October 7, 2013
DECISION MEMORANDUM FOR THE DIRECTOR

FROM: B O Lov, Kent Markus, and Tony Alexis, Office of

Enforcement
- and-

I Rebecea Gelfond, and Patrice Ficklin, Office of Fair Lending

SUBJECT: Authorization to Seek a Sertlement with Ally Financial, Inc. and Ally Bank and 1o File
Complaint and Resclution in Federal District Court or to File 2 Resolution
Administratively,

RECOMMENDATION:

3?3’)? you approve {1} settlement negotiations with Ally, within the parameters set forth at Section

LDVEINRE of this memorandum, (2) the filing of a complaint end consent order in federal court
eﬂ‘mmatmg such a settiement if those settlement negotiations are successful; and {3} proceeding
with an investigation of the practices discussed in this memorandum in the event of unsuccessful
settlement negotiations. We are also simultaneously recommending that the Bureau refer this
matter to the DOJ, which, depending on the timing of any potential settlement, may chonse to join
our efforts.

Disapprove Discuss

LOEXECUTIV

SUMMARY

The Office of Enforcement and the Office of Fair Lending and Equal Opportunity ("staff™}
seek authority to settle with Ally Financial, Inc, {"AFI"} and Ally Bank ["AB"} {collectively "Ally"}*
for alleged violations of the Equal Credit Gpportunity Act ("ECOA"}, 15 US.C. §§ 1691- 1691{ and
its implementing regulation, Regulation B, 12 C.FR, pt 1002, Staff has concluded that from Aprit 1,
20711 through March 31, 2012, Ally violated the ECOA by charging African-American, Hispanic, and
Asian borrowers higher interest rates through higher dealer markups on their automobile loans
than similarly situated non-Hispanic white borrowers on the basis of race and national origin.
These disparities resulted from a combination of Ally's policy and practice of permitting dealers to
nrark up interest rates on refail installment contracts, compensating dealers from the interest
revenue from those markups, and its failure to implement or maintain adequate internal controls
and monitoring to prevent the discrimination from oceurring.

Statistical analyses conducted by the Office of Research establish the following disparities
during the time period from April 1, 2011 1o March 31, 2012:

* Both AFI and AB hold indirect consumer automoblile loans, and systems and processes are the same for
hoth, The primary difference bavween the portfolios is that AF! helds Jower credif quality papen
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& African Americans paid an average of 28.9 basis paints higher for non-subvented
loans and 22 basis points higher for subvented loans,2than similarly situated non-
Hispani¢ white borrowers;

e Hispanicspaid an average:of 19:6:basis points higher for non-subvented loans and
14.3 basis points higher for subvented loans, than similarly situated non-Hispanic
white borrowers; and

»  Asians paid anaverage of 215 basis points higher for non-subvented loans; than
similarly situated non-Hispanicwhite borrowers.

Onaverage, these disparities-are expected to costover213,000 consumers $192:32 each over the
full life of the Toan, totaling over $41 million in possible direct damages resulting from the conduct
during the time period frem April 1, 2011, to March 31, 2012,

Past cases and settlements have demonstrated that granting automobile dealers discretion
to mark up interest rates, if not properly managed and monitored, can vesult in discrimination
against minorities in violation of the ECOAZ This is the first case the Bureau seeks to settle that
allegés viclations of the ECOA for discriminatory dealer markup in theindirect automobile lending
industry. As such, it will send an imporiant message to the indirect auto lending industry about
the Bureau's commitment to ensuring compliance with the ECOA in the auto space.

The final settlement value of this matter will vary based on the strength of several defenses
that Ally will likely raise; these are discussed more below. Overall, we request authority o settle

this matter in the range of $95 to $204 million. As discussed more fully below, that range consists - Comment [PAFLL: Un thebatpageen |
fthe foll oo B - ’ : | abouts range of S84 to £174 milon, and alsa 595 ¢
ol the roHowmng: {10 5204 million. Let's make them il consistent. . |

{1} direct damages in the range of $20 million to $41 million, reépresenting overpayment
based on race and/or national origin over the full life of the loans originated during the exam
period from April 1, 2011 to March 31.2012;

(2} ‘a fund for divect damages identified through an agreed-upon method estimated to be
in'the range of $27 million to $57 million, which will be set aside to address overpayment based
on race and/or national origin over the full life of the loan for consumers who may have been
subject to discriminatory markups during the time period from April 1,2017Z, to the present;

(3} indirect damages grounded in emotional distress in'the amount'of $16 million to $32
million for the exam period from April 1, 2011, to March 31, 2012, and $22 million to $44 million
for the time period from April 1, 2012 to the present;

{43 civil money penalties in the range of $10 million to $30 millfon; and

{5) authority to negotiate, in our discretion, siheran alternative compensation structure andéor
enhancements to Ally’s dealer markup monitoring comphance program,

2 A subvented loan is 2 loan with special pricing due to financing subsidies provided by the automobile
manufacturer,

3 See Jones v, Ford Moter Credit Co, 2002 WL 88431 S DNY. Jan. 22, 2002); Osborne v, Bask of America Natl
Assn, 234 F Supp. 2d 804 (MDD Tenn. 2002); Wide ex rel Estate of Wilson v Union Acceptance Corp; 2002 WL
31730920 (S.D. Ind. Nov. 19, 2002%; Coleman v. General Motors Acceptance Corp, 220 FRD: 64 (M2, Tenn 2004).
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i BACKUROUND

Ally is one of the largest auto loan lenders in the United States. In 2012, Ally originated 1.5
million automebile loans, reflecting $38.7 billion in loan volume. As of December 31, 2012, Ally's
domestic consumer automobile portfolio totaled approximately $50 billion, Ally's consumer
aumﬂmbiie finance business is 100% indirect lending. Ally purchases loans from a network of
12,000 dealers.

Ally is in the end stages of a major recrganization that will effectively end its participation
in the mortgage market and that will eliminate its international autemotive business, This is being
done to Himit Hability from the mortgage business and to improve capitalization and the balance
sheet so that Ally can proceed with an 1P0 to raise capital to pay off the US. Treasury’s TARP
investment, which represents a 74% ownership in the company. After the reorganization is
complete, Ally will be nearly 100% focused on the domestic automobile business, including
indirect auto loans, dealer floor plans, and auto-related insurance or insurance-like products, such
as extended warranties.

A related issue to the reorganization is AFPs need to maintain its status as a financial
holding company to retain certain businessys, most important of which is its insurance business
{primarily semce contracts, n‘amtmance agreements, gap insurance, and commercial insurance
for dealers), Jugonling o 1608, AF] received its last extension under the Bank Holding
 Company Act in December 2012, which expires December 24, 2013, If AF] and AB are not well-

capitalized and well-managed, AFI will be required o divest its insurance subsidiaries on or
before that date.

The Federal Reserve Bank has indicated that a CFPB finding of a fair lending violation
would constitute 2 “high hurdie” to AFI’s ability to maintain its status as a holding company and
most likely will result in the denial of holding company status. However, the Federal Reserve
Bank also indicated thatif Ally takes prompt and robust corrective sction, it would consider such a
facter in its determination. Furthermore, the FDIC is conducting a Community Reinvestment Act
{CRA) review of AB and has indicated that Ally would, without considering the Bureau's findings,
receive a rating of Satisfactery. However, the FDNC has stated thatif the CFPB determines that Ally
viglated ECOA, it may result in a rating downgrade to Unsatisfactory, which would also preclude
AF! from obtaining holding conipany status. Likewise, if the CFPB cites an ECOA violation, itis
unlikely that the FDIC will accord the required “2” rating for the management component of the
CAMELSS® rating. The FDIC, like the Federal Reserve Bank, also indicted that prompt remedial
action by Ally would be an important consideration in its rating determination. Staff is in dialogue

with both the Federal Reserve Board and the FDIC regarding these determinations. . i Comment [PAF2]: Let's cefiain from this
’ T ¢ discussion, and instesad quote from the securites
filing

* Based on 2011 Experian data.

