits and implementing a robust, enhanced compliance
management system. Given Honda’s willingness to substantially reduce its caps now, we
eliminated this option, which would have allowed Honda to continue its current caps at [l

Conclusion

We recommend that you authorize us to settle this matter under the parameters described in-
Section II1.

Attachment(s)

Exhibit A: Draft Administrative Consent Order ,
Exhibit B: Decision Memorandum dated November 19, 2014
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UNITED STATES OF AMERICA
.CONSUMER FINANCIAL PROTECTION BUREAU

ADMINISTRATIVE PROCEEDING
File No. |

In the Matter of: . CONSENT ORDER

AMERICAN HONDA FINANCE.
CORPORATION

The Consumer Financial Protection Bureau (Bureau) conducted a joint investigation with the

Civil Rights Division of the Department of Justice (DOJ Y of the indirect auto lending activities of

American Honda Finance Corporation (Respondent, as defined below) and Respondent’s compliance.

with the Equal Credit Opportunity Act (ECOA), 15 U.S.C. §§ 1691-1691f, and its implementing
regulation, Regulation B, 12 C.P.R. pt. 1002. Following the investigation, the Bureau and the DOJ
determined that Respondent violated the ECOA and Regulation B by unlawfully charging higher
interest rates to consumer auto loan borrowers on the basis of race and national origin. The Bureau
hereby issues, pursuant to Sections 1053 and 1055 of the Consumer Financial Protecﬁon Act of 2010

(CFPA), 12 U.S.C. §§ 5563, 5565, this Consent Order (Consent Order) in coordination with the DOJ.
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I
Jurisdiction

1. The Bureau has jurisdiction to enforce the ECOA pursuant to the CFPA, 12 U.S.C. §8§
5481(12)(D), (1_4), 5515(c)(1), 5563, and the ECOA, 15 U.S.C. § 1691c(a)(9).

2. Respondent is a “covered person” as that term is defined by 12 U.S.C. § 5481(6).

3, Respondent is a captive auto finance company that engages in the offering or providing of
consumer financial products or services as defined by 12 U.S.C. § 5481(5).

4. Respondent is subject to the authority of the Bureau to initiate and maintain an administrative

proceeding against it pursuant to 12 U.S.C. § 5563.
IT
Stipulation

5. Respondent has executed a “Stipulation aﬂd Consent to the Issuance of a Consent Order,”
dated [:] (Stipulation), which is incorporated by reference and is accepted by the Bureau. By
this Stipulation, Respondent has consented to the issuance of this Consent Order by the
Bureau under sections 1053 and 1055 of the CFPA, 12 U.S.C. §§ 5563 and 5565, without
admitting or denying any of the findings of faét or conclusions of léw, except that Respondent
admits the facts necessary to establish the Bureau’s jurisdiction over Respondent and the

subject matter of this action.
11X
Definitions

6. The following definitions apply to this Consent Order:
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a. “Affected Consumers” include any African-Americans, Hispanic, or Asian and/or Pacific
Islander consumers who entered into a non-subvented retail installment contract with
Respondent during the Relévant Time Period (as defined in Paragraph 6(f), below).

b. “Board” means Respondent’s duly-elected and acting Board of Directors.

c. “Effective Date” means the date on which the Consent Order is issued.

d. “Executive Officers” means collectively the senior management of American Honda
Finance Corporation, including but not limited to its Principal Executivé Officer(s),
Principal Financial Officex(s), Principal Accounting Officer(s), Treasurex(s), President(s),
Vice President(s), and Chief Compliance Officer(s).

e. “Related Consumer Action” means a private action by or on behalf of one or more

* consumers or an enforcement action by another governmental agency brought against
Respondent based on substantially the same facts as described in Section IV of this Consent
Qrder.

f. “Relevant Time Period” means the period from January 1, 2011 through July 14, 2615.

g. “Respondent” means American Honda Finance Corporation (AHFC or Honda) and any‘

direct or indireqt subsidiaries and affiliates and their successors and assigns.
v
Bureau Findings and Conclusions
The Bureau finds the following:

7. Respondent is a captive auto finance company and wholly-owned subsidiary of American
Honda Motor Company, Inc. (American Motor Honda). Respondent is incorporated in the

state of California with a principal place of business in Torrance, California. As of December

31, 2014, Respondent ha JEEEREEE in total assets.



Confidential and Privileged ~ Contains Confidential Investigative Information and Aftomey Work Pfoduct

8. Respondent is the third largest captive auto ﬁna‘nce company in the United States. Respondent
holds a [ percent share of the 'ovéra]l auto loan market based on originations, inaking it the
seventh largest auto lender overall. There are approximately JEiilj Honda dealers in the
United States.

9. Respondent finances or purchases both subvented and non-subvented auto loans. Subvented
auto loans are loans for which an auto manufacturer, such as American Honda Motor,
reduces the price of the loan through a subsidy, reduced interest rate, or other means. During
2011 through 2013, approximately 65% of Respondent’s auto loans were subvented.

10. On April 25, 2013, the Bureau and the DOJ initiated a joint investigation under the ECOA of
Respondent’s pricing of aﬁtomobﬂe loans or retail installment contracts.

11. Each loan application submitted by a dealer is required to comply with the policies, conditions,
and requirements that -Respondent sets for dealers.

12. Automobile dealers submit applications to Respondent on behalf of consumers. To determine
whether it will fund a loan, and on what terms, Respondent conducts an underwriting
process on each loan application submitted by its dealers on behalf of a consumer. For those .
applications that Respondent approves, Respondent sets a specified “buy rate.” Respondent
deterfnines the buy rate using a proprietary underwriting and pricing model that takes into
account individual borrowers’ creditworthiness and other objective criteria related to
bofrower risk. Respondent then communicates that buy rate to the dealer that submitted the
application to Respondent. Respondent’s buy rate reflects the minimum interest rate, absent
additional discounts or reductions, at which Respondent will finance or purchase a retail
installment contract from a dealer.

13. With respect to non-subvented retail installment contracts, Respondent maintains a specific

policy and practice that provides dealers discretion to mark up a consumer’s interest rate
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above Respondent’s established risk-based buy rate. The difference between the buy rate
and the consumer’s interest rate on the retail installment contract (contract rate) is known as
the “dealer markup.” Respondent compensates dealers from the increased interest revenue
to be derived from the dealer markup. Respondent does not allow dealers to mark up
subvented retail installment contracts.

14. During the relevant period, Respondent limited the dealer markup to 225 basis points for -
contracts with terms of sixty (60) monthly payments or less, and to 200 basis points for .
contracts with terms of greater than sixty (60) monthly payments.

15. Respondent regularly participates in the decision to extend credit by taking responsibility for
underwriting, setting the terms of credit by establishing the risk-based buy rate, and |
communicating those terms to automobile dealers. Respondent influences the credit
decision by indicating to automobile dealers whether or not Respondent will purchase retail
installment contracts on the terms specified by Respondent.

16. Respbndent is a creditor within the meaning of the ECOA, 15 U.S.C. § 1691a(e), and Regulation
B, 12 C.F.R. § 1002.2(]).

17. The Bureau and the DOJ analyzed the dealer markup of the non-subvented retail installment
contracts that Respondent purchased between January 1, 2011 and July 13, 2015. During the
time period covered by the analyses, Respondent purchased hundreds of thousands of non-
subvented retail installment contracts, and the Bureau and the DOJ determined that
thousands of retail installment contracts that Respondent purchased had African—American,
Hispanic, or Asian and/or Pacific Islander borrowers.

18. The retail installment contracts analyzed by the Bureau and the DOJ did not contain
information on the race or national origin of borrowers. To evaluate any differences in dealer

markup, the Bureau and the DOJ assigned race and national origin probabilities to
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applicants. The Bureau and the DOJ employed a proxy methodology that combines
geograpﬁy—based and name-based probabilities, based on public data published by the
United States Census Bureau, to form a joint probability using the Bayesian Improved
Surname Geocoding (BISG) method. This methodology is detailed in the Bureau’s White
Paper, entitled Using Publicly Available Information to Proxy for Unidentified Race and.
Fthnicity, released September 17, 2014. The joint race and national origin probabilities
obtained through the BISG method were then used directly in the Bureau’s and DOJ’s
models to estimate any disparities in dealer markup on the basis of race or national origin.

19. The Bureaw’s and the DOJ’s markup analyses focused on the interest rate difference between
each borrower’s contract rate and each borrower’s buy rate set by Respondent. Respondent
considers individual borrowers’ creditworthiness and other objective criteria related to
borrower risk in setting the buy rate as explained in Pafagraph 11. The dealer markups
charged by Respondent to consumers are based on dealer discretion and are separate from,
and not controlled by, the adjustments for creditworthiness and other objective criteria
related to borrower risk that are already reflected in the buy rate. Nor did Respondent’s
markup policy include consideration of these factors. Because the analysis focused on only

v the difference between each borrower’s contract rate and buy rate, it did not make additional
adjuétments for creditworthiness and other objective criteria related to borrower risk.

0. During the time period covered by the analyses, on average, African-American borrowers were
charged approximately thirty-six (36) basis points more in dealer markup than similarly-

situated non-Hispanic whites for non-subvented retail installment contracts. These
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disparities are statistically significant,* and these differences are basea on race and not based
on creditworthiness or other objective criteria related to borrower risk. These disparities
mean that thousands of African-American borrowérs paid higher markups than the average
non-Hispanic white markup.

21. During the time period covered by the analyses, on average, Hispanic borrowers were charged
approximately twenty-eight (28) ’basis points more in dealer markup than similarly-situated
non-Hispanic whites for non-subvented retail installment contracts. These disparities are
statistically significant, and these differences are based on national origin and not based on
creditworthiness or other objective criteria related to borrower risk. These disparities mean
that thousands of Hispanic borrowers paid higher markups than the average non-Hispanic
white markup. |

22. During the time period covered by the analyses, on average, Asian and/or Paciﬁc Islander
borrowers were charged approximately twenty-five (25) basis points more in dealer markup
than similarly-situated non-Hispanic whites for non-subvented retail installment contracts.
These disparities mean that thousands of Asian and/or Pacific Islander borrowers paid
higher mari(ups than the average non-Hispanic white markup.

23. The higher markups that Respondent charged to African-American, Hispanic, and Asian
and/or Pacific Islander borrowers are a result of Respondent’s specific policy and practice @f
allowing dealers to mark up a consumer’s interest rate above Respondent’s established buy

rate and then compensating dealers from that increased interest revenue.

IStatistical significance is a measure of probability that an observed outcome would not have occurred by
chance. As used in this Consent Order, an outcome is statistically significant if the probability that it could
have occurred by chance is less than 5%. : ’
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.24. Respondent’s specific policy and practice of allowing dealers to mark up a consumer’s interest
rate above Respondent’s established buy rate and then compensating dealers from that
increased interest revenue continued throughout the entire Relevant Time Period.
25. During the Relevant Time i’eriod, Respondent did not monitor whether discrimination on a .
prohibited basis occurred through the charging of markups across its portfolio of retail

installment contracts and did not employ adequate controls to prevent discrimination.

26. Respondent’s specific policy and practice of allowing dealers to mark up a conéumer’s interest
rate above Respondent’s established buy rate and then compensating dealers from that
increased interest revenue Witﬁout adequate controls and monitoring is not justified by
legitimate business need and constitute discrimination against applicants with respect to
credit transactions on the basis of racé aﬁd national origin in violation of the ECOA, 15 U.S.C.
§ 1691(a)(1), Regulation B, 12 C.F.R. §§ 1002.4(a), 1002.6(a), 1002.6(b)(9), and the CFPA, 12

U.5.C. § 5536(a).

~ ORDER

' CONDUCT PROVISIONS

A\Y
Cease and Desist

IT IS ORDERED, under sections 1053 and 1055 of the CFPA, that:
27. Respondent and its officers, agents, servants, employees, and attorneys who have actual notice
of this Consent Order, whether acting directly or indirectly, shall cease and desist from
engaging in any act or practice that discriminates on the basis of race or national origin in

~ any aspect of the pricing of automobile loans in violation of the ECOA, 15 U.S.C. § 1691(a)(1),
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and Regulation B, 12 C.F.R. pt. 1002, or that constitutes an unfair act or practice in violation
of sections 1036(a)(1)(B) and 1031(c) of the CFPA. 15 U.S.C. § 1691¢c(a), (b); 12 U.S.C. §§
5536(a)(1)(B) and 5531(c)().]

VI

Remedial Action

YT IS FURTHER ORDERED that:

28. During the pendency of the Consent Order, starting no later than thirty (30) days after the
Effective Date, Respon(ient shall implement a déaler compensation policy conforming with
one (15 of the three (3) options detaﬂed below:

Option One:

a. Respondent will limit dealer discretion in setting the contract rate to one hundred and
twe}nty—ﬁve (125) basis points for retail installment contracts with terms of sixty (60)
months or less, and one hundred (100) basis points for retail installment contracts with
terms greater than sixty (60) months..2 Respondent is not precluded from including in its
compensation policies an additional nondiscretionary component of dealer compensation
consistent with applicable laws. Respondent may provide entirely nondiscretionary dealer
compensation to some dealers (consistent with subparégraph a of Option Thrée, described
below) while it provides discretionary compensation to other dealers consistent with Option
One, so long as all loans purchased from a particular dealer are compensated using only one

of the two compensation systems.

2 «Dealer discretion” includes the entire range of dealer deviation from Respondent’s risk-based buy rate,
whether exercised by increasing or decreasing the buy rate, such as by altering the interest rate or buying down
the rate. “Dealer discretion” does not include Respondent’s discretion to modify the buy rate. “Dealer
discretion” does not include a dealer’s buying down of the buy rate with respect to all consumers to the extent
such special offers are clearly advertised to all consumers, :

9
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b. Respondent may apply standard nondiscretionary modifiers (based on, e.g., loyal customer,
equity amount, and amount financed) which will reduce the buy rate, if properly
documented and applied to all qualified consumers and with the exercise of no dealer
discretion. Dealers may retain the discretion to mark up the modified buy rate, subject to
the caps noted in subsection (a) of this Option.

c. Respondent may apply a competitive modifier (e.g., a valid, documented, competitive offer
from another financing source) when a competitive rate is appropriate to retain the
customer’s transaction. Such a modifier will be documented and is not expected to result in -
greater than a one hundred (100) basis point reduction.

i. Whena competitivé modifier is applied, dealers shall not have discretion to mark up

the reduced buy rate.

ii. Respondent shall document the competitﬁre rate by identifying within Respondent’s

systems, the institution offering the competitive rate and the rate offered.

d. Respondent will maintain general compliance management systems reasonably designed to
assure compliance with all relevant federal consumer financial laws, including the ECOA.
With respect to monitoring dealer discretion for compliance with the ECOA, Respondent
will:

i.  Send regular notices to all dealers explaining the ECOA, stating Respondent’s
expectation with respect to ECOA compliance, and articulating the dealer’s
obligaﬁon to price retail installment contracts in a non-discriminatory manner.

jii. Monitor for compliance with dealer discretion limits.

e. Respondent shall submit data on its non-subvented indirect auto lending portfolio to the
Bureau and the DOJ, at their request, semiannually for analysis and monitoring.

Respondent shall submit data on its subvented indirect auto lending portfolio to the Bureau

10
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------ and the DOJ, at their request, semiannually for analysis and monitoring if Respondent
modifies its policies to permit dealer discretion on subvented loans.

Option Two:

"f. Respondent will limit dealer discretion in setting the contract rate to one hundred and
twenty-five (125) basis points for retail installment contracts with terms of sixty (60)
months or less, and one hundred (100) basis points for retail installment contracts with
terms greater than sixty (60) months.3 Respondent is not precluded from including in its
compensation policies an additional nondiscretionary component of dealer compensation
consistent with applicable laws. Respondent may provide entirely nondiscretionary dealer
compensation to some dealers (consistent with subparagraph a of Option Three, described
below) while it provides discretionary compensation to other dealers consistent with Option
One, so long as all loans purchased from a particular dealer are compensated using only one
of the two compensation systems.

g. Respondent shall establish a pre-set rate of dealer participation that Respondent will
require dealers to include in all credit offers that the dealer extends to customers
(“Standard Dealer Participation Rate”), such that:

i, The Standard Dealer Participation Rate cannot exceed 125 basis points for retail
installment contracts with terms of sixty (60) months or less, and 100 basis points

for retail installment contracts with terms greater than sixty (60) months.

3 “Dealer discretion” includes the entire range of dealer deviation from Respondent’s risk-based buy rate,
whether exercised by increasing or decreasing the buy rate, such as by altering the interest rate or buying down
the rate. “Dealer discretion” does not include Respondent’s diseretion to modify the buy rate. “Dealer
discretion” does not include a dealer’s buying down of the buy rate with respect to all consumers to the extent
such special offers are clearly advertised to all consumers.

11
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ii. Respondent may allow dealers to include a single, set lower dealer participation rate
than the Standard Dealer Participation Rate for particular loan types and/or
channels or for all loans purchased from a particular dealership.

iii. Respondent may allow dealers to include a lower dealer participation rate than the
Standard Dealer Participation Rate based on a lawful exception pursuant to the fair
lending policies and procedures as set forth below, and subject to the dealer’s
agreement to abide by the policies and maintain required documentation.

(1) To the extent Respoﬁdent allows exceptions to the Standard Dealer
Participation Rate, to ensure consistency with thé requirements of the ECOA,
Respondent shall establish policies and procedures for those exceptions
subject to the non-objection of the Bureau and the DOJ. The Bureau and the
DOJ recommend that the policies and procedures for such exceptions include
the following elements:

a. Granting Exceptions: Policies and procedures that specifically define
the circumstances when Respondent allows downward departures
from the Standard Dealer Participation Rate.

b. Documenting Exceptions: Policies and procedures that require on a
loan-by-loan basis, documentation appropriate for each specific
exception that is, at a minimum, sufficient to effectively monitor
compliance with the exceptions policies. Such documentation should
be sufﬁciént not only to explain the basis for granting any exception to
the Standard Dealer Participation Rate, but also to provide details

and/or documentation of the particular circumstances of the exception.

12
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¢. Record Retention: Policies and procedures for documentation
retention requirements that, at a minimum, comply with the
requirements of Regulation B.

iv. To the extent Respondent adopts a Standard Dealer Participation Rate, Respondent
will develop and maintain a compliance management system to monitor dealer
compliance with setting contracts at the Standard Dealer Participation Rate and any
exceptions thereto to ensure they comply with the _conditiohs‘ for exceptions to the
Standard Dealer Participation Rate. This will include:

(1) Training to dealers of Respondent’s exceptions policies and procedures;

(2) Regular monitoring of dealers’ exceptions to the Standard Dealer
Participation Rate, including documentation of those exceptions;

(3) Periodic audits for compliance with all policies and procedures relevant to
granting exceptions to the Standard Dealer Participation Rate and to test for
and identify fair lending risk; and

(4) Appropriate corrective action for a dealer’s noncompliance with Respondent’s
exceptions policies and procedures, culminating in the restriction or
elimination of dealers’ ability to exercise discretion in setting a consumer’s
contract rate or exclusion of dealers from future transactions with

' Re'spondent.
h. Respondent will maintain general compliance management systems reasonably designed to
assure compliance with all relevant fedetal consumer financial laws, including the ECOA.
With respect to monitoring dealer discretion for compliance with the ECOA, Respondent

will:

13
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i.  Send regular notices to all dealers explaining the ECOA, stating Respondent’s
expectation with respect to ECOA compliance, and articulating the dealer’s
obligation to price retail installment contracts in a non-discriminatory manner.

ii. Monitor for compliance with dealer discretion limits.

i. Respondent shall submit data on its non-subvented indirect auto lending portfolio to the

Bureau and the DOJ, at their request, semiannually for analysis and monitoring.

~ Respondent shall submit data on its subvented indirect auto lending portfolio to the Bureau

and the DOJ, at their request, semiannually for analysis and monitoring if Respondent

modifies its policies to permit dealer discretion on subvented loans.

Option Three:

i

Respdndent will maintain policies that do not allow dealers any discretion to set the
contract rate subject to the non-objection of the Bureau and the DOJ.

Respondent will maintain general compliance management systems reasonably designed to
assure compliance with all relevant federal consumer financial laws, including the ECOA.

i.  This will include Respondent sending regular notices to all dealers explaining the
ECOA, stating Respondent’s expectation with respect to ECOA compliance, and
articulating the dealer’s obligation to price retail installment contracts in a non-
discriminatory manner.

Respondent will not have to review or remunerate for prohibited basis disparities in dealer
markup resulting from dealer discretion in setting the contract rate, because there is no
such discretion. Respondent will not have to maintain a compliance mahagément system to.

monitor dealer exceptions because dealers do not have such discretion.

. Respondent shall not implement any revised dealer compensation policy until obtaining all

non-objections of the Bureau and the DOJ required by the chosen option.

14
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Vi
. Role of the Board

| IT IS FURTHER ORDERED that:

29. The Board shall review all submissions (including plans, reports, programs, policies, and
procedures) specifically required by this Consent Order prior to submission to the Bureau
and the DOJ.

