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Recent Developments

New Risk-Based Capital Rule Issued for
Fannie Mae and Freddie Mac

The Office of Federal Housing Enterprise
Oversight (OFHEOQ) issued a final rule on
July 19that outlines new risk-based capital
regulations for Fannie Mae and Freddie
Mac. OFHEO is the federal agency that
regulates Fannie Mae (the Federal National
Mortgage Association) and Freddie Mac
(the Federal Loan Mortgage Corporation),
which are government-sponsored
enterprises (GSEs) operating in the
mortgage markets. The two primary
activities of Fannie Mae and Freddie Mac
areinvestinginresidential mortgagesand
guaranteeing securities backed by
residential mortgages.

The Federal Housing Enterprises
Financial Safety and Soundness Actof1992
created OFHEO as an independent
regulator in the Department of Housing
and Urban Development and directed
OFHEO to formulate risk-based capital
standards. The act called for a test to
determine how much capital Fannie Mae
and Freddie Mac would need to hold to
survivea10-year period of severe economic
stress. In addition to the capital level
determinedbythestresstest, eachenterprise
wouldalsoberequiredtoholdanadditional
30 percentofthisamountto protectagainst
managementand operational risk.

Fannie Maeand Freddie Macwill spend
the nextyearanalyzing the new rule before
it becomes effective next fall. OFHEO
released all 554 pages of the rule, along
withthe computer program used toconduct
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the stresstest. Theactual required level of
capital will be calculated using this program
and proprietary dataprovided by the GSEs.
OFHEO cautionsthatestimates generated
using publicly available data are unlikely
tobeaccurate. OFHEO Director Armando

Falcon Jr. has said that over the next 12
months he will work with both Fannie Mae
and Freddie Mactoimplementthe newrule
and discuss possible changes.

The stress test envisions a scenario
consisting ofthree parts. First,itisassumed
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that Fannie and Freddie cannot diversify
into new linesof business. Second, thereis
a very large swing in interest rates
(equivalenttoamove of 600 basis pointsin
the 10-year Treasury note). Third, thereis
a decline in home prices as large as any
experienced over a 10-year period in the
last20yearsinthe U.S. Thetestgaugesthe
losses that would result from very heavy
pre-payment activity and numerous
defaults on loans that are no longer
sufficiently collateralized. The level of
required capital is the amount that, in
conjunction with any cash flow earned on
existing business, would keep the GSEs
solventthroughoutthe 10-year period.

OFHEO will publish required capital
levelsin February 2002. The GSEswillhave
untilthe fourth quarter of2002 tocomeinto
compliance with the new capital
requirements. Theenterpriseshave various
options as to how to meet the capital
requirements. They can satisfy the new
capital requirements by raising additional
capital, adjusting hedging practices,
insuring more of their risks, or retaining
more of their earnings.

Interagency Loan-Loss Reserve Policy
Statement Issued

The Federal Financial Institutions
Examination Council (FFIEC), on behalf of
the banking agencies,! issued a policy
statementon allowancesforloanand lease
losses (ALLL).Loanand leaseloss reserves
arereserves heldagainstfuturelossesinan
institution’s loan and lease portfolio. The
policy statement provides guidance for
banks and savings institutions in

! Board of Governors of the Federal Reserve System
(FRB), the Office of Thrift Supervision (OTS), the
Federal Deposit Insurance Corporation (FDIC),
and the Office of the Comptroller of the Currency
(OCC)

SUMMARY OF FEDERAL LEGISLATION

New Legislation

1.Save Our Homes Actof2001 (H.R.2531).
Introduced by Representative Schkowsky
(D-IL) on July 17, 2001.

Status: Referred to the Committee on
Financial Services.

2

implementing ALLL methodologies and
documentation processes. The FFIEC
proposed this policy statement on
September 7, 2000, and requested public
commentatthattime.

