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RecentDevelopments

Federal Regulators Preempt
Several State Laws

The Office of the Comptroller of the
Currency (OCC) released an interpretive
letter February 27 ruling that a Michigan
national bank’s mortgage subsidiary can
charge Michigan interest rates for out-of-
state loans because it has the rights of its
parentbank. Currently, throughitsmortgage
subsidiary, the national bank makes
mortgage loans to residents in all states,
except Hawaii. Thebank wants to develop
uniform pricing policies for its lending
programsin all states based on the interest
rates and fees allowed in its home state of
Michigan. Because it is a national bank,
under 12 U.S.C. Section 85, it is allowed to
charge interest to borrowers in any state
based on the laws of the state in which it is
located. The mortgage unit, asan operating
subsidiary ofits parentbank, issubject tothe
same federal law that governs its parent
bank. Therefore, the OCC concluded that
themortgage subsidiaryisallowed tocharge
interest to customers in any state based
on Michigan’s maximum interest rate. For
more information, see OCC Interpretive
Letter #954 at the OCC’s web site,
WWW.occ.treas.gov.

InaJanuary 30letter, the Office of Thrift
Supervision (OTS) determined thatsections
of the New York Predatory Lending Law
(NY law) do not apply to federal savings
associations. The NY law imposes several
specificrestrictions on high-costhomeloans,
defined as mortgage loans with a principal
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of $300,000 orless thatexceed certain interest
rateand fee thresholds. For high-costhome
loans, thelaw would ban balloon payments
and mandate a series of disclosures and

counseling measures forborrowers.

The OTSargued thatunderitsregulation
560.2,federalsavingsassociationsmayextend
credit as authorized under federal law
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without regard to state laws that would
regulate their credit activities. Citing the
Home Owners’ Loan Act, the OTS concluded
that Congressintended the federal scheme
of regulation, with the Federal Home Loan
BankBoard (and now the OTS)asregulator,
to be uniform and exclusive, leaving no
room for state regulation. For more
information, see the OTS legal opinion (P-
2003-2) atwww.ots.treas.gov.

On January 21, the OTS cited the same
regulation, 560.2,inits decision that various
provisions of the Georgia Fair Lending Act
(GFLA) are preempted by federallaw from
applyingtofederalsavingsassociations. This
law would place certain restrictions on
mortgage lending. It would limit late fees
and prepayment penaltiesand prohibit the
financing of credit or debt cancellation
insurance.

GFLA also places limitations on the
number of times certain loans may be
refinanced and the circumstancesin which
arefinancing may occur. Finally, high-cost
home loans are subject to all of these
restrictionsand others, including disclosure
requirements, mandatoryloan counseling
for borrowers, and prohibitions against
prepayment penalties, balloon payments,
and negative amortization. For more
information see the OTS legal opinion (P-
2003-1)atwww.ots.treas.gov.

Anationalbankrequested that the OCC
alsoissuea preemption determination that
the Georgia Fair Lending Act (GFLA) is
preempted by federallawsand regulations.
The OCC published National City Bankand
National City Bank of Indiana’s requeston
February 26 in the Federal Register, pp.8959-
64,and comments were due March 26. The
bank’s request also prompted the OCC to
publish two advisory letters warning banks
aboutabusivelending practices.

TheFebruary 21 letters explain the terms
and consequences of predatory lending, as
well as steps banks can take to ensure that
they are not participating in the practice.
Beyond reinforcing that abusive lending
practices submit banks to negative
reputationsand safety and soundnessrisks,
the OCC also reminded banks of several
regulations that forbid the practice. The
OCCgaveexamplesof somecommonabusive
lending practices thatincludeloan flipping,

or frequent refinancing in order to collect
more fees, refinancing that results in the
borrower's losing beneficial loan terms,
hiding feesin theamountfinanced, negative
amortization schedules, and balloon
payments.

The OCC explained that these practices
subjectbanks toregulatory scrutiny under
the Federal Trade Commission (FTC) Act,
the Home Ownership Equity and Protection
Act (HOEPA), and in Community
Reinvestment Act (CRA) evaluations. The
OCCrecommended thatbanksshould take
stepstodetermine thatloansarebeingmade
based on a borrower’s ability to repay. In
addition, banks should develop policies to
address under what circumstances loans
willbemade thatwill feature terms generally
associated with abusive lending practices.
And finally,banksshould occasionally assess
theirtransactions tobe sure thatthey comply
with their policies and withlegal standards.
(For more information, see OCC Advisory
Letter AL-2003-2.)

Initsotheradvisoryletter (AL-2003-3), the
OCCaddressed predatorylending practices
inpurchased loansand loansmade through
mortgage brokers. The OCC stressed the
importance of national banks” having the
appropriate controls toavoid thelegaland
creditrisksassociated with abusivelending
practices. The OCC suggested that banks
develop policies for brokered loans that
address terms such as frequent and
consecutive refinancings, negative
amortization, single-premium credit life
insurance, balloon paymentsin short-term
transactions, prepayment penalties, and
interestrateincreases upondefault. Further,
banks need to practice due diligence to
ensure that, in purchasing loans, they are
adhering to their own policies. For more
information, see www.occ.treas.gov.

Enforcement Actions

On January 21, the Office of the
Comptroller of the Currency (OCC) ordered
First National Bank in Brookings, SD, to
terminateits paydaylendingbusiness, pay
restitution to credit card customers harmed
byitsmarketing practices,and end merchant
processing activities with a third-party
vendorwithin 90 days. The OCC found that
the bank’s payday lending business,

conducted in its name by Cash America
International Inc., wasunsafe and unsound.
In addition, in its partnership, the bank
violated the Truth in Lending Act (TILA),
failed toadequately underwrite or document
paydayloans,andfailed toadequately review
orauditits paydayloan vendors.

In consenting to the OCC’s enforcement
action, First National agreed to create a $6
million fund to reimburse customers who
were deceived by thebank’s various credit
card marketing practices. These practices
included charging very high application
fees and requiring security deposits or
account holdsranging from $250 to $500 on
credit card accounts. Customers believed
the creditcardswould haveausableamount
of available credit, but after the fees, many
applicantsreceived cards withless than $50
of available credit, and in some cases, no
available credit.

Finally, thebankwasordered toterminate
itsmerchant processingactivitiesconducted
through First American Payment Systems
byMarch 31because the OCCfound thatthe
bank had an unsafe volume of merchant
processingactivitiesand thatbankinsiders
with financial interests in the company
participated inbank decisions thataffected
their personal financialinterest.

Inanotherenforcementorderthisquarter,
the OCC ordered Advance America, Cash
Advance CentersInc. and Peoples National
Bankof Paris, TX, to terminate their payday
lending arrangement. In consenting tothe
January 31 order, the bank agreed to pay
$175,000 in civil penalties, and Advance
America agreed not to become either an
agentorabankservice providerforanational
bank without first applying to the OCC.
Advance Americaagreed toendits Peoples
payday lending business conducted in
North Carolina by February 28 and in
Pennsylvaniaby March 31.

