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Recent Developments

Anti-Money Laundering Legislation
Enacted

On October 26, PresidentBush signedinto
lawthe Uniting and Strengthening America
by Providing Appropriate Tools Required
to Interceptand Obstruct Terrorism Act of
2001, or the USA PATRIOT Act of 2001
(Public Law 107-56). This law is a
combination ofthree differentbills:aHouse
anti-terrorism bill (H.R. 2975), a House
money laundering bill (H.R. 3004), and a
Senate money laundering bill (S. 1510).
Title Il ofthe USAPATRIOT Actisthe part
of the anti-terrorism package aimed at
eliminating money laundering.

The act specifies new due diligence
standards for U.S. banks that deal with
foreign banks; new powers for the
government (the Treasury secretary in
particular) toimposestricter standards on
countries, institutions, transactions, and
jurisdictions that are of “primary money
laundering concern’;and new information
sharing between the public and private
sector in regard to money laundering and
terrorism investigations. The major
provisions of the act are outlined under
Summary of Federal Legislation.

CourtRules AgainstVisaand MasterCard
In AntitrustCase

On October9,the U.S. District Courtforthe
Southern District of New York returned a
mixed decision in the Department of
Justice’s (DOJ) antitrust suit against Visa
and MasterCard (U.S. v. Visa U.S.A. Inc.,
S.D.N.Y., No. 98 Civ. 7076(BSJ), 10/9/01).
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Thecourtruledthatthe DOJ had proventhe
exclusionary rules of the Visa and
MasterCard associations to be anti-
competitive. The courtwentontosay that
these exclusionary rules should be

abolished. However, the court ruled that
the DOJhad not proventhatthe governance
structures of the Visa and MasterCard
associations were having adverse effects
on competition in the payment cards
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industry or on consumer welfare.

The DOJclaimed Visaand MasterCard
had blocked competition from American
Expressand Discover through their use of
exclusionary rules. Under the rules of the
Visaand MasterCard associations, member
banks of either association may issue Visa
and MasterCard credit and charge cards
but may not issue American Express or
Discover cards. The penalty for issuing
Discover or American Expresscardsisthat
the bank may no longer issue Visa or
MasterCard credit and charge cards. The
courtfound that these rules “raise the cost
to a member bank of issuing American
Express and Discover credit cards to
prohibitively high levels and make it
practically impossible for American
Express and Discover to convince
banks...to issue cards on their networks.”

SUMMARY OF FEDERAL LEGISLATION

Enacted Legislation
1. USA Patriot Act of 2001 (H.R. 3162).
Introduced by Rep. Sensenbrenner (R-W1)
on October 23, 2001.

Status: Signed into law by the Presidenton
October 26, 2001. Public Law 107-56.
Related Bills: H.R. 2975, H.R. 3004, H.R.
1114, S. 398, and S. 1510.

The USA PATRIOT Act of 2001 is an anti-
terrorism law that was passed in response
to the terrorist attacks of September 11,
2001. Title Il of the USA PATRIOT Act of
2001, called the International Money
Laundering Abatementand Anti-Terrorist
Financing Act of 2001 (the act), will have a
substantial impactonthefinancial services
industry as well as on financial regulation
in the future. The act is made up of three
major parts, each containing numerous
provisions. They are as follows: 1)
International Counter Money Laundering
and Related Measures, 2) Bank Secrecy Act
Amendmentsand Related Improvements,
and 3) Currency Crimes.

International Counter Money Laundering and
Related Measures

Theactgivesthesecretary of the Treasury,
in consultation with the State Department
and various financial regulators, the
authority to require domestic financial
institutions to report on all transactionsin
a specified account or class of accounts,
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The courtorderedthe Visaand MasterCard
associations to abolish their exclusionary
rules and ruled that individual banks
currently locked intoagreementswith Visa
and MasterCard are now allowed to
negotiate issuing arrangements with
American Express and Discover.

The DOJ initially filed the lawsuit
against Visa U.S.A. and MasterCard
International in October 1998, charging
them with anti-competitive practices in
violation of Section 1 of the Sherman Act.
The DOJ claimed that the “governance
duality” oftheassociations had diminished
the incentive for Visa and MasterCard to
invest in or implement new technologies
and programs that would benefit card-
holders at the expense of one of the
associations. The DOJdefinesgovernance
duality as a governance structure that

allows banks to have “formal decision-
making authority in one system while
issuingasignificant percentage of its credit
and charge cards on the rival system.”
Thus, abank that primarily or exclusively
offers VISA cards could appointadirector
to the MasterCard board, or vice versa.
However,the courtfoundthatthe evidence
presented by the DOJ failed to show that
dual governance had significant adverse
effects on competition and innovation in
the credit and charge card industry. The
courtalso noted that dual governance was
a thing of the past anyway. Banks that
primarily or exclusively deal in only one
card look to appoint directors only to that
organization. Thus, the court found in
favor of Visaand MasterCard on countone.

including identifying the owner of the
accounts orother partiestothetransaction,
wherethereisaprimary money laundering
concern. In particular, these new
requirements are mandated for financial
institutions' dealings with payable-
through and correspondent accounts.
Payable-through accounts are accounts
opened in the U. S. by a foreign banking
institution on behalfofits customers. Also,
the secretary of the Treasury may prohibit
domesticinstitutions from establishing or
maintaining correspondentaccounts with
any foreign bank.