The policy statement offers four main
pointsofguidance. First, it placesthe board
of directors of each institution directly
responsible for ensuring that controls are
in place to determine the proper level of
ALLL. The appropriate level of ALLL is
determined by generally accepted
accounting principles (GAAP), the goals
and policies of the individual institution,
and any other relevant ALLL regulations
and guidances. Second,thelevelof ALLL
should be based upon the management’s
bestjudgmentofthecreditquality of itsloan
portfolioaswellasany other relevantfactors
that may impactloan collectibility. Third,
ALLL documentation must be consistent
withGAAP, theinstitutions’ stated policies,
and guidances and polices issued by
supervisory agencies. Fourth, institutions’
ALLL methodology and documentation
processes should be appropriate for their
sizeand complexity. The policy statement
was issued on July 6, 2001. For further
information see 66 Federal Register, pp.
35629-39.

New UCC Collateral Rules Implemented
in 46 States

New rules revising Article 9 (Secured
Transactions) of the Uniform Commercial
Code (UCC) took effect July 1 in 46 states
andthe District of Columbia. Therevisions
were approved by the National Conference
of Commissioners on Uniform State Laws
(NCUSL)in1999, butwere notimplemented
until July 1, 2001. The revisions address
what types of assets banks can accept as
collateral and also alter the filing system
usedto perfectliens. Alabama, Mississippi,
Florida,and Connecticutare the only states
that have yet to implement the new rules.

These states have delayed implementation
toverify thattheirfiling systemscan handle
therevisions.

NCUSL has the task of promoting
“uniformity in state laws on all subjects
where uniformity isdeemed desirableand
practicable” and iscomposed of attorneys
chosen by each state as representatives.
NCUSL typically develops a basic model
lawandthen encourageseach state toenact
thelaw. Article9ofthe Uniform Commercial
Code - a set of 11 articles of business and
commercial laws—addresseswhatalender
can accept as collateral and how
documentation of collateral agreements is
tobefiled.

The revised Article 9 includes as
acceptable forms of collateral items like
salesof paymentintangibles(e.g.,claimon
future cash payments) and promissory
notes; security interests created by
government debtors; health insurance
receivables; consignments; and commercial
tortclaims.

The second part of the revision
streamlinesthe process of perfecting liens,
thatis, taking legal stepsto take ownership
ofthecollateral. Underthe previoussystem
afinancingstatementhad to be filed where
the collateral was actually located.
Collateral that was spread across several
states (e.g.,aretailer’sinventories) required
that a financing statement be filed in each
state. Lendersseekingto perfectlienswould
havetothereforefile statementsin multiple
jurisdictions. Inthe eventofdefaultby the
borrower it was cumbersome to verify
which creditor had priority or whichstate’s
laws applied. Under the new system,
financing statementsare filed only once for
each secured transaction, in the Secretary
of State’s Office in the state where the debtor
is located. Now when lenders seek to
perfectalien, they cansimplyfileafinancing
statement in one place and search in one
place to see if their lien has priority.

This bill would amend several statutes to
help protect consumers from predatory
mortgage lending practices. The billwould
add provisions to the Home Ownership
and Equity Protection Act of 1994 to cover
high-cost mortgages. A high-costmortgage
would be defined as a consumer credit

transaction secured by the consumer’s
principal dwelling if either: 1) the APR
(annualized percentage rate) atorigination
exceedstheyield on United States Treasury
securities of comparable maturities by at
least 5 percentage points; 2) the rate is
variable butcan reasonably be expected to



exceed this threshold; 3) increases in the
rate are controlled by the creditor and are
not directly tied to changes in an
independent, publicly available rate; or 4)
the total pointsand feesonthe loanexceed
the greater of 3 percent of the total loan or
$1,000. The following practices would be
prohibited for high-cost mortgages: 1) call
provisions in the terms of the mortgage
unrelated to a customer default or sale of
property; 2) fees for deferring paymentsor
for contractmodifications; 3) making loans
to borrowers who have not completed a
certified home ownership counseling
course; 4) mandatory arbitration clauses; 5)
prepayment penalties; 6) negative
amortizationtermsinthe mortgage contract;
7) lending without regard to the realistic
ability of the borrower to repay the loan; 8)
makinganew loan to refinance an existing
contract when the new loan has no real
tangible benefit to the borrower; 9)
encouraging a borrower to default; 10)
payments to appraisers; 11) the financing
of creditinsurance policies by the mortgage
lender;12) blank itemsinthe contractto be
filled in after signing; and 13) the
securitizing of loans that are not in
compliance with the terms of this bill.

