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I. Introduction

Consumers benefitted from a recent proliferation of lawsuits,
final and proposed regulations, and federal agency enforcement
actions. This is a welcomed change from the past several years,
which witnessed efforts by consumers and their advocates, but
efforts often frustrated by lawsuits forced into mandatory arbi-
tration before unfriendly tribunals' and by federal agencies more
enthusiastic about preempting the states’ consumer protection
laws than using their authority to curb abusive practices.? For
whatever reason, several federal agencies have begun to act on sev-
eral fronts to deal with the many obstacles consumers face in an
increasingly complex payments marketplace. Meanwhile, states
have continued to pass new legislation and consumer lawyers have
brought innovative litigation.

II. Telephone checks: The circle of possible liability continues

to expand.

So-called “telephone checks” are actually drafts primarily cre-
ated by telemarketers, internet sellers, and debt collectors.* Many
companies also use third party payment processors to process the
drafts for them. Telephone checks are used to draw money from
consumer bank accounts. The drafts are issued by the business,
bear the consumer’s bank account number and state that the con-
sumer has authorized the withdrawal (usually authorization is
done orally over the phone), but do not contain the consumer’s
signature. The UCC calls telephone checks “remotely-created
consumer items.” * State laws call them demand drafts. If the
consumer did not authorize the draft and notifies the consumer’s
bank, the bank should recredit the consumer’s account.” These
drafts are now covered by Regulation CC.¢ The revised UCC and
Reg. CC provides an incentive for the consumer’s bank to shift li-
ability for unauthorized telephone checks to the depositary bank.
The ability to transfer liability to the depositary bank should make
the consumer’s bank less resistant to recrediting the consumer’s
account.

In the past, the Federal Trade Commission (“FT'C”) went
after merchants engaging in unfair and deceptive practices di-
rectly with consumers. In a significant development, the FTC is
now also going after companies with whom merchants contract
to process the payments, companies whose expertise is knowing
how to get money out of the consumer’s bank account. The FTC
has taken action against several payment processors.” In one ac-
tion, the FTC was joined by seven states.® The FTC and the
states claim the defendants knew that the merchants for whom
they were processing transfers from consumer accounts were en-
gaging in a variety of deceptive sales practices, resulting in un-
authorized debits from the consumers™ accounts. The payment
processors nevertheless continued to process payments from these
merchants.

A consumer class action goes even further, bringing the bank
into the picture. The parties to the class action alleged Wachovia
Bank conspired with payment processors it knew or should have
known were processing telephone checks by telemarketers en-
gaged in fraudulent activities.” The complaint claimed Wachovia
violated the Federal RICO statute. The alleged predicate offenses
included mail and wire fraud, and the crime of using, trafficking
in or possessing, with intent to defraud, unauthorized “access de-
vices.”!® An access device includes account numbers.

The Office of the Comptroller of the Currency (“OCC”)
also brought its own action against Wachovia."" In April 2008,
the OCC reached a settlement with Wachovia in which the bank
agreed to pay a penalty of $10 million. The OCC found that Wa-

chovia failed to block telemarketers and their payment processors
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from using deceptive trade practices to obtain bank information
from consumers, information which was used to obtain unau-
thorized transfers from the consumers’ accounts using telephone
checks. While some criticized the penalty as far too little, oth-
ers pointed out it was the second largest penalty the OCC had
ever imposed. Wachovia also agreed to reimburse consumers up
to $125 million and contribute almost $9 million to consumer
education programs targeted to the elderly. Observers noted that
the OCC had applied anti-money-laundering concepts to a con-
sumer fraud problem."

At the same time the OCC announced its settlement with
Wachovia, the OCC issued a guidance to national banks discuss-
ing banks responsibilities in regard to customers who are pay-
ment processors.?

Canada prohibited demand drafts in 2004. The attorneys
general of 35 states as well as the District of Columbia and Ameri-
can Samoa have asked the Federal Reserve Board to ban these

drafts."
ITII. Credit cards: Unfair and deceptive practices.

