- £..°
Consumer Financial
[

r. Protection Bureau
1700 G Street, N.W., Washington, DC 20552
July 12, 2017

Memorandum for the Director

FROM Arbitration Agreements Rulemaking Team
THROUGH David Silberman, Associate Director, Research, Markets and Regulations
SUBJECT Letter from the Acting Comptroller

This memorandum analyzes the suggestion in the letter from Acting Comptroller Noreika to
you that the arbitration agreements rule, which the Consumer Financial Protection Bureau
sent to the Office of the Federal Register on June 30 and publicly announced on Monday,
implicates the safety and soundness of the federal banking system.

Procedural Background

As you know, section 1022(b)(2)(B) of the Dodd-Frank Act directs the Bureau to “consult
with the appropriate prudential regulators or other Federal agencies prior to proposing a rule
and during the comment process regarding consistency with prudential, market, or systemic
objectives administered by such agencies.” Dodd-Frank section 1023, in turn, provides a
process by which a prudential regulator can petition the Financial Stability Oversight Council
to overturn a Bureau rule if the petitioner “has in good faith attempted to work with the
Bureau to resolve concerns regarding the effect of the rule on the safety and soundness of the
United States banking system or the stability of the financial system of the United States.”
Any such action to overturn the arbitration rule would be subject to a legal challenge over
whether this standard has been satisfied, as the statute explicitly authorizes.'

As it does in every rulemaking, the Bureau consulted with the prudential regulators (and
other potentially interested agencies) throughout the rulemaking process. Specifically,
Bureau staff first consulted with OCC staff in September 2015, about the same time that we
started our small entity review panel process in accordance with the Small Business
Regulatory Enforcement Fairness Act of 1996. Bureau staff again consulted with OCC staff
in February 2016, prior to our release of the Notice of Proposed Rulemaking. Most recently,
Bureau staff consulted with OCC staff yet again prior to our release of the final rule, which
did not change drastically from the proposal. On June 6, Bureau staff held an interagency
consultation on the final rule at which several OCC staff participated, and on June 9 we sent

! Dodd-Frank section 1023(c)(8) of the Dodd-Frank Act (“JUDICIAL REVIEW OF DECISIONS BY THE COUNCIL.—A
decision by the Council to set aside a regulation prescribed by the Bureau, or provision thereof, shall be subject
to review under chapter 7 of title 5, United States Code.™).



draft regulatory text to the OCC. On both the June 6™ call and in the June 9" e-mail, Bureau
staff requested feedback on the rule no later than June 23.

At no time during this consultation process stretching over almost two years did the OCC
express any concern over the potential impact of the rule that was under consideration on the
safety and soundness of the banking system. In fact, in response to the most recent
consultation, Bureau staff received an e-mail on June 26™ “confirm[ing] that the OCC has no
comments on the draft text and commentary.”2

In his letter to you, the Acting Comptroller stated that “staff have raised ... questions”
pertaining to the impact of the rule on the safety and soundness of the banking system. No
such concerns have been raised with the Bureau.

Given this history, and the requirements of section 1023, invoking those statutory processes
at this point, as suggested in the letter, would be procedurally improper and would also fail to
make a plausible case for meeting the required standard. As noted above, the Dodd-Frank
Act provides for consultation during the rulemaking process to resolve prudential concerns
and allows for a petition only if the process fails — i.e., if an agency “has in good faith
attempted to work with the Bureau to resolve concerns regarding the effect of the rule on the
safety and soundness of the United States banking system or the stability of the financial
system of the United States™ and has been unable to do so.> The belated statements of the
Acting Comptroller that the OCC has unspecified safety and soundness concerns, conveyed
in a letter received after the Bureau had completed the interagency consultation process and
had already transmitted the final rule to the Office of the Federal Register for publication, do
not satisfy the OCC’s statutory obligations.*

The Safety and Soundness Concern

Procedural issues aside, we believe the rulemaking record here — including the Bureau’s
Arbitration Studys on which the rule is predicated — demonstrate that this rule does not put
the safety and soundness of the United States banking system or the stability of the financial
system of the United States at risk.

As you know, the principal effect of the rule will be to create an effective means by which
consumers can seek to vindicate their legal rights under federal and state consumer protection
laws and under their contracts. To the extent the rule makes redress available to consumers, it
also will affect the incentives of financial service providers to conform their conduct to the

2 E-mail from Fred Petrick, OCC to Eric Goldberg, CFPB (June 26, 2017).

* Dodd-Frank section 1023(b)(1)(A).

