
1 December 9, 1996 
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Dear 

You recently asked how service contracts should be handled for 
purposes of the I-CCC, in view of the informal advisory letter of 
February 18, 1985. Specifically, you asked whether they could be ,$ 

included on the standard motor vehicle installment sales contract 
as a charge paid to third parties, or whether they were permissible 
charges which might be included under the cash price. 

f -  As your question came at a time when Truth in Lending 
disclosure issues concerning service contracts, particularly those 
with "upcharges," or dealer mark-ups, have been the subject of 
recent litigation and amendments to the Official Staff Commentary 
to Regulation 2, we have taken your question as an opportunity to 
conduct a review of a variety of issues as they relate to service 
contracts. 

Given that you have a wide audience of interested parties, we 
felt it would be useful if we not only responded to your question, 
but shared with you our thinking on a variety of other issues 
raised by service contracts. We'd be happy to talk any of these 
issues over with you. 

Iowa Consumer Credit Code 

We have re-examined the advisory letter of February 18, 1985. 
It is our view that a slight modification of the position taken in 
that letter is warranted. We feel that bona fide charges for 
voluntarily purchased service contracts which are made equally 
available on the same terms to cash and credit customers are not 
charges imposed 'in connection with a credit transaction. 
Consequently, under those circumstances, a charge for a service 
contract would not fall within the category of an "additional 
chargen which must be authorized by rule. 

[ " .  
There are several criteria which must be met for a service 

contract charge to fall outside that category: 



a. It must be made equally available to cash ;and credit 
, customers.' 

b. It must be made available on the same terms to cash and credit 
customers. If credit customers are charged more than cash 
customers for an equivalent product, the difference is a finance 
charge. 

c. It cannot be a requirement that a credit customer purchase the 
service contra~t,~ 

d. And, of course, there must be bona fide consideration given in 
exchange for the purchase price of the service contra~t.~ 

Provided all of these criteria are met, the purchise price of 
a bona fide, optional service contract falls outside the I-CCC, as 
it is not a charge imposed "in connection" with the credit 
transaction. 

Please note, though, that we do not feel that the purchase of 
a post-consummation service, such as the service contract, falls 
within the statutory definition of the "cash price" of the vehicle 
or other product to which the service contract relates. It is our 
position that the "cash price of accessories or services related to 
the sale," encompasses only items relating to the product itself. 
The examples given in I-CCC § 537.1301(8) -- "delivery, 
installation, alterations, modifications, and improvements," and 

$ certain taxes -- do not seem to encompass an agreement to offer 
post-consummation repairs for problems which may surface or arise 
in the future. 

In the event that the service contracts are not offered to 
cash customers, or if the dealer's business is so arranged that 
cash sales are rarely, if ever, made, the charge may constitute 
interest in connection to credit. Such a determination would have 
to be made on a case by case basis, looking at the substance of the 
transaction. Cf. S.C. Dept. of Consumer Affairs Adm. Interp. No. 
2 110-8701, Consumer Credit Guide Para. 95,911 (Dec. 30, 1987) 

While the I-CCC, of course, relates only to the financing 
portion of the transaction, we also believe that cash customers 
also have the freedom to choose whether or not to purchase a 
service contract, as mandating a purchase would. appear to 
constitute an illegal tie-in. In turn, making representations to 
any customer that a service contract was required would, we 
believe, constitute and unfair and deceptive practice in violation 
of Iowa Code § 714.16. 

Cf. West Virginia v. Scott Runyan Pontiac-Buick, 461 S.E.2d 
516 (W.Va. 1995) (auto dealer collected purchase price of extended 
service contract, but failed to purchase them from warranty 

bjd @ company; assignees held liable for ref vnds ) . 



. ' -  Truth in Lending Disclosure 

As you know, our office also has authority to :enforce the 
disclosure requirements of the Truth in Lending Act. I-CCC §§ 
537.3201, 537.6104. The question of the proper method to disclose 
the charge for the purchase of service contracts where there is a 
dealer mark-up, or "upcharge," is the subject of both considerable 
recent litigation, and of a 1996 amendment to the Federal Reserve 
Board's Official Staff Commentary to Regulation Z. 

Service contracts triggered TIL litigation because they were 
most commonly disclosed under the category "amounts paid to third 
parties on your behalf" when, in fact, the charge mdst commonly 
included an "upcharge" which in fact is retained by the dealer. 

In introducing the 1996 Commentary amendments, the 
supplementary information stated the fcrllowing: 

"...a sentence has been added to clarify that given the 
flexibility in itemizing the amount financed, creditors 
may reflect that they have retained a portion of the 
'amount paid to others' rather than disclosinq the 
s~ecific amount retained.'" 61 Fed. Reg. 14954 (Apr. 4, 
1996)(emphasis added). 

As amended, the Commentary currently reads: 

226.18(c)(l)(iii)-2 Charges added to amounts paid to others 

A sum is sometimes added to the amount of a fee 
charged to a consumer for a service provided by a third 
party (such as for an extended warranty or a service 
contract) that is payable in the same amount in 
comparable cash and credit transactions. In the credit 
transaction, the amount is retained by the creditor. 
Given the flexibility permitted in meeting the 
requirements of the amount financed itemization ..., the 
creditor in such cases may reflect that the creditor has 
retained a portion of the amount paid to others. For 
example, the creditor could add to the category 'amount 
paid to othersr language such as '(we may.be retaining a 
portion of this amount. ) ' "  61 Fed. Reg. 14956 (Apr 4, 
1996). 

Courts, in issuing opinions following the above commentary 
change, have not agreed on how service contracts with upcharges are 
to be disclosed. 

One line of cases has held that the language "may" meant that 