In parallel actions, the Federal Deposit Insurance Corpora-
tion (“FDIC”) sued two banks and the FT'C sued a credit card
company. Defendants were accused of violating the FTC Act be-
cause of their misrepresentations in marketing subprime credit
cards.® According to the FDIC and the FTC, defendants offered
three types of cards. Regarding the first card type, the defendants
failed to adequately disclose significant upfront fees and misrepre-
sented the credit that
consumers would have
available. Regard-
ing the second card
type, the defendants
did not adequately
disclose the fact that
only half of the credit
the issuer said would
be available could be
accessed by the con-
sumer for the first 90
days. In addition, the
defendants did not disclose that it might reduce the credit limit
based on the consumer’s behavior. Finally, regarding the third
card type, the defendants misrepresented the features of their debt
transfer Visa credit card. Contrary to promises made to consum-
ers, the consumers’ prior charged off debt was not immediately
transferred to the card and reported to consumer reporting agen-
cies as paid in full. The two banks reached a settlement with the
FDIC.

The Federal Reserve Board (“FRB”), Office of Thrift Super-
vision, and the National Credit Union Administration published
a proposed rule regulating many credit card practices found to be
unfair and deceptive.'® The proposed regulation: 1) restricts ap-
plying an increased APR to an outstanding balance; 2) prohibits
treating a payment as late unless the card issuer gives consumers
a reasonable amount of time to pay; 3) establishes rules for al-
locating payments where the consumer has balances with differ-
ent interest rates; 4) prohibits two-cycle billing; and 5) prohibits
assessing fees if the consumer exceeds the credit limit solely due
to a hold placed on available credit. The proposed rule also ad-
dresses the practice that is the subject of the FDIC and FTC law-
suits described above. It does this by restricting financing fees
and charges for opening a credit card account, where the fees and
charges are more than half the credit limit.

The proposed rule also regulates bank practices that impose
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overdraft fees pursuant to discretionary overdraft programs to
which the consumer had not agreed. Under the proposed rule,
the consumer has the opportunity to opt out of the program. In
addition, the proposed rule addresses a problem that often arises
when consumers use debit cards to purchase goods and services.
‘The business may place a hold for an amount that far exceeds the
consumer’s obligation."”” Banks are prohibited from assessing an
overdraft fee when the overdraft would not have occurred but for

the debit hold.
IV. Credit cards: Solicitation on campus restricted.

In 2007 and 2008, several states restricted credit card com-
panies that solicit on public colleges and universities."® For ex-
ample, in Maryland, universities are required to develop policies
mandating that credit card issuers marketing their cards at a uni-
versity inform students about good credit management practices
in a program developed in conjunction with the university."

A new Texas law prohibits campus credit card marketing ac-
tivities except at those campus locations designated by the post-
secondary educational institution, or at times other than those
prescribed by the institution.” The issuer also must develop fi-
nancial educational material either in consultation with or subject
to approval by the institution, and the issuer is required to make
the material available to students when they market the cards.
Issuers may not offer gifts or other incentives in exchange for stu-
dents who complete applications for credit cards. Finally, institu-
tions must have a policy requiring a credit card and debt counsel-
ing session as part of any orientation for new students.

In a new law that applies to state universities, Tennessee law
now prohibits credit card issuers from recruiting “potential stu-
dent cardholders or customers for credit card business or other
credit services on campus.”? In addition, issuers may not offer
gifts or other promotional incentives to students to entice them to
apply for credit cards. These requirements also apply to market-
ing other credit services.

V. Stored value cards: Payroll cards, gift cards, bankruptcy,
and telephone cards.

It used to be easy to categorize plastic cards and identify the
law that applied to each. The Truth-in Lending Act and Reg. Z
applied to credit cards.”> The EFTA and Reg. E applied to debit
cards.”® No federal law applied specifically to all the other cards,
generally known as stored value cards, including payroll cards,
gift cards, prepaid “debit” cards, prepaid telephone cards, cards
used to transfer insurance payouts, medical benefits, etc.