30. Although this Consent Order requires Reépondent to submit certain documents for review or
non-objection by the Bureau and the DOJ, the Board shall have the ultimate responsibility
for proper and sound oversight of Respondent and for ensuring that Respondent complies
with federa} consumer financial law, includiﬁg the ECOA, and this Consent Order.

31. In eaéh instance in this Consent Order in which the Board is réquired to ensure adherence to,
or undertake to perform, certain obligations of Respondent, the Board shall:

a. Authorize and adopt such actions on Behalf of Respondent as may be necessary for
Respondent to perform its obligations and undertakings under the terms of this Consent
Ordef; | |

b. Require the timely reporting by Respondent’s manageﬁxent of such actions directed by
Respondent’s mahagement to be taken under the terms of this Consent Order; and

¢. Require corrective action be taken in a timely and appropriate manner in the case of any

material non-compliance with such actions.

MONETARY PROVISIONS

15
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Vil
Order to Pay Redress

IT IS FURTHER ORDERED that:

32. Within thirty (30) days of the Effective Date, Respondent shall deposit into an interest-bearing
escrow account twenty-four million dollars ($24,000,000.00), for the purpose of providing
redress to Affected Consumers as required by this Section, This will constitute the
Settlement Fund. Respondent shall provide wrﬁten verification of the deposit to the Bureau
and the DOJ within five (5) days of depositing the funds described in this paragraph. Any
interest that accrues will become part of the Settlement Fund and will be utilized and
disposed of as set forth herein. Any taxes, costs, or other fees incurred by the Settlement
Fund shall be paid by Respondent.

33. Within sixty (60) days of the Effective Date, Respondent shall create an Administration Plan to
provide for the administration of consumer remuneration by American Honda Motor or its
affiliates (“Administrator”). The Administrator shall conduct the activities set forth in
pafagraphs 85 through %#3. The terms of the Administration Plan related to the

7 Adﬁinistrator’s duties pursuant to this Consent Order shall be subject to the non-objection
of the Bureau and the DOJ. Respondent shall bear all costs and expenses of the
Administrator. The Administration Plan shall require the Administrator to comply with the
provisions of this Consent Order as applicable to the Administrator. The Administration
Plan shall require the Administrator to work cooperatively with Respondent and the Bureau
and the DOJ in the conduct of its activities, including reéorting regularly to and providing all
reasonably requested information to the Bureau and the DOJ. The Administration Plan shall
require the Administrator to comply with all cpnﬁdentiality and privacy restrictions

applicable to the party who supplied the information and data to the Administrator.
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34. In the event that the Bureau or the DOJ have reason to believe ﬂlat the Administrator is not
materially complying with the term's of the Administration ,Plén, Respondent shall present
for review and determination of non-objection a course of action to effectuate the -
Administrator’s material compliance with the Administration Plan. The Bureau and the DOJ
shall make a determination of non-objection to the course of action or direct Respondent to
revise it. In the event that the Bureau and the DOJ direct revisions, Respondent shall make
the revisions and resubmit the course of action to the Burean and the DOJ within thirty (30)
days. Upon notification that the Bureau and the DOJ have made a determination of non-
objection, Respondent shall implement the course of action.

35. Thg Administra’cion Plan shall require the Administrator, as part of its operations, to establish
cost-free means for Affected Consumers to contact it, including an email addreés, a website,a .
toll-free telephone number, and means for persons with disabilities to communicate
effectively, incduding TTY. The Administration Plan shall require the Administrator to make
all reasonable efforts to provide effective translation services to Affected Consumers,
including but not limited to proyiding live English and foreign-language-speaking operatoré
to speak to .Affected Consumers who call the toll-free telephone number and request a live
operator, and providing foreign langnage interpretations and translations for
communications with Affected Consumers.

6. The Bureau and the DOJ shall request from Respondent information and data the Bureau and
the DOJ reasonably believe will assist in identifying Affected Consumers and determining
any monetary and other damages, including but not limited to a database of all retail
installment contracts booked by Respondent during the Relevant Time Period and all data
variables the Bureau obtained during its investigation. Within ninety (90) days of the

Effective Date, Respondents shall supply the requested information and data
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37, The Bureau and the DOJ shall jointly provide to the Administrator and Respondent a list of
retail installment contracts with consumers that the Bureau and the DOJ have determined
are eligible to receive monetary relief pursuant to this Consent Order after receipt of all the
informatidn and data they requested pursuant to paragraph 36. The total amount of the
Settlement Fund shall not be altered based on the number of listed fetail installment
contracts.

38. Within thirty (30) days after the date the Bureau and the DOJ provide the list of retail
installment contracts referenced in paragraph 37, Respondent will provide to the Bureau, the
DOJ, and the Administrator the name, most recent mailing address in its servicing reéords,
Social Security number, and other information as requested for the primary borrower and
each co-borrower (if any) on each listed retail installment contract (“Identified Borrower”).
Such information and data shall be used by the Bureau, the DOJ, and the Administrator only
for the law enforcément purposes of implementing the Consent Order. The total amount of
the Settlement Fund shall not be altered based on the number of Identified Borrowers.

39. After receipt of all the information required to be provided by paragraph 38, the Bureau and
the DOJ shall provide Respondent and the Administrator vﬁth the initial estimate of the
amount each Identified Borrower will receive from the Se’c"dement Fund. No individual,
agency, or entity may request that ény court, the Bureau, the DOJ, Respondent, orv the
Administrator review the selection of Identified Borrowers or the amount to be received. The
total amount of the Setﬂement Fund shall not be altered based on the amounts that
Identified Borrowers receive.

40. The Administration Plan shall require the Administrator to adopt effective methods, as
requested by the Bureau and the DOJ, to confirm the identities and eligibility of Identified

Borrowers and provide to the Bureau and the DOJ a list of Identified Borrowers whose
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" jdentities and eligibility have been confirmed (“Confirmed Borrower”) within 270 days from
the date the Bureau and the DOJ provide the information described in paragraph 39.

41. Within sixty (60) days after the date the Administrator provides to the Bureau and the DOJ the
list of Confirmed Borrowers, the Bureau and the DOJ shall provide to the Administrator a list
containing the final payment amount for each Confirmed Borrower. The total amount of the
Settlement Fund shall not be altered based on the number of Confirmed Borrowers or the
amounts they receive. No individual, agency, or entity may request that any court, the
Bureau, the DOJ, Respondents, or the Administrator review the final payment amounts.

42. The Administration Plan shall require the Administrator to deliver payment to each Confirmed
Borrower in the amount determined by the Bureau and the DOJ as described in paragraph 41
within forty-five (45) days. The Administration Plan shall also require the Administrator to
skip trace and redeliver any payment that is returned to the Administrator as undeliverable,
or not deposited within six (6) months.

43. The Administration Plan shall require the Administrator to maintain the cost-free means for
consumers to contact it described in paragraph 35 and finalize distribution of the final
payments described in paragraphs 41 and 42 within 12 months from the date the Bureau and
the DOJ provide the list of final payment amounts to the Adminjstrator in accordance with
paragraph 41. Confirmed Borrowers shall have until that date to request reissuance of
payments that have not been deposited.

44. The details regarding administration of the Settlement Fund set forth in paragraphs 33
through 43 can be modified by agreement of the Bureau, the DOJ, and Respondents.
Payments from the Settlement Fund to Confirmed Borrowers collectively shall not exceed the

amount of the Settlement Fund, including accrued interest.
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45. Respondent will not be entitled to a set-off, or any other reduction, of the amount of final

payments to Confirmed Borrowers because of any debts owed by the Confirmed Borrowers.
Respondent also will not refuse to make a payment based on a release of legal claims or
account modification previously signed by any Confirmed Borrowers.

46. Upon the Administrator’s completion of the distribution of funds to Confirmed Borrowers, and

in the event that funds remain after the Respondent provides redress to Confirmed

. Borrowers as set forth in Paragraph 42, distribution of any and all remaining money shall be

of the DOJ’s Consent Order

subject to Court approval in accordance with Paragraphs
filed in the United States District Court for the Central District of California.

IX

Additional Monetary Provisions

IT IS FURTHER ORDERED that:

47. In the event of any default on Respondent’s obligations to make payment under this Consent
Qr'der, interest, computed under 28 U.S.C. § 19 61, as amended, will accrue on any

outstanding amounts not paid from the date of default to the date of payment, and will

immediately become due and payable.

48. Respondent must relinquish all dominion, control, and title to the funds paid to the fullest

extent permitted by law and no part of the funds may be returned to Respondent.

49. Under 31 U.S.C. § 7701, Respondent, unless it already has done so, must furnish to-the Bureau

and the DOJ its taxpayer identifying numbers, which may be used for purposes of collecting:

and reporting on any delinquent amount arising out of this Consent Order.

50. Within thirty (30) days of the entry of a final judgment, consent order, or settlement in a

Related Consumer Action, Respondent must notify the Bureau and the DOJ of the final

judgment, consent order, or settlement in writing. That notification must indicate the
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amount of redress, if any, that Respondent paid or is required to pay to consumers and
describe the consumers or classes of consumers to whom that redress has been or will be

paid.

 ADMINISTRATIVE PROVISIONS

X
Reporting Requirements

ITIS FURTHER ORDERED that:

51. One hunared and eighty (180) days following the Effective Date and every one hundred and
eighty (180) days thereafter until the termination of this Consent Order, Respondent shall
submit to the Bureau and the DOJ a true and accurate written Compliance Progress Report,
which has been approved by the Board. Each Report shall provide a complete account of
Respondent’s actions to comply with each requirement of the Consent Order during the
previous six (6) months, an objecﬁve assessment of the extent to which each quantifiable-
obligation was met, an explanation bf why any particular component fell short of meetilng its
goal for the previous six (6) months, and any recommendation for additional actions to
achieve the goals of the Consent Order. |

52. Respondent 1lnust notify the Bureau of any development that may affect compliance obligations
arising under this Consént Order, including but nof limited 1o, a dissolution, assignment,
sale, merger, or other action that would result in the emergence of a successor company; the
creation or dissolution of a subsidiary, parent, or affiliate that engages in any acts or
practices subject to this Consent Order; the filing of any bankruptcy or insolvency proceeding
by or against Respondent; or a change in Respondent’s name or address. Respondent must
provide this notice as soon as practicable after learning about the development, but in any

case at least 30 days before the development is finalized.
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53. Within 7 days of the Effective Date, Respondent must:
 a. Designate at least one telephone nurhber and email, physical, and postal address as points
of contact, which the Bureau may use to communicate with Respondent;

b. Identify all businesses for which Respondent is the majority owner, or that Respondent
directly or indirectly controls, by all of their names, telephone numbers, and physical,
postal, email, and‘ Internet addresses;

c. Describé the activities of each such business, including the products and services offered,
and the means of adveﬁising, marketing, and sales. |

d. Respondent must report any change in the information required to be submitted under this
Section (Par_agraphs 52 t0 54) as soon as practicable, but in any case at least 30days before

the change.
X1

Order Distributioh and Acknowledgment
IT IS FURTHER ORDERED that:

54. Within thirty (30) days of the Effective Date, Respondent shall deliver a copy of this Consent
Order to eéch of its Board members and Executive Officers.

55. Until the termination of this Consent Order, Respondent shall deliver a copy of this Consent
Order to any future Boérd Members and Executive Officers within thirty (30) days that an
individual becomes a Board Member or Executive Officer, respectively.

56. Respondent shall secure a signed and dated statement acknowledging receipt of a copy of this
Consent Order, with any electronic signatures complying with the requirements of the E-Sign
Act, 15 U.S.C. § 7001 et seq., within thirty (30) days of delivery, from all persons receiving a

copy of this Consent Order pursuant to this Section.

XIX
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Recordkeeping
IT IS FURTHER ORDERED that:
57. Respondent shall create or retain the following business records:
a. All documents and records necessary to demonstrate full compliance with each provision of

this Consent Order, including but not limited to, reports submitted to the Bureau and the

DOJ and all documents and records pertaining to redress, as set forth in Section’
above;
b. For Resﬁonde_nt’s consumer automobile lending business, accounting records showing the
gross and net revenues generated by Respondent, and all relevant affiliates; and
c. All consumer complaints related to Respondent’s retail installment contracts alleging
discrimination (whether received directly or indirectly, such as through a third party), and
any responses to those complaints or requests. |
58. All business records created or retained pursuant to this Section shall be retained at least until
the termination of this Consent Order, and shall be made available upon the Bureau's or the
DOJ’s request to Bureau representatives or DOJ representatives, respectively, within thirty
(30) days of a request. |
XTI

Modifications to Non-Material Requirements

IT1S FURTHER ORDERED that:

59. Respondent may seek a modification to non-material requirements of this Consent Order(e.g.,
reasonable extensions of time and changes to reporting requirements) by submitting a

written request to the Bureau and the DOJ.
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60. The Bureau and the DOJ may, in their discretion, modify any noh-material requirements of
this Consent Order (e.g., reasonable extensions of time and changeé to reporting
requirements) if the Bureau and the DOJ determine good cause justifies the modification.

Any such modification by the Bureau and the DOJ must be in writing.

XIV
Notices
IT IS FURTHER ORDERED that:

61. Unless otherwise directed in writing by a Bureau or DOJ representative, all submissions,
requests,'cominunications, consents, or other documents relating to this Consent Order shall
bein writing, with the subject line, “In re American Honda Finance Corporation, File No.
[Year]-CFPB-[Docket #],” and send them by overnight courier (not the U.S. Postal Service),
as follows:

To the Bureau:

IBD ,
he subject line shall begin: In re America Honda Finance Corporation, dated XXXX

To the DOJ:

Chief

Housing and Civil Enforcement Section

Civil Rights Division,

U.S. Department of Justice,

To Respondents:
D]
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Other Provisions

62. The provisions of this Consent Order do not bar, estop, or otherwise prevent the Bureau, or any
| other govei:nmeritalvagency, from taking any other action against Respondent.
63. The Bureau will not pursue any violations against, or seek consumer rgmuneration from, .
Respondent for conduct undertaken that is both pursuant to and consistent with the Consent
Order duriﬁg the term of the Consent Order.
64. The Bureau releases and discharges Respondent from all potential liability for law violations
that the Bureau has or might have asserted based on the practices described in Section

[Findin

Séstion] of this Consent Order, to the extent such practices occurred before the
Effective Date and the Bureau knows about them as of the Effectivé Date. The Bureau may
use the practices described in this Consent Order in future enforcement actions against
Respondent and its affiliates, including, without limitation, to establish a pattern or practice
of violations or the continuation of a pattern or practice of violations or to calculate the
amount of any penalty. This release does not preclude or affect any right of the Bureau to
determine and ensure compliance with the Consent Order, or to seek penalties for any
violations of the Consent Order.

65. This Consent Order is intended to be, and will be construed as, a final Consent Order issued
under section 1053 of the CFPA, 12 U.S.C. § 5563, and expressly does not form, and may not
be construed to form, a contract binding the Bureau or the United States.

66. Respondent may request to modify the compliance management program required by this

VIII) when the modification

Consent Order (as described in the Options set forth in Se
is based upon a change in circumstances that has arisen during the pendency of this Consent
Order, including but not limited to any amendment to the statutory or regulatory regime

+ applicable to dealer markup and compensation policies, or the adoption of a materially
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different dealer compensation policy by lenders comprising a majority of the auto loan
market. Any such request to modify the compliance plan is subject to the Buréau’s and the
DOJ’s review and determination that the modified compliance management program

‘eliminates or substantially reduces Dealer discretion, and determination of non-objection.

67. This Consent Order will terminate three (3) years from the Effective Date or three (3) years
from the most recent date that the Bureau initiates an action alleging any violation of the
Consent Order by Respondent. If such action is dismissed or the relevant adjudicative body
rules that Respondent did not violate any provisioﬁ of the Cdnsent Order, and the dismissai
or ruling is either not appealed or upheld on appeal, then the Consent Order will terminate as

~ though the action had never been filed. The Consent Order will remain effective and
enforceable until such time, except tb the extent that any provisions of this Consent Order
have been amended, suspended, waived, or terminafed ih writing by the Bureau or its

designated agent.

68. Calculation of time liﬁitations will run from the Effective Date and be based on calendar days,
unless otherwise noted.

69. The provisions of this Consent Order will be enforceable by the Bureau. For any violation of
this Consent Order, the Bureau may impose the maximum amount of civil money pénalties
allowed under section 1055(c) of thé CFPA, 12 U.S.C. § 5565(c). In connection with any
attempt by the Bureau to enforce this Consent Order in federal district court, the Bureau may
serve Respondent wherever Respondent may be found and Respondent may not contest that
court’s personal juri;dicﬁon over Respondent.

70. This Consent Order and the accompanying Stipulation contain the complete agreement
between the Bureau and Respondent. The Bureau and Respondent have made no promises,

representations, or warranties other than what is contained in this Consent Order and the
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accompanying Stipulation. This Consent Order and the accompanying Stipulation supersede
any prior oral or written communications, discussions, or understandings.

71. Nothing in this Coﬁ3611t Order or the accompanying Stipulation may be construed as allowing

the Respondent, its Board, officers, or employees to violate any law, rule; or regulation.

72. To the extent that a specific action by Respondents is required both by this Consent Order and -

any Consent Order entered by the United States District Court for the Central District of
California in the civil action styled United States of America v. American Honda Finance
Corporation, filed on or about Julyi4, 2015, action by Respondents that satisfies a
requirement under any such District Court Consent Order will satisfy that same requirement

under this Consent Order.

IT IS SO ORDERED, this [14]th day of [Tuly

Richard Cordray

Director
Consumer Financial Protection Bureau
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UNITED STATES OF AMERICA
CONSUMER FINANCIAL PROTECTION BUREAU

File No. [

STIPULATION AND CONSENT
TO THE ISSUANCE OF
A CONSENT ORDER

In the matter of:

AMERICAN HONDA F INANCE
CORPORATION

The Consumer Financial Protection Bureau (Bureau) intends to initiate an administrative
proceeding against American Honda Finance Corporation (Respondent), under 12 U.S.C. §§ 5563 and
5565, for its pricing of consumer automobile retail installment contracts in violation of the Equal
Credit Opportunity Act (ECOA), 15 U.S.C. §§ 1691-1691f, and its implementing regulation, Regulation

B, 12 C.P.R. pt. 1002.

Respondent, in the interest of compliancé and resolution of the matter, and without admitting
or denying any wrongdoing, consents to the issuance of a Consent Order substantially in the form of
the one to which this Stipulation and Consent to the Issuance of a Consent Order is attached (Consent

Order), and which is incorporated by reference.
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In consideration of the above premises, Respondent agrees to the following:

Jurisdiction
1. The Bureau has jurisdiction over this matter under sections 1053 and 1055 of the Consumer

Financial Protection Act (CFPA), 12 U.S.C. §8§ 5563, 5565.

Consent

2. Respondent agrees to the issuance of the Consent Order, without admitting or denying any of
the findings of fact or conclusions of Jaw, except that Respondent admits the facts necessary to
establish the Bureau’s jurisdiction over Respondent and the subject matter of this action.

3. Respondi_ant agrees that the Consent Order will fqe deemed an “order issued with the consent of
the pérson concerned” under 12 U.S.C. § 5563(b)(4), and agrees that the Order will become a
final order, effective.upon issuance, and will be fully enforceable by the Bureau under 12 U.S.C.
§8 5563(d)(1) and 5565.

4. Respondent voluntarily enters into this Stipulation and Consent to the Issuance of a Consent
Order.

5. The Cohsent Order resolves only Respondent’s potential liability for law violations that the
Bureau asserted or might have asserted based on the practices described in Section [Findings
Section] of the Consent Order, to the extent such practices occurred before the Effective Date
and the Bureau knows about them as of the Effective Date. Respondent acknowledges that no
promise or representation has been made by the Bureau or any employee, agent, or
representative of the Bureau, about any liability outside'of this action that may have arisen or

may arise from the facts underlying this action or immunity from any such liability.

6. Respondent agrees that the facts described in §

the Consent Order will be taken as true and be given collateral estoppel effect, without further
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proof, in any proceeding before the Bureau based on the entry of the Consent Order, or in any
subsequent civil Jitigation by the Bureau to enforce the Consent Order or its rights to any
payment or monetary judginent under the Consent Order.