The act mandates the secretary of the
Treasury to formulate regulations, within
120 days of the law being enacted, which
will promote cooperationamong financial
institutions, financial regulators, and law
enforcement authorities in their efforts to
investigate terroristand money laundering
activities. The act waives a financial
institution’s liability resulting from the
sharing ofinformation (with other financial
institutions) for the purpose of identifying
andreportingonactivitiesthat may involve
money laundering or terrorist acts.
However, the Department of the Treasury
would first have to be notified of any
informationsharing. Theactalsoinstructs
the secretary of the Treasury, the secretary
of State, and the Board of Governors of the
Federal Reserve System to engage in
negotiations with their counterparts in
foreign countries to promote international

cooperation in dealing with money
laundering. The act amends the Bank
Holding Company Act and the Federal
Deposit Insurance Act by requiring the
Federal Reserve Board to “take into
consideration the effectiveness of the
company orcompaniesincombatingmoney
launderingactivities, includingin overseas
branches” when considering applications
for mergers and acquisitions.

The act pays particular attention to
correspondent relationships between
domesticfinancial institutionsandforeign
banks. The secretary of the Treasury can
require new record keeping and reporting
requirements in connection with
correspondent accounts. Financial
institutions are required to establish due
diligence procedures that will detect and
report instances of money laundering
through private banking or correspondent
banking accounts involving foreign
persons. With respect to a correspondent
account with a foreign bank (that has an
offshore banking licenseorislicensed by a
“noncooperative” country),ataminimum,
thiswill requirethe verification ofthe bank’s
owner, as well as the identity of any other
banks with which it has a correspondent
relationship. With respect to private
banking accounts, ata minimum, this will
require ascertaining the identity of the
nominal and beneficial ownersof the funds
aswellasthe source of the funds deposited.
A beneficial owner is a person who enjoys



the benefits of ownership of an account
even though the title is in another name.
Furthermore, the act prohibits financial
institutions fromestablishing, overseeing,
or maintaining correspondentaccountson
behalf of a shell bank. A shell bank is one
that does not have a physical location in
any country. Also, financial institutions
are directed to be vigilant with
correspondentaccountsthatare beingused
indirectly for the benefit of a shell bank.

The act calls upon the secretary of the
Treasury to draw up new minimum
guidelinesforidentifying customerswhen
they establish new accountswith financial
institutions. The secretary is also called
upon to encourage foreign ministers to
establish guidelines that will identify and
provide the names of the originators of wire
transfers into the United States. The
secretary of the Treasury is also given the
power to regulate concentrationaccountsif
the secretary believestheyare beingusedto
obscuretheidentity of the beneficial owner
or the movement of funds between the
customer and the beneficial owner. A
concentrationaccountisasingle centralized
account into which funds collected at
regional locations are transferred.

The act establishes specific legal
measuresand guidelinesthatare tobe used
with regard to money laundering cases.
First, theactamendsfederal criminal lawto
include foreign corruption offenses, like
bribery,asmoney laundering crimes. Next,
theactallowsthe federal courtsto consider
evidence in lawsuits contesting property
forfeiture brought against the U.S.
government“thatis otherwiseinadmissible
under the Federal Rules of Evidence, if the
court determines that the evidence is
reliable, and that compliance with the
Federal Rules of Evidence may jeopardize
the national security interests of the United
States.” The act establishes federal
jurisdiction overforeign money launderers
and over money thatis laundered through
a foreign bank. The court may issue a
restraining order on any assets held in the
United States of a defendant in a money
laundering caseinordertosatisfy judgment
of the case. Finally, the act prescribes
criminal penalties forfederal employeesor
officials that accept or seek bribes in
associationwith the person’s office or title.

Bank Secrecy Act Amendments and Related
Improvements

Financial institutions would be permitted
toavoidcivilliability underthe Bank Secrecy

Actiftheydisclose informationconcerning
suspicious activity by their customers to
intelligence and security agencies. In
addition, this section allows financial
institutions to include in written
employment references instances of
suspicious illegal activity by an employee
(currentorformer).

The act amends a number of federal
laws related to privacy tofoster information
sharing during counter-terrorism
investigations. Inparticular, theactamends
the Rightto Financial Privacy Actto allow
financial records to be transferred among
government agencies if the agencies are
engaged inaterrorism (or counter-terrorism)
investigationwheretherecordsarerelevant.
The act amends the Fair Credit Reporting
Act by requiring consumer reporting
agenciestotransferalltheinformationina
consumer’s file at the request of a
government agency that is involved in a
counter-terrorism investigation (ifthefiles
arerelevantto the investigation).

The act transfers authority over the
Financial Crimes Enforcement Network
(FinCEN) exclusively to the Department of
the Treasury. The director of FinCEN will
be appointed by the secretary of the
Treasury. The act amends the Federal
Reserve Actby calling foranincreaseinthe
protection of Federal Reservefacilities.