$ CAMELS vefers to a bank rating system that is widely used o assess the “safety and soundness” of & bank.
The acronym represents the companents of that rating which include: capital adeguacy; asset quality; management;
earnings; Bquidity; and sensitivity to marker visk. The ratings range from 1 to §, with 1 representing the most
favorable rating,
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B, Ally's Relevant Markup Policies

Ally purchases loans from its dealers at a specified *buy rate,” which Ally determines using a
proprietary underwriting and pricing model. Ally will, however, purchase installment contracts
that the dealer, in its discretion, has priced higher than the buy rate, subject to certain limitations.
The difference between the buy rate and the contract rate Is known as the dealer markup. Ally
Hintits the markup to 250 basis points for contracts with terms of 5 years or less and 200 basis
points for contracts with terms of greater than 5 years. Ally then compensates the dealers from
the increased interest revenue from the markup. As discussed more below, Ally's discretionary
markup and compensation policy and its lack of monitoring and controls caused the pricing
disparities discovered during the review.

. mvestigetion Bistory and Background

In 2010, the Federal Reserve Bank of Chicago conducted a targeted examination of Ally's
consumer compliance program. On July 19, 2010, the Federal Reserve Bank issued a veport that
included a Matter Requiring Anention {MRA) instructing Ally to implement 2 comprehensive fair
lending menitoring and testing program for cansumer astomotive lending. Also, in 2010, the FDIC
commenced an examipation of Ally that included a review of its consumer automotive lending. While
the FDC did not find discrimination, i the FDIC ik
findi forics ferwrit '

. On September 10, 2012, the Bureau commenced a targeted review of Ally to test for fair
lending compliance in its domestic consumer automobile finance portfolios. The review covered
transactions from April 1, 20171 to March 31, 2012, During the period of review, Ally booked
1,205,960 loans and the Office of Rexearch considered 1,060,187 of those transactions for
analysis. These transactions involved 12,570 unique dealers with 3,679 dealers accounting for
80% of the volume by amount financed. The Office of Research conducted statistical analyses and
identified the above-mentioned dealer markup disparities.

The Office of Fair Lending formally communicated our preliminary findings 1o Ally by sending
a Fair Lending Potential Action and Request for Response Letter on January 15, 2013 {the “PARR
letter”}. The PARR letter stated the disparity amounts and outlined our analytical methodology. It
also informed the Bank of the possibilities of public enforcement action and DOJ referral. On
February 11, 2013, Ally submitted a written response to the PARR letter, in which Ally contends
that it has not violated ECOA and that if ECOA viclations are determined, formal enforcement is an
inappropriate remedy. The PARR and Ally’s response are attached to this memorandum.

% In addition to dealer markup, the Office of Research performed an rvaluation of underwriting exceptions
and other potential pricing disparities across race, ethoicity, and sex, including buy rates {Jender’s interest rate
guoted to dealers), rate shaves {discretionary downward adfustments made by Ally to the buy rate), and tier bumps
{discretionary adjustments made by Ally to its proprietary credit scoring system to lower the buy rate} and did not
identify any statistically significant digparities.



HI YIGLATIONS OF THE BECOA ANIT REGULATION B

The ECOA and Regulation B prohibit discrimination on the basis of, inter glig, race and
natienal origin in “any aspect of a credit transaction.” A violation of the ECOA may be proven
through (i} evert evidence of discrimination, {ii} evidence of disparate treatment, or (ili) evidence
of disparate impact. While disparate treatment may be a possible method to establish an EC0A
violation in a discriminatory dealer markup matter, staff believes that, based on current
information, the strongest case to prove Ally’s violaton of the ECOA can be made under the
disparate impact theory.®

Regulation B, which implements the ECOA, specifies that the disparate impact doctrine is
applicable under the ECOA. Specifically, Regulation B states that *{the legisiative history of the Act
indicates that the Congress intended an ‘effects test’ concept, as outlined in the employment field
hy the Supreme Court in the cases of Griggs v, Duke Power Co., 401 US. 424 (1971), and Albermarle
Paper Co., v. Moody, 422 U5, 405 (1975), to be applicable to a creditor's determination of
creditworthiness."#

As set forth in Regulation B, the ECOA prohibits a "creditor practice that is discriminatory
in effect because it has a disproportionately negative mpact on a prohibited basis, even though
the creditor has no intent fo 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 discriminatory.” ! Thus, to demonstrate a prima facle case of disparate impact

“ISUSC 1591031} 12 CER § 1002.40)

8 Sep CFPE Bulletin 2012-04, Lending Disorimination {Apr. 18, 2012}, available at
Attped 8 lesconsumerfinancegee 201404 ofub bulley ding discrimination pdf.

2 A claim of discrimination under the disparate trestment doctrine may alse be availabie, An inference of
discriminatory intent may he shown through statistical evidence of a pattern or practice of racial discrimination. See
Int’ Bretherhood of Teamsters v 115,431 1.5 324, 339-40 & n. 20 [1977); Bee Huzelwood Sch, Dist, v United Stotes,
433 118,299, 307-08 (1977)(gross statistical disparities may, in a proper case, constitute prima facie proof of a
pattern or practice of disparate treatment). But see Gy v, Wedters” and Datry Lunchmen’s Univn, Locol Ko, 30, 694 F24d
%31, 552 {Yth Cir. 1982) [“In order to establish a prima facie case of disparate treatment based solely on statistical
evidence, the plaintiff must produce statistics showing ‘a clear pattern, upexplainable on grounds pther than race.”}
(internal citations omitted ). However, courts have cautioned that the strongest inference of Intenmtjonal diserimination
is one in which the statistical evidence is bolstered by other chrcumstantial evidence because "statistios demonstrating
that chance is not the more lkely explanation are agt by themselves sufficient to demonstyate that race 5 the more
Hkely explanation. . Gay, 694 F.2d at 553 {citations emitted), Once a prima facle case is established, the burden
shifts 1o the defendant 1o provide a legitireate nondiscriminatory reasen for its different treatinent. See McDonnell,
411 U5 31 802, Finally, the plain e may prove that the legitimate nondiscriminatory reason provided by
defendant is a pretext for discrimination. X ar 804, Atthis pointin the investigation, the evidence of discrimination
an thie basig of rece and national origin is strictly statistical. However, staff believes that the evidence is arguably
sufficient to establish a prima facie case of disparats reatment While staff dogs not anticipate pegotiating s
settlement with defendants that expressly identifies the different available thearies of discrimination under the ECOA,
staff raises it in this memorandum w grovide an outline of all availsble tegal theories of Bubility under the BCOA.

12 CFR § 10026{2
%17 CER pt 1002 Stmp.d § 1002.6(2)-(2).
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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.!® But the plaintiff can still prevail if
there is a less discriminatory alternative that meets the business need. ¥ The Bureau recently
affirmed that in enforcing ECOA, it will utilize as appropriate the disparate impact doctrine.”®

t Speaific, Foola By Newtral Poloy Thot Hox o Disparete Impect: The
wder Morklyp and Compensation Policy wit lnxdficienss Monltoring

& Discretionary Pricing Paolic

As described above, Ally maintains a specific policy and practice that incentivizes dealers
through compensation, io-fsr markisg up a consumer’s interest rate above Ally's established buy
rate. Pointing to the Supreme Court’s decision in Wal-Mart Stores, Inc. v. Dukes, 131 8. €. 2541
{2011}, Ally asserts in its PARR response that its pelicy and practice is not a "specific policy or
practice” recognized under the law as a predicate for claims under ECOA because it is & “decades-
old industrywide business model engrained in the fabric of commercial Jaw. ¥ The Supreme
Court in Dukes held that the Fed. R, Civ. P, 23{8){2} class action cervfication prong of
"commonality” was not met because respondents could not provide convincing prosfof a
company-wide discriminatory pay and promotion policy. Importantly, the Supreme Court noted
that the putative class representatives could not provide a strong showing that the policy of
allowing discretion by local supervisors over employment matters resuited in a common guestion
of law or fact, as required by Rule 23(a{2]. id. While Dukes impacts private dass action lawsuits,
a government enforcement action for v iplations of the ECOA need not meet Rule 23{a)s class
certification requirements.t? A prior to Dukes, 2 number of courts have

1 See Abermorie Poper Co. v. Moody, 422 115, 408, 425 (1975); Grigys v Duke Ppwer 0o, 401 U5, 424, 43132
{1971}

1 See Griggs, 401 U8 al 431-34

1% Sge Albermarie, 422 U.8. at 425,

3 Ree CPPB Bulletin 201 2-04 {Fair Lending} {(Apr. 18, 2012),

% Ally PARR Response, p. 8.

