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EXECUTIVE SUMMARY

Background

AB 2293 (Chap. 779, Stats. 2002) requires the Department of Corporations (“Department”) to
conduct a study of the consumer credit counseling industry in California and make
recommendations to the Legislature regarding the establishment of fees for debt management
plans and debt settlement plans. This report is the Department’s study of the industry and
recommendations regarding fees.

Consumer credit counselors provide credit counseling, debt reduction services and financial
education to debtors. The Department licenses persons engaged in “prorating,” or distributing
a debtor’'s money among the debtor’s creditors — a service offered by most consumer credit
counselors. However, nonprofit consumer credit counselors are exempt from licensing if they
meet specified regulatory requirements, including certain limitations on the fees that they may
charge debtors. Under the licensing exemption, a consumer credit counselor may charge a
debtor no more than 6.5% of the money disbursed to creditors or $20 monthly, whichever is
less, for a “debt management plan.” Under a debt management plan, a consumer credit
counselor negotiates with the creditors of a debtor for concessions in the terms of the debtor’s
accounts, such as reduced interest rates, waived late and over-the-limit fees, and lowered
monthly payments. The debtor pays a single amount to the consumer credit counselor
monthly, and the consumer credit counselor distributes the money to the debtor’s creditors.

To rely upon the licensing exemption, a consumer credit counselor may charge a debtor for
counseling and education no more than a one-time sum of $50. Finally, the licensing
exemption limits the amount that may be charged for a debt settlement plan (the settlement of
debts in a single lump-sum payment) to 15% of the amount of the debt forgiven.

Study and Recommendations

The Department conducted a study of the industry by examining the history of the licensing law
and exemption for nonprofit organizations, the current state of the industry, and the fee
restrictions in other states. The Department also conducted a survey of consumer credit
counselors, consumer groups, and debtors regarding the fees in the industry, statutory caps,
and whether increases to fee caps are needed in California.

In the Department’s report, the Department recommends the Legislature consider: (1)
increasing the existing fee cap for a debt management plan from the lesser of 6.5% of the
amount disbursed monthly or $20, to the lesser of 6.5% of the amount disbursed monthly or
$35, for consumer credit counseling organizations that do not charge a fee for education and
counseling; (2) maintaining the existing fee cap of $50 for education and counseling; and (3)
maintaining the existing fee cap of 15% of the debt forgiven for a debt settlement plan, but
allowing an up-front fee of up to $300 or 5% of the debtor’s total debt, whichever is less.

INTRODUCTION

In the 2001-2002 legislative session, Assembly Member Liu sponsored AB 2293 (Chap. 779,

Stats. 2002), a bill that substantially amended the licensing exemption for certain nonprofit

organizations providing debt management services. Under existing law, a person providing
1



debt management services is defined as a “prorater,” and required to be licensed under the
Check Sellers, Bill Payers and Proraters Law (the “CSBPPL”)." However, an exemption exists
for nonprofit organizations meeting specified requirements, including limitations on fees
charged to debtors. AB 2293 clarified and increased the standards that the nonprofit
organizations must meet in order to qualify for the exemption. AB 2293 also set forth a
permissible fee of $50 for education and counseling in connection with a debt management or
debt settlement plan, and a permissible fee of 15% of the amount of the debt forgiven for a
negotiated debt settlement plan. However, AB 2293 retained the existing fee limitation for a
debt management plan of $20 monthly or 6.5% of the money disbursed monthly, whichever is
less.

The fee permitted under the law was last increased in 1982, effective 1983,? and the consumer
credit counseling industry raised a concern about the need for a fee increase during the
consideration of AB 2293. To address this concern, a provision was added to AB 2293
requiring the Department to conduct a study of the consumer credit counseling industry in
California and make recommendations to the Legislature on or before March 1, 2003,
regarding the establishment of fees for debt management plans and debt settlement plans. AB
2293 directed the Department to conduct the study in consultation with the consumer credit
counseling industry and consumer organizations.

This report includes the Department’s study and resulting recommendations.

BACKGROUND AND HISTORICAL PERSPECTIVE

A. The Licensing of Proraters

The CSBPPL is a licensing law enacted in 1947.° As originally enacted, the CSBPPL was
called the “Check Sellers and Cashers Act,” and it did not contain a definition of “prorater.”
The activities regulated included “selling checks or cashing checks, drafts or money orders or
of receiving money for the purpose of paying to a person other than the check seller or casher
bills, invoices, or accounts of an obligor.”* The definition of “prorater” was added in 19575 In
addition to a definition of “prorater,” the 1957 amendments to the CSBPPL added numerous
regulatory requirements for persons engaging in the business of prorating.