The act increases the civil and
criminal penalties associated with money
laundering. The maximum civil penalty is
increased from $10,000 to $1 million. The
maximum for criminal fines is increased
from $250,000to $1 million. Inaddition, the
minimum for both civil penalties and
criminal fines is established as double the
amount of the illegal transaction.

Currency Crimes

Theactincreasesthe penaltiesforbulk cash
smuggling. Smuggling and/or knowing
concealment in excess of $10,000 in
monetary instrumentsisnow considereda
bulk cash smuggling felony. In addition,
forfeiture of all property involved in money
laundering cases is no longer up to the
court’sdiscretion butisnow mandatory as
part of a criminal sentence. The act also
amends federal criminal code to allow for
fines and imprisonment for operating or
owningan unlicensed money transmitting
business. The actmodifies the definition of
the term “counterfeiting” to include the
making or acquiring of an analog, digital,
or electronic image of an obligation or
security issued by the U.S.

New Legislation

1. Home Ownership Expansion and
Opportunities Act of 2001 (H.R. 3206)
Introduced by Representative Roukema
(R-NJ) on November 1, 2001.

Status: Referred tothe House Committeeon
Financial Services. Related Bills: S. 1260.

This bill would allow the Government
National Mortgage Association (Ginnie
Mae) tobuy and securitize privatelyinsured
home mortgage loans. Currently, Ginnie
Mae can only securitize mortgages
guaranteed by the U.S.government. Infiscal
year 2002, Ginnie Mae would be allowed to
securitize up to $50 billionin conventional
private mortgages. If the bill is enacted,
Ginnie Mae would become acompetitorto
Fannie Mae and Freddie Mac.

This bill would establish criteria for
what type of privately insured home
mortgage loans Ginnie Mae would be
allowed to securitize. Such loans must: 1)
be secured by a property comprisingone-to
four-family dwelling units, 2) have atermof
notlonger than 30 years, 3) have a loan-to-
value ratio of 85 percent or higher, and 4)
have an original principal obligation that
doesnotexceed the conventional mortgage
limit (currently set at $250,000). Private
mortgage insurance must cover at least 25
percentoftheloanifthe loan-to-valueratio
isbetween85and 95 percent. Thisincreases
to 30 percent coverage for loan-to-value
ratios between 90and 95 percent,andto 35
percentifthe loan-to-value ratio exceeds 95
percent. Additionally, the secretary of
Housingand Urban Developmentand the
director of Ginnie Mae are required to
formulate minimum underwriting
standards for the securities that are to be
backed by conventional private mortgages.

2. Accessand Opennessin Small Business
Lending Actof2001 (H.R.3372). Introduced
by Representative McGovern (D-MA) on
November 29, 2001.

Status: Referred to the House Committeeon
Financial Services.

This bill would revise the data collection
requirements of the Community
Reinvestment Actsothatthey are identical
totherequirementscontained inthe Home
Mortgage Disclosure Act(HMDA). Lenders
wouldberequiredtocollectdataonwhether
the borrower is a minority- or woman-
owned business. Also, the data would
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include information on the type and
purpose of the loan, theamountofthe loan,
the action taken by the lender, the census
tract the business is located in, and the
gross annual revenue of the business.
Borrowerswould havearighttorefuse
to divulge any or all of this information.
Also, institutions not subject to HMDA
would be exempt from collecting
information on small-business loans.
Finally, the information on whether the
business is minority- or woman-owned
would not be accessible by any person at
the banking institution involved in
deciding whether to approve the loan.

3. Community Choice in Real Estate Act
(H.R.3424). Introduced by Representative
Calvert (R-CA) on December 6,2001.

Status: Referred tothe House Committeeon
Financial Services.

SUMMARY OF FEDERAL REGULATIONS

Board of Governorsofthe Federal Reserve
System

International Banking Operations
(10/26/01)

The Federal Reserve Board completed its
review of Regulation K and issued a final
rule on October 26, 2001. Regulation K
governs international banking operations
and is composed of four subparts (A
through D). The final ruleamendssubparts
A, B, and C. These changes were first
proposed in December 1997 in the Federal
Register (62 FR 68423). Before the proposed
rule could be finalized, Congress passed
the Gramm-Leach-Bliley Act(GLBA). The
Board postponed implementing the
proposed changes until GLBA could be
implemented.

Subpart A: International Operations of
U.S.Banking Organizations. Thissection
amends Regulation K by making changes
to six activities related to U.S. banking
organizations’ activities abroad. The
changes will: 1) expand permissible
government bond trading by foreign
branches of member banks; 2) expand
permissible equity underwriting activities
abroad for well-capitalized and well-
managed U.S. banking organizations; 3)
implement a provision allowing member
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This bill would prohibit bank regulators
from designating real estate management
and brokerage business as financial in
nature underthe Gramm-Leach-Bliley Act.
That would prevent financial holding
companies (FHCs) fromengaging inthese
activities. Thereisanexceptionfor property
ownedbyanFHC. Thebillisinresponseto
theexpectationthatthe Board of Governors
and the Treasury Department are soon
goingto passrulesthatwill allow financial
holding companies and national banks
into the real estate business.

Pending Legislation

1. Financial Services Antifraud Network
Act (H.R. 1408). Introduced by
Representative Rogers (R-MI) on April 4,
2001.

Status: Passed House on November 6, 2001,
by avote of 392 to 4; measure was received

in the Senate on November 7, 2001.