17 Atleast one court has refused t apply this argument in a government enforcement action, noting that
Dakas'sDuked holding is imited to class certification, In fincis v Wells Farge & U, No. 09-26434 (11 Gir, Ct, Cook

County Oct, 25, 2011), the ilinois Attorney General sued Wells Fargoe under various staie laws including the Hiinocis
Human Rights Act, alleging that Wells Fargo engaged in illegal discrimination through reverss redlining and by

steering minorities into more expensive loans than similarly situated White borrowers. In denying a metion to
dismiss the disparate impact claims, the court found that Dukes did not apply, stating that “the pertinent issue [in
Lrkes] was whather the plaintiff dewonstrated questions of law and fact common to the class, an 3sue not pending
before this Court.” Jd at 9 n1 {citations omitted]. Furthermere, DOY has filed and settied a number of other
complaints alieging unlaedul pricing discretion since Dikes. See, £.g., Consent Order, United States v. SunTrust Morty.,
’m hc: k3 }2 -gv= 3Q? {E, i} Vi, May, 31,2012}, avallable at

A Consent Order, United States v Countrywide

i‘m &or;:x Ko. C\f’li 10540-P8G {A(m} U.D Cal Dec. €}§§}, avaﬂahie athup//

wwalusticogosiortiabout ;:bg:{dagumg&m{mxgmmmﬂg pdf Consent Order, United States v GFT Morty. Bankers,
mc No. 12~ cv~2.>02~RBF {SD ‘H’ Aug 27,2012%, aval aia eat

A cSahao /i X
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specifically rejected arguments that dealer markups are not sufficiently specific, holding that a
dealer markup policy is a "specific policy or practice” sufficient to establish a prima facie case
under disparate impact analysis.’® For example, in Coleman v. General Motors Acceptance Corp.,
the court, relying upon the Supreme Court’s holding in Watson v. Fort Worth Bank and Trust, 487
U.S. 977,994 (1988), held that the use of disparate impact was appropriate where 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.” Coleman, 196 F.R.D.at 328. Thus,
legally and factually, Ally maintains a specific facially neutral policy sufficient to establish an ECOA
claim under the disparate impact doctrine.

b. Fair Lending Policies and Insufficient Monitoring

Despite previous regulatory instruction to implement a comprehensive fair lending
monitoring and testing program for consumer automotive lending, most notably in the July 19,
2010, targeted examination report of consumer compliance issued by the Federal Reserve Bank of
Chicago, Ally did not have a devoisied and-implopsontod-comprehensive fair lending monitoring
and testing program for consumer auto fmance at the time the Bureau’s review commenced.
Although during the early stages of the review, Ally indicated that a monitoring and testing
program was under development, the company did not initially reveal the program, other than a
brief outline to examiners, based on a claim of attorney-client privilege.

Finally, during a meeting on March 21, 2013, Ally sevealed-and-discussed with the CFPB its
consumer automotive fair lending program and shared a document entitled Pilot Monitoring
Program for Dealer Finance Income the following day. While management’s efforts to design and
implement a program are acknowledged, the discussions and a review of the document indicate
that substantial work remains to develop and implement an effective program. We have a number
of concerns and issues with Ally’s proposed dealer monitoring program, including its limitations
on the prohibited-basis groups covered by the plan; flaws in the method for estimating disparities;
a--excessive threshold for follow-up inquiry; the-need -forprerequisites nf two consecutive
disparity findings to take further action; the inclusion of a matched-pair review te-furtherihat
dilutes any statistical disparities; ¢ze-prolonged timeframes for dealer corrective actlon, its dealer-
level as opposed to portfolio-level focus; and its exclusion of any consumer remediation.

Subsequently, Ally management provided several additional updates regarding the
implementation of the program as well as summaries of the initial statistical analysis and matched
pair review. Ally’s analysis resulted in the identification 21 dealers out of approximately 12,000
for possible markup disparities and conducted a match pair review analysis for each of the 21
dealers. Based upon the matched pair review, two low-volume dealers were identified as having
possible markup disparities and Ally imposed the first tier corrective action of voluntary
education. ¢

'. Comment [PAF3}: It's not clear whether we

1 view this as good or bad, and it doesn't add much
to the discussion. I'd suggest deleting.

18 Jones v. Ford Motor Credit Co., 2002 WL 88431 (S.D.N.Y. Jan. 22, 2002); Osborne v. Bank of America Nat.
Ass'n., 234 F. Supp. 2d 804 (M.D. Tenn. 2002); Wide ex re, Estate of Wilson v. Union Acceptance Corp., 2002 WL
31730920 (S.D. Ind. Nov. 19, 2002); Coleman v. General Motors Acceptance Corp., 220 F.R.D. 64 (M.D. Tenn. 2004).
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Overall, Ally’s program does not satisfactorily identify and respond to potential dealer
markup disparities and 1 is inadequate te mitigate fair lending risk. Additionally, Ally
lacked smy monitoring or -controls for fair lending risk in its consumer autometive lending untdl it
operationalized its Pilot Monitoring Program in March 2013

vy Proctices orad P

Flugied Afric

Kimsiterds

in establishing disparate impact lability, courts have long recognized that statistics, when
properly analyzed, can support a showing of disparate impact on a protected class?® In the
context of dealer markup policies, courts have held that a plaiatiff, for purposes of establishing a
prima facie case, must provide “statistical evidence of a kind and degree sulfivient to show that
the practice in question has caused’ the assessment of the higher finance charge markup because
of their protected dass.”® In this case, the statistival analysis that the Office of Research
conducted shows that Ally’s discretionary markup and compensation policy, without meaningful
controls and monitoring, dispmportimzatn!y and adversely affected similarly- situated African-
American, Hispanic, and Asian consumers. The Office of Research’s conclusion was based spon a
comprehensive two-part statistical analysis that included over 1.2 million Ally loans.

In conductmg the amlysas, thc Qﬁ"m a! Research ﬁrst imc} to a&sargn race and national czmgm

Reported addresses for apphicants were mapped into census tracts and matched to 2010
Census information on race and ethnicity. Surnames were matched to a list of surnames from the
2000 Census, which reports counts of individuals by race and ethnicity for surnames. Usging the
combination of proxies hased on geography and surname, the methodology assigned an applicant
with a probability of being a particular race or ethnicity {e.g., 80% African American; 15%
Hispanic; and 5% nor-Hispanic White}.

1% See generally Int'] Brotherhood of Teamsters v U.5, 431 U8, 324, 340 n. 20 {1977) {noting that statistics may
be the “only avatlable avenue of proof” in disparaie impact vases) {ciiations and Internal guotwtion marks omitted}.