The lines between those cards suddenly became blurred,
however, when the FRB declared that payroll cards henceforth
would be subject to Reg. E; the same law that applies to debit
cards.?® 'The primary justification for this extension apparently
was the FRB’s acknowledgment that it was necessary to ensure
that consumers had basic legal protection because the funds rep-
resented by payroll cards were essential for those consumers” well-
being. Consumer advocates had urged the FRB to apply Reg. E
to other types of stored value cards, because other cards, especially
those held by low income consumers, contained vital funds that
consumers need safeguarded. Although the FRB declined to ap-
ply Reg. E to any other type of stored value cards, it stated that it
would continue to monitor developments, holding out the pros-
pect that it might extend Reg. E to other stored value cards as
well.

In 2008, the economic turndown resulted in many retail-
ers filing for bankruptcy. Consumers found themselves holding
worthless gift cards. For most consumers, their only recourse was

4

to file a claim as an unsecured creditor; a claim unlikely to be sat-
isfied.” Some state laws, however, distinguish between gift cards
issued before a bankruptcy petition is filed from those issued after,
requiring a gift card issuer to honor gift cards issued prior to the
bankruptcy filing.*

Some states regulate gift cards, establishing rules for fees and
expiration dates.”’ Sellers of these cards, however, sometimes are
successful in avoiding these laws by involving entities, such as
national banks, that are regulated by federal law. Under certain
circumstances, courts hold that federal law preempts state law,
even where there is no federal law directly related to the consumer
problem addressed by the state law.”

Although no federal law directly regulates stored value cards
except payroll cards, the FTC Act prohibits unfair and deceptive
practices, regardless of the type of payment device involved.?”
The FTC took advantage of this in bringing an action against
the seller of prepaid telephone cards to recent immigrants.*® The
FTC claimed that the seller failed to provide consumers with the
number of minutes they would have available.

Some state Attorneys General have been aggressive in going
after sellers of prepaid calling cards. The Texas Attorney General
has sued a prepaid calling card company, alleging it failed to dis-
close information about fees and charges, resulting in consumers
receiving far fewer minutes than the company promised.*’ The
Florida Attorney General reached a settlement with nine com-
panies that charged hidden fees or inadequately disclosed fees.?
In addition, sellers of prepaid calling cards targeted non-English
speaking consumers in ads, but made disclosures only in English.

VI. Rebate ads: Challenges to rebates provided through stored

value cards.

Unlike cash or checks, stored value cards are accompanied by
many restrictions and requirements. In that sense, stored value
cards have less value than cash or checks. This is the basis of a
lawsuit alleging that Cingular is liable for misrepresentation be-
cause its advertising and marketing about rebates led consumers
to believe they would receive the value of their rebate in cash or by
check, but instead received the rebate in the form of a less valuable
stored value card, the “Cingular VISA Rewards Card.”*

VII. Electronic commerce: Blind consumers demand equal
access.

Many consumers buy and pay for goods on the Internet.
Such shopping often exposes the consumer to a wider selection of
goods and better prices than at traditional stores.

Software is currently available that enables blind shoppers to
access web sites selling goods and services. The software vocalizes
text and describes a web page’s content. Consumers are challeng-
ing retailers who make it impossible or difficult for blind consum-
ers to access websites despite the availability of this software. The
consumers allege violations of state and federal law.**

VIII. ATM cards: Does an overdraft program subject ATM
cards to credit card requirements?

Consumers sued Washington Mutual (“WAMU?”), claiming
its ATM card should be subject to the law governing credit cards
because of WAMU’s discretionary overdraft “bounce” protec-
tion program.”> The consumers alleged violations of the Truth in
Lending Act (“TILA”), the Home Owners’ Loan Act (‘HOLA”),
and California state law. The court deferred to the FRB, agree-
ing with the FRB that there is a crucial distinction between dis-
cretionary overdraft programs and written agreements requiring

Journal of Texas Consumer Law



the bank to pay overdrafts. The court held that the ATM cards
were not subject to credit card law because there was no written
agreement requiring WAMU to pay overdrafts. The agreement
specifically said that WAMU had no obligation to pay overdrafts.
The consumers argued that the court should consider the conduct
of the parties. In fact, WAMU routinely and automatically
paid all overdrafts. The consumers contended this conduct
gave rise to an implied contract. The court rejected the
implied contract theory, again deferring to the FRB’s dis-
tinction between courtesy overdraft programs and written
agreements obligating the bank.

