BANKING LEGISLATION

& POLICY

January - March 2002

Recent Developments

Enron Bankruptcy Stimulates Legislative
Activity

The controversy surrounding Enron and
Arthur Andersen has stimulated many
legislative proposals that could affect a
widerange of companies, including banks.
This issue of Banking Legislation and Policy
reviews one of these bills: the
Comprehensive Investor Protection Act of
2002 (see page 5). This bill touches on a
number of issues that have become focal
points of the Enron-related reform efforts:
auditor independence, analyst conflicts of
interest, and oversight of the accounting
industry.

Rep. LaFalce Introduces Optional National
Insurance Charter Legislation
On February 14, 2002, Rep. LaFalce
introduced the Insurance Industry
Modernization and Consumer Protection
Act(H.R.3766). Thisbill proposes,among
other things, asystem of optional national
chartering for insurance companies.
Today, the insurance industry is
regulated almostentirely at the state level.
Each of the 50 states has its own insurance
commissioner who regulates companies
practicing in that state. But increasingly,
the insurance business has become a
national one, with insurers offering their
products nationwide. The passage of
Gramme-Leach-Bliley in 1999 removed
barriers that kept banks, securities firms,
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and insurers from affiliating with one
another. Some insurance companiesargue
they operate atacompetitive disadvantage
comparedtobanksandbrokerage houses,
whichareregulated atthe federal level. For
example, introducing anew life insurance

productnationwide could require separate
regulatory approvalsin every state.

The Insurance Industry Modernization
and Consumer Protection Actwould offer
the alternative of a national charter, with
corresponding federal oversight and
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regulation. The bill would also establish
minimum standards for market conduct
that would apply to all insurers (whether
chartered atthe national or state level). The
billwould also extend federal antitrust law
to the insurance industry. For a detailed
summary ofthebill, see Summary of Federal
Legislation.

Citibank Reaches Settlement Over

The Sale of Its Customer Lists to
Telemarketers

OnFebruary 27,2002, Citibank reached an
agreement with 26 states, closing a two-
year investigation into the practices of
telemarketerswhowere sold customer lists
by Citibank. It was alleged that these
telemarketerswere charging customersfor
servicestheydid notpurchaseandcharging
customers (without any notification)
automatically at theend of free trial periods
forservices.

Citibank agreedto verify thatcompanies
using its customers’ information are not
doing so in a misleading or deceptive
mannerandto pay $1.6 millionforattorney’s
fees and other costs. In future contracts
with telemarketing firms, Citibank will be
requiredtoreviewall scriptsand materials
that are used to ensure they are not
deceptive. Telemarketers that refer to
Citibank in their solicitations must clearly
state they are not affiliated with Citibank.

Future contracts would require
telemarketers to describe the product or

SUMMARY OF FEDERAL LEGISLATION

Enacted Legislation

1. Higher Education Act of 1965
Amendment(S.1762). Introduced by Sen.
Johnson (D-SD) on December 4, 2001.

Status: Signed into law by the Presidenton
February 8, 2002. Public Law 107-139.

service being offered, theterms ofany trial
offer, any fees, information about any
automatic renewal, and the method for
canceling. They must inform customers
they may obtainafull refund if they cancel
within sixmonths ofthe original purchase.
Atoll-free number mustbe made available
forconsumersto cancelaproductorservice.
Telemarketers would also be required to
send customers a written notice of an
upcoming renewal for which they will be
charged.

Court Rules That Banks Can Be Sued for
Alleged Bait-and-Switch Tactics

On February 8, 2002, the United States
Appeals Court for the Third Circuit
reinstated a claim alleging that Fleet
National Bank wasengaginginabait-and-
switch game by imposing an annual fee
afterissuingacardadvertised ashavingno
annual fee. The case, Rossman v. Fleet Bank
(R.1.) National Association, (3™ Cir., No. 01-
1094), wasoriginally dismissed by adistrict
courtonthegroundsthatFleet’sdisclosures
did not violate the Truth in Lending Act
(TILA), whichisthe basis for the plaintiff’s
suit.

The case stems from a “no-annual fee”
creditcardthe plaintiffreceived from Fleet
in 1999. The initial credit card solicitation
and the required “Schumer Box” (which
containsimportantconsumer information
on the back of the solicitation) both
advertised the credit card as having “no-

annual fee.” However, both the solicitation
andthesubsequentcardholder’sagreement
thatcame with the card stated that Fleet did
“reserve the right to change the benefit
features associated with your card at any
time.” In May 2000, Fleet senta lettertothe
plaintiff stating its intention to impose a
$35 annual fee because of “the Federal
Reserve steadily increasing interest rates”
overthe pastseveral months. Itthencharged
the fee in July to the plaintiff’s credit card.

Thiscase hinged onthe “no-annual fee”
provision ofthe creditcard solicitationand
whether Fleet violated TILA by
subsequently charging an annual fee. The
district court dismissed the case, saying
that TILA required the bank’s disclosures
to be accurate only on the actual day
consumers receive their card. In the
unanimous decision by the appeals court,
the three judges ruled that TILA was
designed to protect consumers, and
therefore credit card disclosures should
accurately reflect future actions.

Until this case, bait-and-switch cases
like this one were usually handled in state
courts. Thedecisionby theappealscourtto
reverse the district court’s dismissal and
remand the case back to the district court
couldleadtofuturelitigationagainstcredit
card issuers who change the terms of an
account shortly after it is opened.

Related Bills: H.R. 2781.