Lenderswouldberequiredtoreportthe
annual percentage rate charged on
mortgages and home improvement loans
in their Home Mortgage Disclosure Act
(HMDA) data. Finally, the bill would
prohibitexemptionsfrom HMDA reporting.
At present, depository institutions with
below $30 millioninassets have the option
of notsubmitting certain HMDA required
disclosures.

2. Internet Gambling Payments
Prohibition Act(H.R. 2579). Introduced by
Representative LaFalce (D-NY) onJuly 20,
2001.

Status: Referred to the Committee on
Financial Services and the Committee on
theJudiciary.

Related bills: H.R. 556 and H.R. 2572,

This bill would prohibit the acceptance of
creditcards, electronic fund transfers,and
checks or other negotiable instruments
payable through a financial institution for
the purpose of Internetgambling. Creditors,
financial institutions, and money-
transmitting business would be exempt
from liability if they were unaware their
services were being used for payment or
collectionresulting from Internetgambling.

Also, thebillwould encourage cooperation
between the U.S. government and other
countriesontheissue of money laundering.

Arelated bill (H.R. 2572) would make it
illegal to place an electronic terminal from
which consumer credit can be accessed,
suchasan ATM, intheimmediate areaofa
gambling establishment. The bill would
allow a consumer to recover from the
terminal’'s operator funds accessed from
the terminal that were lost as a result of
gambling,inadditionto punitive damages.

3. Consumer Credit Score Disclosure Act
of 2001 (S. 1242). Introduced by Senator
Schumer (D-NY) on July 25, 2001.

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

The bill would permit an applicant for an
extension of consumer creditsecured by a
dwellingtorequestacopy of hisor her most
recent credit score from a credit reporting
agency. Theagencywouldalsobe required
toprovidetheapplicantwithanexplanation
ofthe four mostimportant factorsaffecting
the score. Provisions of contracts that
currently prohibitsuch disclosureswould
be made voidbythebill. Alenderthatuses
acreditscore for loans secured by a house
must provide the customer with a copy of
the credit score that was used.

4. Consumer’s Rightto Financial Privacy
Act(H.R.2720). Introduced by Rep. Markey
(D-MA) on August 2, 2001.

Status: Referred to the Committee on
Financial Services.

Thisbillwould amend the Gramm-Leach-
Bliley Actby adding several requirements
on the handling and use of personal
customer information by financial
institutions. The bill imposes restrictions
on the sharing of personal information by
affiliatesinaholdingcompany, throughan
opt-inclause. Financial institutionswould
be barred from sharing personal
information with affiliated or unaffiliated
third parties unless the customer gives
explicitpermission (opts-in) for the sharing
of his or her information. The institution
must inform the customer about: 1) the
types of data collected; 2) its policies
addressing the use of customerinformation;
and 3) the procedures available to the
customer to review and dispute collected
information. These disclosures must be

made at the time anaccountisopened and
thenatleastannually thereafter. Institutions
would not be allowed to discontinue
services to a customer because he or she
declined to permitthe sharing of hisor her
information.

The bill contains several exemptions.
First, the consumer can waive the bill’s
restrictions on disclosure of personal
information. Second, information
necessary to carry out a transaction is
exempt. Examplesofthisinclude processing
product requests, servicing accounts, and
securitizing loans. The third exemption
appliestoinformation disclosuresthatare
necessary toensure the security of records,
to prevent fraud, to control institutional
risk,and to resolve customer disputesand
inquiries. Fourth, private information could
be released to persons with a legal,
beneficial, or fiduciary interest in the
customer. Fifth, the information could be
disclosed to various insurance, financial
rating, regulatory, law enforcement, and
creditreportingagencies. Also, information
required by the financial institution’s
attorneys, accountants, and auditors is
exempt. The information could also be
shared with a third party in connection
withaduediligence review foraproposed
or actual merger or acquisition. Finally,
anyinformationthatis necessary tocomply
with state and federal laws and regulation,
ortorespondtojudicial requests, could be
released.

Financial institutions would also be
prohibited from providingaccountnumbers
to affiliated or unaffiliated third parties for
use in marketing. Third parties receiving
customer informationwould be prohibited
from the further dissemination of that
information. Finally, the bill would
maintain the current prohibition on
providing false information to a financial
institution in order to gain confidential
customer information or knowingly
receiving information gained in this
manner. Enforcementauthority would be
exercised, where appropriate, by the
banking agencies, the Securities and
Exchange Commission, the National Credit
Union Association, the Federal Housing
Finance Board, the Federal Trade
Commission, state attorneys general, and
the insurance authorities of individual
states.