7. The terms and provisions of this Stipulation and the Consent Order will be binding upon, and
inure to the benefit of, the parties hereto and their successors in interest.
8. Respondent agrees that the Bureau may present the Consent Order to the Bureau Director for
signature and entry without further notice.
Waivers
- 9. Respondent, by consenting to this Stipulation, waives:

a. Any right to service of the Consent Order, and agrees that issuance of the Consent Order
will constitute notice to the Respondent of its terms and conditions;

b. Any objection to the jurisdiction of the Bureaﬁ, including, without limitation, under
section 1053 of the CFPA, 12 U.S.C. 8§ 5563;

c. The rights to all hearings under the statutory provisions under which the proceeding is
to be or has been instituted; the filing of proposed findings of fact and conclusions of
law; proéeedings before, and a recommended decision by, a hearing officer; all post-
hearing procedureé; and any other procedural right available under section 1053 of the
CFPA, 12 U.S.C. § 5563, or 12 CFR Part 1081;

d. The right to seek any administrative or judicial review of the Consent Order;

e. Any claim for fees, costs Or expenses against the Bureau, or any of its agents or
employees, and any other governmental entity, related in any way to this enforcement
matter or the Consent Order, whether arising under common law or under the terms of
any statute, including, but not limited-to the Equal Access to Justice Act and the Small

Business Regulatory Enforcement Fairness Act of 1996; for these purposes, Respondent
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agrees that Respondent is not the prevailing party in this action because the parties have
reached a good faith settlement;

f. Any othef right to challenge or contest the validity of the Consent Order;

g. Such provisions of the Bureau’s rules or other requirements of law as may be construed
to prevent any Bureau employee from participating in the preparation of, or advising the
Director as to, any order, opinion, finding of fact, or conclusion of law to be entered in
connection with this Stipulation‘or the Consent Order; and

h. Any right to claim bias or prejudgment by the Director based on the consideration of or

discussions concerning settlement of all or any part of the proceeding.

AMERICAN HONDA FINANCE CORPORATION BY:

[Name] - : ' Date
[title], [name of respondent]

The undersigned [directors of [name of respondent]] each acknowledges having read this Stipulation
and the Consent Order, and approves of [name of respondent] entering into this Stipulation.

[Name] Date

Director, [name of respondent]

[Name] Date

_Director, [name of respondent}
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Concurmnr Finaneis!

November 19, 2014
DECISION MEMORANDUM FOR THE DIRECTOR

FROM: Jane Peterson, Rebecea Gelfond, and Patrice Ficklin, Office of Fair
Lending

SUBJECT: Authorization to Seek a Settlement with or Commence Litigation Against
American Honda Finance Corporation, CFPB Enforcement Matter # 2014-
1257-02, B : CFPB Enforcement Matter
e . CFPD

, and

SRR ‘ -
Enforcement Matter SN
RECOMMENDATION:

We recommend that you authorize the Offices of Fair Lending and Enforcement

(1) to settle with American Honda Finance Corporation, KE I
, and |t Rt | clcr the parameters described

i1 Section V below and the attached Term Sheets; (2) if settlement negotiations are
suceessful, to file complaints and consent orders in federal court or administrative
stipulations and consents effectuating the settlements; and (3) if settlement negotiations
are unsuceessful, to commence an enforcement action, either administratively or in
federal court, consistent with the attached complaints.: We have also recommended that
the Bureau refer this matter to the Department of Justice, which is proceeding to obtain
authorizlation to file suit against these entities as well.

9] pprove - Disapprove Discuss
- :

1 In requesting authorization to file the attached complaints, we also seek authority to fix
minor typographical errors or to make other non-substantive changes to the complaints
before filing. Additionally, because we are working jointly with the Department of
Justice (“DOJ), there will likely be additional changes to the complaints.

Furthermore, because the specific terms of any consent order wil] be subject to
negotiation and ongoing modification, we are not attaching draft consent orders to this
memorandum, However, as settlement negotiations proceed, will we discuss proposed
orders with the Legal Division before we submit them to you.

-
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I.  OVERVIEW

The Office of Enforcement and the Office of Fair Lending and Equal Opportunity
(“Bureau staff”) seek authority to settle with, or in the alternative commence litigation -

against, American Honda Flnancc Cor ora’non (“Honda”)
_, and

alleged violations of the Equal Credit Opportunny Act (“ECOA”} 15 U.S.C. 88 1691~
1691f, and its implementing regulation, Regulation B, 12 C.F.R. pt. 1002. We understand
that the Department of Justice ("DOJ”) is simultaneously seeking authorization to file a
complaint against these three entities.?

Bureau staff have concluded that from January 1, 2011 o December 31, 2013,
Honda, i} a»d have violated the ECOA by charging borrowers higher dealer
markups on their automobile loans on the basis of race and national origin. These
disparities resulted from a combination of each of these institution’s policies and
practices of permitting dealers to mark up interest rates, compensatmg dealers from the
interest revenue from those markups, and failing to 1mplement or maintain adequate
internal controls and monitoring to prevent the discrimination from occurring.

Specifically, statistical analyses conducted by the Bureau’s expert, BLDS,
identified the following disparities duung the three-year time period from January 1,
2011 to December 31, 2013:

Haonda:

e African-American3 borrowers paid an average of 36 basis points more in
dealer markups than similarly situated non-Hispanic white borrowers on
non-subvented loans;

« Hispanic borrowers paid an average of 28 basis points more in dealer
markups than similarly situated non-Hispanic white borrowers on non-
subvented loans; and

2 Inn the event these matters do not settle and litigation is required, the Offices of Fair -
Lendmg and Enforcement think it unlikely that it could litigate ag,amqt all three of these
parties without substantial disruption to other enforcement priorities. We intend to
revisit which of the parties the Bureau should sue should litigation against all thr ee
entities be anticipated.

3 As used in this document, “African American” includes “Black or African American”
and “ Hlsp’lnl(, includes “Hxspamc or Latino,” as defined by the Office of Managemcnt
and Budget in Revisions to the Standards for the Classification of Federal Data on Race
and Ethnicity (Oct. 30, 1997), available at
http://www.whitehouse.gov/omb/fedreg__1997standards.
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« Asian and/or Pacific Islander borrowers paid an average of 25 basis points
more in dealer markups than similarly situated non-Hispanic white
borrowers on non-subvented loans.

-'

¢ African-American borrowers paid an average of 27 basis points more in
dealer markups than similarly situated non-Hispanic white borrowers on
non-subvented loans;

« Asian and/or Pacific Islander borrowers paid an average of 18 basis points
mote in dealer markups than similarly situated non-Hispanic white
horrowers on non-subvented loans; and

¢ African-American borrowers paid an average of 25 basis points more in
dealer markups than similarly situated non-Hispanic white borrowers on
subvented loans.

-‘v

¢ African-American borrowers paid an average of 23 basis points more in
dealer markups than similarly situated non-Hispanic white borrowers on
non-~subvented loans; and :

¢ Asian and/or Pacific Islander borrowers paid an average of 14 basis points
more in dealer markups than similarly situated non-Hispanic white
borrowers on non-subvented loans.

The disparities identified with respect to Honda are expected to cost 164,641 harmed
African-American, Hispanic, and Asian and/or Pacific Islander borrowers who paid
higher markups than the non-Hispanic white average markup more than $53.5 million
over the full life of their loans. The disparities identified with respect to!are :
expected to cost 127,285 African-American and Astan and/or Pacific Islander borrowers
who paid higher markups than the non-Hispanic white average markup more than
$41.3 million over the full life of their loans. The disparities identified with respect to
# are expected to cost 74,405 African-American and Asian and/or Pacific Islander

orrowers who paid higher markups than the non-Hispanic white average more than
$21.8 million over the full life of their Joans.

Past cases have demonstrated that pricing disparities that result from granting
automobile dealers discretion to mark up interest rates can provide the hasis for
actionable claims of discrimination in violation of the ECOA.4 These are the first

4 See Jones v, Ford Motor Credit Co., 2002 WL 88431 (S.D.N.Y. Jan. 22, 2002)
(denying a motion to dismiss); Osborne v. Bank of America NatT Ass’n, 234 F. Supp. 2d
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- nonbank cases, following the settlement in the Ally matter,5 in which the Bureau seeks
to enforce violations of the ECOA for discriminatory dealer markups in the indirect
automobile lending industry. As such, it will send an important message to the indirect
auto lending industry about the Bureau’s continuing commitment to ensuring
compliance with the ECOA and addressing the consumer harm associated with dealer
markup and leveling the industry playing field, by including within the scope of the
Bureau’s enforcement activity both banks and nonbanks.

The final settlement value of each of these matters will vary based on the strength
of several defenses that each institution will likely raise.

We request authority to settle Honda in the range of $17-$135 million.6 As discussed
more fully below, that range consists of the following:

(1) Damages to harmed borrowers in the range of $17-$105 million, to
address the direct monetary and indirect monetary and non-monetary
harms they suffered, including:

a. Direct monetary damages in the range of $13-$54 million (paid as
money or as a note rate reduction) for loans originated between
January 1, 2011 and December 31, 2013;

b. Direct monetary damages in the range of $4-18 million (paid as
money or as a note rate reduction) for loans originated between
January 1, 2014 and December 31, 2014;

c. Indirect damages for harmed consumers who borrowed from
Honda between January 1, 2011 and December 31, 2013, up to-$25
million;

804 (M.D. Tenn. 2002) (denying motion to dismiss); Wise ex rel. Estate of Wilson v.

Union Acceptance Corp., 2002 WL 31730920 (S.D. Ind. Nov. 19, 2002) (denying motion
to dismiss); Coleman v. General Motors Acceptance Corp., 220 F.R.D. 64 (M.D. Tenn. -
2004) (granting class certification).

5 In the Matter of Ally Financial, No. 2013-CFPB-0010 {Dec. 20, 2013).

6 While we request authorization up to $135 million for negotiation purposes, we
anticipate a negotiated range to likely fall between $25-40 million for damages,
particularly in light of likely prepayment data. With respect to civil money penalties,
unless we forgo a penalty based on adoption of an alternative dealer compensation
structure, we anticipate a negotiated range to likely fall between $8-$18 million,
commensurate with the penalties obtained in Ally based upon the amount of consumer
harm. '
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d. Indirect damages for harmed consumers who borrowed from
Honda between January 1, 2014 and December 31, 2014, up to $8
million; and : :

(2) Proportional civil money penalties likely to be in the range of $0-30
million.

We request authority to settle |l in the range of $14-$102 miltion.7 As discussed
more fully below, that range consists of the following: :

(1) Damages to harmed borrowers in the range of $14-$82 million, to address
the direct monetary and indirect monetary and non-monetary harms they
suffered, including: :

a. Direct monetary damages in the range of $10-$42 million (paid as
money or as a note rate reduction) for loans originated between
January 1, 2011 and December 31, 2013;

b. Direct monetary damages in the range of $4-$14 million (paid as
money or as a hote rate reduction) for loans originated between
January 1, 2014 and December 31, 2014;

c. Indirect damages for harmed consumers who borrowed from
between January 1, 2011 and December 31, 2013, up to %19
muillion;

Indirect damages for harmed consumers who borrowed from
between January 1, 2014 and December 31, 2014, up to $7
million; and

(2) Proportional civil money penalties in the range of $0-20 million based
upon significant cooperation and development of a fair lending
compliance management system, including implementation of consumer
remuneration, since being notified of the investigation. :

7 While we request authorization up to $102 million for negotiation purposes, we
anticipate a negotiated range to likely fall between $20-30 million for damages,

~ particularly in light of likely prepayment data. With respect to civil money penalties, .
unless we forgo a penalty based on adoption of an alternative dealer compensation
structure, we anticipate a negotiated range to likely fall between $5-$20 million,
commensurate with the penalties obtained in Ally based upon the amount of consumer
harm in this case, but giving effect to significant cooperation and development
of a fair lending compliance program. '
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We request authority to settle |l in the range of $8-$75 million.8 As discussed more
fully below, that range consists of the following:

(1) Damages to harmed borrowers in the range of $8-$45 million, to address
the direct monetary and indirect monetary and non-monetary harms they
suffered, including:

* a. Direct monetary damages in the range of $6-$22 million (paid as
money or as a note rate reduction) for loans originated between
January 1, 2011 and December 31, 2013;

b. Direct monetary damages in the range of $2-$8 million (paid as
money or as a note rate reduction) for loans originated between
Januaty 1, 2014 and December 31, 2014;

¢. Indirect damages for harmed consumers who borrowed from
between Janunary 1, 2011 and December 31, 2013, up to $11
million;

d. Indirect damages for harmed consumers who borrowed from
between January 1, 2014 and December 31, 2014, up to $4
million; and

(2) Proportional civil money penalties likely to be in the range of $0-$30
million,

We also seek authority to negotiate injunctive relief requiring Hondx, [EEEEE, and
ERR <o (1) adopt substantial enhancements to their dealer markup monitoring
compliance program including paying remediation for any markup disparities identified
by the program through the term of the order, (2) implement a 100 basis points (bps)
cap on dealer discretion to mark up buy rates on loans with terms of 60 or fewer months
(75 bps cap on dealer discretion to mark up buy rates on loans with terms of 61 or more
months); or (3) lmplement an alternative nondiscretionary dealer compensation
structure.

8 While we request authorization up to %‘ 75 million for negotiation pur poseq we
anticipate a negonated range to likely fall between $10-16 million for damages,
particularly in light of likely prepayment data. With réespect to civil money penalties,
unless we forgo a penalty based on adoption of an alternative dealer compensation
structure, we anticipate a negotiated range to likely fall between $5-$15 million,
commensurate with the penalnes obtained in Ally based upon the amount of consumer
harm.
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II. FACTUAL BACKGROUND

A. Proposed Defendants: Honda, u an(m

Honda is a wholly-owned subsidiary of American Honda Motor and serves both
prime and subprime markets. Honda holds 3.55% of overall auto loan market share
based on origination units, making it the seventh largest auto lender overall. It is the
third largest captive auto finance company. Honda was also involved in prior litigation
involving allegations of unlawful discrimination.? For the two-year period 2011-2012,
Honda originated 1,230,700 indirect automobile loans of which 404,679 were non-
subvented and 826,021 were subvented loans, Honda originated an additional 233,008
non-subvented loans in 2013.

originated [
non-subvented and s

origination units, making it S -
captive lender and ercent in loan growth
20135 B L

e : 1 n 2011-2013,
automobile loans, of which

B. Honda, .
Compensation Policies

In their indirect automobile lending businesses, Hon da,-, and

purchase loans from their dealers at a specified “buy rate,” which Honda, [l and

o Willis v. Am. Honda Fin. Corp., Class Action No. 03-02-0490, (M.D. Tenn. Jan. 21,
2005), avatlable at
hitp:/ /www.ncle.org/images/pdf/litigation/closed/ ahfe_settlement-agreement.pdf.

10



PRIVILEGED AND CONFIDENTIAL

— determine using similar proprietary pricing models. IILonda,F and-
a

so will purchase retail installment contracts that the dealer, in its discretion, has
yriced higher than the buy rate, subject to certain limitations set by Honda,- and
. The difference between the buy rate and the contr act rate is known as the
*‘dea er mdlku D, = AR '

, ' e I 11 general, Honda, 4 S
.each capped the dealer markup based upon certain criteria and each dlffered in the
availability of dealer markup with respect to subvented transactions:

¢ With respect to non-subvented transactions, Honda allowed loans with
contracts having less than i scheduled payments to be marked up Jill
bps and loans with more thau scheduled payments to be marked up to
B bps. Honda B b with respect to
subvented transactions, whlch make up about its loans.

¢ With respect to non-subvented transactions, allowed loans for i
months or less to be marked up Jgll bps, loans of | | Bl months to be

marked up 200 bps, and loans 72 to 84 months to be marked up il bps.
Wlth one notabl' fon, K. ' RS ;

'tlon whlch make

up about 0 1ts oars. Howevel , I 2 ]lowed B
vehicles with subvented rates to be marked up [l bps; these loms
account for about [l of [ subvented transactions,

¢ During the review period, with respect to norn-subvented transactions,
d generally allowed loans with contracts having i scheduled
payments or less to be marked up bps and loans with more than i
scheduled payments to be marked up Jll bps.* Wxth respect to non-
subvented transactions, also had [
. which capped markup on loans for g8 '
o at-bps _ had onlya limited number of subvented

subvented loans. Prior to§
: <1 hvented used vehicle loans; after
] d mitted up to a Jigl bps mar kup on used vehicle aub\ ented
loans in those limited instances in which the used vehicle subvented rates
were not advertised to consumers, which was only approximately |
transactions.

As discussed more below, Honda, (R, dnd_ discretionary markup and
compensation policies and lack of adeqmte monitoring and controls caused the pricing
disparities discovered during the review.

= T ] BB otside of the relevant review pemod R 1ovvered the caps for its
non-subvented transactions across all contract terms to Jji§ bps.
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C. Investigation History and Background

On or around April 25, 2013, the Bureau and the DOJ commenced joint
investigations of Honda and |} On or around October 29, 2013, the Bureau and the
DOJ also commenced an investigation of . The investigations focused on whether
these institutions unlawfully charged higher interest rates to consumer auto loan
horrowers on the basis of race and/or national origin through discretionary pricing,
including allowing dealer markups. The investigation covered transactions from
* January 1, 2011 to December 31, 2013.

The Bureau and DOJ sent joint information requests to Honda, | Sl and

requesting information regarding their business policies and practices and data
from their indirect auto lending business covering the period from January 1, 2011
through December 31, 2012. After reviewing the materials they provided and conducting
© preliminary data analysis, the Bureau and DOJ sent follow-up requests for information
seeking clarification of certain information and additional data covering the period fromi
January 1, 2013 through December 31, 2013. The Bureau’s expert, BLDS, analyzed these
institutions’ auto loan transactions that allowed for discretionary dealer markups and
identified dealer markup disparities.

The Office of Fair Lending formally communicated its preliminary findings to
Honda and by letter on November 7, 2014. The letters set forth the markup
disparities and outlined the Burean’s analytical methodology. It also informed Honda
and | of the possibilities of public enforcement action.

1iI. LEGAL ANALYSIS

The ECOA and Regulation B prohibit discrimination on the basis of, inter alia,

race and national origin in “any aspect of a credit transaction.”s A viclation of the ECOA. .

may be proven through (1) overt evidence of discrimination, (2) evidence of disparate
treatment, or (3) evidence of disparate impact.*t While disparate treatment is a possible
method to establish an ECOA violation in a discriminatory dealer markup matter,
Bureau staff believe that, based on current information, the strongest case to prove
Honda, EEEEE. and_ violations of the ECOA can be made under the disparate
impact doctrine.’s

1315 U.S.C. § 1691(a)(1); 12 C.F.R. § 1002.4(a).

14 See CFPB Bulletin 2012-04, Lending Discrimination (Apr. 18, 2012), available at
htip:/ /files.consumerfinance.gov/f/201404_cfpb_bulletin_lending_discrimination.pdf
(“Lending Discrimination”).

15 While Bureau staff do not anticipate negotiating a settlement with defendants or filing
a complaint against defendants that expressly identifies the available theories of
diserimination under the ECOA, Bureau staff note that a claim under the disparate
treatment doctrine may also be available. At this point in the Honda, |Silll, and
investigations, the evidence of diserimination on the basis of race and national origin is
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Regulation B, which implements the ECOA, specifies that the disparate impact
doctrine is applicable under the ECOA. Specifically, Regulation B states that “[t]he
legislative history of the Act indicates that the Congress intended an ‘effects test’
_concept, as outlined in the employment field by the Supreme Court in the cases of
‘Griggs v. Duke Power.Co., 401 U.S. 424 (1971), and Albernarle Paper Co. v. Moody, 422
U.S. 405 (1975), to be applicable to a creditor’s determination of creditworthiness.”6

As set forth in the Commentary to Regulation B, the ECOA prohibits a “creditor:
practice that is discriminatory in effect because it has a disproportionately negative
impact on a prohibited basis, even though the creditor has no intent to discriminate and
the practice appears neutral on its face, unless the creditor practice meets a legitimate
business need that cannot reasonably be achieved as well by means that are less
disparate in their impact.”7 To demonstrate a prima facie case of disparate impact
liability, the Bureau must (1) identify a specific, facially neutral practice or policy used
by the defendant; and (2) demonstrate, through statistical evidence, that the practice or
policy has caused an adverse effect on the protected group.!® The burden then shifts to
the defendant to prove a legitimate business need for the practice or policy.19 But the

strictly statistical, however, and thus better suited to the disparate impact doctrine.
Compare Int’l Brotherhood of Teamsters v. U.S., 431 U.S. 324, 339-40 & n.20 (1977);
Hazelwood Sch. Dist. v. United States, 433 U.S. 299, 307-08 (1977) (gross statistical
disparities may, in a proper case, constitute prima facie proof of a pattern or practice of
disparate treatment); with Gay v. Waiters’& Dairy Lunchmen’s Union, Local No. 30,
694 F.2d 531, 552-53 (oth Cir. 1982) (noting that “[iln order to establish a prima facie
case of disparate treatment based solely on statistical evidence, the plaintiff must
produce statistics showing ‘a clear pattern, unexplainable on grounds other than race”™
and cautioning that the strongest inference of intentional discrimination is one in which
the statistical evidence is bolstered by other circumstantial evidence because “statistics
demonstrating that chance is not the more likely explanation are not by themselves
sufficient to demonstrate that race is the more likely explanation”) (internal citations
omitted). Should the matters proceed to litigation, consistent with the complaints,
which include sufficient allegations to support claims under both disparate treatment
and disparate impact, Bureau staff anticipates seeking additional discovery to support a
disparate treatment claim.