This new public law amends the Higher
Education Act of 1965 (HEA) by
establishing fixed interest rates for student
loans and extending current law with
respecttospecial allowancesfor lenders. A

change to the formula for calculating the
interest rates for borrowers and lenders of
student loans was set to take place on July
1,2003. Studentlendersand school groups
had been urging Congress to make this
amendment because of the belief that the
system after 2003 would have been too



volatileand would force lenders out of the
industry.

Thislawextendsthe currentinterestrate
structure until a new fixed interest rate
system takes effect on July 1, 2006. Until
then, new borrowers will pay an annually
adjusted interest rate equal to the bond-
equivalentofa9l-day Treasury bill plus1.7
percent (or 2.3 percentduring repayment).
Lenders will receive an interest rate 2.3
percenthigherthanwhatthe borrower pays
(2.6 percent higher in the case of Federal
Direct PLUS and Consolidation loans),
which is subsidized by the federal
government.

After June 30, 2006, all Federal Direct
Stafford Loansand Unsubsidized Stafford
Loans will have a fixed interest rate of 6.8
percent. Federal Direct PLUS loans will
have a fixed interest rate of 7.9 percent.
Federal Direct Consolidation loans will
haveafixed interestrate of the lesser of8.25
percent or the weighted average of the
interest rates on the loans consolidated
(rounded to the nearest one-eighth of one
percent).

New Legislation

1. A Bill to Amend the Small Business
Act Microloan Program (H.R. 3646).
Introduced by Representative Hilliard (D-
AL) onJanuary 29, 2002.

Status: Referred tothe House Committeeon
Small Business.

This bill would increase the maximum
amountforwhichaloan canbe made under
the Microloan Program from $35,000 to
$50,000. The Microloan Program provides
very small loans to start-up, newly
established, or growing small-business
concerns.

2. ATM Consumer Protection Act (H.R.
3662). Introduced by Representative
Rothman (D-NJ) on January 29, 2002.

Status: Referred tothe House Committeeon
Financial Services.

Thisbillwould establish security measures
for automated teller machines to ensure
their convenienceandsafety. Thebillwould
require ATM operators to establish a
security program to help identify persons
committing crimes against one of their
ATMs (or the users of the ATMSs) and
designate one security officer per ATMtobe
responsible for compliance with these
standards. Thebillwouldallowthe security
officers to take measures they feel
appropriateto preventcrimesinthevicinity
of the machine. Additional requirements
for ATM operators would include a
surveillance cameracapable of viewingthe
ATM and the three-footarea surrounding
it; an alarm system that would notify the
nearest law enforcement office in case a
crime is being committed; and adequate
lighting in the area of the ATM.

3. Federal DepositInsurance Reform Act
of 2002 (H.R. 3717). Introduced by
Representative Bachus (R-AL) on February
12, 2002.

Status: Reported out of the House
Committee on Financial Services on April
17, 2002.

Related Bills: S. 1945.

Thisbillwould reform the Federal Deposit
Insurance System by altering the way the
insurance funds are managed and the
insurance coverage is priced. Currently,
banks and savings associations pay their
insurance assessments into separate funds,
and these funds provide coverage for
depositors depending on the type of
institution.

Thisbillwould combinethese twofunds,
the Bank Insurance Fund (BIF) and the
Savings Association Insurance Fund
(SAIF), into one fund called the Deposit
Insurance Fund (DIF). The bill would also
address the amount of deposit insurance
coverage offered by the FDIC. Inparticular,
the bill would increase the insurance
coverage from $100,000 to $130,000 per

accountwhileindexingthiscoverage level
totherate of inflation (adjusting the coverage
level every 10 years). The bill would raise
the deposit insurance coverage limit to
$260,000 per account for deposit accounts
inregular IRAs,whichareheld atdepository
institutions.

Thebill would remove the current fixed
designated reserve ratio (DRR) of 1.25
percentand replaceitwithareserve range
from 1.00 percentto 1.50 percent. The FDIC
would have to designate a target for the
DRR prior to each calendar year and
publishthistargetfor publiccomment. The
billwould require thatwhentheamount of
reserves in the Deposit Insurance Fund
exceeds 1.5 percentofthe estimated insured
deposits, the FDIC rebate funds until this
amount reaches the target level set by the
FDIC. Ifthereservesinthe DRRexceed 1.4
percent and are less than 1.5 percent, the
bill would leave to the discretion of the
FDICwhether ornottorebate orcreditany
amounts until the reservesreach the target
level.

Deposits made by a municipality in an
office or branch of an insured depository
institution in the same state would be
insured inanaggregate amount(acrossall
municipal deposits) not to exceed the total
equity capital of the depository institution.
Currently, municipal demand deposits (in
the aggregate) are insured up to $100,000,
and municipal time and savings deposits
(intheaggregate)areinsured up to $100,000.

Finally, the billwould permitthe DIF to
invest in U.S. government or agency
obligations, securities guaranteed by the
U.S. government, and other securities with
theapproval ofthe Secretary ofthe Treasury.
Currently, BIFand SAIF caninvest onlyin
U.S. government obligations and
obligations guaranteed by the U.S.
government.

4. Insurance Industry Modernizationand
Consumer Protection Act (H.R. 3766).
Introduced by Representative LaFalce (D-
NY) on February 14, 2002.



Status: Referred tothe House Committeeon
Financial Services.

This bill would establish the Office of
National Insurers (ONI) within the
Department of the Treasury. The Office of
National Insurerswould be led by adirector,
who would be appointed to a four-year
termby the President. The Office of National
Insurers would conduct annual on-site
financial examinationsand marketconduct
examinations of all national insurers. The
bill gives the director the power to revoke
the license of a national insurer that is
“engaging in conductinvolvingan undue
risk of loss to the national insurer’s
policyholders” and for other reasons. The
bill also grants broad enforcement powers
to the director over national insurers,
establishes divisions of consumer affairs
and fraud withinthe ONI, and permitsthe
director to undertake international efforts
to promote bilateral and multilateral
cooperation with respect to insurance
regulation.