B Colemuan v, General Motors Acceptunce Corp, 196 FR.D, 315, 324 (M.D.Tenn. 20007, citing Watson v Fort
Worth Bank end Trust, 487 1.8, 977, 994 {1988},

L renussiin énfm“ %’X:x“ﬁ 33~vui the

Farmatted: Indent; First ey .57




The Office Gf Researc}* then u;nducteé an anaivsm ofA y s aummcbxle fmancmg m&rkup

T A DR TaY s
The auto oan data sey prcmded o the CI PB wuwlned 1. 205 960 auto loan wmracts ihdt
were funded by Ally between April of 2011 and March of 2012, Prior to analysis, booked contracts
with missing credit tier, missing automobile make, contracts for recreationsa} vehicles (RVs),
missing automobile type, and contracts for which a geography or name hased proxy could notbe
assigned were excluded from the analysis.®2 {n total, 1,060,187 hook losns were included in the
analysis sample,

Given the fact that Ally’s buy rate on any given transaction is determined by a variety of
characreristics associated with the individual financing the car, characteristics of the vehicle, and
the timing, location, and structure of the deal, such factors were excluded as controls from the
markup analysis, which focused on the difference between the contract rate and the buy rate,
rather than on the contract rate. Furthermore, the Office of Research conducted a separate
analysis of subvented loans given the fact that special financing with specific program caps is
applicable in such programs. The analysis resulted in the following observations with respect to
disparities and consumer impact based upon expected overpayment over the full life of the loan:

«  Africars Americans paid an average of 289 basis points higher for non-subvented
loans and 22 basis peints higher for subvented loans, than similarly situated non-
Hispanic white borrowers;

« Hispanics paid an average of 19.6 basis points higher for non-subvented loans and
14.3 basis points higher for subvented loans, than similarly situated non-Hispanic
white borrowers; and

+  Asians paid an average of 21.5 basis points higher for non-subvented loans, than
similarly situated non-Hispanic white borrowers, See Table 1.

Table 1:

Prohibited hasis Subvention/non-subvention £ ph chservations Estimated disparityinmark-yup Fst. valve of overpayment Overpayment pes hortower
Astan/Tacific (slander Noa-sulwention 8,138 §21s $1469073 518675
Black Hos-subvention 93,687 £28 $21,709,581 sa3In
Hispanic Hon-subweniion 82,044 £.388 §13,361,78% S1514%
Black Subvirtion 18130 8230 $3.388,338 S1%1LR2
Hisganic Subvention 12835 {143 $1528417 §126.87
oz Adversa mpact , 1353 $41 968,085 $192.47]

2 total, 145,773 contracts were excluded from the analysis, including: 5,806 RV contracts, 21 contracts for
rissing tier, 11 contracts for nussing vehicle make, 187 contracis for missing vehicle type, 121,897 contracis dug to
10 race or ethnicity proxy, and 17,751 contracts due to no sex progy.
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These disparities are statistically significant at the 5 percent level or better, well within
what the courts require.?. Such significant statistical evidence is of a kind and degree sufficient to
show that the Ally’s dealer mark-up policy end practice has caused disparities based upon race
and national arigin,

in order to evaluate the robustrniess of the rcguits tbe Qfﬁce of Research dig
sigd for oantmm‘:sﬁkiy&’ s 1

1 the results did not change materially , the Office c:fRe:»aarCh
generated disparity estimates using alternative m:,thoab of assigning race and ethnicity. First,
the Office of Research used threshold rules that assigned an application to a given racial or ethnic
group by determining whether the probability associated with each classification meets or
exceeds on of the three thresholds (70%, 80%, and 90%).7* The disparity did not vary materially
when the models used race and ethnicity assignments based on the threshold rules instated of the
probabilities divectly. Second, the Gffice of Research estimated disparities using geography and
surname-based probabilities alone rather than joindy; the disparity estimates were consistent
with those associated with the use of the joint probabilities.

Once the Bureau has identified a specific facially neutral practice or policy used by the
defendant, and demonstrated through stetistical 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
o prove a legitimate business need for the practice or policy.

Ally has asserted that its business model has s legitimate business purpose. In Ally's
response to the PARR letter, it stated that it cannot unilaterally reduce the rate spread limitations
without substantial risk to its business. Ally notes that attempts to do so will result in dealers
simply effering their contracts to Ally's competitors.

While discretionary pricing may be a legitimate industry practice standing alone, when it
results in priciog that is disproportionately imposed upon minority borrowers, such disparities
cannot be justified solely by pointing to other lenders engaged in a similar potentially
diseriminatory policy. Moreover, Ally's argument was explicidy rejected in Smith v, Chrysler
Financial Co., LLC, 2003 WL 328719, at*7 (DN Ian. 15, 2003}, in which the court rejected
defendant’s argument “that their actions are not improper because they are shaply following a
recognized business practice within the financial industry,” noting that "[these arguments are not
compelling because the Jaw does not allow subjective mark-up policies thatresultin
discrimination against a protected class absent a valid business justification.”

23 See generally David H. Kaye & David A, Freedmun, Beference Guide on Statistics, in Annotuted Reference
Manuat ou Scientific Evidence, 83, W.B.2 [Fed. Judicial Ctn Ed, 2d ed. 2000), avallable ay 2004 WLABISL (L FTCw QT
e, 448 FSupp.2d 908, 939 (NI, 11, 2006], offd, 512 F.3¢ 858 {7th Cir. 2008) {"Statistical significance is achieved if
the statistical analysis shows that there is 3 .05 or less likelihood that the difference measured is due tochance {p
200517

# Ser gengrully MoCaffrey and Elflont, "Power of Tests for a Dichotomous Independent Variable Measured
with Error,” Health Research and Educational Trust, june 2008,
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Even if Ally could identify a legitimate business need for the discretionacy dealer markup
policy, less discriminatory alternatives are available. For example, a markup policy with
appropriate monitoring, controls, training, and consumer remuneration. ’\Ioﬂmw precluded Ally
from employing monitoring and controls during the relevant period. And while Ally has soughtte
implement a monitoring pelicy, controls, and training efforts, ity program does not satisfactorily
identify potential dealer markup disparities and does not adequately nitigate fair lending risk. As
a result, Alty failed to institute a discretionary pricing policy with sufficiently effective monitoring,
controls, iy ammg, and consumer xcm\meratmn nor does it have any apparent intentions 01

= : dealer mmp matmn structures

] in 2005, the Supreme i R sk PR

Py -held that the Auv Dz@mmumtxml in i‘mpiovmcm ALt 29 u 5 C.§ 6~ 1 et seq
{"ADE,A”) permitted disparate impact claims by comparing language in the z‘sDEA to analogous
language in Title VI of the Civil Rights Anr of 1‘364 42 US.LC §2000e et seq. {"Tide VII").

] Specifically, the Supreme Court in 3 . held timtboth
Title VH and the ADEA contain iaugua;,e pml'umung actions that "deprive any individual of
emplayment npportu ities or etherwise adversely affect his status as an employee.”?% Althcsugh

i Smith is+ i an ECOA case, Ally has argued in its PARR letter that the B A-wad
ECOA dozs vm hwe the sﬁtutmy anguage cited in Smith and thus that disparate impact c%mms
are not available under the ECOA.

No court has applied Smith to find that disparate impact claims are not cognizable under
the ECOA.25 To the contrary, courts have consistently held that Smith did notimpose a
reguirement that the exact language in Title Vil or the ADEA must ba present for a digparate
impact claim to be cognizable under other statutes, including the ECOA. Moreover, the availability
of disparate impact Hability under the ECOA is supported by its governing regulation, ECOA's
tegislative history, and all other federal regulatory and enforcement agencies with ECOA
jurisdiction. Regulation B specifically incorporates the disparate impact doctrine under the
ECOAZ The ECOA’s Jegislative history explicitly states that the ECOA was Intended to include

5 Smith , 544 US, at 235 (emphasis in original).
% See Guerrg v. GMAC LLC Nop, 208-0v-01297, 2009 WL 449153, at *2 £E.D. Pa. Feb, 20, 2009).
2 Sew 12 CF.R.§ 1002 Supp. | § 1002.600)-{2)

‘11~

! Comment [PAF4T: We seed to cite

i SIS CHNES.




disparate impact Hability.2® Finally, as set forth in the Interagency Policy Statement on
Discrimination in Lending?¥ federal regulators have consistently recognized disparate impact
Hability under the ECOA.

Of course, the Supreme Court has granted certiorari to hear similar arguments raised as
they pertain to the Fair Housing Act in Township of Mount Holly. v. Mount Holly Gardens Citizens
in Action, Inc., 658 F.3d 375 (3d Cir. 2012) ), cert. granted, 133 S.Ce 2824 {June 17, 2013).