The CSBPPL defines a prorater as follows:

“A prorater is a person who, for compensation, engages in whole or in part in the
business of receiving money or evidences thereof for the purpose of distributing the
money or evidences thereof among creditors in payment or partial payment of the
obligations of the debtor.”

In September of 1957, soon after the definition of “prorater” was added to the CSBPPL, the
Attorney General considered the question of whether applicants for licenses as proraters were

' Financial Code § 12000 et seq.

2 Chapter 963, Statutes of 1982.

% Chapter 914, Statutes of 1947.

4 Section 2 of Chapter 914, Statutes of 1947.
5 Section 1 of Chapter 498, Statutes of 1957.
® Financial Code § 12002.1.



required to be incorporated.” In addressing that question, the Attorney General’s Opinion set
forth the history of the provisions regarding proraters. The Attorney General’s Opinion stated,
“[a] prorater is a person who enters into an agreement with a debtor by which the prorater for a
fee receives money from the debtor and distributes the money in payment to the latter’s
creditors. The vast expansion in credit buying in recent years and the resulting involvement by
persons into heavy indebtedness beyond their means has brought forth this new business. [...]
Prior to 1957, some proraters were licensed by the Commissioner of Corporations under the
Check Sellers and Cashers Law [...]."

The Opinion cited the definition of “check seller” as the basis for the licensing of proraters prior
to the enactment of the definition of “prorater” in 1957. The Opinion further stated that “[t]he
1957 Session of the Legislature resulted in extensive amendments to the Check Sellers and
Cashers Law to provide specifically for the licensing of proraters and to establish rules of
conduct for such licensees [...].”

In addressing the question of whether a prorater was required to be incorporated, the Attorney
General’s Opinion stated that the purpose of the legislation adopting the separate regulatory
provisions for proraters must be considered. According to the Opinion:

“The thrust of the legislation appears to have been:
(1) To eliminate the problem of dual jurisdiction over proraters by the
Commissioner of Corporations and the Division of Collection Agencies;
(2) To provide specifically for special and general proraters’ licenses, a distinction
not previously made; and
(3) To establish certain substantive requirements for the conduct of the business
of a prorater.”

The Opinion further provided:

“It should be noted that this legislation did not bring under the jurisdiction of the
Commissioner a wholly new class of persons not previously subject to his
jurisdiction. Rather the legislation clarified the jurisdiction of the Commissioner.”

A July 27, 1968, letter in the Governor’s Chaptered Bill File for AB 1806° from Morris
Rabinowitch, President of the California Association of Credit Counsellors, to the Governor
indicates that the legislation setting forth specific licensing and regulatory requirements for
proraters was the result of Interim Committee studies in 1956.°

B. The Exemption for Nonprofit Consumer Credit Counseling Organizations

When the definition of prorater and the accompanying regulatory requirements were added to
the CSBPPL in 1957, the licensing law did not include an exemption from licensure for
nonprofit consumer credit counseling organizations. The legislative history indicates that the
nonprofit consumer credit counseling organizations in existence in California at that time were
not subject to the CSBPPL, because these organizations did not charge a fee for services. As
set forth in a July 29, 1968 letter from the Consumer Credit Counselors of Ventura County, Inc.

730 Ops.Cal.Atty.Gen. 122 (1957).
® Chapter 1208, Statutes of 1968.
® This letter is attached to this report as Exhibit 1.



to the Governor requesting signature on AB 1806, the organizations were supported “entirely
by contributions from local banks, finance companies, store[s], credit bureau members and
doctors.”

AB 1806 enacted the exemption from licensing into law for nonprofit consumer credit
counseling organizations. The purpose of the bill was to allow these entities to charge a fee
for services without becoming subject to the licensing requirement of the CSBPPL. According
to the opposition letter from the California Association of Credit Counsellors, the legislation
“‘was a very hotly contested and highly controversial matter in the Senate. It took three ballots
before the proponents were able to secure the 21 votes necessary to bring [the] measure to
[the Governor’s] desk.”

The Assembly Finance and Insurance Committee analysis for AB 1806 states that at that time
there were eight nonprofit consumer credit counseling organizations in California. In
describing the bill, the analysis provides that the bill “would permit these organizations in
administering debt [settlement] plans to charge the lesser of 5% of the money dispersed
monthly or $10 monthly.” The analysis provides:

“It should be observed, however, that one of the primary functions of the consumer
credit organizations founded by creditors is to keep people from filing for bankruptcy
which would of course, in many cases, relieve them of their debts, and establish a
payment plan which will completely pay off their debts. Therefore, [to] some extent, a
debtor will be paying the counseling organization for the privilege of not declaring
bankruptcy and allowing counseling organization to arrange for extended payments to
creditors who of course would have the most to lose if the debtor did declare
bankruptcy.”