Thisbillwould create acomputer network
to streamline and facilitate the antifraud
information-sharing efforts of federal and
state regulators. The information shared
would be concerning financial services
professionals who have been convicted of
fraud or have beenthesubjectofenforcement
actions by federal regulators. The
information-sharing computer network,
whichwould have to be in place two years
after the bill is passed into law, would
allow financial regulators to inform each
other confidentially about the fraudulent
activities of professionals in the financial
and insurance industry.

bankstoinvestupto20percent (previously,
10 percent was the limit) of capital and
surplusinthestock of Edge and agreement
corporations; 4) streamline proceduresfor
establishment of foreign branches by U.S.
banking organizations; 5) expand general
consentauthority for well-capitalized and
well-managed U.S. banking organizations;
and 6) amend the debt/equity swaps
authority to reflect changes in
circumstances of eligible countries.

U.S. banks operating in foreign
countries have beenallowed tounderwrite
and deal in obligations of the host country
of the bank. This final rule will amend the
current regulations to permit foreign
branches of U.S. banks to underwrite and
dealingovernmentbondsofcountriesother
than the host country. However, these
bonds must be investment grade, and the
foreign branches mustbe soundly runand
subjecttoaprudentregulatory system.

Under the final rule, a financial
institution’s first investment in a foreign
subsidiary or joint venture must receive
prior consent by the Board. The rule also
amends Regulation Kto permitaU.S. bank
toestablishbranchesinitsfirsttwo foreign
countries after providing 30 days’ prior
noticetothe Board of Governors (previously
each bank had to seek specificconsentfrom
the Board). Bank holding companies,

member banks, and Edge and agreement
corporationsthatalready haveabranchin
aforeign country do not need to give prior
notice when further branching is done in
that country. Next, U.S. banks that have
already established branchesintwaoforeign
countries need to give only 12 days’ prior
notice (used to be 45 days) before
establishing branches in a country for the
firsttime and where no other affiliates have
a presence already. Finally, nonbanking
subsidiaries may open a branch in a new
country without prior notice even when
none of its affiliates has a presence there.

Regulation K establisheslimitsforeach
bank’s foreign subsidiary when
underwriting equity securities. Under this
rule, well-capitalized and well-managed
banking organizationswould be subjectto
alimitof25percentoftier 1 capital ontheir
equity underwriting, althoughamaximum
of 15 percentofthe bank’stier 1 capital may
be committed tothe underwriting ofasingle
organization’s equity securities. Banking
organizations not considered well
capitalized and well managed by the Board
are still subject to the original limit of $60
million. Banking organizations will have
to provide 30 days’ prior notice before
commencing equity underwriting outside
the U.S.

Regulation K also establishes limits



for international equity dealing by U.S.
banking organizations. The final rule
establishes an aggregate limit for equity
dealing of 25 percent of tier 1 capital for
bank holding companiesand 20 percent for
banks. Additionally, the rule establishes
thatan investor or affiliate canonly hold up
to 10 percent of its tier 1 capital (up to $40
million) in the shares of a single
organization. The rule also specifies how
positions can be netted and when banks
can use their internal hedging models to
calculate their netexposure for the purpose
of compliance with this limit.

Through Regulation K, the Board was
required toreview all foreigninvestments
made by U.S.banksaboveacertainlevel. To
streamline the process, the ruleinstitutesa
general consent process based upon the
investment’ssizerelative tothe bank’stier
1 capital (expressed in percentage terms).
General consent means that a bank that is
considered well capitalized and well
managed does not need toseek the Board’s
approval before making a particular
investment. Bank holding companies,
banks, and bank subsidiaries all have
varying limitsfor receiving general consent,
depending ontheinvestment. Forexample,
a bank holding company can invest up to
10percentofitstier 1 capital inasubsidiary
and receive general consent for the
investment. If the bank holding company
were investing in ajoint venture, the limit
would be5percentofitstier 1 capital. Also,
thefinal rule will regulate the total size ofa
banking organization’s investment
portfolio by setting aggregate limitsfor the
general consent process. Forexample, bank
holding companies can invest up to 20
percentoftheirtier 1 capitalandstill receive
general consentfromthe Board. All ofthese
new limits for general consent from the
Board apply only tobanking organizations
classified as well capitalized and well

managed.
Because of banking organizations’
nonperforming, illiquid holdings of

sovereign debt in the 1980s, Regulation K
permitted bank holding companies (not
banks or bank subsidiaries) to swap this
illiquid sovereign debt from developing
countries forequity interestsincompanies
of any type. Thisauthority, however, was
limited to the sovereign debt of particular
countries (those thathad restructured their
debtduringthe 1980s). Butsince the 1980s,
for many of these countries a liquid
secondary markethasemerged forthisdebt.
Consequently, therulealtersthe definition

of eligible countries to reflect existing
conditions and redirect the regulations
toward their original purpose, assisting
banks with asset quality problems. The
new definitionforeligible countriesfor the
debt/equity swap programiscountrieswith
currently sovereignimpaired debt forwhich
anallocated transferrisk reserve would be
required under the International Lending
Supervision Act and for which there is no
liquid market.