Finally, the court held that pursuant to the HOLA,
WAMU is subject to the regulations of the Office of Thrift
Supervision, which preempt state law. Preemption is a
major impediment to consumers seeking enforcement of
favorable state law. A recent U.S. Supreme Court case
strengthens the hand of those arguing for preemption.*

B

IX. Electronic transfers: The role of private rule-mak-
ing.

NACHA Rules supplement the EFTA and Reg. E, but
consumers (and the government) have no formal role in
the rule-making process. Consumers may have no right to
sue parties who enter into a contractual relationship with g -
NACHA in which they agree to comply with the rules, but
who then violate the rules.”” Some of the rules go beyond
any state or federal law in protecting consumers.’® Therefore,
consumers would benefit from being able to enforce compliance.

For example, in 2007, NACHA issued an interim policy on
notice requirements when there is a breach of ACH data.* ACH
data includes the customer’s bank account number together with
a bank routing number, or the customer’s name together with the
customer’s social security number. If a data breach is known or
suspected, the financial institution is required to investigate and
notify NACHA and the consumer’s financial institution. Hope-
fully, the consumer’s financial institution will then notify the
consumer, although NACHA rules do not require this step. If a
company knows of a breach and fails to comply with the NACHA
notice rules, resulting in the consumer’s bank not notifying the
consumer or taking steps to protect the consumer’s account, con-
sumers should be able to sue the incompliant company for breach
of NACHAs rules.

NACHA’s rules and policies can benefit government en-
forcement agencies as well as individual consumers. Because of
widespread deceptive practices by telemarketers and others, NA-
CHA has issued guidelines on risk management practices, which
include requiring parties transferring payments using the ACH
system to monitor the transfers they process for signs of fraud.*
The FTC has supported actions against payment processors by
using statistics published by NACHA to support NACHA’s en-

forcement actions.?!

X. Issues awaiting resolution: What rules apply to the elec-
tronic image exchange of checks?

Banks have been adept at taking advantage of modern tech-
nology to increase the speed and efficiency of processing pay-
ments. Sometimes this has resulted in a situation where it appears
the new method of transferring payments falls through the legal
cracks, fitting into none of the extant rules, and entering into a
black hole where no law seems to apply.

A check processed in the traditional way, the original pa-
per check passing from drawer to payee, to depositary bank and
other collecting banks, to the drawee-payor bank, is governed by
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Articles 3 and 4 of the UCC. Increasingly, banks use alternative
methods to process payments where the consumer uses a check.
For many years, banks presenting checks to the drawee-payor
bank presented information about the check to the drawee-payor
bank electronically. UCC section 4-110 permits such electronic

presentation. In a more recent development, banks use advances
in technology to convert the original check into an electronic im-
age and exchange those images as the “check” makes its way to the
drawee-payor bank. If a bank in the collection chain refuses to
accept a payment transferred through electronic image exchange,
the bank forwarding the image must convert the image into a
“substitute check” pursuant to federal law, the Check 21 Act and
FRB regulations.*?