The OCC found that Peoples failed to
ensure that Advance Americacomplied with
federal consumer protection laws and
regulations, including disclosure
requirementsunder TILAand thedisclosure
and record-keeping requirements of the
Equal Credit Opportunity Act. The OCC
also found that the partnership was unsafe
and unsound and the bank did not have
adequate controlsover thelender.



SUMMARY OF FEDERAL LEGISLATION

New Legislation

1. Social Security Number Misuse
Prevention Act(S.228). Introduced by Sen.
Feinstein (D-CA.) onJanuary 28,2003.

Status: Placed on the Senate Legislative
Calendarunder General Orders.
Related Bill: H.R.637

This bill would amend title 18 of the U.S.
Codetoestablish criminal penalties for Social
Securitynumbermisuse. Todisplay, sell,or
purchaseaSocial Security number, an entity
mustexplainhowand by whom thenumber
will be used, and it must obtain expressed
written orelectronically mailed consentfrom
theindividual to whom the Social Security
number is assigned. The bill contains
exceptionsforhealth care, national security,
law enforcement, and reasonable business
purposes, or when providing the Social
Security numberisrequired by federallaw.
Violations of this law could result in civil
penalties of up to $5000 per violation. In
addition, violations could resultin actions
torecoveractual monetarylosses or$500 per
violation, whicheveris greater.

2. Identity Theft Prevention Act (S5.223).
Introduced by Sen. Feinstein (D-CA) on
January28,2003.

Status: Referred to the Committee on
Banking, Housing, and Urban Affairs.

First, the billamends the Truthin Lending
Act (15 U.5.C. 1642) to require credit card
issuers tonotify cardholdersif theyreceive
a change-of-address notification and a
request for an additional card within the
same 30-day period. Theissuerisrequired
to notify the consumer at both the old and
new addresses within five days of sending
theadditional card. In thisnotification, the
cardissuermustoutlinestepsthe cardholder
cantake toreportincorrectchangestohisor
heraccountinformation.

Next, the Fair Credit Reporting Act (15
U.S.C. 1681c) would be amended so thata
consumermayalertacreditreportingagency
ifhe orshe suspects his or heridentity may
have been used, without consent, to
fraudulently obtain goods orservices. Also,

apersoncandesignate thatcreditshould not
beissued or extended under his or hername
unless an issuer obtains authorization ata
specific telephone number chosen by the
consumer or by another means of
communication. A consumer reporting
agency would have to include this fraud
alert in a person’s file and notify entities
wishing to obtain that person’s credit
information aboutthealert. Checkservices
companies and demand deposit account
information services companies are exempt
from the fraud alertrequirement.

The bill would also prohibit firms from
printing more than the last five digits of a
creditcard accountnumberonelectronically
printed receipts. Finally, consumer
reporting agencies would be required to
givea persona free copy of his or her credit
reportonceinevery 12-month periodifheor
sherequestsit.

3. Deposit Insurance Reform Act of 2003
(H.R.522). Introduced by Rep. Bachus (R-
AL)onFebruary4,2003.

Status: Passed the House; Referred to the
Senate Committee on Banking, Housing,
and Urban Affairs

Related Bills: 5.229.

Thisbill would reform the Federal Deposit
Insurance System by merging thebankand
thrift funds, giving the Federal Deposit
Insurance Corporation (FDIC) more
flexibility to charge premiums on all
institutions, and raising coverage for certain
investments in individual retirement
accounts. First, the billwould combine the
BankInsurance Fund (BIF) and the Savings
Association Insurance Fund (SAIF) into a
new Deposit Insurance Fund (DIF). All
subsequent insurance assessments would
be paid into the DIF.

Thebill would increase from $100,000 to
$130,000 the amount of deposit insurance
coverage per account offered by the FDIC.
Everyfiveyears, the coveragelimitwould be
adjusted toreflectchangesin the Consumer
Price Index. Municipal deposits would be
insured for thelesser of $2 million or$130,000
plus 80 percent of the deposits in excess of
that amount. The bill would also double

deposit insurance coverage for certain
retirementaccounts to twice theamount of
the maximum deposit insurance amount.
Allof these changes would alsoapply to the
Credit Union Share Insurance Fund
administered by the National Credit Union
Association.

This measure would also replace the
currentfixed designated reserveratio (DRR)
withareserverange for the DIF of between
1.15 and 1.4 percent of estimated insured
deposits. In determining the reserve ratio,
the FDIC Board of Directors would takeinto
consideration the DIF’s risk of losses, the
economic conditions affecting the insured
depositoryinstitutions, measures to prevent
sharp swings in the assessment rates, and
otherappropriate factors. Ifthe DIF sreserve
ratio exceeds 1.4 percent, the bill provides
that dividends will be paid to insured
institutions. Likewise, if thereisashortage
of funds, thebillstipulatesa plan forrestoring
thefund.

4. Community Choice in Real Estate
(H.R.111). Introduced by Rep. Calvert (R-
CA)on]January?7,2003.

Status: Referred to the House Subcommittee
on Financial Institutions and Consumer
Credit.

Related Bills: 5.98, H.].RES.2

Amending the Bank Holding Act of 1956,
this bill would effectively ban financial
holding companiesand theirnationalbanks
from enteringinto thereal estate brokerage
ormanagementbusinesses. The Treasury
Department and Federal Reserve Board
recently proposed to permitbanksinto the
real estate business, as it is “financial in
nature” and thus permissible under the
Gramm-Leach-Bliley Act. However, this
bill would prohibit federal regulators from
making a determination that real estate
brokerage or management activities are
financialin nature. Thereisa grandfather
clause forinstitutions thatengaged in these
activitieson orbefore December6,2001. The
measure defines real estate brokerage
activitiestoincludeactingasabuyerorseller
ofaproperty,advertisingandlisting thereal
estate property forlease orsale,and providing



advice during the sale, lease, or rental of a
property. The bill defines real estate
managementactivities toinclude procuring
atenantfora property, negotiatingleases of
property,and maintaining security deposits
onbehalf of tenants orlessors.

5.Business Checking Freedom Actof2003
(H.R.859). Introduced by Rep. Toomey (R-
PA) onFebruary 13,2003.

Status: Referred to the House Committee on
Financial Services.

This bill would remove restrictions
contained in the Federal Reserve Act (12
U.S.C.371a), theHome Owners’ Loan Act (21
U.5.C.1464(b)(1)(B)),and the Federal Deposit
Insurance Act (12 U.S5.C.1828(g)), which
preventbanks from offering interest-bearing
checking accounts to their business
customers.

6.Business Checking Freedom Act of2003
(H.R.758). Introduced by Rep. Kelly (R-NY)
onFebruary13,2003.

Status: Passed the House; Referred to the
Senate Committee on Banking, Housing,
and Urban Affairs.

If thisbillisenacted, Federal Reserve Banks
would paymemberbanksinterestonreserve
balances. Interestwould be paid atleastonce
each quarteratarate consistent with short-
term interest rates. The bill permits the
Board of Governors of the Federal Reserve
System to determine the best plan for
decidingand distributing paymentsand for
delegating responsibilities for doing so.
This bill would also allow all businesses
tomake up to24 transfers each month from
interest-bearing accounts to their other
transactionaccountsat the sameinstitution.
Additionally, the bill would allow the
Federal Reserve Board to setlowerreserve
requirements on abank-by-bankbasis.