While the legislative history indicates that AB 1806 was opposed by the California Association
of Credit Counsellors and Caspar Weinberger, who had authored the legislation setting forth
the regulatory requirements for proraters while he served in the Legislature, it was supported
by the California Retailers Association and its sponsor, the Consumer Credit Counselors of
California. The Department recommended that the legislation be signed, and the legislative
history indicates that the California Association of Credit Counsellors withdrew its objections
after the Department’s Commissioner Volk met with the objectors and gave them a
commitment that the whole matter would be studied.™

C. Increases in the Fee Cap

In the years following the enactment of the exemption, the statutory cap on the fees that a
consumer credit counseling organization may charge was increased on two occasions. In
1980, AB 1301 (Bannai, Chap. 171, Stats. 1980) increased the permissible fee from 5% of the
money disbursed monthly or $10, whichever is less, to 6.5% of the money disbursed monthly
or $12, whichever is less. A letter from Assemblyman Bannai to the Governor, dated June 10,
1980, states, “[n]o request has been made for an increase in client fees in over 11 years
despite the enormous impact inflation has had on such organizations’ ability to operate
efficiently and accept additional client volume especially during the present period of economic
down-swing and increased client demand for these services. Let me point out that the greatest
share of the operating budget for these nonprofit consumer assistance organizations come

1% See Enrolled Bill Memorandum to Governor, Assembly Bill No. 1806, dated August 5, 1968.
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from private contributions. Client charges bring in perhaps 12 to 15% of necessary funds for
operation.” The Senate Democratic Caucus bill analysis indicates the proponents of the bill
were the Consumer Credit Counselors of California (the sponsor), the California Consumer
Finance Association, and the Department.

A letter from Consumer Credit Counselors of California to the Governor in support of the bill,
dated June 4, 1980, provides “[o]ur organization, consisting of 13 offices throughout California,
is the only one of its kind.” The Department’s Enrolled Bill Report states that “[a]pproximately
80 percent of the revenue of nonprofit community service organizations is derived from
participating lenders and retailers. Fees from clients amount to about 20 percent of the
revenue. The average debt counseling account pays about $4.50 to $5.00 per month in fees.
It is estimated that this bill will increase the average fee from $5.00 to $6.00 per month.”

In 1983, SB 2046 (Marks, Chap. 963, Stats. 1982) increased the fee cap from 6.5% of the
money disbursed monthly or $12, whichever is less, to 6.5% of the money disbursed monthly
or $20, whichever is less — the current ceiling. According to the Department’s Enrolled Bill
Report, “although there could be increased cost to consumers, the fee increase is modest,
would appear to be justified purely on inflationary factors, and will assist in defraying a portion
of the cost of a valid consumer service.” The Consumer Credit Counselors of California
sponsored SB 2046, and the Senate Democratic Caucus bill analysis indicates Household
International was a proponent of the bill.

D. Changes in the Industry

The consumer credit counseling industry has changed dramatically since the 1950s and
1960s. The number of licensed proraters in California has dwindled and currently only a single
licensee remains. The reasons for this decline appear to be twofold. First, the regulatory
requirements for a prorater prohibit a prorater from receiving “any cash, fee, gift, bonus,
premium, reward, or other compensation from any person other than the debtor in connection
with his activities as a prorater.”" Thus, licensed proraters are unable to receive “fair share
contributions” from creditors. Over the years, the ability of certain nonprofit consumer credit
counseling organizations to provide services to debtors under the licensing exemption with
creditors subsidizing the cost of the services appears to have resulted in the disappearance of
the market for licensed proraters. Second, in addition to state law prohibiting licensed
proraters from accepting compensation from creditors, the Department is advised that most
creditors providing fair share contributions require the organizations receiving the payments to
be nonprofit organizations. Also, many other states prohibit entities other than nonprofit
organizations from engaging in these activities.

While evidence exists that for-profit entities are engaging in prorating activities, the Department
has not received any applications for licensure. Thus, if any activity were occurring in

" Financial Code § 12324(b).
'2 A “fair share contribution” is the industry term for the money paid by creditors to consumer credit counseling organizations.
This contribution is equivalent to a fractional share of the amount of a debtor’'s money paid to the lender in satisfaction of the
debtor’s debt, through a debt management plan administered by the consumer credit counseling organization. This
contribution subsidizes the services provided to debtors by consumer credit counseling organizations, but is not without
controversy (see, for example, the article by Stephen Gardner in Advancing the Consumer Interest, Consumer Credit
Counseling Services: the Need for Reform and Some Proposals for Change, (Fall 2001/Winter 2002), calling the contribution a
“kickback” and equating the organizations to debt collection agencies).
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California, it would constitute unlicensed activity in violation of the CSBPPL."™ The majority of
the consumer credit counseling industry appears to be nonprofit entities.