5. National Consumer Privacy Act (H.R.
2730) Introduced by Rep. Sessions (R-Texas)
on August 2, 2001.



Status: Referred tothe House Committeeon
Financial Services.

This bill would preempt state legislation
related to the privacy requirementssetout
in the Gramm-Leach-Bliley Act (GLBA).
GLBA permits states to enact privacy
protections more rigorous than those it
requires. Many states are currently
considering privacy legislation.

The bill would also make permanent
certain existing limitations on states’
authority toenact laws affecting consumer
creditreporting. Undercurrent law, those
limitations would expire in 2004.

6. Money Laundering Abatement Act (S.
1371). Introduced by Sen. Levin (D-Mich)
on August 3, 2001.

Status: Referred to the Committee on
Banking, Housing, and Urban Affairs.
Related bills: H.R. 1114 and S. 398.

This bill would enact a variety of new
measures to make money laundering more
difficult. First, United States banks would
be prohibited from providing banking
services—notably correspondent banking
services — to foreign banks that have no
physical presence in any country (also

SUMMARY OF FEDERAL REGULATIONS

Board of Governorsofthe Federal Reserve
System

Check Truncation Act (7/01)

InJuly the Board of Governorsofthe Federal
Reserve System soughtcommentsonanew
draft Check Truncation Act. The purpose of
thedraftistoprovideamodelforlegislation
toremove certainlegal impedimentstothe
adoption of new check processing
technologies.  Currently,about70billion
checksare processed eachyearinthe United
States. To reduce processing costs, some
banks have formed agreements with each
other to accept electronic, rather than
physical, presentment of checks. Butmany
banksare not partof these agreementsand
may not wish to invest in the equipment

known as “shell” banks). Second, this bill
would add foreign corruption offenses,
such as bribery and theft of government
funds, tothelistofcrimesthatcantriggera
U.S. money laundering prosecution. Also,
federal authorities would have the power
tosubpoenatherecords ofaforeign bank’s
U.S. correspondentaccount. Third, thishbill
would makeadepositor’sfundsinaforeign
bank’s U.S. correspondentaccountsubject
tothe samecivil forfeiture rulesthatapply
todepositor’sfundsinother U.S.accounts.

Inaddition, this bill would require U.S.
banks to improve their due diligence
reviews in order to guard against money
laundering. Two particular circumstances
would mandate improved due diligence:
(1) opening a private bank account with
one million dollars or more for a foreign
person; or (2) opening a correspondent
account for an offshore bank or foreign
bank in a country posing high money-
laundering risks.

7. Identity TheftPrevention Actof2001(S.
1399). Introduced by Senator Feinstein (D-
CA) on September 4, 2001.

Status: Referred to the Committee on
Financial Services.

This bill would amend several consumer

protectionstatutesto help preventidentity
fraud inconsumer credittransactions. The
TruthinLending Actwould beamendedto
require credit card issuers to respond to a
change-of-address notification from a
consumer by sending confirmation of the
change in address to the customer’s new
and formeraddress. Asecond confirmation
would be required if a request for an
additional card were made within 30 days
ofachange-of-address request.

Thebillwould requireacreditbureauto
notify card issuers if the address on a new
cardapplicationdoesnotmatchtheaddress
intheconsumer’sfile. Creditbureauswould
alsoberequiredtoplaceafraudalertinthe
consumer’s file at a consumer’s request.
Thealertwould inform potential creditors
that the consumer does not authorize any
extension of credit unless specific verbal
authorization is obtained through a
telephone number designated by the
consumer. The bureaus would also be
required, uponany consumer’srequest, to
provide him or her with one free credit
reportduring any 12-month period.

The bill would prohibit the printing of
morethanfive digitsofacreditcard number
used in any transaction. This restriction
would not apply to transactions that are
recorded in handwriting or viaan imprint
or copy of the credit card.

and software required to accept
presentmentelectronically. Under current
law, these banks may insist on physical
presentmentof checks before paying them.