7. Access to Money Act of 2003 (H.R.774).
Introduced by Rep. Andrews (D-NJ) on
February13,2003.

Status: Referred to the House Subcommittee
on Financial Institutions and Consumer
Credit.

Thisbill would amend the Electronic Fund
Transfer Act (15 U.S.C. 1693) to prohibit
automated tellermachine (ATM) operators
from charging customers fees for using their

4

machinesifany paid advertisingappearson
them. Exceptions to this billinclude public
serviceannouncementsand advertisements
related to the operators' own productsand
services.

8. Identity Theft Consumer Notification
Act(H.R.818). Introduced by Rep. Kleczka
(D-WI) onFebruary27,2003.

Status: Referred to the Subcommittee on
FinancialInstitutionsand Consumer Credit.

Thisbill would requirea financial institution
totakestepstonotify and assista customerif
it realizes that the customer’s identity has
been compromised or stolen, through the
fault of the bank. The institution would be
required to notify the customer of the
compromise and of any misuse of their
information. The financialinstitution would
be required to assist the consumer in
remedying any problems arising from the
security breach and would update the
customer’s credit report information. The
financialinstitution would then be required
toreimburse the customer forany financial
losses suffered because of the compromised
security, including fees for obtaining,
investigating, and correcting consumer
reporting agency information. The
institution may withhold disclosure for a
limited period of time at the request of law
enforcement.

9. Bankruptcy Abuse and Consumer
Protection Actof2003 (H.R.975). Introduced
by Rep. Sensenbrenner (R-WI) on February
27,2003.

Status: Passed the House; Placed on the
Senate Legislative Calendarunder General
Orders.

This bill would revamp the bankruptcy
system to require debtors with relatively
highincomes torepay some portion of their
debt under a court-approved bankruptcy
plan. Specifically, debtors who earned more
than theirstate’smedian familyincomeand
who,overfive years, could afford torepayat
least 25 percent of their debt or $6000,
whicheveris higher, would be forced tofile
bankruptcy under Chapter 13 repayment
plansinstead of discharging theirdebtunder
Chapter?7. Thisbillisalmostidentical to the
bankruptcy reform bill that stalled in the
House last year, except that it excludes a
provision that would have prohibited
people with court-ordered fines for violent

protest from filing for bankruptcy toavoid
paying the fine. For more information, see
Banking Legislationand Policy, January-March
2001.

10. Responsible Lending Act (H.R.833).
Introduced by Rep.Ney (R-OH)onFebruary
13,2003.

Status: Referred to the House Subcommittee
onHousingand Community Opportunity.

With some exceptions, the bill would ban
balloon payments, negative amortization
schedules,and mandatoryarbitration clauses
on high-cost mortgageloans. Itwould also
prohibit refinancing high-cost mortgages
with new high-cost mortgages within the
first year of theloan, and the refinancing of
government-subsidized loans with high-
costmortgages within the first 10 yearsof the
loan. Additionally, the bill prohibits single
premium credit life insurance, call
provisions, and feesimposed automatically
when the mortgage terms are modified or
when loan payments are deferred. It also
reduces from five years to four the period
during which prepayment fees can be
charged. This bill would also increase
reporting requirements, restrictionson the
resale of foreclosed properties, and
restricionsonhomeimprovementcontracts.
Thebill definesa“high-cost mortgage” as
being any of the following: a first mortgage
thathasanannual percentagerate (APR)at
least eight points higher than the yield on
U.S. Treasury securities of comparable
maturity; asecond mortgage withan APR of
at least 10 points higher than the yield on
U.S. Treasury securities of comparable
maturity; aloan of over $30,000 with points
and fees of 6 percent of theloan amount; or
aloan of $30,000 or less where total points
and fees exceed 7 percent of theloan total.
The bill would also establish the
Consumer Mortgage Protection Board
(CMPB) as an agency of the Department of
Housingand Urban Development (HUD).
The CMPB would have 15 members
representing the following groups:
consumers, lenders, real estate agents, real
estate appraisers, titleinsurance providers,
mortgage insurers, settlement service
management companies, electronic
mortgage servicers, real estateattorneys,and
mortgage brokers. The board’s primary
responsibility would be to establish, monitor,
and coordinate credit counseling programs
for HUD. The counselingwould be doneby
private organizations,butthe CMPBwould



set standards and provide financial
assistance. The CMPB’s secondary
responsibilities would be to certify software
for comparingconsumermortgage options,
develop and distribute informational
booklets,and create and maintain anational
database of mortgage brokers that would
includealisting of eachlicensed brokerand
any complaints and disciplinary or
enforcementactions taken againstthem.
Within three yearsof thisbill'senactment,
states would be required to enactlicensing
and education requirements for mortgage
brokers. HUD would be responsible for
settingminimumstandardsfor thestatelaws,
butstates could enact tougher standards.

11. Check Clearing for the 21st Century Act
(H.R.1474). Introduced by Rep. Hart (R-PA)
onMarch27,2003.

Status: Referred to the House Committee on
Financial Services.

Without mandating the receiptof checksin
electronic form, this act would permit a
substitute check to be used instead of an
original check as long as the substitute
accurately representsall of theinformation
on the front and back of the original check
and explicitly states that it is a copy of the
original. Currently, banks exchange paper
checks by physically presenting them for
payment. Under this alternative method,
they could electronically transmit copies of
thechecksand,in doingso, reducehandling
times and lower costs. The act makes
warranties that a bank can be required to
honorasubstitute check only once and that
a substitute check must meet the
requirements forlegal equivalence.

If in using a substitute check, a bank
makesan erroneous charge orbreachesone
of the warranties, consumers may make
claims for expedited recredit. Consumers
must make claims for expedited recredit
within 30 days of receiving an account
statement or after receiving the substitute
check. In making a claim, a person must
explain why his orheraccountwas wrongly
debited and include any warranty claim, a
statementofloss, and sufficientinformation
to identify the check for investigative
purposes. Ifthe claimisvalid, thebankmust
recreditthe customerwithin 10days. Ifthe
bank cannot determine if the claim is valid
by the end of the 10th business day after it
was filed, it must recredit the customer’s
account for either the amount of the
substitute check or$2500, whicheverisless.

Some exceptions to this policy include
recredits to accounts less than 30 days old
and accounts frequently overdrawn.

Abank may make a claim for expedited
recredit against an indemnifying bank
within 120 days of the date of the transaction
that gave rise to the claim. Similar to a
consumer’sclaim,abank’s cdaim mustinclude
an explanation of why a check cannot be
properly charged to an account, an
explanation oflosses suffered, and enough
information about the check to help the
indemnifying bank investigate the claim.
Theindemnifyingbank thenhas 10business
daysafterthe claimisfiled to eitherrecredit
the claimant or explain why it is not
recrediting the claimant. Recrediting the
claimant will not, however, absolve the
indemnifying bank from liability for claims
brought under any other law or from
additional damages with respect to the
substitute check. Delaying recreditbeyond
thesetime framesisexcused onlyif thedelay
iscaused by interruption of communication
or computer facilities, suspension of
paymentsbyanotherbank, war,emergency
conditions, failure of equipment, or other
circumstances beyond the bank’s control.