As noted above, when AB 1806 was enacted in 1968, there were eight nonprofit consumer
credit counseling organizations in California, under the umbrella of the Consumer Credit
Counselors of California. The consumer credit counseling organizations in California have
traditionally been members of the National Foundation for Credit Counseling, Inc. (the
“‘NFCC”). When the licensing exemption was enacted in 1968, it was directed towards the
activities of NFCC member organizations.

According to the NFCC, the NFCC was founded in 1951 and has nearly 150 member agencies
with more than 1300 offices throughout the country. Its members are nonprofit organizations
that provide free or low-cost confidential money management, debt reduction, and financial
educational services. Most of the funding for these agencies comes from voluntary
contributions from creditors, and many of the agencies also receive funding through
government and foundation grants, other nonprofit and charitable organizations, and private
fund-raising.

The NFCC indicates that from the 1970s through the late 1980s, credit counseling was a small
industry of about 200 nonprofit credit counseling agencies known mostly as Consumer Credit
Counseling Service in their geographic area. All of the agencies were members of the
National Foundation for Consumer Credit, which changed its name to the National Foundation
for Credit Counseling in December 2000.

The NFCC states:

“The late 80’s and early 90’s led to an explosion of consumer credit and bankruptcies;
which led to a significant increase in the growth of credit and debt counseling
organizations. As a cheaper way of doing business, many of the new entrants to the
credit counseling industry have chosen to offer telephone consultations through a
remote central operation, instead of operating as community-based agencies delivering
thorough face-to-face sessions that help consumers learn skills to better manage their
money. They typically dispense with in-depth, meaningful budget and credit counseling
and focused primarily on debt reduction services.”

In the 1990s, the growth of consumer credit counseling agencies was also spurred by antitrust
litigation against the NFCC. According to the American Banker, among other litigation, 13
plaintiffs accused the industry establishment, the NFCC, of monopolistic practices. The
independent consumer credit counseling agencies accused the NFCC of having creditors on
its board, with these creditors directing customers to NFCC affiliates.” The antitrust litigation

'3 See the Department's Desist and Refrain Order against Briggs and Baker.

" The NFCC information is from its Web page.

'S See Jane Adler, Credit Counseling In the Spotlight, June 1997, Credit Card Management. Note that the licensing exemption
in the CSBPPL has always required that the membership of the nonprofit organization consist exclusively of retailers, creditors
in the consumer credit field, educators, attorneys, social service organizations, employers’ or employees’ organizations, and
related groups. See Financial Code Section 12100(j) prior to January 1, 2003, and Financial Code Section 12104, as
amended by AB 2293. The exemption was intended for low-cost services provided by organizations formed by creditors,
where the majority of funding for the services is provided by the creditors. (See the Governor’s Chapter Bill File for AB 1806
(Chap. 1208, Stats. 1968).)
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also included Discover Card Services, Inc., Citicorp, Chase Manhattan Bank, and other
lenders.” Among other things, it was alleged that Discover had refused to do business with
credit counseling agencies that operated independently from the credit counseling umbrella
organization, the NFCC." Discover settled the suit and agreed to pay other agencies fair
share contributions.

Adding to the growth of consumer credit counseling agencies, in 1993, the Association of
Independent Consumer Credit Counseling Agencies (“AICCCA”) was formed by a handful of
independent agencies, thereby organizing the NFCC’s competition.” (It is estimated that
AICCCA members and other independent organizations now represent about 45% of the
credit-counseling business.)" Finally, as implied by an article in the American Banker in 1996,
the NFCC’s franchise-style manner of allocating service areas to members may have left some
markets underserved, thereby leading to competition in these areas as the antitrust litigation
induced creditors to pay fair share contributions to more organizations than just NFCC
members.”

According to the NFCC, today it is reported that more than 1,000 credit and debt management
organizations service unsecured consumer debt. Until AB 2293 became effective on January
1, 2003, the Department had no means of identifying the number of organizations operating in
California pursuant to the licensing exemption. AB 2293 enacted certain filing requirements,
and the Department has currently received notice from close to 50 consumer credit counseling
agencies regarding their reliance on the licensing exemption in engaging in business in
California. However, this number does not accurately reflect the number of consumer credit
counseling organizations that have been doing business in California in the past years, since
many businesses have ceased doing business in California as a result of the regulatory
requirements in AB 2293.*

E. Industry Problems, AB 2293, and Increased Requlatory Requirements

The increase in consumer credit counseling organizations, the unwinding of the NFCC’s
influence over the industry, and the profitability of the not-for-profit industry has spawned
controversy and inquiry into the practices of (1) the industry as a whole, and (2) certain “black
sheep” within the industry that the traditional organizations accuse of giving the industry a
blackeye. While the majority of press on the consumer credit counseling industry is favorable
and praises the assistance the industry provides to debtors, the industry has also received
some unfavorable press.