A 1996 amendment to section 25A of
the Federal Reserve Act increased the
statutory limit on banks’ investments in
Edgeandagreementcorporationsfrom 10
percent of capital to 20 percent of capital,
subject to prior approval from the Board.
This final rule implements the 1996
amendment to allow for member banks
(with Board approval) toinvest 20 percent
inEdgeand agreementcorporations,and it
establishesthecriteriathe Board will use to
decide whether amember bank can do so.

SubpartB:Foreign Banking Organizations
This subsection specifies rules governing
foreign banking organizations and their
activities in the U. S. The final rule makes
three changes to Regulation K: 1) it
streamlines the application procedure for
foreign banks to expand operations in the
U.S., 2) it changes the qualifications
necessary to be exempted from certain
restrictions on nonbanking activities, and
3)itimplementsthe provisionsofthe Riegle-
Neal Interstate Banking and Branching
Efficiency Act of 1994 that affect foreign
banks.

Under the Foreign Bank Supervision
Enhancement Act of 1991 (FBSEA), for a
foreign bank to open a branch, agency, or
commercial lending company, the Board
must determine that the bank is subject to
comprehensive supervision on a
consolidated basis (a CSS determination)
by its home country regulator. However,
the Board is only required to “take into
account” the level of home country
supervision of a foreign bank seeking to
establishitsfirstrepresentative officeinthe
U.S. Under the final rule the Board can
approve an application for the
establishmentofarepresentative office ifit
makes a finding that “the applicant bank
was subject to a supervisory framework
that is consistent with the activities of the
proposed office.”

Next, the final rule amends the prior
notice and general consent processes for
foreign bankstoestablish additional offices

in the U.S. The final rule permits foreign
banks, which have previously beenthrough
a successful CSS determination under
FBSEA, to establish their first branch,
representative office, commercial lending
company or agency with only 45 days'
prior notice. In addition, the rule permits
these same CSS-qualified foreign banks by
general consent to establish additional
representative offices in the U.S. without
the 45-day prior notice.

The final rule allows the Board to
suspend these new prior and general
consent procedures for any foreign bank.
Also, the final rule allows the Board to
include an examination of the measures
taken by aforeign bank’s home country to
prevent money laundering when
processinganapplicationforany new office
of the foreign bank in the U.S.

Section 4 of the Bank Holding
Company Actprohibitscertainnonbanking
activitiesfor foreign banking organizations.
Under Regulation K, foreign banking
organizations were exempted from these
prohibitionsifthey could showthatat least
half of their business is banking and that
more than half ofitwas being done outside
the U.S. Thisfinal ruleamendsRegulation
K to allow foreign banks to count parent
and sister organizations when they are
seeking exempt status for nonbanking
activities. Thisrulealsoallowsthe Board to
review, onacase-by-case basis, applications
for exemption by foreign banking
organizations with special ownership
structures.

In this rule, the Board addresses one
particular nonbankingactivity thatforeign
banks engage in: securities activities.
Previously, foreign bankswere allowed to
controlamaximum of 5 percentofaforeign
company that, directly or indirectly
(throughasubsidiary), underwrites, sells,
ordistributessecuritiesinthe U.S. Thefinal
rule amends this regulation by allowing
foreign banking organizations to hold a
maximum of 10 percentinsuch companies.

The Riegle-Neal Interstate Banking
and Branching Efficiency Act of 1994
(Interstate Act) permitted interstate
branching by foreign banksthat previously
had been restricted. Banks controlled by
foreign banks had to be assigned a home
state, which could only be changed once.
The Board is amending this regulation to
allow foreign bankstohave oneadditional
changeintheirhomestate. Inaddition, the
Board removed its attribution rule, which
required all of the banks under the control
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of a foreign bank to have the same home
state. The Board also clarified its position
on the process foreign banks must use to
upgrade the status of one of their offices. To
upgrade an office, a foreign bank must
submit a full application to the Board or
follow the prior-notice procedure
mentioned earlier.

Subpart C: Export Trading Companies.
This portion of Regulation K pertains to
investments and participation in export
trading companies (ETCs) by eligible
investors, which include bank holding
companies (BHCs), Edge and agreement
corporationsthatare subsidiaries of BHCs,
and qualifying foreign banks. An export
trading company is a company whose
purposeisto promote U. S. exports. Prior
to this final rule, eligible investors had to
submit in writing to the Board before
investingany amountin ETCs. The Board
has amended this rule with a general
consent provision. Eligible investors that
arewellcapitalized and wellmanaged may
investin ETCswithout prior notificationto
the Board. The investorsmustsubmitsome
required informationinapost-investment
notification to the Board. For further
information, see 66 Federal Register, pp.
54346-98. (Regulation K)

International Lending Supervision
(10/26/01)

OnOctober 26,2001, the Board proposed to
amend its rules regarding the accounting
for fees for international lending. The
current regulations set up an accounting
framework that required banks to have a
separate accounting treatment for each type
of fee charged with regard to their
international lending (e.g., agency fees,
management fees, commitment fees, and
others). Sincethattime, the GAAP rulesfor
fee accounting for international lending
have been amended, so the Board is
proposing to amend Subpart D of
Regulation K to eliminate the separate
accounting treatment for each type of fee.
The proposed rule would now require
banking institutions to follow GAAP in
accounting for international lending fees.
Commentswere due on December 1,2001.
For further information, see 66 Federal
Register, pp. 54399-402.

