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Answering Questions,
But Raising More

About

Regulationz

By Albert Alexander*

1. Answering Questions about Regulation Z

The Truth in Lending Act and Regulation Z

In 1968, Congress enacted the Truth in Lending Act
(“TILA”)! “to assure a meaningful disclosure of credit terms
... to protect the consumer against inaccurate and unfair
credit billing and credit card practices.”” The Federal Re-
serve Board (“Board”) was given broad regulatory power to
further this purpose.’ The Board issued Regulation Z to imple-
ment the Truth in Lending Act.* Section 226.4 of Regula-
tion Z was promulgated to interpret what Congress intended
to include as a finance charge.’

TILA defines the term “finance charge” in terms of
what charges it includes and the relation between the charge
and the extension of credit. A finance charge “in connec-
tion” with a credit transaction “shall be determined as the
sum of all charges, payable ... by the person to whom the
credit is extended, and imposed ... by the creditor as an inci-
dent to the extension of credit.”® The Act mentions several
types of charges but there is no specific command that credit
card over-limit fees be included in the finance charge.”

Regulation Z takes a similar approach to the term
“finance charge.”® The Board defines finance charge
as “includ[ing] any charge payable ... by the con-
sumer and imposed ... by the creditor as an
incident to or a condition of the extension
of credit.” The examples provided track
those in Section 1605.1° Of interest are
those charges excluded from the finance
charge.!' Specifically, Regulation Z ex-
empts charges “for exceeding a credit
limit.”!?

A Summary

Pfennig obtained a credit
card initially issued by petitioner
Household Credit Services, Inc.
(Household), but which petitioner
MBNA  American Bank, N.A.
(“MBNA”), now holds an interest.’* “Al-
though the terms of respondent’s credit card
agreement set respondent’s credit limit at
$2,000, respondent was able to make charges exceed-
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ing that limit, subject to a $29 ‘over-limit fee’ for each
month in which her balance exceeded $2,000.”'*

Among the many provisions of TILA is one that
controls the disclosures that creditors must make to consum-
ers.” Under the Act, the creditor is required to send the
consumer a statement at the end of each billing cycle when
there is a balance.'® The statement must include the amount
of any finance charge incurred during the billing cycle.!”

Respondent’s complaint alleged that petitioners vio-
lated TILA by “failing to classify the over-limit fees as ‘fi-
nance charges’ and thereby ‘misrepresented the true cost of
credit’ to respondent.”’® The over-limit charges were explic-
itly exempted from being classified as a “finance charge” by
the Board."”

Regulation Z’s exemption of over-limit fees raised
the issue of whether Regulation Z is a reasonable interpreta-
tion of the TILA. Although the Federal reserve Board is
authorized to promulgate regulations interpreting TILA, the
provisions of Regulation Z are not necessarily controlling on
a court. The Court evaluates the regulation’s adequacy under

a test enunciated in Chevron U.S.A. Inc. v. Natural Res.
Defense Council, Inc.”® Using the Chevron test,

the Appeals Court for the Sixth Circuit
held that Regulation Z conflicted”!
with the statutory definition of “fi-
nance charge” and that, there-
fore, the statute controlled.”
The Supreme Court disagreed
and reversed, holding that
Regulation Z was a reason-

able interpretation of the
TILA.Z

The Court of Appeals
Shortly into its discus-
sion, the court of appeals
noted that TILA is a
consumer protection
statute and should be
construed liberally in the
consumer’s favor.”* The
court disagreed with the
defendant’s position that defer-
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ence was owed to Regulation Z.>> The court noted, “that
TILA, as a remedial statute, must be given a liberal interpre-
tation in favor of consumers.””® The court analyzed the plain
language of TILA and found that the “fee was imposed inci-
dent to the extension of credit” and that the “[d]efendants
were obligated to disclose the fee as a finance charge.””” Ulti-
mately, the court did not discover any ambiguity in the stat-
ute and held that the “over-limit fee ... falls squarely within
the statutory definition of a finance charge.””®

The court’s holding was based on its specific charac-
terization of the events.?” According to the court, its holding
applies when “the borrower has reached her credit limit, re-
quests more credit, and the lender agrees to that extension of
extra credit, but assesses a fee as a result.”*

The Supreme Court

Reversing the court of appeals, the Supreme Court
focused much more on the authority that Congress had del-
egated to the Board than on TILA’s remedial status.’’ The
Court pointed out that Congress has designated the Board
“as the primary source for interpretation and application of
the truth-in-lending law.”** The Court also noted that Con-
gress had gone so far as to create a good-faith defense for credi-
tors complying with the Board’s
regulations.”