The bill contains provisions that allow
forthecharteringand regulation of national
insurers. Thedirectorwould be required to
take into account the following factors for
partiesthatwishto be nationally chartered:
1) the character and competency of the
parties seeking the charter; 2) the financial
resources and future prospects of the
proposed national insurer; and 3) whether
the chartering of the insurer is likely to be
hazardoustotheinsurance-buying public.

Thisbill providesinitial requlationsand
calls upon the director to formulate
additional regulations for nationally
chartered insurance companiesregarding
adherence to specified accounting
principles and auditing standards;
investment requirements and limitations;
specified standards regarding asset and
liability valuation; risk-based capital
standards; annual actuarial reporting
requirements; and standards for the
payment of dividends to shareholders.

The bill details the powers of national
insurance companies. These include the
ability to enter into legal contracts and

guarantees; to acquire and own assets; to
engage in the underwriting and sale of
insurance; to establish and maintain
separate accounts; to form and maintain
protected cell companies (protected cells
are a pool of assets and liabilities of a
national insurer segregated and insulated
fromtheremainder ofthe national insurer’s
assets and liabilities); and to exercise all
such incidental powers that are necessary
to their insurance operations.

Thebill allows national insurersto merge
or consolidate with or acquire another
insurer if the transaction’s resulting party
is a national insurer. In such cases, the
national insurer is subject only to the
approval ofthedirector. Ifthe transaction’s
resulting party is a state insurer, then the
transaction is subject to the relevant state
law. Thedirector canrequire notification of
such transactions and promulgate
regulations concerning notification
procedures, butthedirector hasnoauthority
over these transactions.

Thebill makesthe business of insurance
subjecttofederal antitrust lawstothe same
extent as any other line of business.
Insurance companieswould still be exempt
under two specific circumstances. First,
insurance companies would be permitted
tosharehistorical lossdataamonginsurers,
but they would not be allowed to share
trending data (trending isa process used to
determine future insurance rates based
upon future expected costs). Second, the
exemption would continue to apply for
those activities insurers are required to
engage in under state law, which are
designed to make insurance available to
those unable tonormally obtaininsurance
coverage.

The bill stipulates that no state law can
interfere with the ability of a nationally
chartered insurance companytoengagein
any activity that the provisions of the bill
allow. But nationally chartered insurance
companies would be subject to state laws
involving taxes, workers’ compensation,
rate regulation, and others. Nationally
chartered insurance companieswouldalso
be subjecttothe corporate governance laws

of the state in which their main office is
located (which is designated by each of
these insurance companies and listed on
their national charter) or the state inwhich
their holding company is located.

The bill contains various provisions
intended to regulate the salesand marketing
practices of insurers, ranging from the
prevention of unfairand deceptive practices
tounfair discrimination. National and state
insurerswould have toabide by the market
conductregulationsofthisbill. Stateswould
not be prohibited from legislating or
enforcing any statute that would provide
greater protectionstoinsurance consumers.

The director would be responsible for
chartering and licensing reinsurers at the
federal level. The director would be
responsible for formulating rules for how
transfer of risk in a reinsurance contract is
reflected on an insurance company’s
balance sheet. Thislawwould also preempt
state law for federal reinsurers and state-
chartered insurers that are purchasing a
risk-transfer product from a federal
reinsurer.

Internationally, the ONI would be
responsible for ensuring that no federal
regulation of reinsurers imposes a
substantial competitive disadvantage on
the United States operations of reinsurers.
Also, the director would be responsible for
promoting the development of
internationally accepted accounting
standards for reinsurance.

The U.S.Bankruptcy Code doesnotapply
to domestic insurance companies; on the
contrary, state insurershave beensubjectto
receivership proceedings under state
insolvency laws. This bill would create a
receivership system for national insurers.
Unlike state insurers, where insolvency
proceedingsare handled in state court, this
billwould require insolvency proceedings
be held inthe United States District Courtor
U.S. court of any territory. Policyholders
would be given a higher priority in the
distribution scheme for national insurer
receiverships than unsecured general
creditors.

Thebill provides certain protections for



policyholders in the case of an insolvent
national insurer. To conduct business,
nationally chartered and licensed insurers
would be required to become members of
qualified state guaranty associations in
eachstateinwhichthey operate. Aguaranty
associationisanarrangementthat provides
protectionfor policyholdersinthe event of
insolvency of any insurer doing business
in the state. If a state does not have a
gualifying guarantee association, as
determined by the director, national and
state-chartered insurersinthatstate would
be requiredtobecome membersofeitherthe
National Life Insurance Guaranty
Corporation or the National Property and
Casualty Insurance Guaranty Corporation.

5. Comprehensive InvestorProtection Act
of 2002 (H.R. 3818). Introduced by
Representative LaFalce (D-NY)onFebruary
28, 2002.

Status: Referred tothe House Committeeon
Financial Services.

Related Bill: H.R. 3763

Bills Related to Auditor Independence: S.
1896, H.R. 3693, H.R. 3736, S. 2004, and S.
2056.

BillsRelated to the EstablishmentofaPublic
Accounting Board: H.R. 3795, S. 2004.

Bill Related to Analyst Disclosure: S. 1895.

This bill is an attempt to reform the
accounting practices as well as other
securities laws for the purpose of protecting
investors. Many ofthetopicsinthisbillare
addressed individually by other pieces of
legislation,whichare listed above asrelated
bills.