Risk-Based Capital Guidelines; Deferred Tax
Assets (11/27/01)
The Board proposed a rule on November
17, 2001, to amend its risk-based capital
guidelines. The proposed rulewouldclarify
how disallowed deferred tax assets are to
be handled in determining a banking
organization’s risk-based capital
requirement. For example, on a bank’s
incomestatement, provisionsforloan losses
reduce income, but they are not included
when calculating income for tax purposes.
For income tax purposes, losses are only
recognized whentheyareactually charged
off. Asaresult, banksadd an entry, called
adeferredtaxasset, toreflectthe value of the
tax refund they expect to get when they
charge off the loss. Currently, the Board’s
guidelinesrequireanorganizationtodeduct
goodwill and other intangible assets from
theirtier 1 capital, butdisallowed deferred
tax assets are deducted from tier 2 capital.
Theotheragenciesalso require disallowed
deferred taxes to be deducted from tier 1
capital. This proposed rule would direct
institutions to deduct these from tier 1
capital and would make the risk-based
capital guidelines of the Board consistent
(inregards to the treatment of disallowed
deferred tax assets) with other federal
banking agencies.

Comments were due December 27,
2001. For furtherinformation, see 66 Federal
Register, pp. 59176-178.

Truth in Lending (12/20/01)

TheBoard issued afinal ruleamending the
provisions of Regulation Z (Truth in
Lending) that implement the Home
Ownership and Equity Protection Act
(HOEPA). The rule adjusts the annual
percentage rate (APR) that qualifiesaloan
asbeingcovered by HOEPA. For first-lien
mortgages, the rule changes the qualifying
APR from 10 percentage points to 8
percentage points above the rate for
Treasury securities of a comparable
maturity. Next, the ruleamendsRegulation
Z toaddress “ loan flipping,” which is the
repeated refinancing of loans over a short
time when the transactions do not benefit
the borrower. The rule also prohibits a
creditor from refinancing a HOEPA loan
that has been made in the last 12 months.
The rule prohibits creditors from making
HOEPA loans to home owners without
regard to their repayment ability, by
requiring documentation of the borrower’s

income and expenses. Finally, the rule
revisesthedisclosuresrequired by HOEPA
during refinancings to include the total
amountbeingborrowed. Therulerequires
disclosuresforthe refinancingofa HOEPA
loan to include whether the total amount
includes the cost of optional insurance.
Currently, the cost of optional insurance
does nothaveto be disaggregated fromthe
total cost in these disclosures. The rule
became effective December 20, 2001, and
compliance becomes mandatory on October
1, 2002. For further information, see 66
Federal Register, pp.65604-622. (Regulation
2)

Federal DepositInsurance Corporation

Engaged in the Business of Receiving Deposits
Other Than Trust Funds (10/30/01)
The FDIC made final a rule amending its
regulations to clarify the meaning of the
phrase “engaged inthe businessof receiving
depositsotherthantrustfunds,”anecessary
prerequisite for deposit insurance
eligibility. The rule establishes that an
institution must maintain one or more
nontrustdepositaccountsthat total at least
$500,000. Under this rule, any institution,
other than a newly insured depository
institution, that does not meet the $500,000
minimum on two consecutive call reports
will have its federal insurance revoked.
The FDIC published general counsel
opinion No. 12 (See 65 Federal Register
14568) to clarify the FDIC’s position in
regard to this statutory requirement for
federal deposit insurance. Inthe opinion,
the FDIC’s general council stated that the
statutory requirementofbeing “engagedin
the business of receiving deposits other
than trust funds” can be satisfied by the
continuous maintenance of one or more
nontrustdepositaccountsintheaggregate
amount of $500,000. However, a federal
districtcourtrejected theinterpretationthat
the FDIC set forth in the general council
opinion in the case Heaton v. Monogram
Credit Card Bank of Georgia (WL 15635 ED
La. Jan. 5, 2001). The FDIC promulgated
this regulation (which is accorded more
deference by the courts than an FDIC
interpretation) toestablishaconsistentand
clear statutory requirement for depository
institutions seeking federal deposit
insurance. The rule became effective
November29,2001. Forfurtherinformation,
see 66 Federal Register, pp. 54645-51.



Payment of Post-Insolvency Interest in
Receiverships with Surplus Funds
(12/18/01)

The FDIC has proposed a rule that would
establishauniforminterestrate, calculation
method, and payment priority for post-
insolvency interest. Thisrulewould apply
in cases where a bank has entered
receivershipandwhere somefundsremain
after the full principalamountofall claims
have been paid. In such cases, post-
insolvency interest would be calculated
fromthedatethereceivershipisestablished.
Currently, it is addressed under common
law, which specifiesthatitbe paid prorata
to all creditors regardless of priority. The
American Homeownership and Economic
Opportunity Actof2000requiredthe FDIC
toissuerulestogovernthe paymentof post-
insolvency interest.