* As an aside, we would note that Dodd-Frank section 1023(b)(1) provides for petitions to be filed “in
accordance with rules prescribed pursuant to subsection (f).” It is our understanding that the FSOC has not
issued any such rules. Thus, it is unclear whether the FSOC is even in position to entertain a petition at this time.
5 CFPB, “Arbitration Study: Report to Congress, Pursuant to Dodd-Frank Wall Street Reform and Consumer
Protection Act § 1028(a),” (2015), available at htip://files.consumerfinance.gov/f/201503 ¢fpb arbitration-
study-report-to-congress-2015.pdf (“the Study”).



law. The financial crisis has taught us all that greater attention by providers to conformity
with consumer protection laws would aid safety and soundness.

Moreover, the Bureau’s Study shows that a majority of depository institutions do not use
arbitration agreements.® As the Bureau stated in the preamble to the final rule, this evidence
shows that depository institutions without arbitration agreements

are able to remain safe and sound despite their exposure to class action liability. The
Bureau has no reason to believe that depository institutions with arbitration
agreements are less financially sound than those without or that requiring certain
depository institutions to amend their agreements will cause them to become less
financially sound.’

Additionally, the potential costs of the arbitration rule do not raise any concern about such
risks. Under the Dodd-Frank Act, the Bureau is required to assess the costs and benefits of
any proposed or final rule on covered persons as well as on consumers.8 The Bureau’s final
rule estimates an annual cost for additional federal litigation for covered entities of $523
million per year and a significant but smaller amount for additional state court litigation.’
These sums will be spread across approximately 600 additional federal class actions and a
similar number of additional state class actions. The final rule also estimates that depository
institutions with less than $10 billion in assets will face very few of these cases. In
particular, the final rule estimates that there will be, on average, less than one federal class
settlement per year involving these depository institutions and that the magnitude of these
settlements would be relatively smaller.’o Taken as a whole, the rule is estimated to affect
approximately 53,000 providers in various covered markets, which extend well beyond the
banking system to thousands of non-bank entities as well. These are conservative (i.e., upper
bound) estimates; indeed, during the comment process a number of trade associations
representing financial institutions argued that the Bureau’s data was skewed by a few large
class settlements (specifically in the overdraft multidistrict litigation) and that therefore the
Bureau was overestimating the benefits of class actions for consumers and, derivatively, the
costs to providers.

Importantly, these estimates, and the assumptions on which they are based, were set forth in
detail in the Notice of Proposed Rulemaking, which was issued more than a year ago." At no
time until now has anyone from the OCC expressed any interest in further discussion about
any data pertaining to the rule, including these estimates, or contested any of the data on
which they are based.

6 See Study, section 2 at 9-17.

7 Final Rule at 648; see also id. at 649.
8 See Dodd-Frank section 1022(b)(2).
? See Final Rule at 671, tbl. 1.

10 See id. at 694-95

1181 FR 32829 (May 24, 2016).



It seems clear that a rule that would result in the annual costs set forth above — under a billion
dollars per year — and additional investments in compliance with the law to prevent
additional class litigation exposure, spread over some portion of the entire universe of
consumer financial markets, including both banks and non-bank entities, cannot pose a threat
to the stability of the financial system with its trillions of dollars of assets. In fact, the annual
costs for depository institutions would be less than a half-billion dollars per year, whereas the
profits of those institutions exceeded $171 billion in 2016."

It is instructive in this regard to consider what we know about markets in which arbitration
agreements do not operate. As the final rule noted, the mortgage market — which is, of
course, the largest consumer financial market (dwarfing the other consumer markets in which
banks participate) — currently operates with a ban on arbitration agreements and has
effectively done so since 2004." To our knowledge, that prohibition has not posed any
discernable risk to the safety and soundness of the mortgage lending markets that are a key
part of the United States’ economic, financial, and banking systems. Similarly, banks
representing approximately 47% of credit card loans outstanding at the end of 2013 operated
without arbitration agreements; the Bureau did not receive any evidence that this absence
impaired the safety and soundness of these institutions, or that their regulators identified any
risk differential between companies that did or did not use arbitration agreements. When
certain major credit card issuers agreed to eliminate their mandatory arbitration provisions,
which they did as a provision in a class action settlement, the OCC received notice pursuant
to the Class Action Fairness Act and did not interpose any objection on safety and soundness
grounds, or any other grounds.'* Nor, so far as we are aware, has the OCC downgraded its
CAMELS rating of these institutions — or any other institution which eschews arbitration
agreements — on the basis that these institutions are exposed to class action liability."®
Further, when the class action settlement expired, none of the card issuers elected to reinstate
their arbitration agreements, indicating that they did not believe the absence of such
agreements was posing any substantial threat to their institutions.