The bill would prohibit auditors from
providing thefollowingservicestoanaudit
client: 1) bookkeeping; 2) financial
information systems design; 3) valuation
services and fairness opinions; 4) internal
auditservices; 5) managerial services; and
6) broker-dealer, investment advisor, or

investment banking services. Auditors
wouldstill be permitted to offer tax-related
services to their audit clients.

Thebillwould force companiestochange
auditorseveryfouryears. Auditcompanies
would be allowed to seek a one-time
extension foranadditional four-year term.
Accountants who are with the same client
for more than the allotted time will not be
considered independent for the purposes
of certifying the clients’ financial
statements. Thebillalsoincludescorporate
governance reformsthat provide the audit
committee withmore responsibility. Audit
committees would be given the power to
hire and fire their auditors. Also, an audit
committee would be required to meet
quarterly with its auditors without the
presence of the corporate managers.

Thebillwould create apublicregulator,
which would have oversight over
accountants. Aseven-member boardwould
be chosen from the public and have a
chairman chosen by the SEC and the
Comptroller General. The board, which
would be self-funded through assessment
fees, would have the powerto makeitsown
rules (subjectto review by the SEC).

Duties ofthe board include establishing
quality standards for audits, performing
individual quality reviews of individual
audits, conducting inspections of audit
firms, setting independence standards, and
establishing ethical standards. The board
will have a full range of disciplinary and
investigative powers, including the power
to subpoena documents and compel
testimony.

The bill also addresses the potential for
conflict of interest among equity research
analysts. It would: 1) ban analysts from
holding stock inthe companiesthey cover;
2) prohibit analysts' compensation from
being based wholly orinpartoninvestment
banking revenue; 3) require analysts'
compensation to be based principally on
the quality oftheir research; and 4) require
the New York Stock Exchange and National
Association of Securities Dealers to
establish criteria for evaluating analysts'
research quality.

6. Financial Services Regulatory Relief
Act of 2002 (H.R. 3951). Introduced by
Representative Capito (R-WV) on March
13, 2002.

Status: Referred tothe House Committeeon
Financial Services.

The bill would update many laws that
governthefinancial servicesindustry with
the objective of reducing regulatory burden
for depository institutions.

Banks. The bill would remove current
restrictionsoninterstate branching by state
and national banks. The bill would allow
banks to establish interstate brancheson a
de novo basis, regardless of the state law.
Next, the bill would eliminate state-
mandated capital requirements. The bill
would expressly permit financial holding
companiestocross-marketthe products of
nonfinancial firmsinwhichtheir merchant
banking subsidiaries have invested. The
billwould amend the National Bank Act to
allow more national banks to seek S
Corporation status and its favorable tax
treatment. Finally, the bill would remove
certain reports that banks must file
concerning loans made to insiders of the
bank.

Thrifts. Banks are currently exempted
from the SEC’s broker-dealer registration
requirements (although this exemption is
due to be revoked by an SEC interim rule
that takes effect on May 12, 2002). This bill
would exempt thrifts as well. Second, the
bill would permit the merger and
consolidation of a thrift institution with
one or more of its nondepository
subsidiaries or affiliates. Third, thrifts
wouldbeallowed to make investmentsthat
aredesigned to promote the publicwelfare,
such as investments that would aid low-
and moderate-income families with
housing and other services. Currently,
national and state member banks are
permitted to make these public welfare
investments, like investing in a small
business investment company (SBIC).
Thrifts would be permitted to make these
types of investments under this bill.



CreditUnions. Creditunionswould be
allowed to exclude loans they make to
nonprofitreligiousorganizationsfromthe
amount of their total business loans. The
bill would allow privately insured credit
unions to become members of a Federal

SUMMARY OF FEDERAL REGULATIONS

Board of Governors of the Federal
Reserve System

Capital Maintenance: Nonfinancial Equity
Investments (1/25/2002)

The FRB, together with the Federal Deposit
Insurance Corporation and the Office ofthe
Comptroller ofthe Currency, issuedarule
establishing regulatory capital require-
ments for equity investments made in
nonfinancial companies. The rule would
applytofinancial holding companies, bank
holding companies, Edge and agreement
corporations, and banking organizations.
The rule does not apply to small business
investment company (SBIC) subsidiaries,
so long as a banking organization’s total
investment in the SBIC does not exceed 15
percent of Tier 1 capital.

The rule establishes a set of charges
against Tier 1 capital based on the total
adjusted carrying value of covered equity
investments in nonfinancial companies.
Therewould be acapital charge of 8 percent
for investments that account for less than
15percentofaninstitution’s Tier 1 capital.
A capital charge of 12 percentwould apply
to all investments in excess of 15 percent,
butlessthan 25 percent, of theinstitution’s
Tier 1 capital level. A capital charge of 25
percent would apply to all investments
exceeding 25 percent of the institution’s
Tier 1 capital.

Theagenciesreservetherighttoclosely
monitor and levy additional capital charges
on an institution if the facts and
circumstancesindicate thathigher charges
are necessary in relation to the risk of the
institution’s nonfinancial equity
investments.

The final rule is substantially similar to

Home Loan Bank. Current law permits
only federally insured credit unions to
become members.

Finally, the bill would allow credit
unions to invest in their service
organizationsupto 3 percent of the sum of

shares and undivided earnings. Service
organizations are any firm that provides
services associated with the routine
operations of a credit union.

the proposed rule, whichissummarizedin
Banking Legislation & Policy, First Quarter
2001. Theonesignificantdifference between
the final and proposed ruleis that the final
rule’s capital charges apply only to
investments made after March 13, 2000. For
furtherinformation, see 67 Federal Register,
pp. 3784-3807. (Regulations H and ).