Finally, this bill authorizes the Federal
Reserve Board (the Board) toissueregulations
thatclarify, modify, orimplement provisions
of this act to reduce risk, accommodate
technological or other advances, and
alleviate compliance burdens. Within one
year of thislaw’senactment, the Board would
berequired toissue draftmodellanguage for
a statement that banks can send their
customersinforming themaboutsubstitute
checks.

12. Mortgage Servicing Clarification Act
(H.R.314). Introduced by Rep. Royce (R-CA)
onJanuary 8,2003.

Status: Passed the House, Referred to the
Senate Committee on Banking, Housing,
and Urban Affairs.

Thisbill would exempt mortgage servicers
from certain requirements of the Fair Debt
Collection Practices Act (FDCPA), with
respect to federally related first mortgage
loans, which are residential propertyloans
made or assisted by a federal government
agency. The FDCPA protects debtors from
abusive practices, such as harassing phone
calls, by third-party debt collectors.
Normally, original creditorsare exemptfrom
FDCPA. In addition, people who buy or
servicehomemortgageloansarealsoexempt,

aslong as the loan is notin default when it
is transferred. If a loan is delinquent or in
default when itis transferred, itis covered
under FDCPA. This bill would provide an
additional exemption for mortgage servicers
whoacquirefederallyrelated firstmortgages,
eveniftheloansareindefaultatthetimethey
wereacquired.

13. Economic Opportunity Protection Act
0£2003 (S.660). Introduced by Sen. Johnson
(D-SD)onMarch 19,2003.

Status: Referred to the Committee on
Banking, Housing, and Urban Affairs.

The Fair Credit Reporting Act (FCRA)
regulates the consumer credit reporting
industry. Itcontainsa provision that prevents
statesfrom enforcingnewlawsthatare more
restrictive than the FCRA, and that provision
will expire on January 1, 2004. This bill
would indefinitely extend the federal
preemption of new state legislation.

14.Financial Services Regulatory Relief Act
0£2003 (H.R.1375). Introduced by Rep. Capito
(R-WV)onMarch 20,2003.

Status: Referred to the House Committee on
Financial Services.

Thisbill would reduce regulatory burdens
onfinancialinstitutionsby removingcertain
restrictions preventing national and state
banks from expanding via new interstate
branching, allowingregulators toadjust the
examcycleof healthyinstitutions for greater
efficiency, modernizing record-keeping
requirementsforregulators, giving flexibility
tobanksin paymentofdividends,increasing
theability of savingsassociations toinvestin
small business investment companies,
removing limits for thrifts on smallbusiness
and autoloans,and streamlining depository
institutions” merger application
requirements.

First, this bill would permit interstate
mergers and branching on an unlimited
basis. Currently, states can opt out of the
federallaws that permitinterstate mergers
and branching. Additionally, nondeposit
trust companies would be subject to the
same regulations as banks for purposes of
interstate banking and branching. Thisbill
would permit federally chartered thrifts to
merge with affiliated nondepository insti-
tutions. It would also repeal the require-
ment that out-of-state thrifts pass the “quali-
fied thriftlendertest” for each statein which
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theyoperate. Creditunionswould nothave
topre-notify the Federal Trade Commission
before merging,and multiplecommon-bond
creditunions would be permitted tomerge.
Also, this bill would shorten the post-ap-
proval Department of Justice review of
mergerapplications from 15to 5 days.
Addressing credit unions, thisbill would
permit privately insured credit unions to
become members of the Federal Home Loan
Bank System, aslongastheirstateregulators
certify that the credit unions meet the eligi-
bility requirements for federal deposit in-
surance. Federal credit unions would be
permitted toinvestin securities other than
stocks for theirownaccounts. Thesecurities
would havetobeinvestmentgrade,and the
creditunion’sinvestment would belimited
to 10 percent of its net worth for any single
entity or 10 percent of total assets for all
securities. Common-bond credit unions,
whichserve theemployeesof onecompany,
would be permitted to convert to commu-
nity credit unions, which can draw their
members from a defined geographic area.

SUMMARY OF FEDERAL REGULATIONS

Federal Financial Institutions Examination
Council

Subprime Lending (1/7/03)
Federalregulators terminated a three-year
effort to require banks and thrifts to report
information about their subprime loans in
callreports. Theagenciesdeclared that they
will not mandate stricter call report
disclosures about lending to subprime
borrowerswith poor credithistories; instead,
they will rely upon existing reporting
requirements. Inmaking their decision, the
agencies noted that the banking industry
doesnothavestandard definitionsforseveral
key terms, including “subprime.” Inlieu of
the reporting requirements, the agencies
will monitor subprime consumer lending
activity through the examination process.
For more information about what would
havebeenrequired, see 67 Federal Register,
pp. 46250-4 or Banking Legislationand Policy,
July-September 2002.

Credit Card Lending (1/8/03)

The Office of the Comptroller of the
Currency, the Federal Deposit Insurance
Corporation, the Board of Governors of the
Federal Reserve System, and the Office of

The bill would also increase the maximum
term on credit union loans from 12 to 15
years. Another provision would allow credit
unionboards of directors to expel members
and limit the number of terms directors can
serve. Finally, the bill would make credit
unionsand thrifts subject to the same terms
asbanksunder the Securities Exchange Act
(SEA)and theInvestment Advisors Act(IAA).

Other provisions addressing thrifts
would remove the 10 percent of assets limit
on thriftautoloans and eliminate thelend-
ing limit on small business and other com-
mercialloans. Thrifts would be permitted to
invest in nonfinancial businesses in low-
and moderate-income neighborhoods sub-
jecttoalimit of aggregate investments not
exceeding 10 percentof a thrift’s capitaland
unimpaired surplus.

Other provisionswould permitnational
banks tobe organized as entities other than
corporations, such aslimited partnerships.
Also,banking regulators would be permit-
ted to skip examinations of well-managed
banks. Branches of foreign banks would be

accorded the same treatment as domestic
banks for purposes of branch capital re-
quirements.

Enacted Legislation

1. An Actto Improve the Federal Subsidy
Rate with Respect to Certain Small Busi-
ness Loans (S.141). Introduced by Sen. Snowe
(R-ME) onJanuary 10,2003.

Status: Signed intolaw by President George
W.Bushon February 25andbecame Public
Law No.108-8.

This bill allows the Office of Management
and Budget (OMB) touseanewly approved
econometricmodel tosubstantiallyincrease
the subsidy rate for Small Business Admin-
istration (SBA) Section 7(a) small business
lending (for more information, see Banking
Legislation and Policy, October-December
2002). Under the new model, the SBA can
increase7(a)lending for fiscal year 2003 from
$4.8 billion to $8.2 billion.