Under the proposed rule, the funds
that remain after the principal claims have
been paid will be paid to depositors first,
then other creditors according to their
priority (as listed in the Federal Deposit
Insurance Act). The rule specifies that the
interest rate to be used in these calculations
will be based on the coupon equivalent
yield of the average discount rate on the
three-month Treasury bill. Finally, the
proposed rule would establish how the
interest rate would be adjusted (quarterly)
and how the post-insolvency interest
payments would be calculated (simple
interest, not compound interest). The
proposed rulewasissued on December 18,
2001,and commentswere due February 19,
2002. For furtherinformation, see 66 Federal
Register, pp. 65144-46.

Office ofthe Comptroller of the Currency

Risk-Based Capital Guidelines

(11/29/01)

The OCC, the Board of Governors of the
Federal Reserve System, the Federal Deposit
Insurance Corporation, and the Office of
Thrift Supervision (referred to as “federal
regulatory agencies”) havejointly issueda
final rule on the regulatory standards for
the treatment of recourse obligations,
residual interests, and direct credit
substitutes. The final rule results from the
combination oftwo proposed rules,aMarch
8, 2000, proposed rule on recourse
obligations and direct credit substitutes
andaSeptember 27,2000, proposed ruleon
residual interests. The goal of thisruleisto

establish consistent regulatory treatment
for similar transactions across all of the
federal regulatory agencies. Also, thefinal
ruleamends current regulationsso capital
requirements will reflect the credit risk
exposure recourse obligations, residual
interests, and direct credit substitutes
impose on banking organizations.

When abanking organizationsellsan
assetsubjecttorecourse, itretains some or
all of the credit risk associated with the
asset, eventhough it no longer appears on
its balance sheet. Residual interests are
assets created when a bank sells a portion
of a pool of financial assets (credit card
receivables, for example) but remains
exposedtoadisproportionate share ofany
credit losses on those assets. This would
include any asset retained on the balance
sheettoprovidecreditenhancementduring
securitization. Adirectcreditsubstitute (or
third-party enhancement) is when a bank
assumes a portion of the credit risk
associated with assets originated by another
institution and subsequently sold to
investors. An example of a direct credit
substitute is a credit risk derivative.

The final rule implements a ratings-
based approach to allow the federal
regulatory agencies to determine a bank’s
relative credit risk exposure and what the
proper risk-based capital requirement
should be. The new system implemented
by the final rule calls forarisk weight to be
assigned (between 20and 200 percent) based
upon a rating that is assigned to recourse
obligations, residual interests, and direct
credit substitutes on a case-by-case basis.
For example, a bank that is holding a
recourse obligation rated by aprivate rating
agency asspeculative (BB) would be subject
toa200 percentrisk weightto determine its
capital level. Thefinal ruleallows banking
organizations that hold unrated recourse
obligationsand directcredit substitutesto
use their internal risk ratings systems
subject to prior approval by their primary
financial regulator. Unrated residual
interests do notqualify for the ratings-based
approach to risk-based capital
determination. The final rule requires
capital to be held dollar-for-dollar against
any unrated residual interests.

Therulealsoimposesanabsolute limit
ononetypeofresidual interests: retained or
purchased credit-enhancing interest-only
strips. These are assets created when an
asset is sold but a portion of it is retained.

Interest is collected on this portion of the
asset, but the holder gives up it's pro rata
claim in the event of default. Credit-
enhancing interest-only strips are limited
to25percentoftier 1capitaland are subject
to a dollar-for-dollar (100%) capital
requirement. Any amount of these that
exceed 25 percent of tier 1 capital will be
deducted from both tier 1 capital.

The final rule reserves the right for
federal regulatory agencies to review and
alter the risk weights on a case-by-case
basis, if necessary. The rule became effective
January 1, 2002. For further information,
see 66 Federal Register, pp. 59614-59667.

Officeof ThriftSupervision

Lending and Investment (12/21/01)

The OTS issued a final rule that increases
the flexibility of thrift institutions by
modifying several current rules pertaining
to lending and investment. The final rule
makes adjustments to regulations
concerning small-business lending,
purchases of municipal bonds, and
community developmentinvestment.

Theruleincreasesthemaximumdollar
amount of what qualifies as a small-
businessloan from $1 million to $2 million.
Forfarmloans,theamountwould increase
from $500,000 to $2 million. In addition to
these investment limits, the rule, based on
provisions in the Consolidated
Appropriations Act — FY 2001, will allow
thriftsthe same authority asbanksto invest
in small business investment companies
(SBICs). SBICs are privately owned and
managed investment firms that use their
own capital to make venture capital
investments in small businesses. Thrifts
willalso be allowed to investan aggregate
amount of the higher of 1 percent of total
capital or $250,000 (up from currentlimit of
$100,000) in community development
funds, community centers, and economic
development initiatives in their
communities.

Finally, the rule broadensthe definition
of real estate loans and expands the ability
of thrifts to invest in state and local
government obligations. First, the rule
removes the requirement that real estate
hastobethe primary collateral foraloanto
be classified as areal estate loan. Now itis
sufficientforaloantobeclassifiedasareal
estate loan if itwould not have been made
underthesametermshaditnotbeensecured



inpartbysometypeofreal estate. Inregard
to government obligations, thrift
institutions will be allowed to invest in
general obligations, without limit, and
investup to 10 percent of their total capital
in investment-quality nongeneral
obligation instruments from one issuer.