The proposed legislation would allow
banks to continue to truncate a check (i.e.,
not presentthe original check for payment)
and use electronic presentment for banks
willing to accept electronic presentment.
Alternatively bankswould be permitted to
generate a paper copy of an original check
(a substitute check) that can then be
presented to banks that wish to process
checks using their existing check sorting
and data processing systems.

The substitute check would be the legal
equivalent of the original check as long as
certainstandardsdetailed inthe legislation

are met. For example, a substitute check
must accurately and legibly represent all
information on the front and back of the
original check, contain an MICR line so it
may be processed on check sorting
equipment, and bear alegend stating “This
is a legal copy of your check.” Any bank
presenting asubstitute check must make a
warranty that the substitute satisfies the
requirementstoqualify asalegal equivalent
of the original and that no one in the
presentment chain will be asked to make
paymentbased onacheckthat hasalready
been paid.
Thedraftlegislationincludesindemnity
provisions designed to place all parties in
the same position they would have been
had the original check been presented. If



the recipient of asubstitute check suffersa
loss that would have occurred even if the
original check had beenused, theindemnity
provisions of existing lawwould apply. If
the loss would not have occurred if the
original check had been used, but no
warranty was breached, the recipient is
entitled to the amount of the check plus
interest. If one of the warranties was
breached (for example, because the
substitute check wasillegible) the recipient
is also entitled to compensation for losses
proximately caused by the breach
(consequential damages). A recipient’s
compensation may be reduced, however,
by the degree to which his or her own
negligence contributed to the loss.

For more detailed information on the
Check Truncation Act, visit the Board's
web site: www.federalreserve.gov/
PaymentSystems/truncation/
draftinfo.htm.

Electronic Disclosures (8/8/01)

TheBoard lifted the mandatory compliance
date of October 1, 2001, for electronic
disclosures under the Equal Credit
Opportunity Act(ECOA), Electronic Funds
Transfer Act(EFTA), TruthinLending Act
(TILA), and Truth in Savings Act (TISA).
Forareviewoftheoriginalinterimrules, see
Banking Legislationand Policy, First Quarter
2001 and Second Quarter 2001. A new
compliance date will be set when a
permanentfinal rule isissued. For further
information, see 66 Federal Register, pp.
41439-40. (Regulations E, M, Z, and DD)

Financial Subsidiaries (8/16/01)

The Board adopted a final rule
implementing the financial subsidiary
provisionsofthe Gramm-Leach-Bliley Act
forstate memberbanks. The Gramm-Leach-
Bliley Act authorizes state member banks
thatmeet certain requirementsto control, or
holdinterestin,afinancial subsidiary. The
financial subsidiary is permitted toconduct
financial activitiesthat state member banks
cannot conduct directly. The final rule is
the same as the interim rule that was
adopted in March 2000, except for a few
minor adjustments in response to
comments. The interim rule has been in
effect since March 11, 2000, and the final
rule became effective September 17, 2001.
For a summary of the major provisions of
thefinal rule, seethesummary of the interim
rule in Banking Legislation & Policy, First
Quarter 2001. For further information, see

66 Federal Register,
(Regulation H)

pp. 42929-37.

Office ofthe Comptroller ofthe Currency

Investment Securitiesand Bank Activities
(7/2/01)

The OCC made final arule thatamends its
regulations governing investment
securities and bank activities. The rule
permits national banks to hold certain
municipal bonds even if total bond
holdings exceed the regulatory limit of 10
percent of the banks’ capital and surplus.
The Gramm-Leach-Bliley Act established
thatinadditionto U.S. Treasury securities,
banks may hold certain types of municipal
securitiesinexcess of the 10 percent limit (if
the bank is well capitalized).

The rule also clarifies that, unless
otherwise provided by federal lawor OCC
regulation, state laws would apply to
operating subsidiaries to the same extent
they apply to the parent national bank.
This rule became effective August 1, 2001.
For further information, see 66 Federal
Register, pp. 34784-92.

Electronic Banking (7/2/01)

The OCC is proposing to amend its
regulations to make it easier for banks to
conduct business electronically. The
proposed rule isacombination of newand
revised regulations, whicharedividedinto
three categories: national bank powers,
location with respect to the conduct of
electronic activities, and electronic safety
and soundness requirements.