Home Mortgage Disclosure Act (2/15/02)
The Board issued a final rule that, among
other things, expands the number of
nondepository institutions subject to the
Home Mortgage Disclosure Act (HMDA)
and requires HMDA reporters to include
information on interest rates.

Current regulations require a
nondepository lender to submit HMDA
dataif,inthe precedingyear, home purchase
loan originations comprised at least 10
percent of the lender’s total number of
originations. This rule adds a dollar value
threshold to this coverage test.
Nondepository lenders whose prior-year
home purchase loanoriginations, including
refinancings, equal or exceed $25 million
arerequiredtosubmitHMDA data, even if
they did notcrossthe percentage threshold.

Currently, lenders are allowed to select
from among four criteria when deciding
whetheranobligationisarefinancing (one
criterionisthatthe existing obligation was
secured by a lien on a dwelling). This
method has generated inconsistent datato
the extent that HMDA reporters are
choosing different scenarios to report as
refinancings. This new rule modifies the
definition of the term refinancing with the
goal of standardizing data received from
all lenders. The regulatory definition of
refinancing is redefined to mean a new

obligation that satisfies and replaces an
existing obligation by the same borrower,
where both the existing and the new
obligation are secured by a lien on a
dwelling.

CurrentBoard regulationsdefineahome-
improvementloanasany loanclassified by
the lending institution as a home-
improvement loan and any part of whose
proceedsaretobe usedfortheimprovement
of a dwelling. The rule modifies this
definition by defining any loan that is
secured by adwellingand where partofthe
proceedsare used for home improvement
asahome-improvementloan—regardless
of how the institution classifies the loan.
The rule is unchanged for those loans not
secured by a dwelling: these are only
considered home-improvementloansifthe
lender classifies them as such.

The new rule extends reporting
requirements to pre-approvals, as long as
the lender specifies: 1) the maximum
amountof creditthat itcommitsto extend;
2) the period of time the commitment is
valid; and 3) that the commitment may be
subjecttoconditions. Thefinal rule requires
creditorstoreportthespread onloanswhere
the annual percentage rate (APR) charged
on loans exceeds the yield on Treasury
securities of comparable maturity by 3
percentage points for first lien loansand 5
percentage points for second lien loans.
Creditors are also required to indicate
whether the loan is covered by the Home
Ownership and Equity Protection Act of
1994 (HOEPA) or if the loan involves a
manufactured home. For further
information, see 67 Federal Register, pp.
7221-51. (Regulation C)

In a related rulemaking, the Board is



proposing to require institutions to report
whether an originated loan is or would be
secured by afirstlienonadwelling, secured
by asubordinate lien on adwelling, or not
secured byalienonadwelling. The Board
requests comment on this proposed
requirementand whether purchased loans
should be subject to these same
requirements. The proposed rule would
alsorequire lendersto requestinformation
on race, ethnicity, and gender during
telephoneapplications. Currently, lending
institutionsare permitted, butnot required,
torequestsuch information. The proposal
would require lenders to request such
information while still informing
applicants of their right to not answer the
guestions. For reporting purposes,
applicantswho choose nottoanswerwould
be simply coded as a telephone, mail, or
Internetapplicant.

The Board is also seeking comment on
the issue of appropriate price thresholds
for determining for which loans lenders
must report pricing data (for more
information see the final rule above). In
particular, the Board seeks comment on
whatistheappropriate date for determining
the APR spread (the final rule stipulates
that the spread is calculated by the
difference betweenthe APRontheloanand
theyield onthe comparable Treasury note
onthe 15" ofthe month previousto the loan
being made). Commentsonthisrulewere
due April12,2002. For furtherinformation,
see 67 Federal Register, pp. 7252-53.
(RegulationC)

Equity Investments (2/21/02)
The Board of Governors of the Federal
Reserve System issued a statement on
February 21,2002, permitting state member
banks to hold equity securities as a hedge
for equity derivative transactions. An
“equity derivativetransaction” isacontract
that provides for the bank to pay or be paid
anamountthatis based on the total return
or price of either a single equity security, a
group ofthem, oran index based onequity
securities.

State member bankswill be permitted to
hold equity securities only for hedging
purposesand are prohibited from holding

them for speculative or investment
purposes. In order to do so, state member
banks must have the authority under
applicable state law to enter into equity
derivative transactions and to purchase
equitysecuritiesforhedging purposes. They
must also seek prior approval from the
director of the Division of Banking
Supervision and Regulation before
acquiring any equity securities. Finally,
they may hold a maximum of 5 percent of
the stock of any one issuer.

Financial Crimes Enforcement Network

Money Laundering (1/31/01)

On December 31,2001, the Financial Crimes
Enforcement Network (FINCEN) issued an
interim rule, with request for comment,
which will amend regulations of the Bank
Secrecy Act. The rule adds a section that
requiresareportto be filedwhenaperson,
while conducting a nonfinancial trade or
business, receives more than $10,000 in
coinsorcurrency. Thisrequired reporting
also applies to two or more related
transactions in excess of $10,000.

The definition of currency, for the
purposesofthe proposedandinterimrule,
includes monetary instruments like
cashiers’ checks, bank drafts, traveler’s
checks,and moneyorders. Theinterimrule
requires reporting of transactions that are
almost identical to transactions that must
bereportedtothe Internal Revenue Service
(IRS). Comments on this rule were due
March 1, 2002. The interim rule became
effective January 1, 2002. For further
information, see 66 Federal Register, pp.
67685-86 or pp. 67680-84.