The rule became effective January 1,
2002. For furtherinformation, see 66 Federal
Register, pp. 55131-38.

National CreditUnion Administration

Regulatory Flexibility Program

(11/23/01)

The NCUA has issued a final rule that
implemented a regulatory flexibility

SUMMARY OF JUDICIALDEVELOPMENTS

On November 9, 2001 the U. S. Court of
Appealsforthe Districtof Columbiaruled
in favor of the National Credit Union
Administration (NCUA) in asuit brought
by the American Bankers Association
(ABA). The case (American Bankers
Association v. National Credit Union
Administration, D.C. Cir., No. 00-5195, 11/
9/01) was originally filed in January 1999
bythe ABA, whichclaimed thatmembership
rulesformulated by the NCUAwentbeyond
whatwas permitted under the Credit Union
Membership Access Act (1998). The U.S.
District Courtfor the District of Columbia
originally dismissed the case.

TheFederal CreditUnion Act (FCUA)
allows for three types of credit unions:
common-bond creditunions, which draw
their members from a single group (for
example,employeesof aspecificcompany);
community creditunions, which candraw
their members from a single area (for
example, a city neighborhood); and
multiple-bond credit unions, which can
drawtheir membersfrom several common-
bond groups when no one of those groups
issufficiently large to formacommon-bond
credit union. The FCUA, as amended in
1998, limits multiple-bond creditunionsto
3000 members. It also limits members of
community credit unions to those within
“reasonable proximity” of thatcreditunion.

In  implementing the 1998

program designed to allow credit unions
withsignificantly highnetworthand strong
supervisory recordstoavoid certainfederal
regulations. There arethree requirements
that credit unions have to meet in order to
qualify for the regulatory flexibility
program: 1) they must have received a
CAMEL ratingof1or2onthe previoustwo
exams, 2) they must have a net-worth-to-
assetsratioofatleast9 percent,and 3) they
mustbe considered well capitalized under
the NCUA’sguidelines. Creditunionsthat
gualify need not conduct quarterly stress
tests of their securities portfolio if they are
already monitoring their balance-sheet
exposure to interest-rate risk. Qualifying
creditunionsare notsubjectto limitsonthe

share oftheirinvestmentsthey can delegate
tothird parties. Inaddition, for qualifying
creditunions, appraisalsareonly required
for real estate loans in excess of $250,000.
Credit unions that do not qualify must
continue to have real estate loans in excess
of $100,000 appraised. The NCUA can
revoke a credit union’s exemption at any
time without prior notice. The final rule
was issued November 23 and is effective
March 1. For further information, see 66
Federal Register, pp. 58656-63.

amendments, the NCUA permitted close
family members, household members,and
pensioners to join multiple-bond credit
unionsand not be counted toward the 3000-
membership limit. It also defined
“reasonable proximity” to a community
credit union as being within the service
area of any electronic facility of the credit
union exceptan ATM.

In its suit, the ABA attacked several
parts of the NCUA’s regulation, but the
overall message of the suit was that the
NCUA’s rules were “too permissive with
respect to credit union formation and
growth.” Inparticular,the ABA challenged
that the new rules would allow multiple-
bond credit unions to by-pass the
membership limit by permitting credit
unions to not count family members and
retireesamong the membership totalsand
the “reasonable proximity” definitionfora
community credit union. The court,
however, affirmed the district court’s
decision that “each of the challenged
provisions reflects a reasonable
interpretation of the FCUA” and thereby
ruledinfavor ofthe NCUA. Moreover, the
court noted that neither party, inits briefs,
could define “an electronic facility of a
credit union that was notan ATM.”

On December 21, the U.S. District Court of
Minnesotaruled againstamotion brought

by Fleet Mortgage Corporation (FMC)and
supported by the Office of the Comptroller
of the Currency (OCC). The ruling and
motion come from a case in which
Minnesota'sattorney general issuingFMC
for deceptive telemarketing practices
(Minnesotav. Fleet Mortgage Corp., D. Minn.,
No.01-48 ADM/AIJB,12/21/01). Fleethad
arguedthatthe courtdid nothave the power
to hear the suitand itshould be dismissed.

The motionhinged onwhether FMCis
considered a “bank’” under Section 133 of
the Gramm-Leach-Bliley Act (GLBA).
Section 133 allows state attorneys general
to sue nonbank subsidiaries of national
banks for telemarketing fraud under the
Federal Trade Commission’s Telemarketing
SalesRule. The OCCarguedthatFMCisa
national bank operating subsidiary and
consideredabankunderitsstandards. The
courtdisagreed and ruled that the Federal
Deposit Insurance Act (which is
incorporated into Section 133) specifically
defines what a bank is, and operating
subsidiaries are not listed. Because
operating subsidiaries are not included in
thisdefinition, the courtruled thatthey are
not banks and therefore are subject to suit
underthe FTC’s Telemarketing SalesRule.
This is the first time a federal court has
made a ruling that interpreted Section 133
of (GLBA) and it may lead to further suits
against nonbank subsidiaries.
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