Thrift Supervision (collectively, “the
Agencies”), through the Federal Financial
Institutions Examination Council, issued
guidance governingaccount management
and loss allowance practices for credit card
lending for all banks and thrifts. In this
guidance, the Agencies outlined their
expectations for prudentrisk management,
income recognition, and loss allowance
practices. Except for several clarifications,
described below, the guidanceis very similar
to the draft guidanceissued in July 2002.
The Agencies clarified thatan institution
should document the criteria used in
assigning credit lines and significantly
increasing credit lines. Documentation
should specifically include an analysis of
decision factors such asrepaymenthistory,
riskscores,and behaviorscores. The Agencies
clarified that over-limit authorization on
open-endaccountsshould berestricted and
subjecttoappropriate policiesand controls.
The Agencies also require that minimum
paymentsamortize the currentbalance over
areasonable period of time and should not
induce negative amortization, where the
minimum balance does not cover finance
chargesand feesand the balance continues
torise. Finally, the Agencies increased the

repayment period from fourto five years for
workoutagreements, when the creditlineis
closed and the balance owed is fixed. For
more information on the guidance, see
Banking Legislation and Policy, July-
September2002.

Board of Governors
OftheFederal Reserve System

Foreign Bank Underwriting (1/9/03)

Foreign banks wishing to engage in
underwriting of securities within the United
States must either be a financial holding
company or have authority to engage in
underwriting activity undersection 4(c)(8)
of the Bank Holding Company Act (BHC
Act), the Federal Reserve Board (the Board)
said in its interpretation of Regulation K.
The Board clarified that by conducting
underwritingactivities through an office of
a subsidiary in the United States, foreign
banks are engaging in underwriting
businessand activities, which makes foreign
banks subject to the BHC Act.

This rule became effective February 19.
Formoreinformation, see 68 Federal Register,
pp-7898-9.



Reportingand Disclosure Requirements
(1/31/03)
State member banks that have a class of
securities registered under the Securities
Exchange Actof 1934 must comply withany
reporting, disclosure, and corporate
governance rulesadopted by the Securities
and Exchange Commission under
designated sections of the Sarbanes-Oxley
Act, the Federal Reserve Board announced
initsfinalrule, Regulation H. Thisfinalrule
is identical to the September 2002 interim
rule.

This final rule was effective April 1. For
moreinformation, see 68 Federal Register, pp.
4092-6.

Fair Lending (2/7/03)

Nonmortgage creditlenderswillbeallowed,
butnotrequired, to collectinformationabout
borrowers’ race, sex, and other personal
characteristics to evaluate lenders'
compliance with the Equal Credit
Opportunity Act (ECOA), the Federal
Reserve Board (the Board) announcedin the
finalrule, Regulation B. Thisinformationis
already required for mortgages and home
improvement loans under the Home
Mortgage Disclosure Act. ECOA prohibits
discrimination on the basis of a credit
applicant’s national origin, marital status,
religion, color, sex, race, age, and other
factors.

TheBoard hopesthatby allowinglenders
tocollectsuchinformation, they canbetter
assess theirlending practicesand measure
their adherence to the anti-discriminatory
policies. A lender’s self-testing results are
not subject to discovery in litigation.
However, certain information, such as the
methodology and scope of the tests, is not
privileged and may have tobe provided. If
the litigation involves a discrimination
claim, thelender may use the testresults to
defend itself, butitis not required.

If creditors use pre-selection and pre-
approval techniques to solicit borrowers
through direct marketing, they arerequired
to maintain the records documenting the
prescreening characteristics for 25 months.
Forinstance, a creditor would need tokeep
the criteria used to pre-select credit
candidates, and they would also need to
supply a copy of the solicitation material
they used in case they are needed to
investigate possible discrimination. In
addition, thisrulerequires that otherrecords
currently held for 12 months would now
need tobe maintained for atleast25months.
This rule became effective April 15, and

lenders mustbe in compliance by April 15,
2004. For more information, see 68 Federal
Register, pp.13143-98.

Commodity Contracts (3/14/03)

The Board of Governors of the Federal
Reserve System (the Board) proposed to
amend Regulation Y toallow bank holding
companies (BHCs) to enter into derivative
contracts that result in taking or making
delivery of title to commodities on an
instantaneous, pass-throughbasis,aslongas
the BHCs donottake physical possession of
the commodity. Currently, BHCs are
permitted to trade in commodity contracts
only if: (1) the commodity underlying the
contractiseligible forinvestmentby a state
member bank; or (2) the contract requires
cash settlement; or (3) the contractallows for
assignment, termination, or offset prior to
delivery or expiration, and the BHC has
madeevery efforttoavoid taking or making
delivery of theunderlying commodity. The
Board developed the restrictions to help
ensure that BHCs would not become
involved in and bear the risks of physical
possession, transport, storage, delivery,and
sale of bank-ineligible commodities.

TheBoard is proposing to permitBHCs to
take or make delivery of title to, but not
physical possession of, commodities onan
instantaneous, pass-through basis, saying
thatitwillnot subject the BHCs to the risks
associated with commodity ownership. The
Board said that such transactions involve
theroutine BHC operationssuchas passing
notices,documents, and payments.

The Board also proposed to allow BHCs
to enter into commodity contracts that do
not require cash settlement or specifically
provideforassignment, termination, oroffset
prior to delivery, as long as the contracts
involve commodities for which futures
contractshavebeenapproved fortradingon
aU.S. futuresexchange.

Comments on this proposed rule were
due April14,2003. Formoreinformation, see
68 Federal Register, pp. 12316-8.

Truthin Lending (3/28/03)

TheFederal Reserve Board (the Board)issued
afinalrule torevise the staff commentary to
Regulation Z, whichimplements the Truth
in Lending Act (TILA). Very similar to the
Board’sNovember 2002 proposed revisions,
thisrule clarifiesand classifies certain credit
card and mortgage fee disclosuresand allows
substituteand replacement creditcardstobe
issued on the same account. In onenotable
contrasttoits earlier proposal, the Board will

notrequire creditcard companies to disclose
expedited payment charges as “other
charges.” Expedited payment charges are
applied whena customerrequeststhathisor
her payment be processed more quickly,
either by electronic transfer or some other
means. Previously, the Board had proposed
requiring credit card companies to make
such disclosures. For moreinformation on
the proposal, see Banking Legislation and
Policy, October-December 2002.

This final rule became effective April 1.
Formoreinformation, see 67 Federal Register,
pp. 72618-22.

Office of the Comptroller of the Currency

Audit Services (1/8/03)

Jointly, the Office of the Comptroller of the
Currency, the Board of Governors of the
Federal Reserve System, the Federal Deposit
Insurance Corporation, and the Office of
Thrift Supervision (together, “the
Agencies”), proposed more encompassing
guidelines for debarring or suspending
accountants who perform required audit
services forinsured depository institutions
with total assets exceeding $500 million.

The proposal defines good cause for
removingaccountantsand accounting firms
if they are not qualified to perform audit
services, violate applicable professional
standards, give misleading or false
information to the Agencies, or violate any
federal banking or securities laws. This
definitionisbased on existing practice rules
and the Securities and Exchange
Commission’s (SEC) practicerules.