Information Sharing (3/4/02)
The Financial Crimes Enforcement
Network (FINCEN) published an interim
rule, witharequestforcomment,on March
4,2002. Thisruleimplements provisions of
the USAPATRIOT Actthatare intended to
preventmoney launderingand terrorism.
The rule includes a broad definition of
the financial institutions that the rule will
cover. Inthisrule,afinancial institution is
defined as: 1) an institution that is subject
to the reporting of Suspicious Activity

Report bulletins (which includes banks,
savings associations, credit unions) that is
notamoney services business; 2) a broker
or dealer registered with the SEC; 3) an
issuer oftraveler’schecks ormoney orders;
4) aregistered money transmitter; 5) or an
operator of a credit card system that is not
in the money services business.

To share information, financial
institutions mustfirstcertify tothe Treasury
they will use procedures that ensure the
confidentiality of theinformationand that
the information will not be used for
unauthorized purposes (this certification
must be provided annually). Financial
institutions would then be permitted to
share information with other qualified
financial institutions for the purpose of
identifying individuals, organizations, or
countries that may be involved in money
laundering or terrorist activities.

Financial institutions would not be
allowed to use this information other than
for the purposes of reporting to law
enforcement authorities or determining
whether to establish or maintainanaccount
or engage in a transaction. Comments on
this proposed rule were due April 3, 2002.
For further information, see 67 Federal
Register, pp. 9879-9887 or pp. 9874-9878.

Information Sharing (3/4/02)

FinCEN has published anotice of proposed
rulemaking in accordance with certain
provisions of the USA PATRIOT Act that
removed certain barriers to information
sharing between financial institutionsand
federal law enforcementagencies.

The proposed rulewouldallow FinCEN,
attherequestofafederal law enforcement
agency, torequireafinancial institutionto
search its records and determine if it
maintains (or had maintained previously)
accounts with individuals, entities, or
organizations specified by FInCEN.

Additionally, the financial institutions
would be required tosearchforand report
on any transactions they have engaged in
with the party specified by FInCEN. A
federal law enforcementagency requesting
such information must certify that the
individual, entity, or organization in
guestion is engaged in or reasonably
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suspected (based on credible evidence) of
being engaged in money laundering or
terrorist activities. Financial institutions
that identify any account or transaction
named in the FINCEN request would be
required tofileareportto FinCEN.

Financial institutions would be
prohibited from disclosing information
provided to FinCEN to anyone other than
FinCEN and the federal law enforcement
agency involved in the request. The
proposed rule would require financial
institutions to maintain adequate security
policies to ensure the confidentiality of
FinCEN requests forinformation. Finally,
financial institutions could use information
provided to FinCEN only to determine
whether to establish or maintainanaccount
or engage in a transaction. Comments on
this proposed rule were due April 3, 2002.
For further information, see 67 Federal
Register, pp. 9879-9887.

Office ofthe Comptroller of the Currency

Well-Managed Federal Branches (3/4/02)
The Office ofthe Comptroller ofthe Currency
(OCC) issued an interim rule on March 4,
2002, which implements more flexible
capital equivalency requirements for well-
managed federal branches of foreign banks.
Federal branches of foreign banks are
required by U.S. law to maintain capital
equivalency deposits (CEDSs) in trust at
other banks. These CEDs mustbe atleast5
percent of their liabilities and cannot be
withdrawn without OCC approval.

The OCCisimplementing two changes:
First, low-risk branches will be allowed to
withdraw excess funds from their CEDs
without prior OCC approval. Second, the
OCCisamendingthe way it calculates the
CED liability for qualifying branches of
foreign banks. International banking
facilities, whicharearmsofabankthatonly
acceptdepositsand extend credittoforeign
companies and individuals, will be
excluded fromtheliability calculation. The
OCC will still require a minimum CED
amount of $1 million per branch (even if

this amount is greater than the 5 percent)
and that the assets in the CED accounts
mustbe free from liensor claims by others.
Thisinterim rule became effective January
30, 2002, and comments on it were due
April 1,2002. For further information, see
67 Federal Register, pp. 4325-26.

Office of Federal Housing Enterprise
Oversight

Prompt Supervisory Response and Corrective
Action (1/25/02)

The Office of Federal Housing Enterprise
Oversight (OFHEO) hasissued afinal rule
that implements a prompt supervisory
response systemand aprocedurefortaking
promptcorrectiveaction. OFHEOischarged
with the oversight of the Federal National
Mortgage Association (Fannie Mae) and
the Federal Home Loan Mortgage
Corporation (Freddie Mac) to ensure that
they are adequately capitalized and
operated safely. The rule was initially
proposed on April 10, 2001.

The first part of the rule establishes a
system of prompt supervisory response,
which will be used when circumstances at
Fannie Mae and Freddie Mac warrant a
supervisoryreviewfrom OFHEO. Aprompt
supervisory response will be triggered if
one of the following five events occurs: 1)
OFHEOQ’s national House Price Index for
themostrecentquarter decreasesmorethan
2 percentfromfour quarters previously; 2)
anenterprise’s publicly reported netincome
forthe most recentquarterislessthan one-
half ofitsaverage quarterly netincome for
any four quarters during the prior eight
guarters; 3) an enterprise’s net interest
margin is less than one-half of its average
guarterly net interest margin for any four
quartersduring the prioreight quarters; 4)
the proportion of single-family mortgage
loans (owned or securitized by an
enterprise) that are delinquent 90 or more
days or in foreclosure increased by more
than one percentage pointcompared tothe
lowest proportion of such loans over the
past four quarters; or 5) any other

developmentthat OFHEO determinesinits
discretion presents a risk to the safety and
soundness oftheenterprise orisaviolation
ofapplicable laws or regulations. Ifany of
theaforementioned developmentsoccurat
either Fannie Mae or Freddie Mac, thefinal
rule establishes a supervisory response
framework that consists of four levels.