Although My Holly may embolden Ally to contend that disparate impact Hability under the
E€OA does not exist, any ;ulmg stemming from that decision would be Umited to the FHA
Furthermore, i v the argument in support of the applicability of disparate
impact under ECDA is different than under the FHA given the specific language of BCOA, the
specific language in Regulation B, the supporting legislative history, and the positive case law.

iy of Indiyect Aute Lenders

Ally argued in its PARR response that it is not Hable under the ECOA because it did not
regularly “participate” in the credit decision or because it is an assignee with no knowledge of
allegedly discriminatory actions taken by the dealers who originated the loans.

The ECOA defines a "creditor” to Include not only "any person who regularly extends,
renews or continues crediy” but alse “any assignee of an eriginal creditor who participates in the
decision to extend, venew, or continue credit”™®® Regulation B further provides that “creditor”
means “a person, who, in the ordinary course of business, regularly participates in the decision of
whether or not to extend credit” and expressly includes an "assignes, transferes, or subrogee who
s0 participates,”® The Commentary to Regulation B makes clear that an assignes is considered a
*creditor” when the assignee participates in the credit decision. The Commentary provides that a
“creditor” “includes all persons participating in the credit decision” and that "[tlhis may incdude 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 consurumated,”® Thus, Ally's
practices of evaluating an applicant's information, establishing a buy rate, and then
communicating that buy rate to the dealer, indicating that it will purchase the gbligation at the

28 Regulation B, BCOA's trplementing regulation, specifically provides that Congress itended the BCOA 1o
inchade disparate impact lability:

The effects test 15 3 fudicial doctring that was developed in 2 series of employment cases devided by the LS.
Supreme Court under Tite V1T of the Civil Rights Avt of 1984 (42 U.8.C. 2000¢ et seq ), snd the burdens of proof
for such emplovment cases were codified by Congress 1nthe Clvi Rights Acz of 1991 {43 US.C. 200002}
Congressional intent thas this doetrine apply to the credit area is documented io the Sengte Report that scrompanied
H.R. 6516, No, $4-389, pp. 4-5; and In the House Report that &»wm;}amed HR 5336, No. $4-210, p.5, The Act
and yegulation may prohibit a creditor practive that iz discriminetory in effect because it has & disproportionately
negative impact oz 2 prohibited busis, even though the creditor has no intent 1o discriminee and e praciive appears
neuiral on fis face, unless the ereditor practize meels 3 legitimate business need that cannot reasenshly be achivved
as well by means thal are less disparate fn thelr iapect. 12 CFR. pl 1002 Bupp. 1, pera. &) -2,

2 See 59 Fed. Reg, 18,2686, 18,271 {1994}, The statement was adopted by HUD, OFHEQ, DO OCC, OTS, FRB,
FRIC, FHFB, FTC, and NCUA, members of the Interagency Task Force on Fair Lending,

315050 § 169 1alel

MIZCFR §1002.2{(0

R 1ZCFER pt 1002, Supp. 1, § 1002.2, 9 2(i3-1.



} designated buy rate if the transaction is consummated, very likely makes Ally a creditor under
ECOA.

Ally has argued that itis not lable under the ECOA because Regulation B provides that “{a}
person is not a crediter regarding any violation of the [ECOA] or [Regulation B] 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.”®® This
provision limits a creditor’s Hability for another creditor’s ECOA violations under certain
cireumstances. But it does not limit Ally's Hability for its own violations stemming from the
disparate impact of its markup and compensation policy.

The Burezu also recently affirmed its position in the Auto Discrimination Bulledn that
indirect auto lenders are creditors under ECOA and Regulation B given the lender’s participation
in the transaction 3t Ag set forth in the Bulletin, *[a]n indirect auto lender's markup and
compensation policies may alone be sufficient to trigger Hability under the ECOA if the lender
regularty participates in a credit decision and its policles result in discrimination. The disparities
triggering lability could arise either within a particular dealer’s transactions or across different
dealers within the lender’s portfolio. Thus, an indirect aute lender that permits dealer markup and
compensates dealers on that basis may be Hable for these policies and practices if they result in
disparities on a prohibited basis.?%

While the statistical model employed by the Bureau provides statistical confidence that
f African Americauns, Hispanics, and Asians pay higher dealer markups than similavly. situated von-
Hispanic whites, Ally has argued that the statistical model omits certain unobserved variables and,
therefore, the Bursau's estimated disparities may be biased upward and may not be evidence of
| discrimination. Ally conducted its gwn regression ana s and inchaded a number of additional
variables that it argued were appropriate for inclusion in the madel, including:

* The amount financed of the vetail installment contracy;

=  The advance rate (i.e, amount financed to wholesale collateral value for used or
inveice for new);

= Indicators for whether the vehicle inanced was () new or () used and the
vehicle model year was (i} no more than two years older than the current medel
year, {ii} between three to five years older than the current model year and
(iif) six or more years older than the current model year;

= Indicators for the Ally credit tier assigned;

= Indicators for the applicant’s credit bureau score by quartile, slong with an
indicator for missing credit bureau scores;

= Three indicators for instances where the contract date {i) was on the same day
as the application date, {if) was on a day prior to the application date or (iii} was
on a day after the application date;

33 Ally PARR Response at 10 (quoting 12 CRR.§ 1002.2(1Y),
3% See CFPRB Bulletin 2013-02, Indirect huto Lendxrxq and Cemp!mnce with the Fquw Credzt Op, pamm‘v Act
{March 21, 2013}, available at Bhtty: 0 B0V i \ 5
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= Anindicator for whether the term was greater than 60 months or 60 months or
less; and

* indicators for the average rate spread of dealers {as determined by Primary
Dealer Number {"PDN"Y} for contracts assigned to Ally in the data set for dealers
where such average was less than 0.5 percentage points; greater than or equal to
0.5 percentage points, but less than 1.5 percentage points; and greater than or
equal to 1.5 percentage points,

Of the above-memtioned variables, Ally maintains that creditworthiness {as measured by credit
der assignment and credit bureau score} and a dealer control explain a substantial portion of the
identified disparities. Ally concluded that based on its regression analysis, disparities are reduced
from the 29 basis point disparity observed for African Americans in the Office of Researcly's
analysis to approximately nine basis points, and from 20 basis points for Hispanics 1o
approximately five basis points. For Aslans, the disparity is reduced from 20 basis polats to
approximately 11 basis points,

The Office of Research and staff believes that it is inappropuiate to include the vavious
ccmmis suggeswd by A! v m ouy ana]y‘:ls Wh:le AllY's sugeested controls may
: S A prani-sacreduce the dxspantws because they
are mrraiaicé with race and jos‘ ethmuty they shcsui m)i: t)c included in the analysis because they
neither model the markup policy nor reflect a Jegitimate business need. For example, while there
z<: cerf'an"z}y acor eiatmza hem een an a };ﬁmnt 8o adsm m‘tizmes‘; and mqjher marku;}, AI :v has

othat a borrower's creditworthiness is 8 necessary factor ina

dealer’s assignment of markup,

Likewise, the Office of Research and staff believe it is inappropriate to include the dealer
comtral variable in the analysis because our focus is on the digparate impact of dealer markup
across Ally’s portfolio as opposed to at the dealer level, which is more likely to capture evidence of
disparate treatment at particular dealers. The Office of Research, in testing the robustness of the
model, performed an analysis with the dealer control and concluded that the disparities were
reduced to'19 bps for African Americans, 13 bps for Hispanics, and 14 bps for Asfans,

Furthermore, to determine whether the disparities in markup are due to characteristics not
accounted for by the statistical model, examiners compared 145 retail installment contracts of
African-American and Hispanic borrowers, to one or more retall installment contracts of non-
Hispanic White borrowers, Based on this comparative file review, examiners could not determine
non-diseriminatory reasons for the disparities in the dealer markups, and management was
unable to provide explanations for the disparities, After evaluating Ally's PARR response,
tiny several additional meetings with Ally, and comparative file review, the Office of
vz analysis supports the reported results.