But what if a check is processed throughout the entire collec-
tion chain by electronic image exchange, never becoming a sub-
stitute check? It is not clear what law applies. Two prominent
experts argue that UCC section 4-110 can be read to apply to this
situation, and consequently the UCC as a whole applies.** Courts,
however, may not accept this construction. Section 4-110 was
not drafted to apply to this situation, having been drafted many
years before electronic image exchange was invented. Moreover,
as these experts acknowledge, electronic image exchange does not
easily fit within the language of section 4-110, which applies only
to presentment, and not to the earlier check processing stage of
collection.*

Rather than asking courts to apply the UCC by analogy
or through a strained interpretation of section 4-110, the bet-
ter approach is to enact legislation specifically applying the UCC
to electronic image exchange. However, depending on a UCC
amendment is problematic. Check processing is a national en-
terprise and filling this legal gap requires a uniform global solu-
tion. The UCC can be amended only by every state adopting the
amendment, a process that would take years. In addition, some
states may enact non-uniform amendments, undermining the
uniformity needed to solve this problem. Therefore, a superior
solution would be a federal statute.”

XI. Issues awaiting resolution: What rules apply when it’s im-
possible to determine whether the payment instrument is a
counterfeit check or alteration of the original check?

The following describes a situation some check writers are
experiencing. The consumer writes a check for $300. The con-
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sumer’s bank (payor bank) receives a check for $3,000 appearing
to be from the consumer, pays the check, destroys the original
check, and charges $3,000 to the consumer’s account. In some
situations, because the original has been destroyed, it is impos-
sible to determine if the thief produced a counterfeit check or
altered the original. If the check is a counterfei, it is treated as
a check with a forged consumer signature and the liability rests
with the consumer’s bank. If it’s treated as an alteration, the con-
sumer’s bank can shift the liability to the bank where the check
was deposited, the depositary bank. Although the UCC does not
put the loss on the consumer under either approach, as a practical
matter, if the check is treated as a counterfeit check, the consum-

pa— er’s bank may be more resis-
Check processing is a na- tant to recrediting the con-
tional enterprise and fill-  sumer’s account because that
ing this legal gap requires

bank will be stuck with the
. . loss. The bank may allege
a uniform global solution.

the consumer was negligent.
If the bank were to prove the
consumer’s negligence in court or arbitration, the UCC’s rules
allocate the loss between the consumer and the consumer’s bank
under the principles of comparative negligence.” Because of the
prevalence of identity theft and the widespread use of technol-
ogy to produce counterfeit checks, this scenario is of increasing
significance.

Faced with the above type of situation, the Fourth Circuit
held that the burden of proof is on the payor bank, the consumer’s
bank in the above illustration.”” Because the payor bank in the
case before the Fourth Circuit had destroyed the original check, it
could not prove the check was altered by showing chemical bleach
marks, broken fibers or other signs of alteration. Lacking such
proof, the court assumed the check was a counterfeit and the loss
was on the payor bank.

The Seventh Circuit reached the opposite result.”® The de-
positary bank contended that the payor bank cannot enforce the
presentment warranty and shift the loss to the depositary bank
unless the payor bank retains the paper check and shows the check
was altered. The court refused to adopt the depositary bank’s po-
sition. The court assumed that accepting the depositary bank’s
argument would require payor banks to keep huge numbers of
paper checks. The court wanted to put the loss on the “cheaper
cost avoider,” and was not persuaded putting the loss on the payor
bank would have that result. The court seemed to acknowledge
that the UCC does not provide any guidance on how to resolve
this issue. Later in its opinion, however, the court assumed put-
ting the loss on the depositary bank is consistent with current law
and suggested the legislature is the proper institution to decide
whether to change the law. The court affirmed the lower court’s
grant of summary judgment for the payor bank.

XII. Conclusion

It is impossible to know if the relatively robust recent federal
agency activity will continue. There will be a new president in
2009 whose appointments may dramatically change the direction
of federal agencies with authority over payment systems. If that
happens, 2009 and subsequent years will look very different from
the past few years. Not only would this affect the federal land-
scape, it could also affect state law if it results in federal agencies
tempering their zeal for federal preemption and permitting states
to take the initiative to protect their consumers. Notwithstanding
this uncertainty, it is likely consumers will confront new payment
products accompanied by new risks, schemes and scams.®

* Professor of Law, Georgia State University College of Law. Pro-
fessor Budnitz is co-author of Consumer Banking and Payments
Law.
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