The second part of this rule establishes
the procedures for OFHEO to take prompt
correctiveactionin response todeclinesin
the capital levels of Freddie Macand Fannie
Mae. The rule sets out two capital
classifications schemes that are based on
capital thresholds (risk-based capital level,
minimum capital level, and the critical
capital level): A permanent classification
structure thatwill take effect one year after
OFHEO’s risk-based capital rule has
become effective (September 13,2002) and
an interim capital classification scheme
that will be used until then.

OFHEO is required to classify each
enterprise four times a year and must
provide notice prior to each classification.
In these notices, OFHEO is required to
describethe proposed capital classification,
the information used to base such a
classification, and the reasons for the
proposed classification. An enterprise has
30 days to submit a written response,
providing information they feelis relevant
to their capital classification. Finally,
OFHEO reservestherighttoissue anotice
of and undertake the process of capital
classification of an enterprise at any time.

The final rule also limits capital
distributions by Freddie Mac and Fannie
Mae. An enterprise is prohibited from
making any capital distribution thatwould
decreasetotal capital ofanenterprise below
its risk-based capital level or reduce the
core capital of an enterprise below its
minimum capital level. An enterprise is
prohibited from making any capital
distribution that would result in its being
classified in a lower capital classification
than “adequately capitalized.” Finally,an
enterprisethatisclassified as “significantly
orcritically undercapitalized” is prohibited



from making any capital distribution
without the prior written approval of
OFHEO. Therulebecameeffective February
25, 2002. For further information, see 67
Federal Register, pp. 3587-3605.

National CreditUnion Administration

Prompt Corrective Action; Requirements for
Insurance (3/19/02)

The National CreditUnion Administration
(NCUA) issued a final rule on March 19,

SUMMARY OF JUDICIAL DEVELOPMENTS

On January 22, 2002, the United States
Supreme Court announced it had refused
toheartwo casesthatwerefiled inresponse
to the passage of the Financial Institutions
Reform, Recovery, and Enforcement Act of
1989 (FIRREA). These two cases, both
involving CaliforniaFederal Bank and the
United States government, are among a
large number of lawsuits filed against the
government after the passage of FIRREA
eliminated the use of special accounting
treatment for intangible assets granted to
the acquirers of failing thrifts.

The first case (California Federal Bank
FSBv.U.S.,U.S.,No.01-592) wasanappeal
by the U.S. government on a ruling of
damagesagainstit. CaliforniaFederal Bank
was awarded damages of about$23 million
by the United States Courtof Federal Claims
because of the government’s “breach of an
agreement to allow plaintiff to treat
liabilities acquired from failing thrifts as
goodwill that satisfied capital
requirements.” The second case (U.S. v.
California Federal Bank FSB, U.S., No. 01-
698) was an appeal of the Federal Circuit’s
decision that a contract actually existed
between California Federal Bank and the

2002, thatwill require all federally insured
credit unions to file quarterly financial
andstatistical reports. Previously, federally
insured creditunionswithover $50 million
in assets had to file these reports, also
called call reports, quarterly. Creditunions
with less than $50 million in assets
previously only had to file these reports
semiannually.

Thefinal rule directsthe NCUA staffto
developashorterversionofthecall report
prior tothe third quarter of 2002. Therule

allows credit unions with less than $10
million in assets to file the shorter version
ofthecall reportinthefirstandthird quarters
oftheyear. Theystillwill berequiredtofile
the full version of the call report in the
second and fourth quartersoftheyear. The
rule is effective July 1, 2002. For further
information, see 67 Federal Register, pp.
12459-64.

U.S. government. The government
contested the presence of a contract
between it and California Federal Bank,
saying that an exchange of documents
between California Federal Bank and
financial regulators did not constitute a
contractual promise on the part of the
United Statesgovernment.
Forfurtherinformation onthe issue of
FIRREA and subsequent goodwill
litigation, see Banking Legislation & Policy,
Second Quarter 1999. It summarizes the
case of Glendale Federal Bank, FSB v. The
United States and provides more
background information onthe passage of
FIRREA and the subsequent litigation
against the United States government.

On March 1, 2002, the United States
Appeals Court for the Ninth Circuitruled
thatfurnishersof creditinformation canbe
sued under the Fair Credit Reporting Act
(FCRA) if they distribute disputed credit
information without attempting to verify
its accuracy. The appeals court took the
position presented by the Federal Trade
Commission (which appeared as a friend
ofthe court) that furnishersofinformation

(e.g.,amortgage lender) cansavethemselves
from liability by simply investigating a
disputed itemand reporting their findings
tocreditreporting agencies (CRAS).
Thecase resulted fromamortgage loan
from Chase Manhattan Mortgage Company
toMr. Nelsonandaco-signatoryin1995. In
1998, the co-signatory filed for bankruptcy
while Mr. Nelson continued to make the
payments on the mortgage in a timely
fashion. Subsequently, Mr. Nelson had
difficulties obtaining financing on several
occasions, because of a bankruptcy being
noted on hiscreditreport. He disputed this
claimwithtwo CRAsand with Chase. But
the bankruptcy wasstill noted on hiscredit
report in 1999, at which time he filed suit
against Chase for failing to comply with
FCRA. The District Court of Nevada
dismissed the suit, holding that the
applicable section of the FCRA did not
allow for private lawsuits. The court of
appeals noted that the primary purpose of
the FCRA was to protect consumers from
inaccurate and incomplete creditreporting.
The courtconcluded thatallowing injured
consumers such a private remedy would
serve this main purpose of the FCRA.