% Lisa Fickenscher, Debt Cutters Line Up to Counsel Consumers, January 18, 1996, The American Banker.
7 See Lisa Fickenscher, Discover’s Parent Settles Suit by 13 Independent Credit Counselors, July 18, 1997, The American
Banker.
'8 See Jane Adler, Credit Counseling In the Spotlight, June 1997, Credit Card Management, and Lisa Fickenscher, Debt
Cutters Line Up to Counsel Consumers, January 18, 1996, The American Banker.
"% Pushed Off the Financial CIiff, July 2001, Consumer Reports.
2 isa Fickenscher, Debt Cutters Line Up to Counsel Consumers, January 18, 1996, The American Banker.
2! As a result of AB 2293 and recent enforcement actions brought by the Department, the Department has received numerous
inquiries from organizations engaging in consumer credit counseling activities in California. It is clear that most organizations
were not aware that California had a licensing law, and that the exemption for nonprofit entities under that licensing law
requires the organizations to comply with various regulatory requirements, including the limit on fees charged to debtors.
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The most broadly circulated article appears to be Consumer Reports’ July 2001 article, Pushed
off the Financial Cliff.*? This article identified some problems in the industry, including agencies
engaging in the following acts or practices:

e Having an interest in their own financial well-being that is placed before the debtors’
interests;

Engaging in deceptive lending practices;

Having conflicts of interest with for-profit entities that are steered business;
Requiring hundreds of dollars in fees masked as “voluntary” contributions;

Harming a debtor’s credit record and causing late-payment charges;

Engaging in high-pressure sales tactics;

Failing to send payments to creditors accurately; and

Lacking credit counseling training and sKills.

A fall 2001 article in Advancing the Consumer Interest® raised concerns that some consumer
credit counseling organizations were engaging in the following activities:

e Failing to advise consumers on the option of bankruptcy, and often having a set policy to
not refer debtors to bankruptcy;

e Failing to account to consumers for money received from them and disbursed to creditors,
thereby hiding the money retained by the organizations; and

e Providing improper advice to consumers that often directly benefits creditors.

The article also suggested that the organizations are deceptive to consumers, providing debt
collection services to various creditors and assisting the creditors in collecting debts from the
consumers who sought the services of the counseling organizations.

An October 29, 2001, article in BusinessWeek Online, entitled “A Debt Trap for the Unwary,”
accused the “billion-dollar” credit counseling industry of being deeply troubled. According to
the article:

“Some clients end up in worse financial shape after using agencies. The fees they pay,
usually labeled ‘voluntary contributions,’ are often steep. Some agencies are
fraudulent; others are run by executives with questionable backgrounds. The agencies,
which mostly operate as nonprofits, often pay their executives lavish salaries and make
cushy deals for goods or services with related companies. They also steer consumers
to affiliated for-profit companies that make debt-consolidation or home-equity loans.”

In 2002, Assembly Member Liu authored AB 2293, a bill that substantially amended the
licensing exemption from the CSBPPL to address many of the abuses in the industry. Prior to

2 |n addition to the report’s criticisms of consumer credit counseling organizations, it also states that such agencies have been
Oé)erating in “a near-total absence of government oversight][...].”

2 Stephen Gardner, Consumer Credit Counseling Services: the Need for Reform and Some Proposals for Change, Volume 13
Numbers 1 & 2 Fall 2001/Winter 2002, Advancing the Consumer Interest.

u Christopher H. Schmitt, Heather Timmons and John Cady, A Debt Trap for the Unwary, October 29, 2001, BusinessWeek
Online.
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AB 2293, the licensing exemption was virtually the same as it had existed in 1968 when only 8
entities relied upon it. Prior to AB 2293 the exemption was narrowly tailored to apply to:

e Nonprofit entities subject to California’s Nonprofit Public Benefit Corporation Law or
Nonprofit Mutual Benefit Corporation Law, whose membership consisted exclusively of
retailers, lenders in the consumer credit field, educators, attorneys, social service
organizations, employers or employees organizations, and related groups where the
principal functions of the organizations were:

1. Consumer credit education;

2. Counseling on consumer credit problems and family budgets; and

3. Arranging, and in some cases administering, debt settlement plans, for which a
charge for administrative services only may be made in the amount of 6.5 percent of
the money disbursed monthly, or twenty dollars per month, whichever is less, to
offset expenses.

The exemption set forth additional requirements for an organization to qualify for the
exemption, including the requirements:

That records be kept in accordance with sound accounting practices;

That consumer funds be banked in a trust account;

That appropriate fidelity bond and insurance be maintained;

That reports be made to debtors;

That independent audits be made; and

That the exemption apply only to prorater activities (and not the other licensed activities
under the CSBPPL).