The OCC will consider the following
standardswhen considering proposed new
electronic banking activities: (1) whether
the activity is a logical outgrowth of a
recognized banking activity, (2) whether
the activity strengthens the bank by
benefiting its customers and business, (3)
whether it presents a risk that banks have
experience managing, and (4) whetheritis
permissible for state-chartered banks.

The proposed rule also addresses two
other issues in relation to national bank
powers: the ability toactasfindersand the
ability to act as a digital certification
authority. The OCC has been allowing
national banks to act as finders and seeks
to formalize this stance in this proposed
rule. A finder serves as a third party that
brings together buyers and sellers of
financial and nonfinancial products and
services. The proposed rule states that

acting as a finder is part of the business of
bankingand providesnumerousexamples
of possiblefinderactivities. The rulewould
prohibitbanksfromengaginginanyactivity
thatwould characterize the bank asabroker.
Digital signatures allow recipients of
electronic messagesto verify theidentity of
the sender. A reliable third party is
necessary to provide a public key that
assigns and decodes these digital
signatures. Banks have been acting in this
capacity, and the proposed rule seeks to
codify this position. But the OCC is
concerned about the risks involved in
allowing national banks to act as
certification authorities and requests
comments on this issue.

The second section ofthe proposed rule
addresses the issue of the location of a
national bank. This proposed rule
addressestwo particular pointsinrelation
to this issue. First, the proposed rule
establishes that a national bank’s location
will not be solely determined to be in a
particular state by the presence of a
technology center (i.e., servers) inthat state,
an automated loan center in that state, or
because customers can access the bank's
productselectronically inthatstate. Second,
the proposed rule addresses how location
isdefined foranational bank thatconducts
business exclusively over the Internet.
National banks are permitted by law to
charge interest rates that are permitted by
the home state (the state where the main
office is located) of the national bank in
guestion. For Internet-only banks, therule
establishesthatthe state listed onthe bank’s
organization certificate (required wheneach
national bank is chartered) is the home
state.

The final section of the proposed rule
concerns the safety and soundness of
sharedelectronicspace. Internettechnology
has expanded the opportunity for banks
and third parties to join together in
marketing relationships. An example
would be a national bank having links to
retailers on the official bank web site and
viceversa. Current OCCregulationsallow
banks to lease space on bank premises to
third parties, under certainconditions. The
proposed rule would apply the current
system to include bank web pages and
other electronic space, but under the same
conditions. The conditions are that the
bank hastodistinguish betweenitsservices
andthose offered by the third party, thatthe
bank does not endorse or guarantee the



productsor servicesofthe third party,and
all these disclosures have to be simpleand
conspicuous. Commentswere due August
31, 2001. For further information, see 66
Federal Register, pp. 34855-64.

Fiduciary Activities (7/2/01)

The OCC published a final rule in order to
clarify the standards for national banks to
conduct multi-state trust operations.

The final rule allows national banks to
operate inafiduciary capacity in any state
that allows its own in-state banks to act in
a fiduciary capacity. However, these
national banks mustbe already authorized
by the OCCtoengageinfiduciaryactivities.
Second, the final rule authorizes national
banks, whichoperateinafiduciary capacity
in one state, to market their services to
customers in another state. The final rule
also addresses whether trust offices and
trust representative officesare considered
national bank branches and subject to the
McFadden Act. The McFadden Act
stipulatesthatinorder forabankfacility to
be considered abranch, it must perform at
least one of the core branching functions:
receiving deposits, paying checks, or
lending money. The OCC finds that
fiduciary activities are not one of the core
branching activities and therefore do not
fallunderthe McFadden Act. Subsequently,
the final rule states that trust offices and
trustrepresentative officesare notbranches
unless one ofthe core branching functions
isbeing performedthere. Thisrulebecame
effective August 1, 2001. For further
information, see 66 Federal Register, pp.
34792-98.

Assessment of Fees (9/25/01)

The OCC proposed a rule to amend its
formula for calculating the semiannual
assessment that the OCC charges national
banks. The OCC, asset forthinthe National
Bank Act, funds its activities by assessing
feestothose institutionsitsupervises. The
OCC supervises approximately 2,200
national banks and 58 federal branches in
the United States.