The Court then invali-

peals court that there might be instances such as the one just
mentioned.* In those instances, the Board “acknowledges
that the over-limit fee actually becomes an anticipated cost
of the credit extension and is therefore a finance charge.”
The Supreme Court declined to comment on this position,
which could result in this issue being raised again. This is
because the appeals court tucked in a second reason for re-
versing summary judgment in note 2 of its opinion.* The
court specifically pointed out that in the instant case the
plaintiff argued and the defendants failed to challenge that
they “routinely permit their credit-card customers to exceed
their agreement upon credit limits, and then impose over-
limit fees for doing so.”*

The Supreme Court may be forced to decide whether
to narrow its position in such a situation and include these
penalties as finance charges. Also, the Board, with such strong
precedent behind them, could change its position*® and ar-
gue that all over-limit penalties, regardless of form, do not
function as a finance charge.

The Dismissed Holding
The court of appeals based its holding on a very nar-
row scenario. Specifically, the holding only applies where

The Supreme Court is quite right that not every-
one uses electronic means for registering credit
transactions. Therefore, instantaneously identi-

dated the characterization on
which the court of appeals rested
its holding.** The Court further

explained that even if the char-
acterization were correct, they
disagreed with the conclusion
that was drawn.”® In the opin-
ion of the Court, “the over-limit fee would be imposed ... as a
result of the fact that her charges exceeded her $2,000 limit at
the time respondent’s monthly charges were officially calcu-
lated.”® Since these fees are “imposed only when a consumer
exceeds his credit limit, it is perfectly reasonable to character-
ize an over-limit fee ... as a penalty for violating the credit
agreement.”’

The Court’s holding did not specifically include in-
stances when the creditor authorized the over-limit transac-
tion. The Court disagreed a priori on this characterization,
adopted by the court of appeals, because “a creditor’s ‘authori-
zation’ of a particular point-of-sale transaction does not repre-
sent a final determination that a particular transaction is within
a consumer’s credit limit because the authorization system is
not suited to identify instantaneously and accurately over-limit
transactions.”®

II. Raising Questions About Regulation Z

Form over Function

The Supreme Court held that over-limit fees are not
finance charges under TILA; therefore, Regulation Z was a
reasonable interpretation of the statute.”* The Court left un-
answered, however, whether a creditor that imposes a low
credit limit and allows the creditor to continue charging above
that limit after over-limit fees have been assessed would have
to classify those fees as finance charges. A strict interpreta-
tion of the holding in Pfennig would suggest that any fee im-
posed for violating the agreement would be a penalty and not
a finance charge.* This could result in allowing form to dic-
tate over function and the Board would seem to agree.*!

The Board conceded in its amicus filing to the ap-
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fying over-limit transactions is not possible.

“the borrower reaches her credit limit, requests more credit,
and the lender agrees to that extension of extra credit, but
assesses a fee as a result.”*” The Supreme Court disagreed
with the manner in which the court of appeals characterized
the facts.® The Supreme Court did not comment on whether
its opinion would have been different, if their characteriza-
tion were correct. The Court did explain, however, that it
disagreed with the appeals court rule because “the authoriza-
tion system is not suited to identify instantaneously and ac-
curately over-limit transactions.”’

The Supreme Court is quite right that not everyone
uses electronic means for registering credit transactions.
Therefore, instantaneously identifying over-limit transactions
is not possible. Although it is this way currently, the occur-
rence of the carbon-copy credit transaction is becoming few
and far between. One day the courts will have to decide this
issue because it will be possible to easily identify instanta-
neously and accurately over-limit transactions.

Authorized Extensions of Credit

The Supreme Court also noted that the respon-
dent argued a new position that was not considered by the
Court because the theory was not advanced early enough
in the proceedings.’”® The respondent attempted to argue
that Regulation Z does not apply because it does not cover
over-limit fees imposed for authorized extensions of
credit.’’ This position is substantially similar to the nar-
row interpretation of the appeals court that the Supreme
Court dismissed.

The positions are different in that the appeals
court position seemed to assume that in all instances, ap-
proval could be determined by the actual extension of the
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credit.’> The plaintiff’s posi-
tion in the Supreme Court is
that in her case, the extension
of credit was authorized.” This
case-by-case presentation
avoids the issue of whether the
lender in all cases would have
to be able to determine whether the charge would exceed
the limit.

Under this “new” position, a plaintiff could argue that
if the lender knew the charge would result in an over-limit
extension, then the extension was authorized, and the fee was
a finance charge for that extension. The outcome under this
characterization is similar to charges for over drawing a bank
account being considered as finance charges, if the withdrawal
is previously agreed upon in writing.** At the very least, the
Court could be forced to decide whether it is arbitrary and
capricious that in some instances overdraft fees for a bank ac-
count can be considered a “finance charge,” while there are no
instances when a credit card over-limit fee will be considered
a “finance charge.”

g’

* Albert Alexander is a second year law student at the Univer-
sity of Houston Law Center.
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