The exemption was intended to recognize organizations with a public or charitable purpose
that had emerged in California in order to assist debtors with credit problems. Prior to 1968,
the exemption was unnecessary because the services of these organizations were entirely free
to the consumer, thereby not placing the organization within the definition of “prorater.”
However, the 1968 legislation allowed these organizations to charge minimal fees solely to
offset the expenses of providing services, where the cost of providing services wasn’t entirely
funded through other means. The regulatory requirements in the exemption were provided to
ensure the protection of debtors in dealing with these organizations.

AB 2293 revised the exemption. Effective January 1, 2003, the exemption:

1. Requires the organization to have as its principal functions consumer credit education,
counseling on consumer credit problems and family budgets, and arranging or
administering debt management or settlement plans;

2. Requires the organization to limit fees received from a debtor to no more than the following:

a) For education and counseling combined, $50;

b) For debt management plans, a sum not to exceed 6.5 percent of the money
disbursed monthly, or twenty dollars ($20) per month (whichever is less); and



c) For debt settlement plans, a sum not to exceed 15 percent of the amount of the debt
forgiven.

3. Prohibits the organization from requiring up-front payments or deposits;

4. Prohibits the organization from requiring the payment of fees until the debt is successfully
settled;

5. Requires the organization to maintain and keep current and accurate books, records, and
accounts;

6. Requires the organization to provide to the Commissioner, prior to engaging in business,
information on where the trust account holding debtors’ funds is maintained, and consent
for the Commissioner to take possession of the account, if necessary for the protection of
debtors;

7. Requires the organization to maintain a $25,000 surety bond;

8. Requires the organization to report account information to a debtor at least once every
three months, or upon the debtor's request;

9. Requires the organization to submit to the Commissioner an audit report containing audited
financial statements;

10.Requires the organization to maintain accreditation by an independent accrediting
organization, including either the Council on Accreditation or the International Standards
Organization;

11. Prohibits the organization from engaging in any unfair or deceptive acts or practices;

12.Requires the organization to adopt and implement best practices designed to prevent
improper debt management or settlement practices and prevent theft and misappropriation
of funds;

13.Requires the organization to resolve complaints from debtors in a prompt and reasonable
manner; and

14.Requires the organization to provide written notice to the Commissioner within 30 days of
dissolution or termination of engaging in the activities of a prorater.

AB 2293 also added new enforcement authority to the CSBPPL to allow the Commissioner to
more effectively bring actions for violations of the law. Upon enactment, AB 2293 did not have
any formal opposition, and the enhanced regulatory requirements were supported by the
Coalition for Quality Credit Counseling, industry participants who actively assisted in forming
the legislation.
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F. The Study Requirement in AB 2293

In addition to the above new regulatory requirements, AB 2293 requires the Department to
conduct a study and make recommendations to the legislature regarding the establishment of
fees for debt management and debt settlement plans.

In particular, Section 11 of AB 2293 provides as follows:

The Department of Corporations shall conduct a study of the consumer credit
counseling industry in California and make recommendations to the Legislature on or
before March 1, 2003, regarding the establishment of fees for debt management plans
and debt settlement plans. This study shall be conducted in consultation with the
consumer credit counseling industry and consumer organizations.

During the enactment of AB 2293, the consumer credit counseling industry raised the concern
that the fee cap under the existing licensing exemption had not been increased in twenty
years, and in recent years creditors have reduced the amount of fair share contributions they
are contributing to consumer credit counseling organizations. To address this concern, AB
2293 directed the Department to study the issue and make recommendations to the
Legislature.

THE STUDY

A. Initial Solicitation

In late October, the Department sent a letter to a variety of local and national consumer and
industry groups requesting assistance with the study.”® The letters described the study
required of the Department and the fee caps in the law prior to, and subsequent to, the
effective date of AB 2293. The letters further requested the following:

1. Ideas on how the Department may obtain the information necessary for the Department to
make recommendations to the Legislature regarding debt management and settlement
fees;

2. ldeas on questions for industry participants in a survey that may elicit information that will
be useful to the Department in formulating recommendations for the Legislature;

3. Information regarding potential survey respondents, including information on consumer
groups representing debtors; and

4. Information on industry groups that may have records of nonprofit entities engaging in
business in the consumer credit counseling industry.

The Department received four responses to its letters.*® The responses came from Shelley
Curran, Policy Analyst for the Consumers Union;* Richard Elbrecht, Supervising Attorney in
the Legal Services Unit of the Legal Affairs Division of the California Department of Consumer

% The letter and list of recipients are provided in Exhibit 2.