16 12 C.F.R. § 1002.6(a).

17 12 C.F.R. pt. 1002 Supp. I § 1002.6(a)-(2).

18 See Albemarle Paper Co. v. Moody, 422 U.S. 405, 425 (1975); Griggs v. Duke Power
Co., 401 U.S. 424, 431-32 (1971). '

19 See Griggs, 401 U.S. at 431-32; 12 C.F.R. § 1002.6(a) (noting that legislative history of
the ECOA indicates that the disparate impact doctrine as outlined in Griggs and
Albemarle applies to ECOA). But see Wards Cove Packing v. Antonio, 490 U.S. 642
(applying Watson v. Fort Worth Bank and Trust, 487 U.S. 977, 994 (1988)), to ECOA
disparate impact claim and hence requiring the defendant-only to meet a burden of

-10-
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plaintiff can stil] prevail if there is a less discriminatory alternative that meets the
usiness need.20 The Bureau has affirmed that in enforcing the ECOA, it will utilize the
disparate impact doctrine as appropriate.® .

A. Honda, F anc{— Employed Specific, Facially Neutral
Policies That Have a Disparate Impact: The Discretionary Dealer
Markup and Compensation Policies with Inadequate Internal
Controls, Monitoring, and Remedial Actions

1. Honda, JJE. a»d I Discretionary Dealer Markup and
Compensation Policies Caused a Statistically Significant
Adverse Effect on African-American, Hispanicand Asian and/or
Pacific Islander Borrowers

As described above, Honda, | N and JJl cach maintain a specific policy
and practice that provides dealers discretion to mark up borrowers’ interest rates above
each institution’s established buy rates, and compensates dealers for those markups. In
establishing disparate impact Jiability, courts have Jong recognized that statistics, when
propetly analyzed, can support a showing of disparate impact on a prohibited basis.>* In
the context of dealer markup policies, courts have held that plaintiffs, for purposes of
establishing a prima facie case, must provide wstatistical evidence of a kind and degyree-
sufficient to show that the practice in question has caused’ the assessment of the higher
- finance charge markup because of their membership in a protected group.”#s In this

case, statistical analysis demonstrates that Honda, H and discretionary

markup and compensation policies disproportionately and adversely affected African-
American, Hispanic, and Asian and/or Pacific Islander borrowers. This conclusion is
based on a comprehensive two-part statistical analysis of each captive’s indirect auto
loan data and policies and procedures.

Section 1002.5(b) of Regulation B generally prohibits lenders from requesting
information about the applicant’s race and national origin for credit transactions that
are not for the purpose of purchasing or refinancing the borrower’s principal dwelling

production rather than burden of persuasion); Miller v. Countrywide Bank, N.A., 71
F.Supp.2d 251, 259 n.16 (D. Mass. 2008) (apply Wards Cove in an ECOA matter and
noting that legislation had modified Wards Cove in the Title VII context, but that the
case continues to apply in non-Title VII disparate impact cases).

20 See Albemarle, 422 U.S. at 425.

2 See CFPB Bulletin 2012-04 (Fair Lending) (Apr. 18, 2012). v

22 See generalhj Int’l Brotherhood of Teamsters v, U.S., 431 U.S. 324, 340 n.20 (1977)
(noting that statistics may be the “only available avenue of proof” in disparate impact
cases) (citations and internal quotation marks omitted). :

23 Coleman, 196 F.R.D. at 324 (quoting Watson v. Fort Worth Bank and Trust, 487 U.S.
977,994 (1988)). _ o

-11-
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and secured by that dwelling. Consistent with this rule, the indirect auto loan datasets
provided by Honda, [SS. ~nd [ did not contain information on the applicants’
race or ethnicity. '

In order to conduct the statistical analyses, the Bureau’s expert, BLDS, used a
proxy methodology for estimating race and national origin for applicants based on
reported address information and surname. Reported addresses for applicants were
mapped into census tracts and matched to 2010 Census information on race and
ethnicity. In addition, applicant surnames were matched to a list of surnames from the
2000 Census, which reports counts by race and ethnicity for every surname that appears
over 100 times. Using the combination of probabilities based on geography and :
surname, the methodology assigned each applicant a probability of being a particular
race and ethnicity (e.g., 80% African American; 15% Hispanic; and 5% non-Hispanic -
white).24

BLDS then conducted an analysis of whether Honda, NIl a0c I dealer
markup and compensation policies resulted in disparities.

¢ The auto loan datasets provided by Honda contained Nl non-
subvented auto loan contracts that were funded by Honda during the
three-year period from January 1, 2011 through December 31, 2013.

B After excluding loans that could not be proxied for race and

national origin,?s hooked loans were included in the analysis
sample,

"'« The auto loan datasets provided by ]l contained non-
subvented auto loan contracts that were funded by during the

three-year period from January 1, 2011 through December 31, 2013, After
excluding loans that could not be proxied for race and national origin,?®

24 Geography- and surname-based probabilities are combined using the methodology
described in CFPB, Using Publicly Available Information to Proxy for Unidentified
Race and Ethnicity: A Methodology and Assessment (Sept. 17, 2014), available at
http://www.consumerfinance.gov/reports/ using-publicly-available-information-to-
proxy-for-u11identified—race~and~ethnicity/ .

25 BLDS excluded [ 1oans from the Honda analysis because there was insufficient
proxy information, i.e., some loans did not have a street address or a zip code and some

did not have surname probability. The 2000 Census only reports race and ethnicity data
for surnames that appear at least 100 times, '

26 BLDS excluded S non-subvented loans from the [l analysis because there
was insufficient proxy information, i.e., some loans did not have a street address or a zip
code and some did ot have surname probability. The 2000 Census only reports race
and ethnicity data for surnames that appear at least 100 times. ‘

-12-
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booked non-subvented loans were included in the analysis.
Because only allowed discretionary dealer markup as to its
subvented transactions, the Bureau limited its subvented loan analysis to

these |l loans funded by JJJl during the three-year period from
January 1, 2011 through December 31, 2013.%7

¢ The auto Joan datasets provided by | lNEES contained non-
subvented auto loan contracts that were funded by uring the
three-year period from January 1, 2011 through December 31, 2013.48
After excluding loans that could not be proxied for race and national
origin,29 booked non-subvented loans were included in the
analysis sample. ' - :

BLDS specifically analyzed the dealer markup, namely the difference between the
contract rate and the buy rate. Given the fact that Honda, JIN, 2nd KN bvy rate
on any given transaction already accounted for characteristies associated with the
borrower’s creditworthiness, the characteristics of the vehicle, and the timing, location,
and structure of the deal, such factors were not included as controls in the analysis,
which focused on dealer markups. This analysis identified the following disparities and -
direct borrower harm based upon expected overpayment over the full life of the loan:

27 The |l subvented JEBRE loans contain only loans for which BLDS was able to
Proxy.

28 Due to the limited number of subvented loans for which a markup was permitted and
data limitations that precluded us from identifying those particular loans, the Bureau
did not 'analyze_ﬁ subvented Joans. Therefore, subvented loans are not included

.in the Bureau’s claims with respect to

29 BLDS excluded [iiilillioans from the J Il analysis because there was insufficient
proxy information, i.e., some loans did not have a street address or a zip code and some
did not have surname probability.

-13-
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- Honda — Estimated Disparities and Direct Consumer Damages for Non-

Period of Review:

subvented Loans
January 1, 2011 to December 31, 2013

Prohibited

Number of

Number | Markup- | Total Overpayment
Basis of Disparity | Overpayment | Harmed per Harmed
Group Affected C Prohibited Prohibited
Prohibited Basis Basis
Basis Borrowers3® | Borrower
Borrowers
African 36 basis o
Americans 68,050 points $18.4 million | 44,061 $417
) ) 28 basis —
Hispanies | 130,341 points $26.2 mﬂhop 85,257 $307
Asian
d i e
?’I;ci/ fflj cr 55,272 f)gikr)li:ls $8.9 million | 35,323 $252
Islanders
. $53.5 o &
TOTAL: million Average: $325

30 This column shows the estimated numbers of African-American, Hispanic, and Asian
and/or Pacific Islander borrowers who paid more than the non-Hispanic white average
markup. Note that, consistent with the approach in Ally, the “Markup Disparity” and
“Total Overpayment” columns were estimated using the full sample of African-
American, Hispanic, and Asian and/or Pacific Islander borrowers and not just those
who paid more than the non-Hispanic white average markup.

-14-
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— _ Estimated Disparities and Direct Consumer Damages for

Subvented and Non-subvented Loans
Period of Review: January 1, 2011 to December 31, 2013

TProhibited | Number | Markup Total Number of | Overpayment
Basis of Disparity | Overpayment Harmed per Harmed
M p + . * J
Group Affected Prohibited | Prohibited
Prohibited Basis Basis
Basis Borrowers3 | Borrower
v Borrowers ,
Non- African : a7 basis | 4. s
subvented | Americans 116,586 points $25.7 million | 66,016 §390
Non- Asian
ubvented | and/or 18 basis T
g s ! Pa ci/ﬁc 109,544 pointz $14.1 million | 58,601 $240
3 Islanders N
1 Subvented | African o5 basis . s .
Americans 7559 pgints $1.5million | 2608 $502
$41. ’
LfT OTAL: ;riil?on Average: $325

31 This column shows the estimated numbers of African-American and Asian and/or
Pacific Islander borrowers who paid more than the non-Hispanic white average markup,

consistent with the approac

[

h in Ally. Note that, consistent with the approach in Ally, the

“Markup Disparity” and “Total Overpayment” columns were estimated using the full

sample of African-American and Asian and/or Pacific Islander borrowers and not just

those who paid more than the non-Hispanic white average markup.

18-
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B :stimated Disparities and Direct Consumer Damages for Non-

subvented Loans :

Period of Review; January 1, 2011 to December 31, 2013
Prohibited | Number | Markup | Total Number of Overpayment
Basis of Disparity | Overpayment | Harmed per Harmed
Group Affected | Prohibited Prohibited

Prohibited Basis Basis

Basis Borrowers3? | Borrower

Borrowers _ ,
African 23 basis - .
Americans | 91705 pgints $18.0 million | 52,877 $340
Aslan
and/or 14 basis -
?}2 ci/ f?c 39,900 p‘ih,isslq $3.8 million | 21,528 $177
Islanders

oar. $21.8 .
TOQTAL: million Average: $293

These disparities are statistically significant at the 5 percent level or better, well within
what the courts generally require.3s Such significant statistical evidence is of a kind and

32 This column shows the estimated numbers of African-American and Asian and/or
Pacific Islander borrowers who paid more than the non-Hispanic white average markup,
consistent with the approach in Ally. Note that, consistent with the approach in Ally, the
“Markup Disparity” and “Total Overpayment” columns were estimated using the full
sample of African-American and Asian and/or Pacific Islander borrowers and not just
those who paid more than the non-Hispanic white average markup.

33 Castaneda v. Partida, 430 U.S. 482, 496 n.17 (1977) (noting that, for large samples, a
difference greater than two or three standard deviations is, as a general rule,
significant); Ford v. Seabold, 841 ¥.2d 677, 689 n.12 (6th Cir. 1988) (noting that the two
or three standard deviation benchmark applied by the Supreme Court in Castaneda is
essentially equivalent to a probability value of 0.05 and 0.01, respectively); see also
Albemarle Paper, 422 U.8. at 437 (finding that a coefficient of correlation is statistically
significant at 95%); Hazelwood School Dist. v. United States, 433 U.S. 299, 318 n.5
(1977) (Stevens, J., dissenting) (indicating that an approximation of two standard
deviations at 5% is acceptable), But see Watson v. Fort Worth Bank & Trust, 487 U.S,
977, 995 1.3 (1988) (“We have emphasized the useful role that statistical methods can
have in Title VII cases, but we have not suggested that any particular number of
‘standard deviations' can determine whether a plaintiff has made out a prima facie case
in the complex area of employment discrimination”). For further discussion of this
topic, see David H, Kaye & David A. Freednian, Reference Guide on Statistics, in

-16-
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degree sufficient to show that the Horida, JJJJiij and I dealer markup and
compensation policies caused disparities based upon race and national origin.

In order to evaluate the robustness of the results, BLDS re-estimated markup
disparities using models that controlled for a variety of factors, including credit ter,
new/ used status, term, markup cap, and dealer. We included these controls to account
for variations in markup based upon these factors. Dealer and dealer compensation
system controls were tested because different dealers could have different tendencies to
mark up interest rates and their incentives to mark up rates could differ under different
dealer compensation systems, When controlling for eredit tier, new/used status and
loan term, the disparities fell by approximately half for American-American and
Hispanic borrowers and rose or remained the same for Asian/Pacific Islanders.s¢ When
controlling for the lenders’ different markuap caps, the disparities actually rose or were
only reduced by 5 bps.35 When controlling for dealer, the disparities fell 1-8 bps, and did
not fall below 10 hps.36

Annotated Reference Manual on Scientific Evidence, 83, TV.B.2 (Fed. Judicial Ctr. Ed.,
2d ed. 2000).

34 Honda's fell to 18 basis points for African-Americans, to 12 basis points for Hispanics,
and rose to 27 basis points for Asians. J§JJiJJli] fe!l to 13 basis points for African
Americans, rose to 20 basis points for Asian/Pacific Islanders, and fell to 15 basis points
for African-Americans purchasing subvented ? vehicles. fell to 9
basis points for African-Americans and remained the same for Asian/Pacific 1slariders.
Although, as noted, disparities fell below 10 bps to 9 bps for African Americans
when all of these controls were included in the model, we would likely not accept all of -
these controls as appropriate in negotiations regarding the analysis. In addition, in the
unlikely event that we did consider including such controls as potentially appropriate,
we would conduct additional analyses to refine our understanding of the impact of
credit tier on markup given the changes in [ credit tier system over the relevant
time period.

35 Honda's rose to 38 basis points for African-Americans, to 29 basis points for

Hispanics, and fell to 20 basis points for Asian/Pacific Islanders.* rose to 31

basis points for African Americans, fell to 13 basis points for Asian/Pacific Islanders,

and remained the same for African-Americans purchasing subvented

vehicles. rose to 26 basis points for African-Americans and to 15 basis points .
-for Asian/Pacific Islanders,

36 Honda’s fell to 33 basis points for African-Americans, to 25 basis points for Hispanies,
and fell to 18 basis points for Asian/Pacific Islanders. fell to 23 basis points for
African Americans, fell to 14 basis points for Asian/Pacitic Islanders, and fell to 17 basis
points for African-Americans purchasing subvented vehicles. fell
very slightly to 22 basis points for African-Americans and to 13 basis points for
Asian/Pacific Islanders,
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In addition, BLDS generated disparity estimates using alternative methods of
estimating the disparities based on the assigned proxies. Specifically, BLDS estimated
the disparities using the weighted regression methodology which, while likely
underestimating the disparities, accounts for the possibility that the disparities could be
caused by non-racial/ethnic reasons.?” Using this estimation method, the disparities fell
by 4-14 bps, but did not fall below 10 bps.38 :

2. Inadequate Fair Lending Monitoring and Remedial Action

None of the three lenders had adequate fair lending compliance programs in
place during the period under review. Honda’s compliance department performed
general monitoring for compliance and conducted targeted monthly reviews of random
samples of approved and declined contracts to determine if they complied with federal
and state fair lending requirements. During the five-year period prior to receiving the
Bureaw/DOJ Request for Information, Honda did not perform any analyses to confirm
compliance with federal fair lending laws in the area of pricing.

Prior to the joint Bureau/DOJ investigation, BB eintained no automated
systern to perform fair lending testing of consumer auto loan pricing data, Sometime
prior to the issuance of CFPB Bulletin 2013-02, Indirect Auto Lending and Compliance
with the Equal Credit Opportunity Act, on March 21, 2013, BEE og0ged outside
counsel to commence a qualitative and quantitative fair lending rigk assessment of its
indivect auto lending practices. Il has begun to develop and implement a fair
Jending compliance program for its indirect automobile Jending business. The program
includes dealer-level statistical analysis with escalating dealer corrective action.
Notably, it also includes portfolio-wide statistical analysis to identify disparities above
10 bps,39 and consumer remuneration of identified disparities. has conducted
portfolio-wide analysis looking back as far as 2011 and has begun consumer
remuneration. However, the program was not in place during the review period and
remains in its infancy. Thus, it is difficult to determine whether it will adequately
address the fair Jending risk of [ JJill dealer markup policy.

37 The weighted regression methodology does not use probabilities directly in the
regression,; instead, each observation is turned into multiple observations, one for each
race/ethnicity, and each of these observations is weighted by the corresponding race /
ethnicity probabilities in the regression analysis. :

38 Honda's fell to 20 basis points for African Americans, 22 basis points for Hispanics,
and 19 basis points for Asian and/or Pacific Islanders. fell to 14 basis points for .
African Americans, to 14 basis points for Asian and/or Pacific Islanders, and to 11 basis

Imims for Aftican-American purchasing a subvented | RN veicle; and

fell to 12 basis points for African Americans and 10 basis points for Asian
and/or Pacific Islanders,

29 I threshold varies slightly from the threshold applied in Ally and other
supervisory resolutions in that the Bureau would want disparities of exactly 10 bps to be
remediated. '

-18-



. PRIVILEGED AND CONFIDENTIAL

had what it terms as “active monitoring” by assigned personnel, including
the Legal Department Compliance Team, Credit Department, and Internal Audit
Department. | §Jiillf monitored state maximum contract rate compliance, compliance
with dealer rate participation caps, compliance with applicable federal and state laws,
i had not conducted any statistical
h

and compliance with its dealer plans. However,
analysis of its loans for compliance with fair lending laws as part of its compliance wit
the ECOA w1th1n the five years 1‘10r to our mvestl ation. On .

not s hare the 1esu ts 0 suc ana y51s w1t 1t 1e Bureau, ¢l a1mmg privilege
over the material.

B. The Legitimate Business Need Defense

Once the Bureau has identified a specific facially neutral practice or policy used
by the defendant, and demonstrated through statistical evidence that the practice or
policy has caused an adverse effect on the protected group, as outlined above, the
burden then shifts to the defendant to prove a legitimate business need for the practice
or policy.

Honda, [SSEI, and JER bave not yet asserted that their dealer markup and
compensation policies are justified by a legitimate business need. However, several
other automobile lenders have, and we anticipate that Honda, , and- will
ultimately make the argument that they cannot unilaterally reduce or eliminate dealer
reserve without substantial risk to their business. In this regard, other lenders have
noted that attempts to eliminate dealer reserve will result in dealers simply offering
their contracts to competing lenders. Indeed, anecdotally, |l previously attempted
to unilaterally move to flat fee compensation, and lost significant market share as a
result; it returned to dealer markup shortly thereafter.

While discretionary pricing may be a legitimate industry practice standing alone,
when it results in higher markups for members of a protected group, such disparities
cannot be justified solely by pointing to other lenders engaged in a similar potentially
discriminatory policy. Moreover, this argument was explicitly rejected in Smith v.
Chrysler Financial Co., 2003 WL 328719, at *7 (D.N.J. Jan. 15, 2003); there, the court
rejected the defendants’ argument “that their actions are not improper because they are
simply following a recognized business practice within the financial industry,” noting
that “[t]hese arguments are not compelling because the law does not allow subjective
m alk-up policies that result in dlscnmmatlon against a protected class absent a valid
business justification.”

Nonetheless, we anticipate that Honda, *, and will contend that they
had a competitive need to have dealer markups. Thus, Honda, , and || RS may

be able to convince a court that they had a legitimate business need for their policies,
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C. Less Discriminatory Alternative: Alternative Dealer
Compensation Structure or Effective Monitoring, Controls, and
Training '

In the event that a defendant is able to prove a legitimate business need for the
practice or policy, the plaintiff can still prevail if there is a less discriminatory alternative
that meets the business need.4 In this matter, even if Honda, SN, «nd [ could
identify a legitimate business need for the discretionary dealer markup and
compensation policy, less discriminatory alternatives are available. For example, if their
argument is.simply that they need to compensate dealers, adopting a non-discretionary
dealer compensation program or lowering their current caps on dealer markups are less
diseriminatory alternatives. As nated above, there exists anecdotal evidence to support
the argument that being the only lender to shift to nondiscretionary dealer
compensation would significantly undermine competitiveness. On the other hand, if
being a first-mover to non-discretionary compensation or lower caps risks losing
significant market share, a less discriminatory alternative would be a discretionary
markup and compensation policy with appropriate monitoring, controls, training, and .
borrower remuneration. Nothing precluded Honda, [, or IEREE from employing
adequate monitoring and controls during the review period.

D. ANTICIPATED ARGUMENTS 41
1. Liability of Indirect Auto Lenders

The captive lenders are likely 10 argue that they are not liable under the ECOA
because they are not “creditors” as defined by the statute and Regulation B but merely
potential assignees that play no role in deciding the amount of the dealer markup.
However, while the captives may attempt to distinguish themselves from the definition
of “creditor” set forth in the ECOA and Regulation B, their practice of evaluating an
applicant’s information, establishing a buy rate specific to that applicant,
conununicating that buy rate to the dealer, and indicating that they will purchase the-
obligation at the designated buy rate plus an articulated range of dealer markup if the
transaction is consummated, very Jikely make them creditors under the ECOA.