Ifthe Agenciesfind good cause, they may
decide to take action against a firm by
assessing, among other things, the gravity
andscope of theincident, the extentto which
managementwasinvolved,and themeasures
taken to ensure it doesn’t happen again. If
the Agenciesdecide thatanentire firmshould
notbe held accountable, they may still take
action against particular offices within the
firm.

If an agency takes action, it will hold
hearings governed by the Agencies” uniform
rulesof practiceand procedure. Theserules
provide theopportunity fora hearingbefore
an administrative law judge who would
recommend a decision to the agency that
would then giveafinal decision. Theagency
can also decide whether to extend the
suspension, removal, or debarment to all
depositoryinstitutions thatitregulatesor to
a limited number of them. The proposal
would also allow the Agencies to
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immediately suspend any accountant or
accounting firm believed to be engaged in
practices that would constitute grounds for
removal, suspension, or debarment.
Additionally, the proposal establishes an
expedited review system.

Finally, any accountant or accounting
firmthatissubjecttoafinalorderofremoval,
suspension, or debarmentby oneagency or
by the SEC or the Public Company
Accounting Oversight Board would be
automatically precluded from performing
audit services for insured depository
institutionsregulated by the other Agencies.
The individual or firm would be able to
request reinstatement one year after the
effective date of theorderand atany timeat
leastone year afteritslastrequest.

Comments on this proposed rule were
dueMarch 10. For moreinformation, see 68
Federal Register, pp.1116-30.

Community Development (1/10/03)

The Office of the Comptroller of the Currency
(OCC) proposed aregulation tosimplify the
process by which national banks invest in
community development projects. First, the
OCC proposes to replace the term
“Community Development Corporation”
(CDC) with “Community and Economic
Development Entity” (CDE) tobetterreflect
therange ofinvestmentvehicles thatcanbe
used for makinginvestments. A CDErefers
toany type of organization whose activities
primarilybenefitlow-and moderate-income
individuals or areas.

The proposal also clarifies that a bank
should use generally accepted accounting
principles tocalculateits aggregate amount
of public welfare investments, which may
not exceed 10 percent of its capital and
surplus. After-the-fact notices would be
given to the OCC within 10 days after a
bank’s makinga public welfareinvestment.
The notices would be shortened and
simplified toinclude only (1) a description
of thebank’sinvestment, (2) the amount of
the investment, (3) the percentage of the
bank’s capital and surplus represented by
the investment and the bank’s aggregate
outstanding publicwelfareinvestments,and
(4)acertification thattheinvestmentbenefits
low-and moderate-incomeindividualsand
doesn’texceed theinvestmentlimits. Finally,
banks would no longer need to show
community support for a public welfare
investment.

Comments on this proposed rule were
dueMarch11. Formoreinformation, see 68
Federal Register, pp. 1394-9.
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Corporate Powers (2/7/03)

The Office of the Comptroller of the Currency
(OCC) proposed arule toclarify procedures
for mergers between national banks and
nonbank affiliates and for organizing de
novo limited-purpose nationalbanks. The
proposal also expands the list of activities
permissible for national banks and changes
the method for valuation of mutual fund
assets. Further, the proposal would clarify
the extenttowhichaccess tonationalbanks’
financial records is exclusive to the OCC.
Finally, the rulewould permitnationalbanks
tolengthenand stagger their directors’ terms
and havelargerboards of directors.

The proposal would allow a national
banktobecomeasubsidiary ofabankholding
companyaslongasthe OCC does notobject
to the combination. Current regulations
require the express approval of the OCC.
Next, the proposal clarifies that national
banks can, with OCCapproval, merge with
affiliated nonbanking companies. The
nonbankwould be handledlike astate bank
for purposes of the application, but the
current provision allowing for public
commentsandrequests forhearingson the
application would notapply.

Next, the proposal would allow limited-
purpose nationalbanks tobe established for
purposes other than fiduciary activities. It
would also permitnationalbankstoreinsure
creditand provide taxadviceand planning
services. Further, the proposal would change
the way national banks value their mutual
funds. Currently, these fundsarerevalued
quarterly, unless the fund is primarily
investedinreal estate or otherassets thatare
notreadily marketable. Under the proposal,
readily marketable assets would berevalued
every quarter whileall otherassets would be
revalued annually, regardless of the fund’s
composition.

Another partof the proposal states that
the only exception to the OCC’s exclusive
authority for visitation of national banks is
the “vested in the courts of justice” exception.
Thatis, courts may compel anational bank
to furnish its records in connection with
private litigation. The rule further asserts
that state executive, legislative, or
administrative authorities cannot bring
lawsuits for the purpose of gaining access to
nationalbankrecords.

Finally, the rule would expand a
national bank director’s maximum term
fromonetothree years. It would also permit
banks tostagger the terms of their directors,
and it would allow, with prior approval,
nationalbankstohavemore than25directors.

Comments on this proposed rule were
due April 8. For more information, see 68
Federal Register, pp. 6363-76.

Refund Anticipation Loans (2/13/03)
Inaletter toan unnamed bank, the Office of
the Comptroller of the Currency (OCC)
determined thattheappropriateriskweight
for taxrefund anticipationloans (RAL)is 100
percent. RALs are bank loans made to
individual taxpayers in anticipation of tax
refund payments. With a 100 percent risk
weighting, banks will have tosetaside one
dollar for every dollar lent in an RAL to
protectagainstlosses. Abankargued thatthe
consumer loans should carry only a 20
percent risk weighting, since they are
guaranteed by theInternal Revenue Service
(IRS). Butthe OCCdecided that,because the
IRS can reduce or reject a tax filing, the
anticipated refund may not always be
accurate. If theIRS check doesnot come or
isnotforthe expected amount, the payment
of the RAL depends on the individual's
creditworthiness, makingitmore high-risk.
Formoreinformation,see OCCInterpretive
Letter #959, available on theregulator'sweb
siteatwww.occ.treas.gov.

Office of Thrift Supervision

Financial Reports (1/23/03)
The Office of Thrift Supervision (OTS)
proposed changes to savings institutions’
quarterly financialreports to enhance their
usefulnessand tomake themmore consistent
and comparable with other banking
institutions” requirements. Beyond
clarifying some termsand categorizing some
disclosures to be more explicit, the OTS
proposestoshorten the thrift financial report
(TFR) filing period from 30 to 20 days after
the end of the quarter. Further, holding
company (HC) and consolidated maturity
rate (CMR) schedules would be due not45
days, but30daysafterthe end of the quarter.
Comments on this proposed rule were
dueMarch 24. For moreinformation, see 68
Federal Register, pp. 3318-24.

Departmentof Housing and Urban
Development

FHA appraisals (1/13/03)

The Department of Housing and Urban
Development (HUD) proposed a rule
holdinglendersresponsible for the quality
of appraisals on Federal Housing
Administration (FHA) insured mortgages.
The current process to obtain FHA mortgage



insurancebegins with lenders selectingan
appraiser from an FHA roster of qualified
appraisers. The appraiser submitsareport
onthe property to thelender, who, through
an underwriter, reviews and certifies the
reporttoensure thatitsatisfies HUD’s FHA
requirements.