% The responses are provided in Exhibit 3.

2 According to Consumers Union, the publisher of Consumer Reports, it is an independent, nonprofit testing and information
organization that only serves consumers.
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Affairs; William Powers, Legislative Director of the Congress of California Seniors;*® and Peter
Lake, Chair of the Coalition for Quality Credit Counseling.* In addition to providing a response
to the Department’s October 24, 2002 solicitation, the Coalition for Quality Credit Counseling
(“CQCC”) also provided the Department assistance by forwarding industry group membership
lists, cost-of-living/inflation calculators, and information on other states’ fee limits. The CQCC
also was available to answer the Department’s questions related to the industry.

While not directly related to the Department’s survey, the American Association of Debt
Management Organizations arranged a workshop for its membership to assist its members in
becoming familiar with the new requirements of AB 2293. The workshop and accompanying
question-and-answer session provided the Department the opportunity to hear from industry
participants. The workshop also provided the Department the opportunity to request contact
information from industry participants for purposes of the study.

|. Consumers Union

Consumers Union provided the Department with background information on consumer debt.
According to Consumers Union, consumer revolving debt has increased by ten times in the
past twenty years and is now at a level of $680 billion. The increase in household debt and the
general rise in the availability of credit have resulted in increased demand for credit counseling
and an explosion in the debt industry. In the year 2000, three million consumers sought help
from credit counselors.

According to Consumers Union, throughout the 1990s the debt industry boomed. Over the
course of the past ten years, competition grew between traditional credit counseling services,
which are affiliated with the NFCC and provide education, budgeting services and debt
management plans, and smaller and more business-like nonprofit credit counselors. The
smaller groups now comprise nearly forty-five percent of the industry.

Consumers Union recommended that the Department focus its study not only on questions
regarding the need for a change in the fees charged for services, but also on the impact of
such fees on consumers who use these services. It further suggested the Department use this
opportunity to ask additional questions to better understand the industry and its practices.

Consumers Union provided the Department with suggested questions for the Department to
include in its survey of credit counselors, including questions surrounding the funding and
availability of credit counseling, the background of the credit counselors, and information on
the customers of credit counselors. The Department incorporated many of these suggestions
into its survey.

Il. Congress of California Seniors

The Congress of California Seniors indicated that it wanted to associate itself with Consumers
Union’s comments. It further urged the study to attempt to determine who uses the credit

2 According to the Congress of California Seniors, it is a statewide advocacy organization with a combined membership of
over 600,000 dedicated to improving the quality of life for seniors and their families.
2 According to the Coalition for Quality Credit Counseling, it is comprised of members from the two largest and oldest industry
groups in the credit counseling industry: the National Foundation for Credit Counseling (NFCC) and the Association of
Independent Consumer Credit Counseling Agencies (AICCCA). Together, these two trade organizations provide credit
counseling to over 2 million individuals and families nationally each year and are managing over 1 million individuals in debt
management programs.
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counseling service by age and ethnicity, whether there is a relationship between credit
counseling and bankruptcy, and what the standard is for successful credit counseling, if any.
In creating the survey, the Department made the decision to limit the inquiry to the fee issue
due to limited resources and severe time constraints. Therefore, the Department did not
include the broad inquiries suggested. Nevertheless, the Department believes that the
answers to these questions will provide beneficial information to those responsible for creating
policy in this area.

Il1l. Department of Consumer Affairs

The Department of Consumer Affairs (“DCA”) provided the Department with several
documents in addition to its letter, including information on the law regarding unlawful
advertising, unlawful trade practices, fiduciary duties, and fair debt collection. DCA also
provided several articles on credit counseling and debt management.

DCA discussed concerns with the falloff of financial support from creditors, and the increase in
the need for credit counseling in light of the increase in consumer debt. DCA indicated that the
complaints it receives indicate that a problem area in the industry is the failure of the credit
counseling organizations to achieve the promised debt reductions for the debtors. DCA
speculated that this might be attributable to organizations entering the market seeking to
respond to the increased demand for services by offering services in exchange for creditor-
unsubsidized prices. Credit counselors may be exaggerating results in order to induce debtors
to pay higher fees for services. Credit counselors also may be “overselling” — enrolling debtors
in debt management programs in instances where such a plan is not appropriate for the
debtor, thereby causing a debtor to incur a monthly fee for a plan that does not result in overall
savings for the debtor or the elimination of the debt.