?(gsoarch and staff believe thats

£ Proxy
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Ally also asserts that the preliminary analvsis cited in the PARR letter did not take into
account or otherwise correct for errors involved with the use of praxies. Ally vontends that the
potential for error in relying on name or geographic coding in non-mortgage fair lending
examinations has been specifically acknowledged by the Governmient Accountability Office?s wd

hat the Burean should arkmmﬂedge tim pm‘ential for error when evaluating the results, {1
LINE BESPON

Courts have accepted the use of reliable proxy methods in a variety of discrimination suits,
inchuding ECOA actions,?? Voting Rights Act suits,3 employment discrimination actions,® and
constitutional challenges to jury pool selections.®® At the same time courts have recognized that
proxies are merely estimations of protected characteristics and their predictive power may be
limited in some circumstances! The Office of Research’s proxy methodology uses the commonly:
accepied proxy technigues of surname g snalysis and geocoding and improves their accuracy. The
Office of Research has « Ompar the success of various methods at identifying
race and ethnlcity as reported in HMDA data, and has found that its proxy method consistently
does a better job than common alternatives, including threshold-based methodelogies such as-

: :employed by Ally.

While not raised by Ally, the Office of Research also evaluated an alternative methodology
0 estimate the size of any ractal or ethnic disparities. The alternative methodology reduced the
disparities for African Americans from 29 basis points to 15 basis points, for Hispanics from 20 to
15 basis points and for Asians from 21 to 15. After an extensive review, the Office of Research

** Testimeny of Orice M. Williams, Divector Financial Markets and Community Investment, Government
Accountability Office, before the Subcommittee on Qversight and Investigations, Committes on Financinl Services,
Haus»* of Rep;ece“miwec July 17, 2008 at 9, available at

£ erviceshoysegav/hearing 110 vwiBlams0 71708 pdl
i ?W og., I;mtm’ States v. Urden Aute Sales, tne., 490 F. App™ B47, 849 (3th Cir. 2012} {“ciassHication of ‘Asians’ and non-
Astans” did pot render the ECOA claintany Jess plavsible™ T fhe Yink between names sral rackel categorization for the
parposes of both antidiscrimination law and diseriminatery conduct is well-esta 7).

# Sew, a.g, Rengvidez v. (ity of 2, AU {"The Spanish surmaree way be used as a
proxy for Hispanic ethafvity when self-jdentify Y, ieited Sttes v, Vill of Port Chester, Ho, 86 U 15373{SCRY,
2008 WL 180502, at *4 n A3 {SLNY. Jan 17,2 Ixperts for both parties used the Census Bureou List of Spanish Surnames ko
cziculats the number of Hispanic voters in a particular area. .. Neither party disputes that Spanish Surname Analysis is an necepted
mthoduiogy.")

¥ See g, BECC v Awtozone, Ing, Bo. DO-2923 MasA, 2008 WLEZ5Z409%, 21 *5 (WD Tenn, Aug. 29, 2004 (finding that

“it was reasonable for [the government's expert] to use consus proxy dats rather than the sonual applicant daty™} LMAGE
Builnr, 518 F. Supp. 800,837 (LD, Cal, 1981} {[MJany Tide Vil disorinination sults have reled on Spanish surnames 25 an
identifier for svaluating adverse impact and for affecting veltef"); Cuardions Ass'n of New York Uity Police Dep't, Ine. v. Divil Serv.
Comm’n of City of New York, 431 F, Sapp. 526, 530 (S.D.K.Y. 1977), vaveted and remonded wn other grounds, 562 F.24 38 (24 Cir.
1977} (holding that the use of three statistical metheds to estimate race and pational origin, including the proxy metheds of
surname analyzis and geocoding, was “clearly trustworthy™)s Com. of Pa. v Oeill, 348 F. Supp. 1064, 1086 (B, Pa. 1872), offd in
refevarnt purt, vacated in port on other grounds, 473 F.2d 1029 {3d Cir. 1973} {finding expert’s race estimations from grocoding
“reagonabie”),

3 United Stater v. Reyes, W34 F. Supp, 553, 560-62 {S.0.0.Y, 1996} {avcepting the use of gencoding to estimate race and
noting that an expert explained that the method iz "commuonly wsed”); Unitedf States v Gerene, 677 F. Supp. 1566, 1273 (D, Conn,
1SH7}, off d sub nom. United States v, Mokdonade-Rivera, 92Z F.2d 934 (2d Cir, 1990} {erimine! defendant’s expert and federal
government’s expert agreed thad Spanish surname snalysi an aecspted method of identifving Individuals of Hispandc origin®)

4% Some courts have expressed skepticism of surname analysis where its accuracy was calied into question in that
particular isstance. See eg, (MAGE, B18F Supp. st BOA-IT {guestinning the probative value of defendant’s surname analysis
berause of, among other reasans, 2 large popidation of Partugaese and Filipinos residents in the area with names on the Spanish
surpame list]. Bven whers courts are sheptics] of surmsme sualvsis, they may comsider it as evidence 1§t usefulness can Le shsm .
See, 2., Rodriguez v. Bexor Caty, 38% F3d 853, 856, n.1€ {5th Cir, 2004 (expressing it opinion that Spanish surname analyst
“povel and highly problemaric,” but uphelding the district court’s vonsideration of itand allowing it In future pases upon 3 “steiet
showing of its probativeness™} :
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believes that this alternative approach almost certainly underestimates disparities and thus
consamer harm, The Office of Research also concluded that its eriginal estimation approach was
reaspnable and appropriately estimates disparities under the particular facts of this matter,
Although proxying for race and ethnicity is less powerfud evidence than self-reported race and
ethnicity data, both the case law and the improved accuracy of the Office of Research’s method
weigh in faver of a court accepting our methodology.

£, ¥ahvenled Loans

Ally asserted that it carries out munerous subvented programs under contract with
manufacturers. Ally explained that the financing subsidies in those programs vary considerably,
as do other requirements of the programs. In pardcular, some subvention programs allow g
markup of 100 basts points and some do not allow for any markup. In those programs that allow
markup, dealers routinely impose the full mark-up allowed by the program, typically 100 basis
points. Ally contends that these aspects of the program, by their nature, have significant effects on
dealer and vehicle purchaser behavior and the Office of Research failed to consider such aspects in
its analysis.

While such an explanation seems like a plausible way of explaining the disparities, Ally has
refused to provide any supporting evidence related to the parameters of the vartous subvention
pr(}grams, cii‘ing cant‘identiaiiry, sed upon the information provided by Ally

: ‘ S ghdaaiis the Office of Research opdned thatmost consumers in
thc subvemeé pz og,mm recmved either a 0 basis point markup or a 100 basis point markup, with
few borrowers receiving any other markup amount. The Office of Regearch ewlude{% from its
analysis 'ﬂi suiwemed loans thatreceived a 0 basis point buy rate. Give SR TG R

¢ 14 the above-mentioped disparities for Afrivan Armmans ami
!izspamcs for subvented loans. ‘the Office of Research acknowledges that its analysis with
respect to subvented loans would have benefited from additional details regarding the specific
details of the subvention program, including program caps,:

St § sz 4 : - staff have
cone ud&d tha‘f xt is appmpnate t{) seek setdement relief for the disparities identified in the
subvented loans. In the event that Ally is able to provide evidence and confirms its explanation, it
may be necessary to a - ar eliminate our reguest for damages related to the identified
disparities in the subvented loans,

P, Buatistieal Significance

Ally also argues in its PARR response that given the very large number of transactions that
are analvzed in the model, the g é'imf si ¥ wmhfwr disparities ideniified by the furean o w8
sheledastechaically sioistieatsianificant do not have sufficient practical or legal szgmfmance m
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support a violation. Further, Ally maintains the error implicit in the analysis makes the staristical
significance calculation misleading by implying a precision that does not exist.