Under the proposal, lenders and their
underwriters will be held accountable for
misleading or fraudulent appraisals.
Appraisers, sponsor lenders (who
underwriteloans),andloan correspondent
lenders (who originate loans on behalf of
their sponsors), would be held equally
responsible for the quality of appraisals on
properties that secure FHA-insured
mortgageloans. Itclarifies thatlenders must
ensure thatanappraisalmeets FHA standards
before submittingit. The proposal does not
outline specific stepslenders should take to
assess the quality of theappraisal, butitdoes
mentionseveral toolsthey canuseincluding,
but not limited to, reviewing appraisal
documents, performing quality assurance
checks, using technology such as the
Automated Value Model to determine
whetherthe valuederived by anappraiseris
withinreason,and working with appraisers
who carry errors and omissions insurance.
Comments on this proposed rule were due
March 14. For more information, see 68
Federal Register, pp.1766-9.

Real Estate Settlement Procedures (2/7/03)
The Department of Housing and Urban
Development (HUD) postponed a rule
implementing changes to the Real Estate
Settlement Procedures Act (RESPA) until
this spring or thereafter. The proposal
addresses theunexpected chargesborrowers
sometimes encounter during mortgage
settlementsand requireslenders to disclose
fees paid to mortgage brokers that are not
included in closing costs. However, in
response to criticism of the current proposal,
HUD is considering issuing a revised
proposal. For more information about the
current proposal, see Banking Legislation and
Policy, July-September 2002.

Financial Accounting Standards Board

Variable Interest Entities (1/17/03)

The Financial Accounting Standards Board
(FASB) issued Interpretation No. 46,
Consolidation of Variable Interest Entities,
for consolidation of another entity’s assets
and liabilitiesin a firm’s financial statements.
A variable interest entity (VIE) can be a
corporation, partnership, trust, orany other

legal structure used for business purposes
that either does not have equity investors
with voting rights or has equity investors
that do not provide sufficient financial
resources for the entity to supportitself.
The current practice is for a firm to
consolidate an entity it controls through
voting interests. This interpretation
addresses rules for consolidating entities
that are controlled through other means.
According to this interpretation, if a
company is subject to a majority of the risk
oflossfroma VIE sactivities, orifitisentitled
toreceive a majority of the entity’s residual
returns, then that company is the primary
beneficiary of the entity and should
consolidate it. When consolidating, the
primary beneficiary must also disclose a
description of the variable interests, why
and how it has such interests, information
onthesizeand activities of theinterests,and
themaximum exposure of potentialloss from
thatinvolvement. Companies that have a
significant variableinterestina VIE should
also disclose information about it even if
they are not the primary beneficiary. The
relative size of a variable interest is
determined by comparing the expected
futurelosses of thatinterest.
Theinterpretation appliesimmediately
to VIEs created after January 31 and to all
VIEs in which an enterprise obtains an
interestafter thatdate. Further,itappliesin
the first fiscal year or interim period
beginningafter June 15to VIEsin which an
enterprise holds a variable interest that it
acquired before February 1.

Federal DepositInsurance Corporation

Payday Lending (1/29/03)
The Federal DepositInsurance Corporation
(FDIC) released draft proposed guidelines
for financial institutions that participate in
the paydaylendingbusiness. The January
29 proposal warned of the risks posed to
banks and thrifts when they make these
short-term, small-dollar, unsecured loans to
borrowers who promise torepay them with
theirnext paycheck. The FDIC advised that
this guidance does not apply to banks that
make occasional short-term loans to
customers. Paydayloansare usually priced
atafixed dollar-rate thatrepresentsthefinance
chargeoftheloan. Becausetheloantermsare
of relatively short maturity, the finance
charges, expressed asanannual percentage
rate, can range from 300 to more than 1000
percent.

The FDIC’s proposed guidelines

examine the risks involved with payday
lending and suggestsafety and soundness
compliance considerations for examining
and supervising the programs. The FDIC
argues that the combination of the typical
borrower’s limited financial capacity, the
unsecured nature of the credit, and the
limited underwriting analysis of the
borrower’s ability torepay poses substantial
risk for banks and thrifts. Many insured
depository institutions do not directly
originate paydayloans, butrathertheymay
enter into arrangements with third-party
lenders whereby the third party originates
theloanand the financial institution funds
it. In these instances, the FDIC argued,
financial institutions are subject to greater
risks, includingcredit, legal, and reputation
risks.

Inits 2001 Subprime Guidanceand the
Subprime Lending Examination
Procedures, the FDIC recommended that
institutions hold one-and-a-half to three
times greater capital againstsubprimeassets
than what is recommended for non-
subprimeassets. For paydayloans,however,
the FDIC now recommends significantly
higher levels of capital, including dollar-
for-dollar matching for payday loans
outstanding. The FDICinstructed examiners
to assess depository institutions” payday
lending relationships with third parties,
ensuring that they are guided by written
contractand approved by the institution’s
board. Additionally, the FDICrecommended
that banks employ an oversight policy to
monitor the third party’sfinancial condition,
itscontrols, and the quality of its serviceand
support. These measures will help to
indemnify the financial institution for
potential liability.

TheFDICalsorecommended thatbanks
limitthe frequency of paydaylendingto the
same customers, including limiting
extensions, deferrals,and renewals. Further,
the FDIC recommended that lenders
establish a waiting period between the time
a payday loan is repaid and another
applicationismade.

Comments on this proposed guideline
were due March 14. Formore information,
see the draft at the FDIC’s web site,
www.fdic.gov/regulations/laws/
PublicComments/Payday1.html.

Deposit Insurance (2/13/03)

The Federal Deposit Insurance Corporation
(FDIC) issued a final rule allowing banks
that are organized as limited-liability
companies (LLC) to be eligible for federal
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depositinsurance. Previously,bankshad to
be incorporated to be eligible. The FDIC
decided that as long as an LLC possessed
four characteristics, it is indistinguishable
fromacorporationforpurposesof the Federal
Deposit Insurance Act. These four
characteristicsare: (1) perpetual succession,

SUMMARY OF JUDICIAL DEVELOPMENTS

Massachusetts Preemption Suit Dismissed
OnFebruary 13the U.S. Court of Appeals for
theFirst Circuitdismissed acase challenging
the Office of the Comptroller of the
Currency’s (OCC) authority to preempt
portions of a Massachusetts consumer
protection statute (Bowler v. Hawke, No. 02-
1738). Massachusetts Commissioners of
Insurance and Banks petitioned the courtto
negate an OCC informal opinion letter
asserting thatthe 1999 Gramm-Leach-Bliley
Act(GLBA) preempts three provisionsof the
Massachusetts statute: “An Act Providing
Consumer Protection Relative to the Sale of
Insurance by Banks” (theact).