The ECOA defines a “creditor” to include not only “any person who regularly
extends, renews or continues credit,” but also “any assignee of an original creditor who

a0 See Albemarle, 422 U.S. at 425.

a1 Although the Bureau notified the entities of our preliminary findings, the Bureau did
not send PARR letters to the captives under consideration in order to expedite the
matters. Therefore, we do not have specific insight into arguments they may raise in
response to any action we take, These arguments are based on our experience with other
Jenders, some of which have been represented by attorneys who are representing these
captives under consideration, and arguments they have raised. :
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participates in the decision to extend, renew, or continue credit.”42 Regulation B further
provides that “creditor” means “a person, who, in the ordinary course of business,
regularly participates in a credit decision, including setting the terms of credit” and
expressly includes an “assignee, transferee, or subrogee who so participates.”43 The
Commentary to Regulation B makes clear that an assignee is considered a “creditor”
when the assignee participates in the credit decision. The Commentary provides thata -
“creditor” “includes all persons participating in the credit decision” and that “[t]his may
include an assignee or a potential purchaser.of the obligation who influences the credit
decision by indicating whether or not it will purchase the obligation if the transaction is
consummated.”44 '

The captives may argue that the loan contract is between the dealer and the
borrower and the Bank is only later “assigned” the loan. But this ignores their actual
practice of communicating to the dealers for each application a buy rate plus the
articulated range of dealer markup at which they will purchase a particular loan. In
doing so, they influence the credit decision. Regulation B and its Commentary explicitly
bring such conduct under the definition of “creditor.”4s

As an extension of this argument, the captives may also contend that Regulation
B exempts them from liability because Regulation B provides that “[a] person is not a
creditor regarding any violation of the Act or this regulation committed by another
creditor unless the person knew or had reasonable notice of the act, policy, or practice
that constituted the violation before becoming involved in the credit transaction.”46
They may argue that they lacked any such knowledge or reasonable notice. This
' argument is based on an improper interpretation of this provision of Regulation B. The
reasonable notice provision of Regulation B limits a creditor’s liability for another
creditor’s ECOA violations under certain circumstances. It does not limit the captives’
liability for their own violations stemming from the disparate impact of their own dealer
markup and compensation policy. Nor does the provision absolve them of their duty
under the ECOA to adequately monitor the loans they have purchased for any potential

42 15 U.S.C. § 1691a(e) (emphasis added).
“4312 C.F.R.§ 10'02.2(1).
44 12 C.F.R. pt. 1002, Supp. [, § 1002.2, T 2(I)-1.

45 Furthermore, the Bureau recently affirmed its position in the Auto Bulletin that
indirect auto lenders are likely creditors under the ECOA and Regulation B given the

~ lender’s typical participation in the transaction. See CFPB Auto Bulletin 2013-02,

" Indirect Auto Lending and Compliance with the Equal Credit Opportunity Act (March
21, 2013), available at http://files.consumerfinance.gov/f/201303_cfpb_march-Auto-
Finance-Bulletin.pdf (“Auto Bulletin”).

46 12 C.F.R. § 1902.2(1))(emphasis added).
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illegal disparate impact caused by their own policies and practices and to remedy
harmed consumers accordingly.47

2. Wal-Mart Stores, Inc. v. Dukes4®

The captives may also cite to the Supreme Court’s decision in Wal-Mart Stores,
Inc. v. Dukes, to refute the Bureau’s position that their dealer markup and
compensation policies, and not the dealer’s exercise of discretion under those policies,
could constitute the “act, policy, or practice” that could have an illegal disparate impact
‘under the ECOA. :

In Dukes, the plaintiffs, female employees of Wal-Mart, alleged in part that their
Jocal managers’ discretion over pay and promotions violated Title VII because it was
exercised disproportionally in favor of men and therefore had an unlawful disparate
impact on women.49 The plaintiffs sought certification of a Rule 23(b)(2) nationwide
class of all of Wal-Mart’s current and former female employees, about 1.5 million class
members.5° The Supreme Court held in relevant part that class certification was
inappropriate because the plaintiffs did not satisfy Rule 23(a)’s commonality
requirement because they failed to provide proof of a “companywide discriminatory pay
and promotion policy.”s!

In Dukes, the relevant policy being challenged as having a disparate impact was
“Wal-Mart’s ‘policy’ of allowing discretion by local supervisors over employment
matters.”s2 The Court acknowledged that it had previously held that “in appropriate
cases,” giving discretion to lower-level supervisors can be the basis of Title VII liability
under a disparate-impact theory—since ‘an employer’s un-disciplined system of
subjective decision-making [can have] precisely the same effects as a system pervaded
by impermissible intentional discrimination.”s3 Nonetheless, the Court concluded that
the plaintiffs had “not identified a common mode of exercising discretion that pervades
the entire company.”s+ Wal-Mart’s policy of discretion was therefore not a

47 The Bureau considered and generally rejected this ihterpretation of Regulation B in
the Auto Bulletin. See Auto Bulletin at 3. :

48131 8. Ct. 2541 (2011).

49 Id. at 2548.

50 Id. at 2546.

51 Id. at 2556.

52 Id. at 2554 (emphasis in original).

53 Id. (quoting Watson v. Fort Worth Bank & Trust, 487 U.S. 977, 990-91 (1988)).
54 Id. at 2554-55.
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“companywide discriminatory pay and promotion policy” that could demonstrate
commonality.s5 ‘

In reaching this conclusion, the Court rejected the plaintiffs’ statistical evidence
that the policy resulted in an overall sex-based disparity, stating that “[ijnformation
about disparities at the regional and national level does not establish the existence of
disparities at individual stores, let alone raise the inference that a company-wide policy
of discrimination is implemented by discretionary decisions at the store and district '
level.”s6 The Court went on to state that the discretionary policy at issue was not a
“specific employment practice” that could be challenged under a disparate impact
theory: “Other than the bare existence of delegated discretion, respondents have _
identified no ‘specific employment practice’—much less one that ties all their 1.5 million
claims together. Merely showing that Wal-Mart’s policy of discretion has produced an
overall sex-based disparity does not suffice.”s7

In particular, the captives may contend that Dukes stands for the proposition that
allowing discretion by local supervisors over employment matters does not raise an -
inference of discriminatory conduct and thus is not a specific act, policy, or practice that
supports disparate impact liability under the ECOA, and instead the individual decisions
of different dealers constitute the specific acts, policies, or practices. They may also
argue that Dukes overrules or undermines previous federal district court decisions that
concluded that an indirect auto lender’s decision to permit discretionary markups can
support a violation of ECOA under a disparate impact analysis.58

Prior to Dukes, a number of courts specifically held that dealer markup policies

~ similar to these captives’ constitute a “specific policy or practice” sufficient to establish a
prima facie case under a disparate impact analysis. For example, in Coleman v. General
Motors Acceptance Corp., the district court, relying upon the Supreme Court’s holding
in Watson v. Fort Worth Bank and Trust,59 denied the employer’s motion for summary
judgment and held that the use of disparate impact was appropriate when the lender’s
policy “is race neutral (or objective) by its terms,” but “[wlhen exercised by those
granted discretion under the neutral policy, its effect is to discriminate.”é°

56 Id. at 2556.
86 Id. at 2555 (internal quotations and citations omitted).
57 Id. at 2555-56.

58 See, e.g., Smith v. Chrysler Fin. Co. L.L.C., 2003 WL 328719 (D.N.J. 2003) (denying
motion to dismiss by indirect auto lender); Jones, 2002 WL 88431; Osborne, 234 F.
Supp. 2d 804; Wise ex rel. Estate of Wilson, 2002 WL 31730920.

59 487 U.S. 977, 994 (1988).

60 Coleman, 196 F.R.D. 315, 327 (M.D. Tenn. 2000) (certifying the class and denying
motion for summary judgment), vacated and remanded on unrelated grounds, 296
F.3d 443 (6th Cir. 2002). See also Jones v. Ford Motor Credit Co., 2002 WL 88431 *4
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The captives may argue that Dukes overruled or undermined these decisions, and
that Dukes precludes disparate impact claims that rely on allowing discretion as the
specific policy or practice that violates the ECOA. Nevertheless, there are some bases on
which we can distinguish Dukes. '

First, the holding of Dukes was limited to the class certification context.5* The
Bureau is not subject to the class certification limitations imposed by the decision.
Furthermore, nowhere in the Dukes decision does the Supreme Court state that
commonality applies to claims outside of the class action context. Nor did the Court
conclude that discretion cannot be the basis for liability under a disparate impact
theory.62

Limiting Dukes to the class certification context is supported by case law. Post-
Duukes, both the Seventh and Tenth Circuit Courts of Appéals have upheld suits claiming
that discretionary practices may form the basis for an individual disparate impact claim.
In Tabor v. Hilti 63 two individual plaintiffs alleged that their employer’s discretionary
performance management process was a specific policy that resulted in an illegal
discriminatory impact.64 The Tenth Circuit rejected the defendant’s arguments that
Dukes precluded relying on this discretionary policy as a “specific policy” that could
form the basis of plaintiffs’ disparate impact claim; the court noted that the holding of
Dukes was limited to commonality, and that Dukes did not disturb pre-existing

(S.D.N.Y. Jan. 22, 2002) (denying a motion to dismiss and holding that plaintiffs could
bring a disparate impact claim under ECOA regarding defendant’s role in authorizing
subjective markups); Osborne v. Bank of America Nat'l Assn., 234 F. Supp. 2d 8o4, 812
(M.D. Tenn. 2002) (denying motion to dismiss and holding that the bank’s policy of
authorizing subjective markups was sufficient to state a disparate impact claim under
ECOA); Wise ex rel. Estate of Wilson v. Union Acceptance Corp., 2002 WL 31730920
(S.D. Ind. Nov. 19, 2002) (denying motion todismiss and holding that plaintiff can
bring a disparate impact claim under ECOA where the discriminatory practice is subject
finance charge markups). Although these decisions were decided at the motion to
dismiss stage, they are nonetheless relevant because the courts agree that as a matter of
law, a discretionary markup is sufficient to state a disparate impact claim under ECOA.

61 Dukes, 131 S. Ct. at 2550-51.

62 Id. at 2554 (Dukes reaffirmed that “we have recognized that ‘in appropriate cases,’
giving discretion to lower level supervisors can be the basis of Title VII liability under a -
disparate impact theory — since ‘an employer’s undisciplined system of subjective
decision-making [can have] precisely the same effects as a system pervaded by
impermissible intentional discrimination.”) (alteration in original) (quoting Watson v.
Fort Worth Bank & Trust, 487 U.S. 977, 990—91 (1988)).

63 703 F.3d 1206 (10th Cir. 2013).

64 Jd. at 1221-22.
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precedent approving the disparate impact analysis of discretionary practices.6s

~ Similarly, in Gschwind v. Heiden,56 the Seventh Circuit Court of Appeals did not
prohibit an individual from challenging a school district’s policy of granting discretion t
administrators, concluding that the holding in Dukes was limited to issues of :
commonality in the class certification context.67

In addition, specific to lending discrimination, at least one court has noted that
Dulkes’s holding is limited to class certification. In Illinois v. Wells Fargo & Co.,8 the
linois Attorney General sued Wells Fargo under various state laws including the
Nlinois Human Rights Act, alleging that Wells Fargo engaged in illegal discrimination
through reverse redlining and by steering minorities into more expensive loans than
similarly situated White borrowers.5¢ In denying a motion to dismiss the disparate
impact claims, the court found that Dukes did not apply, stating that “the pertinent issue
[in Dukes] was whether the plaintiff demonstrated questions of law and fact common to
the class, an issue not pending before this Court.”7°

Finally, since the Dukes decision, the DOJ and the Bureau have filed and settled a
number of other complaints alleging unlawful pricing discretion via a disparate impact
analysis that were approved by the courts.” Among these, Consumer Financial

65 Id.
66 692 F. 3d 844 (7th Cir. 2012).

67 Id. at 848. In Gschwind, a school administrator, with the school district’s approval,
fired a teacher who had filed a criminal complaint against a student. The teacher sued
the school district on the grounds that the criminal complaint was protected by the First
Amendment. In finding for the plaintiff, the court noted that Dukes distinguished
between the lack of commonality among class members when supervisors made the
employment decisions of which the class is complaining and the possibility that
discretion given to supervisors in an “andisciplined system of subjective decision-
making” can have a discriminatory effect. Id. (quoting Watson v. Fort Worth Bank &
Trust, 487 U.S. 977, 990—91).

68 No. 09-26434 (II. Cir, Ct. Cook County Oct. 25, 2011).
69 Id. at 1.
70 Id. at g n.1 (citations omitted).

7t See, e.g., Consent Order, United States v. SunTrust Mortgage, Inc., No. 3:12-¢v-397
(E.D. Va. May, 31, 2012), available at .
http://www.justice.gov/iso/opa/resources/313201253116253830420.pdf; Consent
Order, United States v. Countrywide Fin. Corp., No. CV11-10540-PSG (AGW) (C.D. Cal.
Dec. 28, 2011), available at http://

www justice.gov/crt/about/hce/documents/countrywidesettle.pdf; Consent Order,
United States v. GFI Mortgage Bankers, Inc., No. 12-cv-2502-KBF (8.D.N.Y. Aug. 27,
2012), available at http://www.justice.gov/crt/about/hce/documents/gfisettle.pdf;
Consent Order, Consumer Financial Protection Bureau et al v. National City Bank,
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Protection Bureau v. National City Bank,”2 stands out. In Rodriguez v. National City
Bank,73 involving allegations that National City’s discretionary pricing structure was
discriminatory, the district court denied certifying a settlement class on the basis of
Dukes.74 This was affirmed by the Third Circuit Court of Appeals.”s The Bureau and the
DOJ later filed & proposed consent order settling nearly identical claims.”¢ That consent
order was entered by the court within seventeen days.?”

Second, assuming we fail in limiting Dukes’s holding to class certification, we
could attempt to distinguish the dealer markup and compensation policy at issue here
from the discretionary policy at issue in Dukes. The captives’ potential arguments are,
however, supported in part by several decisions that have, almost uniformly, held that
wholesale lender liability under the disparate impact doctrine for allowing broker
discretion does not meet the commonality requirement for class certification. While
these decisions were made in the class certification context, they nonetheless mirror
Janguage in Dukes that a discretionary policy is not specific enough to support a
disparate impact claim,

For example, in Rodriguez,8 the Third Circuit Court of Appeals affirmed denial
of class certification in a case regarding pricing discretion to brokers, noting that the
case “bears a striking resemblance to Dukes.”7¢ In doing so, the court emphasized the
dicta in Dukes, stating that for discretionary policies to be the basis for a successful
disparate impact claim, the suit “must also identify ‘the specific employment practice
that is challenged in addition to the statistical evidence of a disparate discriminatory
impact.80 The court went on to add that “to bring a case as class action, the named,

2:13-¢v-01817 (W.D. Penn. Dec. 23, 2013), available at

http:/ /www justice.gov/crt/about/hce/documents /nationalcitybanksettle.pdf; Consent
Judgment, United States v, Ally Financial Inc., 2:13-cv-15180 (Dec. 23, 2013), available
at http://www justice.gov/crt/about/hee/documents /allyco.pdf.

72 National City Bank, 2:13-cv-01817.

73 Rodriguez v. National City Bank , 277 ER.D. 148 (3d Cir. 2013).
74 Id, at 150, 154-55.

75 Id. at 374-75, 385-86.

76 National City Bank, 2:13-cv-01817.

77 Consent Order (adopted), Consumer Financial Protection Bureau v. National City
Bank 2:13-cv-01817 [Dkt. No. 3] (January 9, 2014).

78 726 F.3d 372, 383 (3d Cir. 2013).
79 Id. at 384.
80 Id. at 383.
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plamtlffs must show that each class member was subjected to the specific challenged
practice in roughly the same manner. 81

Similarly, in In re Countrywide Financial Corp. Mortgage Lending Practices
Litigation,82 the Sixth Circuit Court of Appeals rejected class certification in part
because the challenged policy of allowing broker discretion did not dictate “how local
actors exercise their discretion, such that the corporate guidance caused or contributed
to the alleged disparate impacts.”83 Like Rodriguez, Countrywide emphasized the dicta
in Dukes regarding the need for a specific practice beyond delegated discretion.84
Although these cases arose in the context of class certification, the captives, as other
defendants have, may focus on the language in these decisions which states or implies
that discretion alone may not be specific enough to constitute a “specific practice” that
can serve as the basis of disparate impact liability under the ECOA.

Contrary to these cases, the facts here are arguably distinguishable from Dukes
because of the specific nature of the captives’ policies. In Dukes, the defendants, a
nationwide chain of thousands of stores, gave managers broad discretion over pay and
promotions. Here, the captives did more than simply provide dealers with discretion to
mark up the buy rate. They further incentivized them to do so by compensating the
dealers from the increased interest revenue from the markup. Several plaintiffs have
successfully distinguished Dukes in this manner, in part by presenting evidence of
additional policies beyond discretionary authority.

For example, in McReynolds v. Merrill Lynch,?s the Seventh Circuit Court of
Appeals agreed that certification of a class action brought by African-American
employees who alleged discrimination under Title VII was not barred by Dukes because
of two important aspects in Merrill Lynch’s policies: the formation of broker teams and

81 Id., ,
82708 F.3d 704 (6th Cir. 2013).
83 Id. at 708.

84 Id. (“On this point, Dukes is clear: class members must unite acts of discretion under
a single policy or practice, or through a single mode of exercising discretion, and the
mere presence of a range within which acts of discretion take place will not suffice to
establish commonality.”); see also Barrett v. Option One Mortgage Corp., No. 08-
10157-RWZ, 2012 WL 4076465, 3 (D. Mass. Sept. 18, 2012) (denymg class certification
because plamtlffs did not “point to any common mode of exercising discretion that was
shared by all... brokers”); In re Wells Fargo Residential Mortgage Lending
Discrimination Litigation, 2011 WL 39 03117, No. 08-01930, at 7 (N.D. Cal. Sept. 6,
2011) (rejecting class certification because “as the Supreme Court recognized in Dukes,
where persons who are afforded discretion exercise that dlscretlon differently,
commonality is not established™).

85 672 F.3d 482 (7th Cir. 2012).
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the distribution of broker accounts.86 In McReynolds the company had a specific policy
that allowed brokers to form their own teams,7 which, according to the plaintiffs, acted
as “little fraternities” that chose members like themselves.8 In addition, Merrill Lynch
had a policy of letting brokers compete for accounts based on the amount of revenue
they generated and clients they retained. The brokers on the best teams often received
the best accounts, and plaintiffs alleged that this had a discriminatory impact.89 The
court found that these practices of Merrill Lynch were specific policies beyond merely
the discretion of local managers, and as such differentiated the case from the general
discretion provided by the employer in Dukes.9°

Similarly, in Scott v. Family Dollar Stores, the Fourth Circuit differentiated a

- class action suit alleging employment gender discrimination from Dukes pointing to
specific policies such as a salary range, pay raise percentage policy, a method for
evaluating pay based on prior experience, and a dual pay system for hires and promotes,
which were exercised in a common way under common direction from corporate
headquarters.92 For example, the salary range policy set the mandatory maximum and
minimum pay for store managers and resulted in disparities in the number of women at
the upper pay levels and a higher rate of exceptions affording greater pay to male
employees.93 Similarly, the pay raise percentage policy based compensation on prior
performance. Exceptions above that pay raise percentage were granted in significantly
greater amounts for men. The court found that in part these “uniform corporate polices”
distinguished the case from Dukes because they were exercised in a common way, under
common direction.94

86 Id. at 488.

o Id,

88 Jd. at 489.

89 Id.

90 Id. at 490.

91733 F.3d 105 (4th Cir. 2013).
92 Id, at 116-17.

93 Id. at 116.

94 The Scott court gave significant weight to the involvement of “high level” manager
decision-making, which is less relevant here. Id. at 117 (noting that the discretionary
decisions are made by high level corporate decision makers with authority over a broad
segment of the employees, not on an individual store level, as in Dukes); see also Ellis v.
- Costco Wholesale Corp., 285 F.R.D. 492, 518 (N.D. Cal. 2012) (district court rejecting in
2 class action matter defendant’s arguments that because of manager discretion the case
was governed by Dukes because of a common mode of exercising discretion, specific
practices that affected outcomes, and the involvement of senior management in the
disputed processes); Stinson v. New York, 282 F.R.D. 360 (S.D.N.Y. 2012)
(distinguishing Dukes because defendants established a specific policy of issuing
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Like the defendants in McReynolds and Scott, the captives employed additional
policies beyond merely permitting discretion. The captives, unlike Wal-Mart, had
policies of incentivizing dealers to mark uploans and policies that specifically set aside a
portion of that markup to be paid to the dealer. As practiced, these policies functioned
as a corporate policy that influenced dealers to exercise discretion in a common way. It

- is this specific policy, not discretion alone, that has led to racial discrimination, and as

such is arguably sufficient grounds to distinguish the instant case from the broad
discretion discussed in Dukes. As noted, this argument has not been successfulin
distinguishing Dukes in the private class action context,% but we may succeed in making

it given the different procedural context.