wsdstatistical
a pnma facie shawmc of

As a matter oflaw we would C(mtend tha
szg,m mance { 11

s

cases thai* DO] df‘{’m? morrga?v pncmg disparities of ‘3 ixasm pomiq to be actmmi}le when
reﬂecmd thmugh APR and deems mcmgage pr 1cmg d;sparztle@ of appi‘oumate y 20 basis pamts 10

Ally argues that the Bureau’s analysis does not account for the fact thar the revenue
generated by the rate spread is only one compunent of the profit that the dealer may achieve with
respect to the entire transaction of selling & car. Because the vehicle sales price, the trade-in value,
the sale of any ancillary products and services and the vehicle financing are component parts of a
single transaction, Ally states that dealer rate spread cannot be properly isolated from the entire

transaction {n Hight of the multi-faceted dynamics of the particular transaction,

i ECOA pmiu}ms dmczmmmtmn in the grcdat
t:a’xsaa tion ir rewecuve of any athe; elements of a sales transaction, As a result, if Ally's markup
policy results in a disparate impact in the pricing of its auto financing, {tis a violation of ECOA. In
any event, jus Markets has considered Ally's argument and has concluded, contrary to the
crux of Ally's argument, that dealers would seek to maximize each aspect of the transaction and
nottreat different elements of the transaction as trading off with one anether,

Vi, PROPOSED PARAMETERS FOR SETTLEMENT NEGOTIATIONS

We seek authority to negotiate a settlement with Ally that would include injunctive provisions
: sk correct the identified ECOA violations and prevent future ECOA violations. We seek
authority to negotiate, in our discretion, prospective compliance measures, which witl likely
inciude either
« an alternative compensation structure that eliminates discretionary pricing, which
meets the following principles:

# Stagi v Nati R Passenger Corp, 391 F. App's 133, 140 (3 Dir, 2078) {(“As "practical significance has not heen adapted
by our Coury, and ne other Court of Appeals requires a showing of practical significance, we decline o require such a showing as
partof s plaintiif's prims facie cose.”). But sep Walspme v Porg Auth. of New York & New jersey, 948 F.2d 1570, 1376 {24 Cir 1993}
{finding that "though the disparky was Jeund to be statistically qigmmant it was of imited magnitude™ and citing sources
explaining the difference behween statistical and practial significance).
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o Does it eliminate/significantly minimize the fair-lending risk that may arise from
dealer discretion in setting the contract APR such that the Bureau—absent the
later development of an unexpected harm—would not need to monitor the
dealer compensation for fair-lending risk or could significantly reduce the
monitoring required? '

o Does it provide transparency to consumers regarding the terms of the dealers’
compensation? (e.g., Is it amenable to a public education campaign? Will
consumers be able to shop the rates?)

o Does the proposal appear to be a sustainable proposal for compensating dealers
for the work they perform?

o Does it create or exacerbate other fair-lending risks or other harms to the
consumers that are equal to or worse than the risks and harms of the current
system; or '

¢ significant enhancements to Ally’s auto lending compliance program, including
implementing a program with the following elements:

o sending communications to all participating dealers explaining the ECOA, stating
the lender’s expectations with respect to ECOA compliance, and articulating the
dealer’s obligation to mark up interest rates in a non-discriminatory manner in
instances where such markups are permitted;

o conducting regular analyses of both dealer-specific and portfolio-wide loan
pricing data for potential disparities on a prohibited basis resulting from dealer
markup and compensation policies and with specific terms of the analyses that
reflect only those controls that are appropriate for a dealer markup analysis;

o commencing prompt corrective action against dealers, including restricting or
eliminating their use of dealer markup and compensation policies or excluding
dealers from future transactions, when analysis identifies unexplained
disparities on a prohibited basis, with appropriate cutoffs to trigger action
ranging from 5-15 bps; and

o promptly remunerating affected consumers when unexplained disparities on a
prohibited basis are identified either within an individual dealer’s transactions
or across the indirect lender’s portfolio, with appropriate cutoffs to trigger
action ranging from 5-10 bps.

B, Restitution

We also seek authority to negotiate a settlement that will provide remediation to
consumers based on:

« Consumer direct damages in the range of $20 million to $41 million, with the upper
figure representing overpayment over the full life of the loan originated during the
exam period from April 1, 2011 to March 31, 2012. These numbers are based upon
calculations from the Office of Research related to the numbers of consumers affected
and the average amount of disparity. The maximum figure in the range is derived from
a full calculation of damages for all consumers and for both non-subvented and
subvented loan types. The lower figure in the range accounts for potential discounting
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factors during settlement negotiations such as {1} eliminating a demand for restitution
for subvented foans; (2)1 imiting, the life of the loan; and {3) including possible
additional controls into the model, such as a dealer control;
¢ Afund for consumer direct damages estimated to be in the range of $27 million to
$57 million representing overpayment over the full life of the loan for consumers who
may have been subject to discriminatory mark ups during the time period from April 1
2012 to the present;
= These numbers are based upon an extrapolation of the Office of
Research’s estimated damages over a yesr-and-a-half period, with
an 8% decrease representing the drop in Ally’s loan origination
volume from 2011 to 2012, Given the fact that the same policy was
in place during the time period, 1t is reasonable to rely on the Office
of Researclys damages calculations.
¢ We anticipate reachiy xg, ag,reeme;xt with &Hy as to the
o 43 Lobidentiiving the actual damages

and

victims.
+  Consumers indirect emotional distress damages for consumers who initiated
loans during the time period from April 1, 2011 to March 31, 2012 - $16-832
million.

v These numbers are based upon past DOJ precedent for calculating
emotional distress damages. Typically, the DOJ considers $500 per
persan as an appropriate estimate for emotional distress damages in
the context of 2 mortgage loan. Given that this matter involves
automobile loans, staff reduced the indivect damages to $150 per
person. As aresult, the top range represents §150 per person for
each of the estimated 213,535 African American, Hispanic, and
Asian consumers. The lower range reflects 375 per person,
acknowledging the fact that all persons may receive a lower amount
of damages. We seek discretion not to seek indirect damages,
depending on the agreed upon amount of direct damages,

+  Consumers indirect emotional distress damages for consumers who initlated
loans during the time period from April 1, 2012 to the present - $22-$44 million.

» These numbers are based upon past DQJ precedent for calculating
emotional distress damages and are based upon an extrapolation
over a year-and-a-half period with an 8% decrease representing the
drop in Ally's loan origination volumne from 202 1t 201 2 W
anmxpat;: reaching agz eement with Ally as o 3

alidentifving the actua] damageq and
v;cttlms The top range represents $150 per person, and the lower
range reflects $75 per person.  We seek discretion not to seek
indirect damages, depending on the agreed upon amount of direct
damages.

elyved

We seek authority to negotiate, in our discretion, a methodology to operationalize the consumer
remuneration 2s detailed above. Several options exist, including: {1) mailing cards to all
potentially harmed consumers and requesting them to identify their race and/or national origin
and distributing damages based on thatidentification; {2} assigning race and national origin using
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thresholds, and distributing damages based on those assignments; (3] a hybrid approach
combining a threshold and mailing cards; and {4) providing refunds proportionally based oneach

mdmdﬁai spro bahility of being a particalar race and/or national origin. We also seek authority

1o, in our discretion and depending on the method selected to 1dentify
victims, whether to have Ally administer the relief or require a third party administrator.

