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We have looked at the Federal Trade Commission's sweeping case against Bronx Honda
and its general manager. Was this case part of a concerted effort by the FTC to ferret out
illegal credit discrimination by automobile dealerships? | doubt it, but it seems that at
least a couple of commissioners on the five-member bipartisan Commission have gotten
a taste for such cases, and the future may look grim.

Why do | think this was not a case generated by the FTC staff's own great investigatory
skills? Two reasons: First, the FTC has had almost exclusive jurisdiction over auto
dealerships for financing practices since Dodd-Frank removed most dealerships from the
jurisdiction of the Consumer Financial Protection Bureau in 2010. Some assumed that the
FTC would allocate resources to fill the perceived regulatory gap, but that did not
happen. Instead, the FTC continued its long-established practice of focusing an
occasional case on dealer advertising concerns.

Second, the FTC's gracious thanks to the Bronx District Attorney's Office in its press
release strongly suggests this case came to the Commission's attention through that
local law enforcement office. | suspect this case resulted from a one-off complaint to the
Bronx DA, perhaps by a dealership whistleblower.

But this may not be the last case we see, and it seems doubtful the FTC will count on
"getting lucky" with a complaint to local authorities for its next case. Concurring
statements from the FTC's two Democratic commissioners suggest they are cracking the
whip on the FTC staff, and they may want more than just a few additional enforcement
actions.

Commissioner Rohit Chopra and Commissioner Rebecca Kelly Slaughter issued
statements on the Bronx Honda case on May 27. Both statements make fair points, and,
at the same time, both manage to vilify auto dealerships and wholly fair and legal
practices.

A major theme of both statements is that the FTC should promptly employ its rulemaking
authority to combat abuses by auto dealerships. They conclude that an enforcement
strategy, by itself, is insufficient.

Commissioner Chopra has the briefer and somewhat more confusing statement. He
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correctly notes that reliable transportation is extremely important to Americans and
obtaining it often requires auto financing. He also correctly states that uncovering direct
evidence of racist intent is rare. Where he veers off the tracks is in stating that disparate
impact and machine learning are critical tools to "tackle discriminatory algorithms." First,
no discriminatory algorithms were involved in the Bronx Honda matter. The allegation
was that the dealership charged some consumers more specifically because of their race
or ethnicity. This is discriminatory treatment, pure and simple, not disparate impact.

Second, fancy artificial intelligence models are not needed to proxy credit applicants’
race and ethnicity. Many articles have been published on exactly how to do this, and the
CFPB published the straightforward computer code on its website several years ago.
Most undergraduates (and probably many high school students) knowledgeable in
computer science can proxy code a consumer credit data set.

Commissioner Chopra notes that one advantage of a rulemaking would be the
Commission's ability to declare discrimination "unfair" outside the credit context. |
suppose that is true, but it is enough for me to focus on allegations of credit
discrimination for now.

Commissioner Slaughter has a better grasp on the law and auto finance. But she
generalizes from the allegations of discrimination and deception by Bronx Honda to
declare in her opening sentence that the "automobile-financing market in the United
States is profoundly broken." She argues for "far-reaching structural reform to the
automobile-financing and -sales markets." The first step, she believes, is regulating
dealer markup.

Commissioner Slaughter, like many consumer advocates new to the issue, views dealer
markups as a wholly unwarranted increase over the indirect creditor's buy rate, and she
advocates banning all dealer markups. "On that score, dealer markup has got to go. And
| would like to help.”

Both commissioners make three important mistakes:

e First, they fail to appreciate the benefit consumers derive from dealer-based auto
finance. Some consumers do shop for credit before they shop for a car, but most
do not. Consumers know that they can apply for credit at the dealership, often be
approved in minutes on favorable terms, and drive their new car out of the
dealership the same day. That is not to say that shopping for credit is not a good
thing; shopping is always a good thing. But many consumers will find that the best
rate is offered by the dealership.

e A related point is the reason why dealer financing often provides the best price,
and that fact relates to the economics of the auto finance market. The indirect
creditor's buy rate is its wholesale rate. Consumer advocates are often surprised to
learn that a bank's buy rate is not the rate it would offer the same consumer
coming into its branch for an auto loan commitment. At the branch, the bank
offers customers its retail rate-and understandably so.



Dealerships provide important services to auto finance sources. They take
applications, explain financing terms, collect any needed verifications from
consumers, "shop" the application to multiple creditors, clear any stipulations or
conditions on the financing, provide extensive legally required disclosures, collect
required signatures and acknowledgements, and provide the final paperwork to
the customer and to the assignee either electronically or on paper. Indirect auto
creditors recognize the worth of these services and are happy to pay for them.
One only needs to imagine each of a dealership's dozen or so potential finance
sources maintaining a desk in the dealership to understand the cost savings from
the system of dealer-based financing. When the bank does that work instead of the
dealership, the time and expense is baked into the bank's retail rate.

e Finally, and most importantly, the FTC staff's negotiated settlement with Bronx
Honda reflects most of the important consumer protections against discrimination
these two well-meaning commissioners desire. Critically, the settlement prohibits
discretionary markups that would permit a dealership to charge different markup
amounts to consumers based on race rather than on a few specified, legitimate
concerns. When the Department of Justice Civil Rights Division first wrestled with
this issue, it fashioned a solution that eliminated the risk of illegal discrimination
while promoting competition and preserving market flexibility.

Subsequently, three national auto dealer trade associations (National Automobile
Dealers Association, National Association of Minority Automobile Dealers, and
American International Automobile Dealers) developed an optional Fair Credit
Compliance Policy & Program, based on the DOJ's Equal Credit Opportunity Act
settlements with auto dealerships. The Commission needs to look no further than
this program for an incentive-compatible approach to regulation.

Faithful adherence to this Fair Credit Compliance Program protects consumers from
illegal discrimination, promotes competition, and protects honest dealerships from
unwarranted doubts about their ECOA compliance. Finally, the program contains rigorous
and detailed documentation requirements that allow a regulator or a consumer to verify
the dealership's fair pricing.

We also encourage the Commission to avoid taking cheap shots at all auto dealerships.
Auto dealerships are often family-owned local businesses that have earned the trust and
loyalty of the community, often for generations. Like every business, there are some who
engage in sharp practices and even a few, like Bronx Honda, whose conduct is shocking.
There are few if any consumer-business relationships where the consumer enjoys a
"fundamentally" equal relationship with the business. The need for the FTC is unlikely to
dry up.

But markups (a term with negative connotations but probably too entrenched to change)
are not "undisclosed kickbacks." A spread between wholesale and retail rates is a basic
component of American enterprise, and it is no more unfair in the auto finance context



than in any other. | think we can agree that retailers would like to get the highest price
they can, consumers would like to pay the lowest, and we hope to rely on a fair market
to reach an optimal outcome. | might cringe if | knew a retailer's markup on a pair of nice
shoes, but no one thinks it is an unfair practice not to tell me.

| suspect that consumers, dealers, and the enforcement agencies agree on important
points: Discrimination, like unfairness and deception, is unacceptable and deserves
strong sanctions. No person should pay more for credit based on his or her race,
ethnicity, sex, or another prohibited basis. No business should profit from lies to
consumers and rely on consumers' failure to catch it cheating. We almost certainly agree
on these points.

But some issues are more complicated that these truisms suggest. | believe respect for
the legitimate concerns of both consumers and businesses will produce an approach
yielding the results we want. Shall we assume good intentions on all sides, faith in the
principles of the ECOA and the FTC's ban on unfair and deceptive practices, and roll up
our sleeves?
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