3. Dispara’ie Impact Claims Are Appr.opriate Under the ECOA

The captives may challenge the Bureau’s ability to bring disparate impact claims
under the ECOA. We anticipate they will make such a challenge in negotiations and in
any litigation, consistent with defendants in other matters, particularly in light of the
Supreme Court’s recent grant of certiorari in Texas Dep’t of Housing and Community
Affairs v. The Inclusive Communities Project, Inc., No. 13-1371, -- S. Ct. -, 2014 WL
4916193 (Oct. 2, 2014) and the November 7, 2014, District of Columbia District Court
amended memorandum opinion (Judge Leon presiding) vacating HUD’s disparate
impact rule on the ground that the plain language of the Fair Housing Act does not
recognize disparate impact claims. American Insurance Assoc. v. HUD, No. 13-00966
RJL (Nov. 7, 2014). :

These arguments generally rely on the Supreme Court’s decision in Smith v. City
of Jackson,96 which held that the Age Discrimination in Employment Act (“"ADEA”)97
permitted disparate impact claims by comparing language in the ADEA to analogous

summonses without probable cause to meet a quota, rather than a broad policy of
corporate discretion). But see Bolden v. Walsh Construction Co., 688 ¥.3d 893, 898 (7th
Cir. 2012) (distinguishing McReynolds because of a lack of any relevant company-wide
policy beyond discretion to managers).

95 Barrett v, Option One Mortgage Corp., No. 08-10157-RWZ, 2012 WL 4076465, *4
(D. Mass. Sept. 18, 2012) (rejecting argument that broker’s discretion to set rates above
the par rate distinguished the case from Dukes, because plaintiffs did not allege any
common practice that the brokers used in exercising that discretion); In re Wells Fargo
Residential Mortgage Lending Discrimination Litigation, 2011 WL 3903117, No. 08-
01930, at 4 (N.D. Cal. Sept. 6, 2011) (rejecting plaintiff’s argument that the bank’s
discretionary pricing policy which included markups and pricing exceptions,
distinguished the matter from Dukes because there was no common mode of exercising
discretion).

96 544 U.S. 228 (2005).
97 29 U.S.C. §§ 621 et seq.
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language in Title VIL Specifically, in finding disparate impact liability under the ADEA,

" the plurality in Smith held that both Title VII and the ADEA contain language
prohibiting actions that “deprive any individual of employment opportunities or

- otherwise adversely affect his status as an employee.”98 Although Smith is not an ECOA
case, the captives’ counsel, as well as other defendants, may argue that the ECOA does
not have the statutory language cited in Smith and therefore disparate impact claims are

- not available under the ECOA.

The Bureau’s position that disparate impact liability is available under the ECOA
is consistent with the ECOA’s governing regulation, legislative history, case law, and all
other federal regulatory and enforcement agencies with ECOA jurisdiction. First,
Regulation B specifically provides that disparate impact claims are available under the
ECOA. 99 Second, the ECOA’s legislative history explicitly states that the ECOA was
intended to include disparate impact liability. 00 Third, Smith did not require the exact
“effect” language in Title VII or the ADEA to be present in order for a disparate impact
claim to be cognizable under other statutes. Instead, the court in Smith considered not
only the statute’s overall text, but also the governing regulations, the purposes of the act,
and the uniform interpretation of the appellate courts in concluding that disparate
impact claims were permitted.1o Courts have consistently rejected the argument that, in
view of Smith, disparate impact claims are not cognizable under the ECOA.:°2 Fourth, as

98 Smith, 544 U.S. at 235 (emphasis in original).
99 See 12 C.F.R. § 1002.6(a).

100 Regulation B, ECOA’s implementing regulation, specifically provides that Congress
intended the ECOA to include disparate impact liability:

The effects test is a judicial doctrine that was developed in a series of employment
- cases decided by the U.S. Supreme Court under Title VII of the Civil Rights Act of
1964 (42 U.8.C. 2000e et seq.), and the burdens of proof for such employment
cases were codified by Congress in the Civil Rights Act of 1991 (42 U.S.C. 2000e~
2). Congressional intent that this doctrine apply to the credit area is documented
in the Senate Report that accompanied H.R. 6516, No. 94-589, pp. 4-5; and in
the House Report that accompanied H.R. 6516, No. 94—210, p.5. The Act and
regulation may prohibit a creditor practice that is discriminatory in effect because
it has a disproportionately negative impact on a prohibited basis, even though the
creditor has no intent to discriminate and the practice appears neutral on its face,
unless the creditor practice meets a legitimate business need that cannot
reasonably be achieved as well by means that are less disparate in their impact.

12 C.F.R. pt. 1002 Supp. I, para. 6(a)—2.

101 Smith, 544 U.S. at 233-40 (plurality). In the court’s textual analysis, it noted that
where a statute permits disparate impact claims, the text focuses on the effects of the
action rather than the motivation for the action. Id. at 236.

102 See Taylor v. Accredited Home Lenders, Inc., 580 F. Supp. 2d 1062, 1067 (S.D. Cal.
2008) (“There are no court decisions finding the ECOA and the FHA do not permit
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set forth in the Interagency Policy Statement on Discrimination in Lending, 103 federal
regulators have consistently recognized disparate impact liability under the ECOA for
decades. .

Although the Bureau has sound arguments on which to support disparate impact
liability undet the ECOA, the Supreme Court has granted certiorari three times in recent
years to address the question of whether disparate impact liability exists under the Fair
Housing Act (FHA).204 The Court has done so even though the circuit courts have
consistently held that disparate impact liability is available under the FHA. In addition,.
a D.C. District Court has just vacated HUD’s disparate impact rule. Although this will
likely embolden the captives to challenge disparate impact liability, we recommend
continuing to press forward with such claims, consistent with the Bureau’s Lending
Discrimination Bulletin.105 '

-disparate impact actions in light of Smith. In fact, there are numerous decisions
recognizing disparate impact claims under the statutes following the decision issued in
Smith”); Budnick v. Town of Carefree, 518 F.3d 1109 (gth Cir. 2008) (providing
elements necessary to establish a prima facie case of disparate impact under the FHA);
National Community Reinvestment Coalition v. Accredited Home Lenders Holding Co.,
573 F.Supp.2d 70 (D.D.C. 2008) (finding Smith does not preclude disparate impact
claims under the FHA); Ramirez v. GreenPoint Mortgage Funding, Inc., 2008 WL
2051018 (N.D. Cal. 2008) (finding disparate impact claims cognizable under both the
FHA and the ECOA); Masudi v. Ford Motor Credit Co., 2008 WL 2944643 (E.D.N.Y.
2008) (recognizing the ECOA allows disparate impact actions); Zamudio v. HSBC
North America Holdings, Inc., 2008 WL 517138 (N.D JIl. 2008) (finding disparate
impact claims are available under both the ECOA and the FHA); Graoch Associates #
33. L.P. v. Louisville/Jefferson County Metro Human Relations Comm'n, 508 F.3d 366
(6th Cir. 2007) (discussing burden-shifting in disparate impact claims brought under
the FHA); Beaulialice v. Federal Home Loan Mortgage Corp., 2007 WL 744646 (M.D.
Fla. 2007) (finding the plaintiff may bring a disparate impact claim under the FHA);
Affordable Housing Development Corp. v. City of Fresno, 433 F.3d 1182, 1195 (9th Cir.
2006) (recognizing disparate impact claims under the FHA).

103 See 59 Fed. Reg. 18,266, 18,271 (1994). The statement was adopted by HUD, OFHEO,
DOJ, OCC, OTS, FRB, FDIC, FHFB, FTC, and NCUA, members of the Interagency Task
Force on Fair Lending. .

104 Gallagher v. Magner, 619 F.3d 823 (8th Cir. 2010), cert. granted, 132 S. Ct. 548
(Nov. 7, 2011); Township of Mount Holly v. Mount Holly Gardens Citizens in Action,
Ine., 658 F.3d 375 (3d Cir. 2012), cert. granted, 133 S. Ct. 2824 (June 17, 2013);
Texas Dep’t of Housing and Community Affairs v. The Inclusive Communities
Project, Inc., No. 13-1371, -- 8. Ct. ---, 2014 WL 4916193 (Oct. 2, 2014).

105 See Lending Discrimination, supra note 14.
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4. Bureau’s Proxy Methodology

The captives may also assert that the geographic- and surname-based race and
ethnicity proxies that the Bureau employed are too unreliable to support a disparate
impact claim. Like other indirect auto lenders, the captives may conduct their own
independent analysis of the Bureau’s proxy methodology and contend that the Bureau's
proxy method is inadequate to support a disparate impact claim because it is unable to
]y identify target and control group borrowers.
SRR C R B B purportedly replicated the Bureau’s
~ proxy methodology based upon their own HMDA data and compared the proxied race
and ethnicity to the race and ethnicity reported in the HMDA data. Counsel reported
that the proxy methodology very poorly identified Hispanics and African Americans in
the HMDA data. 06

However, the Bureau’s Office of Research published a White Paper, Using
Publicly Available Information To Proxy For Unidentified Race and Ethnicity (Summer
2014), which supports the reliability of the Bureau’s proxy methodology. The paper
concluded that the BISG proxy probability is more accurate than a geography-only or
surname-only proxy in its ability to predict individual applicants’ reported race and
etlinicity and is generally more accurate than a geography-only or surname-only proxy
at approximating the overall reported distribution of race and ethnicity, Additionally, in
general, while some courts have recognized that proxies are merely estimations of
protected characteristics and their predictive power may be limited in some
circumstances, 197 many others have accepted the use of reliable proxy methods in a

106 For example, one lender reported based on its analysis of its own HMDA data that
the proxy methodology was only able to identify 56.9% of the Hispanic and 18.9% of the
African-American-applications in the HMDA data (i.e., false negative); in other words,
for every 100 African-American applicants in the HMDA data, the proxy methodology
could only identify roughly 19 of them as African Americans. Moreover, only 54% of the
applicants identified by the proxy methodology as African-American were actually
African-American and 66.5% of the applications identified by the proxy methodology as
Hispanic were actually Hispanic (i.e., false positive); in other words, out of 100
applicants that are identified by the proxy methodology as African Americans, only 54 of
them are actually African Americans according to the HMDA data. A

107 Some courts have expressed skepticism of surname analysis when its accuracy was
called into question in that particular instance. See, e.g., LM.A.G.E. v. Bailar, 518 F.
Supp. 800, 806-07 (N.D. Cal. 1981)(questioning the probative value of defendant’s
surname analysis because of, among other reasons, a large population of Portuguese and
Filipinos residents in the area with names on the Spanish surname list). Even where
courts are skeptical of surname analysis, they may consider it as evidence if its
usefulness can be shown. See, e.g., Rodriguez v. Bexar County, 385 F.3d 853, 866, n.18
(5th Cir. 2004) (expressing its opinion that Spanish surname analysis is “novel and
highly problematic,” but upholding the district court’s consideration of it and allowingit
in future cases upon a “strict showing of its probativeness™). S
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variety of discrimination suits, including ECOA actions, 08 Voting Rights Act suits,»09
employment discrimination actions, *° and constitutional challenges to jury pool
selections. '

V. RECOMMENDATION TO SETTLE OR SUE
A. Summary

We seek authority to negotiate a settlement containing the following elements:

(1) Aninjunction, with various affirmative requirements, prohibiting Honda,
, and from violating the ECOA and ordering either
significant enhancements to their auto lending compliance monitoring
programs including paying remediation for any markup disparities
identified by the program for loans originated on or after January 1, 2015,
or the adoption of an alternative dealer compensation structure that either
eliminates or substantially limits dealer discretion;

108 See, e.g., [Mnited States v. Union Auto Sales, Inc., 490 F. App’x 847, 849 (gth Cir.

- 2012) (“classification of ‘Asians’ and ‘non-Asians’ did not render the ECOA claim any
less plausible” because “[t]he link between names and racial categorization for the
purposes of both antidiscrimination law and diseriminatory conduct is well-
established”).

- 109 See, e.g., Benavidez v. City of Irving, 638 F. Supp. 2d 709, 717 (N.D. Tex. 2009)
(“The Spanish surname may be used as a proxy for Hispanic ethnicity when self-
identification is not practical.™); United States v. Village of Port Chester, No. 06 Civ.
15173(SCR), 2008 WL 190502, at *9 n.13 (S.D.N.Y. Jan. 17, 2008) (“Experts for both
parties used the Census Bureau List of Spanish Surnames to caleulate the number of
Hispanic voters in a particular area . . .. Neither party disputes that Spanish Surname
Analysis is an accepled methodology.”). ‘

1o See, e.g., E.E.O.C. v. Autozone, Inc., No. 00-2923 Ma/A, 2006 WL 2524093, at *5
(W.D. Tenn. Aug. 29, 2006) (finding that “it was reasonable for [the government’s
expert] to use census proxy data rather than the actual applicant data™); IM.A.G.E., 518
F. Supp. 80y (“[M]any Title VII discrimination suits have relied on Spanish surnames as
an identifier for evaluating adverse impact and for affecting relief.”); Guardians Assn of
New York City Police Dep’t, Inc. v. Civil Serv. Comm™n of City of New York, 431 F,
Supp. 526, 530 (S.D.N.Y. 1977), vacated and remanded on other grounds, 562 F.2d 38
(2d Cir. 1977) (holding that the use of three statistical methods to estimate race and
national origin, including the proxy methods of surname analysis and geocoding, was
“clearly trustworthy™); Com. of Pa. v. O'Neill, 348 F. Supp. 1084, 1086 (E.D. Pa. 1972),
affd in relevant part, vacated in part on other grounds, 473 F.2d 1029 (3d Cir, 1973)
(finding expert’s race estimations from geocoding “reasonable”).
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(2) Remediation to African-American, Hispanic, and Asian and/or Pacific
* Islander borrowers who were injured by Honda, q, and
disariminatory practices in the below-stated ranges, reflecting direct and
indirect damages to those borrowers from January 1, 2011 to December 31,
2014;

(3)  Proportional civil money penalties as described below; and

(4) Additional provisions generally consistent with efforts to remediate the
conduct described in this imemo.
B. Discussion
1. Injunctive Relief
We seek authority to negotiate settlements with Honda, |, and IR that
would include i injunctive provisions to correct the identified ECOA violations and .
prevent future ECOA violations. We seek authority to negatiate prospective compliance

measures, which will likely-require them to adopt one of the following models of dealer
compensation:

1. Nondiscretionary dealer compensation and pricing policy.

a) Lender will maintain policies that do not allow dealers any discretion
to set the contract rate.

b) Lender will maintain general compliance management systems to
monitor for compliance with all federal consumer financial laws,
including ECOA.

¢ This will include Lender sending regular notices to all dealers
explaining the ECOA, stating Lender’s expectation with respect
to ECOA compliance, and articulating the dealer's obligation to
price retail installment contracts in a non-discriminatory
manner.

¢) Lender will not be required to implement enhanced compliance
management systems set forth in paragraphs 2(¢) and 3(c) below.

d) Lender will not have to review or remunerate for prohibited basis
‘disparities resulting from dealer discretion in setting the contract rate,
because there is no such discretion.

2. Dealer compensation and pricing policy with more limited dealer discretion.

a) For retail installment contracts with a term of sixty (60) months or
less, Lender will maintain policies limiting dealer diseretion-in setting
the contract rate to 100 bps, and for retail installment contracts with a
term greater than sixty (60) months, Lender will maintain policies
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limiting dealer discretion in setting the contract rate to 75 basis
points. Lender may include in its policies an: additional reasonable
nondiscretionary component of dealer compensation, which is
intended to continue to fairly compensate dealers.

b) Lender will maintain general compliance management systems to
monitor for compliance with all federal consumer financial laws,
including ECOA.

« This will include Lender sending regular notices to all dealers
explaining the ECOA, stating Lender’s expectation with respect
to ECOA compliance, and articulating the dealer's obligation to
price retail installment contracts in a non-discriminatory
manner.

¢) Moderate enhanced compliance management system; Lender will not
be required to implement the robust enhanced CMS set forth in
paragraph 3(c) below.

o Lender will maintain a fair lending monitoring program that
includes portfolio-level annual review of the results of dealer
discretion in setting the contract rate as to prohibited basis
groups under ECOA using the Bureau/DOJ’s methodology.

« If disparities of ten (10) basis points or more are identified in
the portfolio-level annual review of dealer discretion in setting
the contract rate as to any identified prohibited basis group,
Lender must take proactive steps to lower those disparities,
including further limiting dealer discretion in setting the
contract rate or another intervention agreed upon by the parties.

d) Limited review and remuneration for prohibited basis disparities in
dealer discretion identified in monitoring:

e If disparities of ten (10) basis points or more are not identified
_ asto any identified prohibited basis group in the portfolio-level -
annual review of dealer discretion in setting the contract rate for
two (2) consecutive years, then further portfolio-level annual
review of dealer discretion in setting the contract rate will not be
required for the remainder of the term of the consent order. |

¢ If disparities of ten (10) basis points or more are identified as to
any identified prohibited basis group in the portfolio-level
annual review of dealer discretion in setting the contract rate for

111 “Dealer discretion” includes the entire range of dealer deviation from Lender’s risk-
based buy rate, whether exercised by increasing or decreasing the buy rate. If we are
unsuccessful in negotiating a two-tier cap on dealer markup, we seek in the alternative
the discretion to negotiate a single 100 basis point cap for all loans.
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two (2) consecutive years, Lender will remunerate all borrowers
harmed in that group during that time period.

3. Discretionary dealer compensation and prlclng policy at current limits on

dealer discretion.

a) Dealer dlscretion in setting the contract rate will be limited to Lender’s
current limits.

b) Lender will maintain general compliance management systems to
monitor for compliance with all federal consumer financial laws,
including ECOA.

¢ This will include Lender sending regular notices to all dealers
explaining the ECOA, stating Lender’s expectation with respect
to ECOA compliance, and articulating the dealer's obligation to
price retail installment contracts in 2 non-discriminatory
manner.

¢) Robust enhanced compliance management system.

v Lenderwill implément and maintain a robust compliance
management system to identify and prompﬂy remediate fair
lending risk resulting from dealer discretion in setting the contract

rate.

»  Lender will complete analysis of portfolio-level dealer discretion in
setting the contract rate within thirty (30) days of the end of each
calendar quarter and the end of each calendar year for disparities as
to any identified prohibited basis group using the Bureau/DOJ’s
methodology.

[

If disparities of ten (10) basis points or more are identified
(before any remuneration is made) in any portfolio-level

“annual review of dealer discretion in setting the contract

rate as to any identified prohibited basis group, Lender must
reduce its limit on dealer discretion by fifty (50) basis points
prior to the commencement of the next calendar quarter.
Basis point reductions will carry over and accumulate if
disparities of ten (10) basis points or more are identified as
to any identified prohibited basis group in multiple review
periods.

= Lender will complete analysis of dealer-level discretion in setting
the contract rate within thirty (30) days of the end of each calendar
quarter for dlsparl’aes as to any identified prohibited basis group.

Lender must take corrective action within thirty (30) days
with respect to dealers who are identified in the dealer-level
quarterly analysis of dealer discretion is setting the contract
rate to have ten (10) bps or more disparities as to any
identified prohibited basis group. Such corrective action will
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consist of either further limiting or eliminating the discretion
of such dealers to set a consumer's contract rate or excluding
dealers from future transactions with Lender; and
remunerating affected consumers.

d) Review and remuneration for prohibited basis disparities in dealer
discretion in setting the contract rate identified in monitoring:

« If disparities of ten (10) basis points or more are identified in
any portfolio-level annual review of dealer discretion is setting
the contract rate as to any identified prohibited basis group,
Lender must remunerate harmed borrowers within sixty (60)
days. ' : '

Although the first and third elements are similar to those ordered in In the Matter of
Ally Financial, No. 2013-CFPB-0010 (Dec. 20, 2013), the requested settlement
parameters seek authority to modify the components of the Ally injunctive relief, most
notably adding a third option (the second listed), which relies on a lower cap on dealer
discretion to reduce fair lending risk. In the event that we are unsuccessful in
negotiating a settlement with one of these three options, we seek authority in the .
alternative to negotiate the same injunctive relief set forth in In the Matter of Ally
Financial, No. 2013-CFPB-0010 (Dec. 20, 2013).