With respect to the current statutory fee structure, DCA made the following observation:

“The current statutory fee structure naturally encourages overselling by linking the
amount of the authorized fees to the amounts paid under the plan, a certain way to
[motivate] debt management firms to enroll people in debt management programs when
it is not in their best interests to do so. This motivation is likely to be especially powerful
if the fees that can be charged for counseling, education and other services are limited
to low amounts, as they presently are. The reason that overselling can easily occur is
that most people who have become accustomed to the use and repayment of credit are
genuinely capable of carrying out a debt management program on their own (but, of
course, not one that achieves the extraordinary results promised by some debt
management firms but rarely if ever achievable). The enclosed materials indicate that
credit counselors typically enroll a very low percentage of their clients in formal debt
management programs. One source indicates that only about 30% are so enrolled.
Another source that [DCA has] consulted indicates that the percentage so enrolled may
be as low as 15%. In contrast, debt management firms typically enroll all or most of
their clients, [DCA is] informed. (An apt analogy would be a physician who had his
patient visit him daily to administer an aspirin tablet.)”

DCA recommended the Department consult an economist for the purpose of validating
whether the current fee structure encourages overselling, and to facilitate the design of a fee
structure that would encourage desirable behavior by credit counselors, creditors, and debtors.
Unfortunately, the Department does not have the resources necessary to implement this
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recommendation. Nevertheless, the Department agrees with DCA that an economist would be
best suited to study the effect of the fees on the behaviors of the entities involved.

DCA further suggested that the Department remember, in structuring its survey of credit
counselors, that the organizations responding to the survey have an interest in merchandising
formal debt management programs that cost debtors far more than the present law permits.
DCA noted that if debtors need protection by government, overextended debtors need a great
deal more. The Department attempted to follow this advice in structuring its survey by probing
into the costs of providing services to debtors, rather than merely requesting recommendations
on fee increases.

DCA counseled the Department to be skeptical of recommendations for large increases in
fees, or the elimination of fee caps, based on the reasoning that this will allow credit
counseling to be more widely available, and the market will naturally set a competitive fee
structure. DCA compared the impact of this reasoning to the deregulation of interest rate
ceilings in consumer credit transactions in the late 1970s and 1980s, and the resulting large
proliferation of debt. Finally, DCA suggested that, to the extent overextended consumers have
resources that they may use to pay for credit counseling and debt management, only a very
small portion should be used for that purpose, and the rest should go to the consumer’s
creditors to reduce debt.

IV. Coalition for Quality Credit Counseling

The CQCC indicated that as AB 2293 was moving through the Legislature, the only area of
disagreement between legislators and the industry revolved around the fees that are permitted
to nonprofit agencies under the licensing exemption. This fee study is the compromise on that
issue. The CQCC indicated that the combination of escalating consumer prices since 1983
(the last time the statute was revised), the reduction in support from creditors for credit
counseling, and higher overall operating costs that were not present in 1983 all contribute to
make the current fee unrealistic.

The CQCC provided the Department with specific recommendations on how the Department
may obtain information necessary to make recommendations to the Legislature concerning
debt management and debt settlement fees.

e Other States

The CQCC recommended the Department look to fee structures used in other states and
supported by the NFCC and AICCCA for the best indication of fees that should be
permissible in California. The CQCC provided an appendix to their letter with a summary of
the fees permitted by other states that regulate credit counseling operations. The CQCC
indicates that the states identified have direct licensing of credit counseling organizations
and have first-hand knowledge of the types of fees that are necessary to provide quality
credit counseling.

e Industry Standards

The CQCC indicated that, as a condition of membership, AICCCA limits the fees that may

be charged by its members to a maximum of $75 for a start-up fee and a maximum monthly

maintenance fee of $50. The CQCC indicates that these fees have stood the test of time,
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and are designed to provide a fee structure that supports the industry, provides good value
to consumers and permits ethical counseling agencies to continue to provide other valuable
services, such as housing-related and educational services, to consumers.

e Cost-of-Living Index

The CQCC suggested the Department use a cost-of-living index in determining an
appropriate fee. According to the CQCC, using the cost-of-living index as applied to Social
Security payments, a $20 fee in 1983 would be $35.81 in 2001. The CQCC indicates that
the cost of providing services has increased (above inflation) since 1983, because agency
accreditation and counselor certification did not exist in 1983, creditor requirements have
increased, and creditor support has decreased since that time.

The CQCC specifically recommended the following fees:
e Afee of $75 to start a program;
e A monthly fee of $50 for administering a debt management plan;

e Anincrease in the percentage of the monthly payment that may be paid in fees to
12%;

e No cap on fees that may be charged of clients using other services, such as
counseling on credit reports or housing related matters;

e A 15% limit on debt settlement negotiation fees, chargeable once actual savings to
the consumer are accomplished; and

e A permissible minimum fee of $350 for debt settlement services, where the $350
may be charged if debt settlement services are cancelled after 5 days.

In response to the Department’s inquiry regarding questions to ask industry participants, the
CQCC suggested the Department ask questions 