Based on the available data, the range of consumer relief may be as high as $174 million. While
staff believes there is a sufficient basis for seeking up to $130 million in damages, staff seeks
authority to settle for as low as $85- million to account for litigation risk and other potential
arguments from Ally, including the possibility that the damages related to subvented leans will pot
be pursued and the possibility that we may accept some of the controls suggested by Ally in the
interest of reaching a resolution in this matter.®®

The Bureau has a reasonable basis for assessing Civil Money Penalties {CMPs} ata First
Tier violation level under the CFPA, 12 U.S.C. § 5565(c}{2}.%* For First Tier viclations, each
violation results in a maximum penalty of 35,000, 1t is a vielation of the BECOA “for any creditor to
discriminate against any applicant” on the basis of race® As a result, for purposes of caleulating
the appropriate CMP, staff considers ita violation each time Ally diseriminated against a consumer
on the basis of race or national origin as a result of its discretionary pricing and compensation
policies. During the time period from April 1, 2011, o March 31, 2012, alone, Ally made loans
with markup disparities to an estimated 213,535 African-American, Hispanic, and Asian
consumers. Accordingly, a $5,000 penalty for each of the 213,535 affected consumers resultsin a
CMP in an amount over $1billion. Such an amount is an unrealistic amount and certain mitigating
factors discussed below, as well as past Bureau precedent, suggest that 2 Jower penalty is
appropriate,

4% In preparation for potential settiement negotiations, the Dffice of Research was asked to caleulate direct
dzmage figures based upon Ally's stated formulas to gauge Ally's potential settlernent position, The damege figures
asing Ally assumptions were approsimately $5.4 million or roughly 13% of the Bureau’s caleniations. The Bureau's
calculations are reasonably supported by the data, but there is a significant gap in direct darmage calculations
depending on which formula is utilized.

* By s naturs, disparate fmpacy, Jor which there i the strongest evidence, results from a facially neusral
policy and can usually only be verified with ex post facte analysis. As » result, depending on the circomstances, ¥t is
difficult to argue thay disparate impact violaticns are reckless or knowing, wiich results in second and third tier
vislations, respectively. See 1ZUXR.C § 5565{cH{2] However, the fact that the Faderal Reserve Bank had previously
sexued an MRA requiring Ally to improve s monitoring of fair lending risk for its consumer automotive ling of
husiness in 2010 yet Ally chose not to implement such a program until the CFPE review commenced, sirongly
supports z first tier viclation, In any svent. even assuming penalties were assessed under the second and third ters,
hased on 213, 535 violations alone, the penalties could be as high as $427 million and §213 million, respectively.

4 See 15 US.C § 1691 )
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a. Financigi Resaurces

As noted above, Ally is the largest auto loan lender in the United States.®® 1n 2012, Ally
priginated 1.5 million automobile loans for $3B.7 billion. As of December 31, 2012, Ally's domestic
consumer automobile portfolio totaled approximately $50 billion. Accordingly, financial

resources are not a mitigating factor: . Comment [PAFS): Let's add a cavestre; the
; tmpact of the divestitre, according o the 10K

b Good Faith

Overall, Ally was relatively cooperative throughout the examination. However, despite
previous regulatory encouragement to implement a comprehensive fair lending program for
sutomotive fending, most notably in the July 19, 2010 targeted examination report issued by the
Federal Reserve Bank of Chicago, Ally did not have a developed and implemented comprehensive
fair lending monitoring and testing program for auto finznce at the time the review commenced.
Accordingly, good falth is nov a swong midgating factor

¢ Gravity of the Viclations

The alleged conduct is illegal discrimination on the basis of race and national origin that
impacted over 200,000 consumers for louns originated in a single year is a very serious violation.
Accordingly, lack of gravity is not a mitigating factor in this instance.
of Losses to Conzumers

d. Severy

The average loss to over 213,000 consumers is $192.32 each over the anticipated life of
the Joan, totaling over $41 million in possible actual damages during the time period from April 1,
2011 vo March 31, 2012, Although this amountreflects a significant harm, the magnitude counsels
againsta penalty in the §1 billion range and suggests s penalty more along the lines discussed
below.

. Histery of Previous Viclations

While staff is not aware of any previous fair lending violations by Ally, GMAC, Ally’s
predecessor, was involved in prior litigation and a settlement with respect to discriminatory

impact of its dealer markup policy! i Comment [PAF10}: Levs add a cite,

f Other Matters as Justice May Reguire
Staff is not aware of any additional factor that merits mitigation.

Accordingly, a penalty of approximately $10-30 million is appropriate given the limited
mitigating factors. Such a range is consistent with past Bureau precedent®  In addition, it is of

% Based on 2011 Experian data.
“ The most comparable precedent may be the CFPB's resohution with American Express which impacted
250,000 consumers and totaled $85 million in consumer remuneration. In that matter, the CMPs totaling
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sufficlent magnitude to represent a strong detervent but not jeopardize the viability of the
company, Furthermore, such a range will ensure an appropriate ratio of penalty to consumer
harm of approximately 2 or 3:1, Finally, we may be willing to accept an amount on the lower end
of the range if Ally negoetiates more favorable remediation for consumaers.

B Summavy of Proposed Settlemont Paramoeters

Accordingly, and consistent with the discussion above, staff seek authority to negotiate a
settlemnent in this matter, which would include a proposed consent decres, containing terms
within the following parameters, detailed above:

1} Aninjunction, with various affirmative requirements, prohibiting Ally from violating
the BCOA; and an orde airequires:

2} Either implementing an alternative dealer compensation structure and/or significant
enhancements to its auto lending compliance monitoring prograny

3} Ally to pay restitution to African-American, Hispanic, and Asian borrowers who were
injured by Ally's discriminatory practices in an amount between $85 milion and $174
million, reflecting divect and indirect damages to these consumers;

4) Civil money penalties between $10 and $30 million;

5) Contains additional provisions generally consistent with efforts to remediate the
conduct described in this memo.

VL LIKELIHOOD OF SETTLEMENT AND LITICATION RISK

Some of the claims being made in this case present issues, such as uge of pm\iyma and
reliance on the disparate impact doctrine that would pose litigation risks « 3
meriting serious consideration prior to taking administrative action or filing suit in district court.
Nevertheless, Ally may have a powerful incentive to settle the entire matter quickly without
engaging in protracted litigation. AFl owns certain subsidiaries, primarily insurance companies
that it will have to divest if itis unable to satisfy the requirements to qualify as a financial holding
company under the Bank Holding Company Act [BHCA). The Federal Reserve Board granted it a
final one-year extension under the BHCA in December 2012, which expires December 24, 2013, In
order to maintain its status as a financial holding company, AFl and its bank subsidiary must,
among other reqmrements be considered well managed undez’ the BHCA. &FLaw w’“ mynstilely

ST
Y

$14.1 million. Given the invidious nature of discrimination, I may warrant a higher CMP then American
Express,
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= SRS ~As such, Ally may be strangly inclined to
reac% a umch and mbusc reccﬂutmn of Qns matter if if can potentially result in AFU's maintaining
its current corporate status. Recent discussions with Ally on October 3 in which Ally expressed a
strong willingness to settle this matter quickly are consistent with this analysis.

Bureau staff Is a!&o recommemimg vefm ing tins matter fotl xe DQI = 5

' : . & : Although we

behew 1hat AI]V wil §)e mwm ed W sei‘t wsth the Bufeau in OI‘dE’Y m minimize the risk that
the DOJ will open its own independent investigation, it is possible that Ally will refuse to enter into

a settlement agr evm&m with ihe 81 reau m“i)i it imc assurances f) om the D(}f rhar it will notact
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~If weare tmable to reac h an im meéxato seﬂlemcni w;th A Y, we w ould b{“&fix to wm'k }()iklﬂj{

with the DOJ. Should the DOJ opt to joln the Bureau’s investigation that may provide an additional

basis for Ally to settle.

3.
¥

Thus, the likelihood of settling for an amoeunt in our authority range appears reasonable;
and staff believes that Ally ze"ovmzeb ihe iega‘ az‘d reputausmi mk* c:* £Ngs gmg in pm tracted
Iug&mon pamwlar;y in i}ghr of e i

company statusg,

LUSHIK

Staff seeks setdement authority for $85 to $174 million for consumer damages. This range
represents a realistic assessment of the Bureaw’s data, analysis, and litigation risk. In addition, the
range of Civil Money Penalty authority, in the range of $10 million to $30 million, takes intp
account the factors set forth in the CFPA, § 1055, Overall, settlement in these ranges will make
consumers whole, and impose a significant civil money penalty.
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