2. Remediation

We also seek authority to negotiate remediation to harmed borrowers for past
consumer harm. The amount of remediation would be based on the following:

Honda:

« Direct monetary damages in the range of $13-$54 million (paid as
money or as a note rate reduction) for loans originated between
January 1, 2011 and December 31, 2013. The upper figure represents the
estimated overpayment over the full life of the loan for the estimated 253,663
affected consumers who borrowed from Honda during that time period. The
lower figure accounts for two potential discounting factors. First, due to early
repayment, the actual life of many loans is shorter than the full term of the
loan. Depending on the rates of prepayment, this adjustment could
significantly reduce the calculation of direct monetary damages. Second, when
certain controls are included in the statistical analysis, the model reports
Jower markup disparities."2 Applying controls that we may accept in
negotiations, the lowest disparity calculated by the Bureau is 18 basis points.
This discounting factor could potentially reduce the calculation of direct
monetary damages by approximately half.

n2 The referenced controls include caps and dealer fixed effects.
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Of note, to the extent that victims continue to hold their loans with Honda, we
seek authorization to have Honda provide the monetary relief that relates to
future loan payments through note rate reductions rather than through
payment of damages, 3 ‘

e Direct monetary damages estimated to be in the range of $4-$18
million (paid as money or as a note rate reduction) for loans
originated between January 1, 2014 and December 31, 2014. This
figure is extrapolated from the estimated damages for the review period (see
above), and assumes that approximately the same number of borrowers was
harmed during the later period, to approximately the same extent. These
working assumptions are based on the facts that the challenged policy and
practice continued during the later period and that, based on its recent
financial statements, Honda’s indirect auto lending business has not
expanded or contracted significantly during that period.

e Indirect pecuniary and indirect non-pecuniary damages such as
emotional distress damages for harmed consumers who borrowed
from Honda between January 1, 2011 and December 31, 2013, up to
$25 million. These numbers are based on DOJ precedent for calculating
indirect damages in fair lending matters. Typically, the DOJ considers $500
per person as an appropriate estimate for indirect damages in the context of a
mortgage loan. Given that this matter involves automobile loans rather than
mortgages, Bureau staff reduced the estimated indirect damages to $150 per
person. As a result, the top range represents $150 per person for each of the
estimated 164,641 injured borrowers. The lower range reflects $0 per person,
as we seek discretion not to include indirect damages in the settlement,
depending on the agreed amount of direct damages.14

¢« Indirect pecuniary and indirect non-pecuniary damages such as
emotional distress damages for harmed consumers who borrowed
from Honda from January 1, 2014 to December 31, 2014, up to $8
million. As discussed above, the operating assumption, until we obtain more
. data about Honda’s indirect auto lending after December 31, 2013, is that
approximately the same number of borrowers were affected by Honda’s
discriminatory markup during the later period, as compared with the review

113 Should Bureau staff accept note rate reductions in lieu of monetary payments for
future harm, the negotiated payment from the entity will be reduced accordingly.

14 The Ally consent order did not distinguish between monetary and emotional distress
damages. See In the Matter of Ally Financial, No. 2013-CFPB-0010 (Dec. 20, 2013), at
15. The consent order describes the $80 million in redress as “the amount of total
consumer monetary and other damages” caused by Ally’s practices. Id. The associated
Supervisory Letter, which was incorporated by reference into the consent order,
identified that of the $80 million in damages, $3 million represented indirect damages.
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period. Using the same parameters as used for the review period, the top
range of the estimated indirect damages for 2013 is based on $150 per person
for approximately 54,880 injured borrowers. The lower range reflects $0 per
person; as noted above, we seek discretion not to include indirect damages in
the settlement, depending on the agreed amount of direct damages.

¢ Direct monetary damages in the range of $10-42 million (paid as
maoney or as anote rate reduction) for loans originated between
January 1, 2011 and December 31, 2013.1%5 The upper figure represents
the estimated overpayment over the full life of the loan for the estimated
226,130 affected consumers who borrowed from during that time
period. The lower figure accounts for the same potential discounting factors
as with Honda.

¢ Direct monetary damages estimated to be in the range of $4-14
million (paid as money or as a note rate reduction) for loans
ﬁriginated between January 1, 2014 and December 31, 2014, This
figure is extrapolated from the estimated damages for the review period (see
above), and assumes that approximately the same number of borrowers was
harmed during the later period, to approximately the same extent. These
working assumptions are based on the facts that the challenged policy and
practice continued during the later period and that, based on its recent
financial statements, indirect auto lending business has not
expanded or contracted significantly during that period.

« Indirect pecuniary and indirect non-pecuniary damages such as
emotional distress damages for harmed consumers who borrowed
from between January 1, 2011 and December 31, 2013, up to
$19 million, The top range represents $150 per person for each of the
estimated 127,285 injured borrowers. The lower range reflects $0 per person,
as we seek discretion not to include indirect damages in the settlement,
depending on the agreed amount of direct damages,

¢ Indirect pecuniary and indirect non-pecuniary damages such as
emotional distress damages for harmed consumers who borrowed
from from January 1, 2014 to December 31, 2014, up to $7
million. As discussed above, the operating assumption, until we obtain more
data about i indirect auto lending after December 31, 2013, is that
approximately the same number of borrowers were affected by F
diseriminatory markup during the later period, as compared with the review

15 To the extent [Jilf has remunerated certain consumers in part, those payments
would offset these payments.
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period. Using the same parameters as used for the review period, the top
range of the estimated indirect damages for 2013 is based on'$150 per person
for approximately 42,428 injured borrowers. The lower range reflects $o per
person; as noted above, we seek discretion not to include indirect damages in
the settlement, depending on the agreed amount of direct damages.

.
.

¢ Direct monetary damages in the range of $6-22 million (paid as
money or as a note rate reduction) for loans originated between
-January 1, 2011 and December 31, 2013. The upper figure represents the
estimated overpayment over the full life of the loan for the estimated 101,605
affected consumers who borrowed from during that time period. The
lower figure accounts for the same potential discounting factors as with
Honda and

« Direct monetary damages estimated to be in the range of $2-8

million (paid as money or as a note rate reduction) for loang

- originated between January 1, 2014 and December 31, 2014, This
figure is extrapolated from the estimated damages for the review period (see
above), and assumes that approximately the same number of borrowers was
harmed during the later period, to approximately the same extent. These
working assumptions are based on the facts that the challenged policy and
practice contintied during the later period and that, based on its recent
financial statements, # indirect auto lending business has not
expanded significantly during that period.

In addition, we note one potentially significant difference between the review
period (2011~2013) and the later period (2014): B (o vvered its markup
cap to il basis points during the course of 2014, We can assume that the
relationship between lower caps and disparities was positive. That js, as
lowered the cap on its dealer markups, it likely shrank the markup
disparities, This factor would tend to lead to lower direct damages for the later
period, compared with the review period.

« Indirect pecuniary and indirect non-pecuniary damages such as

- emotional distress damages for harmed consumers who borrowed
from Honda and between January 1, 2011 and December 31,
2013, up to $z1 million. The top range represents $150 per person for each
of the estimated 74,405 injured borrowers. The lower range reflects $0 per
person, as we seek discretion not to include indirect damages in the
settlement, depending on the agreed amount of direct damages.

« Indirect pecuniary and indirect non-pecuniary damages such as
emotional distress damages for harmed consumers who borrowed
from Honda and i from January 1, 2014 to December 31,
2014, up to $4 million. As discussed above, the operating assumption,
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until we obtain more data about q indirect auto lending after
December 81, 2013, is that approximately the same number of borrowers were
affected by |ENEEEg discriminatory markup during the later period, as
compared with the review period. Using the same parameters as used for the
review period, the top range of the estimated indirect damages for 2014 is
based on $150 per person for approximately 24,801 injured borrowers. The
lower range reflects $0 per person; as noted above, we seek discretion not to
include indirect damages in the settlemnent, depending on the agreed amount
of direct damages.

Based on these estimates, the amount of borrower relief could be as high as $232
million. While Bureau staff believes there is a sufficient basis for seeking up to $232
million in damages, we seek authority to settle for as low as $39 million in consumer
damages, to account for litigation risk and other potential counterarguments from the
captives. As noted above, we expect to settle in the range of $55-$86 million. In
particular, we expect that the captives will show that a significant number of borrowers
prepaid their loans, reducing the monetary harm they suffered as a result of the alleged
violations, Thus, that factor is likely to result in a lower settlement. :

, In order to efficiently and effectively distribute these funds to harmed borrowers,
we also seek authority to negotiate a methodology for remunerating borrowers, although -
as in Ally, our preference would be to require a settlement administrator so that this
issue will be determined at a later date. Based upon our colleagues’ conversations with

- experienced outside economists, several options exist, including: R

1. Contacting all potentially harmed borrowers and requesting them to identify
their race and/or national origin and distributing damages based on that self-
identification; .

2. Assigning race and national origin using thresholds and distributing damages
based on those assignments6; or

3. Using a hybrid approach that combines a threshold determination with self-

~ identification by potentially-affected borrowers, which could be accomplished
either by requiring borrowers to opt-in (i.e., by taking affirmation action to
obtain relief) or opt-out (i.e., borrowers would receive relief unless they opt
not to).17

We also seek authority to negotiate, in our discretion, whether to allow Honda,
ESR. -3l o 2dminister the relief or require the use of a third party '
administrator.

16 This is the approach that has been used in supervisory resolutions of similar claims.

117 This is the approach currently being employed in the Ally matter.
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g. Civil Money Penalties

Any person who violates a Federal consumer financial law may be required to pay
a civil money penalty. 12 U.S.C, § 5565(¢). The Consumer Financial Protection Act
(CFPA) provides for three tiers of penalties depending upon the nature of the conduct at
issue—~up to $5,000 per day for any violation regardless of the violator’s knowledge
(Tier 1); up to $25,000 per day for recklessly engaging in a violation (Tier 2); and up to
$1,000,000 per day for a knowing violation (Tier 3). 12 U.S.C. § 5565(c)(2).

Under 12 U.S.C. § 5565(c)(3), the Bureaii must also consider the following factors
to determine an appropriate penalty:

(1) the Bank's financial resources and any demonstrated good faith;

(2)  thegravity of the violation or failure to pay;

(3)  the severity of the risks to or losses of the consumer, which may take into
account the number of products or services sold or provided;

(4)  the Bank’s history of previous violations; and

(5)  .such other matters as justice may require.

Based on these factors, Bureau staff believes that a penalty of approximately $0-
- 30 million for Honda, $0-20 million for R, and $0-30 million for is
appropriate here. ' :

First, Honda, SR, and [ were each on sufficient notice of the fair
lending risks inherent in their indirect auto lending portfolios, having been defendants
in prior litigation on this very same issue, putting them in the higher tiers of civil money
penalties. At all times since January 1, 2011, these entities had the data and information
needed to assess their own fair lending compliance and uncover the violations described
herein, but did not conduct such analysis. Although has now implemented a
monitoring program, that program was not in place until well into the Bureau’s
investigation.

Second, [, Honda, and [ ave the [} [l and ] largest auto lenders,
respectively, During the three-year time period of the Bureau’s fair lending review,
ﬁ originated indirect auto loans. For the two-year period 2011-2012,48
Honda originated indirect automobile loans of which 404,679 were non-
subvented and 826,021 were subvented loans. Honda originated an additional 233,008
non-subvented loans in 2013. During the three-year time period, |l orviginated
indirect auto loans. '

Third, the entities’ disparities are substantial. Honda’s markup disparities arve
among the most egregious of the entities examined by the Bureau. No nonbank captive
lender had higher average disparities for African-American, Hispanic, and Asian and/or
Pacific Islander borrowers. Moreover, the harm was widespread: the disparities

18 Honda did not specify how many subvented loans it made in 2013.
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occurred across Honda's portfolio of indirect auto Joans and harmed over 164,641
African-American, Hispanic, and Asian and/or Pacific Islander borrowers from 2011
through 2013, plus an undetermined but likely similarly large number in 2014.
had significant disparities, consistent with those seen at Ally for African-Americans and
Asian and/or Pacific Islanders, with harm to 127,285 consumers for the period 2011~
2013, plus an undetermined but Lkely similarly large number in 2014, likewise
had lesser, although significant, disparities for African-American and Hispanic
- borrowers, harming 74,405 consumers during the period 2011-2013, plus an
undetermined number in 2014. '

Fourth, Honda has failed to take corrective action for its actions. Although _
has not demonstrated independent good faith in conducting its own internal fair lending
reviews, it has lowered its cap to [ Of the three, only |ESR bas engaged in good faith
activities to stand up a compliance program and remunerate harmed consumers prior to
being notified of any potential enforcement action.

Fifth, the proposed penalty is of sufficient magnitude to represent a strong
deterrent but not jeopardize the viability of the companies. The alleged conduct is illegal
discrimination on the basis of race and national origin that harmed tens of thousands of
consumers, which are very serious violations. Bureau staff believes that the proposed
ranges reflect that seriousness. '

Finally, a civil money penalty of $0-30 million for Honda, $0-20 for [ESEREH., and
$0-30 for - would be consistent with past Bureau precedent. The Ally settlement,
for instance, imposed a civil money penalty of $18 million."9 In Ally, the average
markup disparities fell between Honda and | R disparities. As noted above, _,
Honda, and - are the l, ., and . largest auto lenders, respectively, and Ally is
the second largest. The Bureau’s recent credit card settlements are also instructive. In -
the 2012 settlement with American Express for illegal credit card practices including age
discrimination, the Bureau ordered the company to pay $14.1 million in civil money
penalties.’2° In the Bureau's cases involving credit card add-on products, the Bureau
ordered penalties of $25 million against Capital One; $20 million against Chase;»

19 Consent Order, In the Matter of Ally Finaneial, No. 2013-CFPB-0010 (Dec. 20,
2013), at 20. ‘

120 Consent Order, In the Matter of American Express Centurion Bank, No. 2012-CFPB-
0002 (Oct. 1, 2012) ($3.9 million); Consent Order, In the Matter of American Express
Bank, FSB, No, 2012-CFPB-0003 (Oct. 1, 2012) ($1.2 million); Consent Order, In the
Matter of American Express Travel Related Services Co., No. 2012-CFPB-0004 (Oct. 1,
2012) ($9 million). The three consent orders are available at: 7
http:/ /www.consumerfinance.gov/néwsroom/cfpb-orders-american-express-to-pay-85-
million-refund-to-consumers-harmed-by-illegal-credit-card-practices/.

1210 Consent Order, In the Matter of Capital One Bank, 2012-CFPB-0001 (July 18, 2012),
available at '
http:/ /files.consumerfinance.gov/f/201207_cfpb_consent_order_ooo1.pdf.
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$14 million against Discover;*2$ and an additional $9.6 million against American
Express.’> In each case, the companies paid the penalties in addition to remediation to
affected consumers. o

Additionally, while we believe it is appropriate to negotiate for as mu ch as $30
million in civil money penalties against Honda, $20 million against [N and $30
million against-, we would be willing to forgo civil money penalties against any
entity that opted for an alternative to discretionary dealer compensation at its current
caps, including for example, adopting nondiscretionary dealer compensation or
adopting a 100 bps cap as proposed. We believe that adoption of such alternatives would
constitute responsible conduct that would effectively reduce fair lending risk and hence
warrant the Bureau not seeking a penalty.

4. Ability to Pay

Based on its 2015 Q1 10-Q, Honda has the ability to pay for the remediation and
civil money penalties that we will be demanding in this matter. In that quarter alone
(three month period ended June 30, 2014), Honda had a net income of $276 million.
Based on has the ability to pay for the remediation and civil

|

anticipate that has the ability to pay. i

rl

112 Consent Order, In the Matter of JPMorgan Chase, 20153-CFPB-0007 '(Sept‘ 19,2013},
available at http://files.consumerfinance.gov/{/ 201309_cfpb_jpme_consent-order.pdf.

123 Joint Consent Order, In the Matter of Discover Bank, 2012-CFPB-0005 (Sept. 24,
2012), available at o
http://files.consumerfinance.gov/t/ 201209_cfpb_consent_order_0005.pdf. The
penalty in this case was jointly imposed by the FDIC and the Bureau.

w24 Consent Order, In the Matter of American Express Centurion Bank, No. 2013-CFPB-
0011 (Dec. 24, 2013) ($3.6 million); Consent Ordet, In the Matter of American Express
Bank, FSB, No. 2013-CFPB-0012 (Dec. 24, 2013) ($2 million); Consent Order, In the
Matter of American Express Travel Related Services Co., No. 2013-CFPB-0013 (Dec,
24, 2013) ($4 million). The three consent orders are available at:
http://www.consumerfinance.gov/newsroom/ cfpb-orders-american-express-to-pay-59-
s-million-for-illegal-credit-card-practices/.

125

Js-



PRIVILEGED AND CONFIDENTIAL

VI. ASSESSMENT OF RISKS OF THE RECOMMENDED APPROACH

As indicated above, this matter presents litigation risks, in particular the use of
proxying and reliance on the disparate impact doctrine, Although the Bureau has taken
a public position on its use of the proxy methodology,# neither the Bureau nor the DOJ
has litigated its use in an ECOA matter. As the cases mentioned above indicate, there are
federa] court decisions coming down for and against the use of proxies, though most
cases are positive, Bureau staff's assessment is that the Bureau’s Office of Research has
spent considerable time vetting its methodology and that the method, which was

‘followed by BLDS in conducting its analyses, is sufficiently accurate to be used to
support both negotiation and litigation,

The anticipated arguments that these entities are not creditors under the ECOA
are not particularly strong in view of contrary case Jaw. However, arguments regarding
disparate impact liability and the Supreme Court’s decision in Dukes are untested. There
is little applicable case law regarding a government enforcement action on facts similar
to Dukes since that decision, and while there are bases to distinguish Dukes, plaintiffs
have consistently been unable to obtain class certification in cases challenging
discretionary broker pricing, which are quite analogous to this matter, In addition, as
noted above, the recent amended memorandum decision in American Insurance Assoc.
v. HUD, No. 13-00966 (RJL) (Nov.7, 2014), as well as the Supreme Court’s granting of
certiorari in Texas Dep't of Housing and Community Affairs v, The Inclusive
Communities Project, Inc., No. 13-1371, -- 8, Ct. -, 2014 WL 4916193 (Oct. 2, 2014),
may embolden the defense bar’s challenges to disparate impact liability under not
only the FHA, but also the ECOA. Nonetheless, congistent with the Bureau'’s April 2012
Lending Discrimination Bulletin, we recommend continuing to enforce disparate impact
liability under the ECOA, even if it requires litigation.

Although these have been joint Bureau /DOJ investigations, the Bureau is
required to refer this matter to the DOJ. We understand that the DOJ is si multaneously
seeking authority to sue these entities. Thus, based on our experience in the Ally matter,
in order to avoid having to seek additional authority mid-negotiation, we are requesting
such authority now.

In comparison to the other entities in the bank and nonbank indirect automobile
lending initiative, Honda, JJ i} and I demonstrated relatively high disparities in
dealer markups (Honda was higher than Ally, FiEage and BB <lichtly Jower) and the

126 See CFPB, Using Publicly Available Information to Proxy for Unidentified Race and
Ethnicity: A Methodology and Assessment (Sept. 17, 2014), available at
http://www.consumerfinance.gov/reports/usin g-publicly-available-information-to-
proxy-for-unidentified-race-and-ethnicity/.; Ficklin, Patrice, Consumer Financial
Protection Bureau blog, “Preventing illegal discrimination in auto lending,” (November
4, 2013), available at http:/ /www.consumerfinance.gov/blog/preventing-illegal-
discrimination-in-auto-lending/ (Jast checked January 24, 2014).
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highest harm per borrower. Bureau staff believe that these cases have good facts and a
reasonable expectation of success in obtaining settlement. It is reasonable to conclude
that Honda,h, and recognize the legal and reputational risks of engaging in
protracted litigation and will want to negotiaté: Should such negotiations break down,
Bureau staff's assessment is that the Bureau would have a reasonable likelihood of
suceess in litigation at the distriet court level, particularly if joined by the DOJ. We

~ would note, however, that given the recent litigation of disparate impact under the FHA,
defense counsel may be emboldened to appeal this issue under ECOA.

VII. CONCLUSION

Bureau staff seeks settlement authority for $17-$105 million to address consumer
harm against Honda, $14-$82 million to address consumer harm against|i; and
$15-$44 million to address consumer against . These ranges represent a realistic
assessment of the Bureau’s analysis of Honda, and data, and litigation
risk. In addition, Bureau staff seeks settlement authority for $0-$30 million civil money
penalties against Honda, $0-20 million civil money penalties against , and $o-
$30 million civil money penalties against . These ranges take into account the
factors set forth in the CEPA, § 1055. Overall, settlement in the aggregate monetary
ranges will provide substantial remediation to harmed borrowers and impose a
significant civil money penalty on the alleged violator if it is deemed appropriate inthe
course of negotiations. Bureau staff also seek authority to negotiate appropriate
injunctive relief, including an enhanced fair lending compliance management system or -
the adoption of an alternative dealer compensation program that either eliminates or
substantially reduces dealer discretion. Should negotiations fail, Bureau staff seek
authority to commence litigation against Honda, h, and |l for viclations of the
ECOA and Regulation B.