Additionally, the courtconcluded that
Congress had very carefully drafted the
FCRA to strike a very delicate balance
between consumers, CRAs, furnishers of
credit information, and users of credit
information. Thus, the courtconcluded that
it could not “introduce limitations on an
express rightof action where no limitation
has been written by the legislature.”

On March 14,2002, the United States Court
of Appeals for the Ninth Circuit ruled that
banks are prohibited from using directly
deposited Social Security and supple-
mental security income (SSI) benefits to
offsetoverdraftsand overdraftcharges. The
courtruledthatthe practice violated federal
law that extends protections to Social
Security and SSI benefits. The case, Lopezv.
Washington Mutual Bank Inc., (9" Cir., No.
01-15303, 3/14/02), was the result of a
lawsuit brought by Luis Lopez and other
Social Security recipients against
Washington Mutual Bank Inc. In the case

SUMMARY OF THIRD DISTRICT DEVELOPMENTS

New Jersey

On March 7, 2002, the New Jersey State
Senate passed a bill (by a vote of 39-0) that
would increase the loan to value ratio for
loans eligible for mortgage guarantee
insurance. The bill (A.473) passed the
Assembly by avote of 76-0on February 11,
2002. The bill would allow mortgage
guaranty insurance companies to insure
100 percent of the fair market value of the
real estate securing the mortgage. Currently,
they caninsureonly upto 97 percentofthe
fair market value of the real estate securing
the mortgage. The bill was introduced on
January 2,2002, by Assemblymen Bateman
and Decroce.
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ofeach plaintiff, theiraccountswere debited
tocover for overdrafts previously incurred
on the account. Notice of this procedure
was provided in disclosures that the
consumers were given when opening the
account. The funds that Washington
Mutual usedturned outto have beendirectly
deposited Social Security and SSI benefits.

The decision by the court focused on
whether the plaintiffs had given consent
for Washington Mutual to use their directly
deposited Social Security and SSI benefits
to cover their account deficiencies. The
court noted that the Social Security Act
prohibits the use of Social Security and SSI
benefits by various methods, including
“other legal process.” The courtfound that
Washington Mutual had used “other legal
means” and violated federal law “because
there was no knowing, affirmative, and
unequivocal consent by the plaintiffs to
such practice.” The ruling could be an
important one, because it may prevent
banks from being able to offer overdraft

protection to any recipients of directly
deposited Social Security and SSI benefits.
This ruling would not impact accounts
where those benefits are not received
throughdirectdeposit.

Inthe future, bankswould havetogain
affirmative consent from Social Security
beneficiariesto use their fundsfor overdraft
protection and fees. Inthis consent, banks
would have to explicitly describe to the
beneficiariesthe protectionsthat the Social
Security Act provides them. Customers
could then decide whether to allow the
bank to use their directly deposited Social
Security and SSI benefitstocover overdrafts.
However,inthe concurrence,Judge Noonan
noted thatthe Social Security Act prohibited
assignment of future Social Security benefits
by the recipient. If so, the judge noted that
congressional legislation may be the only
way to solve the conflict between the
prohibition in the Social Security Act and
convenience of direct deposit.

The New Jersey DepartmentofBanking
and Insurance adopted a final rule on
January 4, 2002, that would increase the
capital requirements of new depository
institutionsapplying for statecharters. The
final ruleincreases the required capital for
a new depository institution from
$5,000,000t0 $6,000,000. Stock institutions
musthold at least $3,000,000 of this total in
capital stock, which was increased from
$2,500,000. Thedepartmentisnotchanging
the required amount of capital for the
establishment of a new limited-purpose
trustcompany; itremainssetat $2,000,000.

At the same time, the Department of
Banking and Insurance sought to reduce

the burden associated with these new
increased capital requirements. The final
ruleamendsamandatory charter condition
by reducing the Tier 1 capital-to-assetsratio
a depository institution must hold.
Previously, a new depository institution
had to maintain a capital-to-assets ratio of
atleast 10 percentforaperiod of five years.
The final rule lowers the ratio to at least 8
percent of the bank’s total assets and for a
period of only three years. The rule became
effective February 4,2002,and itexpireson
March 6, 2006.



Federal Reserve Bank of Philadelphia
Resear ch Department Publications

BankingBrief
Analyzes recent trendsin the tri-state region of Pennsylvania, New Jersey, and Delaware.
Quarterly.

BankingL egislation & Policy
Summarizes and updates pending banking and financial legislation, regulation, and judicial
activity at the federal level and for the Third District states. Published four times a year.

BusinessOutlook Survey
A survey of manufacturerslocated in the Third Federal Reserve District and having 100
employees or more. Monthly.

Business Review
Presents articles written by staff economists and dealing with economic policy, financial
economics, banking, and regional economic issues. Quarterly.

Livingston Survey
A summary of forecasts from business, government, and academic economists. Published in June
and December.

Regional Highlights
Analyzes recent economic activity in the Third Federal Reserve District. Quarterly.

Research Rap
Presents summaries of recent Philadel phia Federal Reserve Bank Working Papers.

South Jersey Business Survey
A survey of business establishments located in the South Jersey region. Quarterly.

Survey of Professional Forecasters
Contains short-term forecasts of major macroeconomic data, plus long-term forecasts of
inflation. Quarterly.

For subscriptionsto Research Department publications, call (215) 574-6428.
All of thesepublicationscan befound ontheFederal ReserveBank of Philadel phia swebsite,
http:/Awww.phil frb.org.
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