GLBA establishes thatindividual states
may regulate insurance sales, solicitation,
and cross-marketingactivities of depository
institutions and their affiliates only aslong
astherulesare mostly the sameand nomore
burdensome or restrictive than GLBA
provisions. The act in question would
prohibit nonlicensed bank personnelfrom
referring bank customers to a licensed
insurance agent or broker except upon an
inquiry initiated by the customer. The act
also prohibits nonlicensed bank personnel
fromreceiving additional compensation for
insurance referrals regardless of whether
the compensation was conditioned upon
the sale of insurance. Finally, the act
prohibits banks from making aninsurance
solicitation in connection with an
application for an extension of credit until
after theapplication hasbeenapprovedand,
inthe case of an extension of credit secured
by amortgage onreal estate, until after the
customer has accepted the bank’s written
commitment to extend credit.

OnMarch 18,2002, the OCCissued aletter
asserting that GLBA preempts the
Massachusettslaw. Massachusetts filed suit
citing “regulatory conflict” asits grievance.
However, the court found that the opinion
letter did not create aregulatory conflictas
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that is, the entity must continue to exist
independent of its owners; (2) centralized
management, meaning that authority to
manage the entityis exclusive toa group of
individuals appointed or elected by the
owners; (3) limited liability, meaning that
the owner(s) are notresponsible for the debts

of the entity; and (4) free transferability of
interests, which means that an owner can
sell his or herinterest in the entity without
the consentof the other owners.

This rule became effective March 17.
Formoreinformation, see 68 Federal Register,
pp-7301-9.

theletter did notimpose alegal or practical
constraint on Massachusetts. Further, the
courtopined thattheletterwould notimpair
Massachusetts' ability to enforce its laws,
and therefore,itdoesnotcreateacontroversy
orregulatory conflict.

The court realized the potential effects
this decision might have on future
preemption casesand narrowed the scope of
the opinion. The court argued that future
caseswould be better decided onacase-by-
casebasis, based on their specificfacts, rather
than by any precedent established in this
decision.

RESPA Kickback Suits Are Not Eligible
For Class Certification
The U.S. Courtof Appeals for the Fifth Circuit
ruled on February 7 that a lower district
court erred in assigning class status to a
group of plaintiffs who alleged that a
mortgage broker violated provisions of the
Real Estate Settlement Procedures Act
(RESPA)by acceptingkickbacks (O’Sullivan
v. Countrywide Home Loans Inc.,No.(01-21028).
Countrywide Home Loans, a mortgage
brokerage firm, used its employees and its
computer system to create original loan
documents and then selected law firms to
review them. The law firms then charged
the plaintiffs a fee for preparing the
documents. In federally required HUD-1
settlement statements, Countrywide
disclosed varioussettlementcosts,including
theattorney’sfees,as“document preparation
fees.” The HUD-1 disclosures seemed to
indicate that the fees the plaintiffs paid went
directly to the law firm; however, the law
offices and the defendant split the fees to
compensate Countrywide for its work in
preparing the mortgage documents. The
HUD-1did notreflect this fee-splitting,and
the plaintiffscontended thatitwasakickback
orareferral fee,a RESPA violation.
Alower court granted class certification

tothe plaintiffs, saying that the practiceitself
permitted classaction. The Courtof Appeals
reversed, however,acknowledging thateach
case requires an individual judgment to
determine whether the fee-splitting was
reasonable for the amount of work
Countrywidedid foreachloan. Referringto
1999 and 2001 Department of Housingand
Urban Development (HUD) policy
statements, the court determined that
kickback claimsrequire acomparison of the
compensation received with the actual
services provided on a transaction-by-
transaction basis, making a class action
impossible.

Card Companies Can Change Their
“Annual” Interest Rates

The North Carolina Supreme Court
determined thatabankmay changeitsannual
interest rate, refusing to hear a customer’s
appeal thatdoingso violated hiscardholder
agreement (Gaynoev. First Union Corp., No.
620P02). In 1993, the plaintiff chose an
agreement from the First Union credit
options,accepting their highestannual fee
inexchange for theirlowestannualinterest
rate. Then,in 1997, First Unionincreased the
annual interest rate mid-period while
keeping theannualfee thesame. The plaintiff
charged thatby changing therate during the
annual period, the bank breached the
cardholder contract because the annual
interest rate and fee should apply for the
whole year. The plaintiff argued that by
paying theannualfee, he wasentitled to the
pre-setand agreed-uponannual percentage
rate for the entire year. However, a North
Carolina appeals court found for the bankin
2002, reasoning that the annual fee did not
purchasetheannualinterestrate, butinstead
was a fee for the line of credit. The North
Carolina Supreme Court, by nothearing the
appeal, let the decision stand.



SUMMARY OFTHIRD DISTRICT DEVELOPMENTS

New Jersey
The New Jersey Senate passed anti-
predatorylendinglegislation February 27.
Ifenacted, thebill could become the nextin
a string of state anti-predatory lending
measures preempted by federal regulators
(see the “Recent Developments” section of
this Banking Legislation and Policy).
Introduced May 9,2002, theNew Jersey
Home Ownership Security Act(A.75) would
prohibitabusive lending practices, suchas
financing points and fees, loan flipping
(frequent refinancing), charging pre-
payment fees, and accelerating indebted-
ness. The bill also limits late-payment
penalties to no more than 5 percent of the
amount pastdue formore than 15 days.
“High-cost home loans” are subject to
furtherrestrictions, including prohibitions
againstincreasinginterestratesafter default,
negative amortization, and scheduled
payments that are more than twice the

amount of earlier scheduled payments.
Lendersmustevaluate theborrower’sability
torepay theloanand submitto theborrower
astatementexplaining thathe orshe maybe
able to obtain a mortgage at a lower cost
through another lender. The statement
would warn the borrower that his or her
home may be seized if payments are not
made, and it would advise him or her to
consult an attorney and financial advisor
about the risks of accepting the mortgage
loan. If the borrower wishes to finance
points and fees, the lender must receive
confirmation from anapproved third party
that the borrower sought counseling from
anaccredited counselor before the high-cost
homeloantransaction canbe made.

Pennsylvania

Introduced February 24 and referred to the
Committee on Commerce, the Pennsylvania
ATMFeeRegulatory Act (H.B.376,P.N.440)

places restrictions on automated teller
machine (ATM) transaction fees. First,
financial institutions will be required to
display the fee for each transaction on the
ATM screen and give the customer the
chance to cancel. Next, financialinstitutions
willneed to provide a written notice to their
customers advising them that they may
charge a fee for using other financial
institutions’ ATMs. Ifafinancialinstitution
doesnotmake these notices, customers are
not required to pay the fees. Further, a
customermay notbe charged more than one
fee per ATM transaction, regardless of how
many financial institutions areinvolved in
the transaction. Also, afinancial institution
may notcharge an ATM transaction feeif it
doesnotdispense cashatall ofitsbranches.
And finally, customers may notbe charged
fees for electronic transfers initiated via
telephone.

Prepared by the Research Department. For further information, contact Joanna Ender at
215-574-4102 or joanna.m.ender@phil.frb.org. To subscribe to this publication please
contact the Publications Desk at 215-574-6428 or lois.newell@phil.frb.org.
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