Attachments

Attachment A: Honda Proposed Term Sheet
Attachment B:. Proposed Term Sheet
Attachment C: Proposed Term Sheet
Attachment D: Draft Honda Complaint
Attachment E: Draft Complaint
Attachment F: Draft Complaint
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Attachment A: HONDA TERM SHEET
(Summary of Proposed Settlement Parameters)

As detailed in the foregoing memorandum, Bureau staff seeks authority to
negotiate a settlement with Honda in this matter within the following parameters:

A. Injunctive relief to correct the identified ECOA violations and prevént future ECOA
violations, including;

1. Nondiscretionary dealer compensation and pricing policy.

a) Lender will maintain policies that do not allow dealers any discretion
to set the contract rate. ‘

b) Lender will maintain general compliance management systems to
monitor for compliance with all federal consumer financial laws,
including ECOA. ’

¢ This will include Lender sending regular notices to all dealers
explaining the ECOA, stating Lender’s expectation with respect to
ECOA compliance, and articulating the dealer's obligation to price
retail installment contracts in a non-discriminatory manner.

¢) Lender will not be required to implement enhanced compliance
management systems set forth in paragraphs 2(c) and 3(c) below.

d) Lender will not have to review or remunerate for prohibited basis
disparities resulting from dealer discretion in setting the contract rate,
because there is no such discretion.

2. Dealer compensation and pricing policy with more limited dealer discretion.

a) For retail installment contracts with a term of sixty (60) months or
less, Lender will maintain policies limiting dealer discretion in setting
the contract rate to 100 bps, and for retail installment contracts with a
term greater than sixty (60) months, Lender will maintain policies
limiting dealer discretion in setting the contract rate to 75 basis points.

b) * Lender may include in its policies an additional reasonable
nondiscretionary component of dealer compensation, which is
intended to continue to fairly compensate dealers.

¢) Lender will maintain general compliance management systems to
monitor for compliance with all federal consumer financial laws,
including ECOA.

1 “Dealer discretion” includes the entire range of dealer deviation from Lender’s risk-
based buy rate, whether exercised by increasing or decreasing the buy rate. If we are
unsuccessful in negotiating a two-tier cap on dealer markup, we seek in the alternative
the discretion to negotiate a single 100 basis point cap for all loans.
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« This will include Lender sending regular notices to all dealers
explaining the ECOA, stating Lender’s expectation with respect
to ECOA compliance, and articulating the dealer's obligation to
price retail installment contracts in a non-discriminatory
manner. :

d) Moderate enhanced compliance management system; Lender will not
be required to implement the robust enhanced CMS set forth in
paragraph 3(c) below.

e Lender will maintain a fair lending monitoring program that
includes portfolio-level annual review of the results of dealer
discretion in setting the contract rate as to prohibited basis
groups under ECOA using the Bureau/DQJ’s methodology.

« If disparities of ten (10) basis points or more are identified in
the portfolio-level annual review of dealer discretion in setting
the contract rate as to any identified prohibited basis group,
Lender must take proactive steps to lower those disparities,
including further limiting dealer discretion in setting the ‘
contract rate or another intervention agreed upon by the parties.

e) Limited review and remuneration for prohibited basis disparities in
dealer discretion identified in monitoring: '

« If disparities of ten (10) basis points or more are not identified
as to any identified prohibited basis group in the portfolio-level
annual review of dealer discretion in setting the contract rate for
two (2) consecutive years, then further portfolio-level annual
review of dealer discretion in setting the contract rate will not be
required for the remainder of the term of the consent order.

« If disparities of ten (10) basis points or more are identified as to
any identified prohibited basis group in the portfolio-level
annual review of dealer discretion in setting the contract rate for
two (2) consecutive years, Lender will remunerate all borrowers
harmed in that group during that time period. '

3. Discretionary dealer compensation and pricing policy at current limits on
dealer discretion.

a) Dealer discretion in setting the contract rate will be limited to Lender’s
current limits.

b) Lender will maintain general compliance management systems to
monitor for compliance with all federal consumer financial laws,
including ECOA.

e This will include Lender sending regular notices to all dealers
explaining the ECOA, stating Lender’s expectation with respect
to ECOA compliance, and articulating the dealer's obligation to
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price retail installment contracts in a non-discriminatory
manner. -

c) Robust enhanced compliance management system.

* Lender will implement and maintain a robust compliance
management system to identify and promptly remediate fair
. lending risk resulting from dealer discretion in setting the contract

rate.

= Lender will complete analysis of portfolio-leve] dealer discretion in
setting contract rate within thirty (30) days of the end of each
calendar quarter and the end of each calendar year for disparities as
to any identified prohibited basis group using the Bureau/DOJ’s
methodology.

]

If disparities of ten (10) basis points or more are identified
(before any remuneration is made) in any portfolio-level
annual review of dealer discretion in setting the contract
rate as to any identified prohibited basis group, Lender must
reduce its limit on dealer discretion by fifty (50) basis points

" prior to the commencement of the next calendar quarter.

Basis point reductions will carry over and accumulate if
disparities of ten (10) basis points or more are identified as
to any identified prohibited basis group in multiple review
periods.

= Lender will complete analysis of dealer-level discretion in setting
the contract rate within thirty (30) days of the end of each calendar
quarter for disparities as to any identified prohibited basis group.

€

Lender must take corrective action within thirty (30) days
with respect to dealers who are identified in the dealer-level
quarterly analysis of dealer discretion in setting the contract
rate to have ten (10) bps or more disparities as to any
identified prohibited basis group. Such corrective action will
consist of either further limiting or eliminating the discretion
of such dealers to set a consumer's contract rate or excluding
dealers from future transactions with Lender; and
remunerating affected consumers. '

d) Review and remuneration for prohibited basis disparities in dealer
discretion in setting the contract rate identified in monitoring:

« If disparities of ten (10) basis points or more are identified in
any portfolio-level annual review of dealer discretion is setting
the contract rate as to any identified prohibited basis group,
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Lender must remunerate harmed borrowers within sixty (60) -
days.2

B. Remediation to harmed borrowers in the range of $17 to $105 million, to address the
monetary and non-monetary harms they suffered, including:

a) Direct monetary damages in the range of $13 to $54 million (paid as
money or as a note rate reduction) for loans orlglnated between
January 1, 2011 and December 31, 2013;

b) Direct monetary damages estimated to be in the range of $4 to $18
million (paid as money or as a note rate reduction) for loans originated
between January 1, 2014 and December 31, 2014;

¢) Indirect damages for harmed consumers who borrowed from Honda
between January 1, 2011 and December 31, 2013, up to $25 million;
and ‘

d) Indirect damages for harmed consumers who borrowed from Honda
from January 1, 2014 to December 31, 2014, up to $8 million.

In addition, Bureau staff seeks authority to negotiate, in its discretion, an appropriate
method of identifying harmed borrowers, determining the amount of their remediation,
and distributing the funds. Bureau staff also seeks authority to negotiate, in its ‘
discretion, whether to allow Honda to administer the relief itself or to requ1re the use of
a third party administrator.

" C. Civil Money Penalties from $0-30 million.

2 In the event that we are unsuccessful in negotiating a settlement with one of these
three optlons we seek authority in the alternative to negotiate the same injunctive relief
set forth in In the Matter of Ally Financial, No. 2013~ CFPB 0010 (Dec. 20, 2013).
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Attachment B: TERM SHEET
(Summary of Proposed Settlement Parameters)

As detailed in the foregoing memorandum, Bureau staff seeks authority to
negotiate a settlement with H in this matter within the following parameters:

A. Injunctive relief to correct the identified ECOA violations and prevent future ECOA -
violations, including:

1. Nondiscretionary dealer compensation and pricing policy.

a) Lender will maintain policies that do not allow dealers any discretion
to set the contract rate. ' ’

b) Lender will maintain general compliance management systems to
monitor for compliance with all federal consumer financial laws,
including ECOA.

« 'This will include Lender sending regular notices to all dealers
explaining the ECOA, stating Lender’s expectation with respect
to ECOA compliance, and articulating the dealer's obligation to
price retail installment contracts in a non-discriminatory
manner. g

¢) Lender will not be required to implement enhanced compliance
management systems set forth in paragraphs 2(c) and 3(c) below.

d) Lender will not have to review or remunerate for prohibited basis
disparities resulting from dealer discretion in setting the contract rate,
because there is no such discretion.

o, Dealer compensation and pricing policy with more limited dealer discretion.

a) For retail installment contracts with a term of sixty (60) months or
less, Lender will majntain policies limiting dealer discretion in setting
the contract rate to 100 bps, and for retail installment contracts with a
term greater than sixty (60) months, Lender will maintain policies
limiting dealer discretion in setting the contract rate to 75 basis points.!
Lender may include in its policies an additional reasonable
nondiscretionary component of dealer compensation, which is
intended to continue to fairly compensate dealers.

b) Lender will maintain general compliance management systems to
monitor for compliance with all federal consumer financial laws,
including ECOA, ' :

1“Dealer discretion” includes the entire range of dealer deviation from Lender’s risk-
based buy rate, whether exercised by increasing or decreasing the buy rate. If we are
unsuccessful in negotiating a two-tier cap on dealer markup, we seek in the alternative
the discretion to negotiate a single 100 basis point cap for all loans. :



[ ]

L]

PRIVILEGED AND CONFIDENTIAL

This will include Lender sending regular notices to all dealers
explaining the ECOA, stating Lender’s expectation with respect

_to ECOA compliance, and articulating the dealer's obligation to

price retail installment contracts in a non-discriminatory
manner. '

¢) Moderate enhanced compliance management system; Lender will not
be required to implement the robust enhanced CMS set forth in
paragraph 3(c) below.

Lender will maintain a fair lending monitoring program that
includes portfolio-level annual review of the results of dealer
discretion in setting the contract rate as to prohibited basis
groups under ECOA using the Bureau/DOJ’s methodology.

If disparities of ten (10) basis points or more are identified in
the portfolio-level annual review of dealer discretion in setting
the contract rate as to any identified prohibited basis group,
Lender must take proactive steps to lower those disparities,
including further limiting dealer discretion in setting the
contract rate or another intervention agreed upon by the parties.

d) Limited review and remuneration for prohibited basis disparities in
dealer discretion identified in monitoring:

e If disparities of ten (10) basis points or more are not identified

as to any identified prohibited basis group in the portfolio-level
annual review of dealer discretion in setting the contract rate for
two (2) consecutive years, then further portfolio-level annual
review of dealer discretion in setting the contract rate will not be
required for the remainder of the term of the consent order.

If disparities of ten (10) basis points or more are identified as to
any identified prohibited basis group in the portfolio-level
annual review of dealer discretion in setting the contract rate for
two (2) consecutive years, Lender will remunerate all borrowers
harmed in that group during that time period. :

3. Discretionary dealer compensation and pricing policy at current limits on
dealer discretion.

a) Dealer discretion in setting the contract rate will be limited to Lender’s
current limits.

b) Lender will maintain general compliance management systems to
monitor for compliance with all federal consumer financial laws,
including ECOA.

e This will include Lender sending regular notices to all dealers

explaining the ECOA, stating Lender’s expectation with respect
to ECOA compliance, and articulating the dealer's obligation to
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price retail installment contracts in a non-discriminatory -
manner.

¢) Robust enhanced compliance management system.

x Lender will implement and maintain a robust compliance
management system to identify and promptly remediate fair
lending risk resulting from dealer discretion in setting the contract

rate.

*  Lender will complete analysis of portfolio-level dealer discretion in
setting the contract rate within thirty (30) days of the end of each
calendar quarter and the end of each calendar year for disparities as
to any identified prohibited basis group using the Bureau/DOJ’s
methodology.

e

If disparities of ten (10) basis points or more areidentified
(before any remuneration is made) in any portfolio-level
annual review of dealer discretion in setting the contract
rate as to any identified prohibited basis group, Lender must
reduce its limit on dealer discretion by fifty (50) basis points
prior to the commencement of the next calendar quarter.
Basis point reductions will carry over and accumulate if
disparities of ten (10) basis points or more are identified as
to any identified prohibited basis group in multiple review
periods.

= Lender will complete analysis of dealer-level discretion in setting
the contract rate within thirty (30) days of the end of each calendar
quarter for disparities as to any identified prohibited basis group.

[

Lender must take corrective action within thirty (30) days
with respect to dealers who are identified in the dealer-level
quarterly analysis of dealer discretion is setting the contract
rate to have ten (10) bps or more disparities as to any .
identified prohibited basis group. Such corrective action will
consist of either further limiting or eliminating the discretion
of such dealers to set a consumer's contract rate or excluding
dealers from future transactions with Lender; and
remunerating affected consumers.

d) Review and remuneration for prohibited basis disparities in dealer
discretion in setting the contract rate identified in monitoring:

e ' If disparities of ten (10) basis points or more are identified in
any portfolio-level annual review of dealer discretion is setting
the contract rate as to any identified prohibited basis group,
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Lender must remunerate harmed borrowers within sixty (60)
days.2

B. Remediation to harmed borrowers in the range of $14 to $82 million, to address the
monetary and non-monetary harms they suffered, including:

a) Direct monetary damages in the range of $10 to $42 million (paid as
money or as a note rate reduction) for loans originated between
January 1, 2011 and December 31, 2013;

b) Direct monetaty damages estimated to be in the range of $4to $14
million (paid as money or as a note rate reduction) for loans originated
between January 1, 2014and December 31, 2014;

¢) Indirect damages for harmed consumers who borrowed from |l
between January 1, 2011 and December 31, 2013, up to $19 million;
and

d) Indirect damages for harmed consumers who barrowed from
from January 1, 2014 to December 31, 2014, up to $7 million.

In addition, Bureau staff seek authority to negotiate, in its discretion, an appropriate
method of identifying harmed borrowers, determining the amount of their remediation,
and distributing the funds, Bureau staff also seek authority to negotiate, in its
discretion, whether to allow [l to administer the relief itself or to require the use of
a third party administrator. ‘

C. Civil money penalties from $0-$20 million.

"2 In the event that we are unsuccessful in negotiating a settlement with one of these
- three options, we seek authority in the alternative to negotiate the same injunctive relief
set forth in I'n the Matter of Ally Financial, No. 2013-CFPB-0010 (Dec. 20, 2013).

A
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Attachment C: [ TERM SHEET
(Summary of Proposed Settlement Parameters)

As detailed in the foregoing memorandum, Bureau staff seeks authority to
negotiate a settlement with |l in this matter within the following parameters:

A. Injunctive relief to correct the identified ECOA violations and prevent future ECOA
violations, including:
1. Nondiscretionary dealer compensation and pricing policy,

a) Lender will maintain policies that do not allow dealers any
discretion to set the contract rate.

b) Lender will maintain general compliance management systems to
monitor for compliance with all federal consumer financial laws,
including ECOA.

« This will include Lender sending regular notices to all dealers
explaining the ECOA, stating Lender’s expectation with respect
to ECOA compliance, and articulating the dealer's obligation to
price retail installment contracts in a non-diseriminatory
manner,

¢) Lender will not be required to implement enhanced compliance
management systems set forth in paragraphs 2(c) and 3(c) below.

d) Lender will not have to review or remunerate for prohibited basis
disparities resulting from dealer discretion in setting the contract
rate, because there is no such discretion.

5. Dealer compensation and pricing policy with more limited dealer discretion.

a) For retail installment contracts with a term of sixty (60) months or
less, Lender will maintain policies limiting dealer discretion in setting
the contract rate to 100 bps, and for retail installment contracts with a
term greater than sixty (60) months, Lender will maintain policies
limiting dealer discretion in setting the contract rate to 75 basis points.*
Lender may include in its policies an additional reasonable
nondiscretionary component of dealer compensation, which is
intended to continue to fairly compensate dealers.

b) Lender will maintain general compliance management systems to

monitor for compliance with all federal consumer financial laws,
including ECOA.

 “Dealer discretion” includes the entire range of dealer deviation from Lender’s risk-
based buy rate, whether exercised by increasing or decreasing the buy rate. If we are
unsuccessful in negotiating a two-tier cap on dealer markup, we seek in the alternative
the discretion to negotiate a single 100 basis point cap for all loans.
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e This will include Lender sending regular notices to all dealers

explaining the ECOA, stating Lender’s expectation with respect
to ECOA compliance, and articulating the dealer's obligation to
price retail installment contracts in a non-discriminatory
manmuer. '

¢) Moderate enhanced compliance management syStem; Lender will not
be required to implement the robust enhanced CMS set forth in
paragraph 3(c) below.

 Lender will maintain a fair lending monitoring program that

includes portfolio-level annual review of the results of dealer
discretion in setting the contract rate as to prohibited basis
groups under ECOA using the Bureau/DOJ’s methodology.

If disparities of ten (10) basis points or more are identified in
the portfolio-level annual review of dealer discretion in setting
the contract rate as to any identified prohibited basis group,
Lender must take proactive steps to lower those disparities,
including further limiting dealer discretion in setting the
contract rate or another intervention agreed upon by the parties.

d) Limited review and remuneration for prohibited basis disparities in
dealer discretion identified in monitoring: '

 If disparities of ten (10) basis points or more are not identified

as to any identified prohibited basis group in the portfolio-level
annual review of dealer discretion in setting the contract rate for
two (2) consecutive years, then further portfolio-level annual
review of dealer discretion in setting the contract rate will not be
required for the remainder of the term of the consent order.

If disparities of ten (10) basis points or more are identified as to
any identified prohibited basis group in the portfolio-level
annual review of dealer discretion in setting the contract rate for
two (2) consecutive years, Lender will remunerate all borrowers
harmed in that group during that time period.

9. Discretionary dealer compensation and pricing policy at current limits on
dealer discretion. :

a) Dealer discretion in setting the contract rate will be limited to Lender’s
current limits.

b) Lender will maintain general compliance management systems to
monitor for compliance with all federal consumer financial laws,
including ECOA. :

¢ This will include Lender sending regular notices to all dealers

explaining the ECOA, stating Lender’s expectation with respect
to ECOA compliance, and articulating the dealer’s obligation to
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price retail installment contracts in a non-discriminatory
. manner. - -

¢) Robust enhanced compliance management system.

» - Lender will implement and maintain a robust compliance
management system to identify and promptly remediate fair
lending risk resulting from dealer discretion in setting the contract

rate.

= Lender will complete analysis of portfolio-level dealer discretion in
setting the contract rate within thirty (30) days of the end of each
calendar quarter and the end of each calendar year for disparities as
to any identified prohibited basis group using the Bureau/DOJ’s
methodology.

If disparities of ten (10) basis points or more are identified
(before any remuneration is made) in any portfolio-level
annual review of dealer discretion in setting the contract
rate as to any identified prohibited basis group, Lender must
reduce its limit on dealer discretion by fifty (50) basis points
prior to the commencement of the next calendar quarter.
Basis point reductions will carry over and accumulate if
disparities of ten (10) basis points or more are identified as
to any identified prohibited basis group in multiple review

‘periods.

v Lender will complete analysis of dealer-level discretion in setting
the contract rate within thirty (30) days of the end of each calendar
quarter for disparities as to any identified prohibited basis group.

€

Lender must take corrective action within thirty (30) days
with respect to dealers who are identified in the dealer-level
quarterly analysis of dealer discretion is setting the contract
rate to have ten (10) bps or more disparities as to any
identified prohibited basis group. Such corrective action will
consist of either further limiting or eliminating the discretion
of such dealers to set a consumer's contract rate or excluding
dealers from future transactions with Lender; and
remunerating affected consumers.

d) Review and remuneration for prohibited basis disparities in dealer
discretion in setting the contract rate identified in monitoring:

o If disparities of ten (10) basis points or more are identified in

any portfolio-level annual review of dealer discretion is setting
the contract rate as to any identified prohibited basis group,
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Lender must remunerate harmed borrowers within sixty (60)
days.®

B. Remediation to harmed borrowers in the range of $8 to $45 million, to address the
monetary and non-monetary harms they suffered, including:

a) Direct monetary damages in the range of $6 to $22 million (paid as
money or as a note rate reduction) for loans originated between
January 1, 2011 and December 31, 2013;

b) Direct monetary damages estimated to be in the range of $2 to $8
million (paid as money or as & note rate reduetion) for loans originated
between January 1, 2014 and December 31, 2014;

¢) Indirect damages for harmed consumers who borrowed fromF
between January 1, 2011 and December 31, 2013, up to $11 million; and

d) Indirect damages for harmed consumers who borrowed from
from January 1, 2014 to December 31, 2014, up to $4 million,

In addition, Bureau staff seek authority to negotiate, in its discretion, an appropriate
method of identifying harmed borrowers, determining the amount of their remediation,
and distributing the funds. Bureau staff also seek authority to negotiate, in its
diseretion, whether to allow [l to administer the relief itself or to vequire the use of
a third party administrator.

C. Civil money penalties from $0-$30 million.

2 Tn the event that we are unsuceessful in negotiating a settlement with one of these
three options, we seek authority in the alternative to negotiate the same injunctive relief
set forth in In the Matter of Ally Financial, No. 2013-CFPB-0010 (Dec. 20, 2013).