2 FpIC, “Quarterly Banking Profile: Fourth Quarter 2016” (vol. 11, num. 1; 2017) available at
]mp\ www.fdic.gov/bank/analytical/quarterly/2017 volll_1/fdic_v1inl_4qlé.pdf.

? See Kenneth Hamey “Fannie Follows Freddie in Bannmg Mandatory Arbitration,” Wash. Post, Oct. 9, 2004,
available at http://www.washingtonpost.com/wp-dyn/articles/ A18052-20040ct8.html. Since 2004, Fannie Mae
and Freddie Mac underwntmg guidelines have prohibited arbitration agreements. Subsequently, the Congress
expressly prohibited arbitration agreements in the mortgage market more broadly in the Dodd-Frank Act. See
Dodd Frank section 1414, codified in Regulation Z at 12 CFR 1026.36(h).

* We understand that the OCC Bulletin 2006-20 (Apr. 21, 2006) requires depository institutions to provide
these notices to the OCC within 10 days of filing of a proposed settlement.

* The OCC’s handbook explains that: “A bank’s composite rating under Uniform Financial Institutions Rating
System (UFIRS) or “CAMELS” integrates ratings from six component areas: Capital adequacy, Asset quality,
Management, Earnings, Liquidity, and Sensitivity to market risk. Evaluations of the component areas take into
consideration the institution’s size and sophistication, the nature and complexity of its activities, and its risk
profile.” OCC Bank Supervision Process: Comptroller’s Handbook at 14 (September 2007, updated 2012),
available at https://www.occ.treas.gov/publications/publications-by-type/comptrollers-handbook/index-

comptrollers-handbook.html.




The Acting Comptroller’s Data Request

In his letter to you, the Acting Comptroller requests access to the Bureau’s data. It may be
helpful to you in responding to have some background on the data on which the Bureau’s
estimates as to the impacts of the rule on financial institutions are based.

As you will recall, as part of the Bureau’s Arbitration Study, the Bureau developed estimates
as to the prevalence of arbitration agreements in various financial markets. To do so, the
Bureau assembled a dataset consisting of approximately 850 standard-form contracts used by
various providers of financial products and services. Most of those contracts are publicly
available, including credit card agreements which card issuers are required to furnish to the
Bureau pursuant to the CARD Act, and deposit account agreements which are typically
found on bank websites. As explained in the Bureau’s Study, the Bureau supplemented this
publicly-available data with contracts obtained from certain providers pursuant to an
information order under Dodd-Frank section 1022(b)(4). From these data, the Bureau
estimated the percentage of various markets covered by arbitration agreements and thus
potentially affected by the Bureau’s rule.

To estimate the impact the rule would have on this segment of the market, the Bureau relied
on its findings as to the amount that financial institutions had paid in class action settlements
(both to consumers and in attorney fees and defense costs) over a five-year period. Those
findings were derived from the case records of 419 consumer finance class actions that were
settled in federal court over a period of five years. The Bureau’s study explains the
methodology the Bureau used to identify these cases — which we believe comprise all or
virtually all class action settlements in consumer finance cases during the period studied.
The records from those cases are, of course, public and the Bureau provided full case
citations to the cases in its Notice of Proposed Rulemaking.®

Recognizing that the Bureau’s rule also could open the door to putative class actions that are
settled individually or otherwise not resolved on a class basis, the Bureau estimated those
impacts by relying on a separate data set consisting of 562 consumer finance cases filed as
putative class actions in federal court and certain state courts over a three-year period. The
Bureau’s study explains the methodology the Bureau used to identify those cases. Those
case records, too, are of course public.

16 81 FR 32829 at App’x A (May 24, 2016).