The OCCusesaformula, based uponthe
total assetsabank reportsinthe preceding
guarter’s call report, to calculate the
semiannual assessmentfee. The proposed
rule would amend this formula by
establishing a minimum base amount for
thefirstassessmentbracket (for bankswith
less than $2 million in assets) and

eliminating the marginal rate formula
currently used. The remaining brackets
would be calculated as they are currently.
Commentswere due October 25, 2001. For
furtherinformation, see 66 Federal Register,
pp. 48983-85.

Officeof ThriftSupervision

Liquidity (7/18/01)

The OTS made final an interim rule that
removesaregulationregarding theamount
of liquid assets a savings association is
required to hold. Section 6 of the Home
Owners’ Loan Act (HOLA)and subsequent
OTS regulations established that savings
associations were required to maintain an
averageofatleast4 percentoftheir liquidity
base as liquid assets. Liquid assets are
defined ascash, depositsininsured banks,
government-issued or guaranteed
obligations, bankers’ acceptances,
corporate debtand commercial paper, etc.
A savings association’s liquidity base
includes liabilities payable on demand or
with remaining maturities of one year or
less. The Financial Regulatory Relief and
Economic Efficiency Act of 2000 repealed
the statutory liquidity requirements for
savings associations.

The final rule keeps a provision that
requires savings associations to maintain
sufficientliquidity toensure safeand sound
operation. The rule also clarifies that an
institution’sabilitytoborrowfromaFederal
Home Loan Bank is a source of liquidity.
Therule became effective July 18,2001. For
furtherinformation, see 66 Federal Register,
pp. 37406-07.

Securities and Exchange Commission

Broker/Dealer Rule Postponed (7/18/01)
The SEC announced that it was post-
poningthe deadline forcommentsand the
implementation date of an interim rule on
securities broker/dealer activities (see
Banking Legislation & Policy, Second Quarter
2001 for a summary of the SEC rule). On
May 18, 2000, the Commission issued an
interim final rule that replaced banks’
traditional exemption from SEC supervision
with functional exemptions based upon
specific securities activities. This interim
rule has been received with apprehension
from the banking industry and bank
regulators. In June, the Office of the
Comptroller of the Currency, the Federal

Reserve Board, and the Federal Deposit
Insurance Corporationsentajointletterto
the SEC expressing their concern that the
new rule was unnecessarily costly and
inconsistent with congressional intent as
expressed inthe Gramm-Leach-Bliley Act.

Comments were due September 4. The
implementation date for the rule has been
pushed back to May 12, 2002, from its
original date of October 1, 2001. The
statement issued by the SEC added that it
foreseesthe rule beingamended before the
implementation date. For moreinformation
ontheinterimfinal rule concerningbroker/
dealeractivities, see 66 Federal Register, pp.
27760-80.

The Federal Housing Finance Board

Expanded Collateral Rule (6/29/01)

On June 29, 2000, the Federal Housing
Finance Board issued a final rule that
expanded the classes of collateral and
increased the amount of other real estate-
related collateral that can be pledged for
Federal Home Loan Bank advances. These
new collateral rules are now beginning to
be implemented for the first time by the
Federal Home Loan Bank of Seattle.
Although Seattleisthe firstbanktoissueits
versionofthenewrules, the Federal Housing
Finance Board has said that the other 11
banks havefinished writing their rulesand
they will be putin place this summer.

Theruleexpandswhattypesofcollateral
Federal Home Loan Banks (FHLB) can
accept. The newtypesofcollateral include
small business loans, agriculture loans, or
securities representing a whole interestin
suchloan. The newrulealsoimplementsa
Gramm-Leach-Bliley provision that
eliminates the 30 percent ceiling on the
portion of commercial real estate loans that
can be used as collateral.

Previously, only banks with less than
$500millioninassets could offer farm loans
andsmall businessloansascollateral. This
rule eliminates the $500 million asset limit
and expands the types of loans that can be
used ascollateral. For further information,
see 66 Federal Register, pp. 44414-32.



SUMMARY OF JUDICIAL DEVELOPMENTS

OnJuly 6,the U.S. Court of Appealsforthe
Seventh District made a ruling that
addresses what constitutes a bank day in
relation to federal check processing
regulations. The case, Oak Brook Bank v.
Northern Trust Co. (7™ Circuit No. 00-3309),
involved adispute betweentwo banksasto
which onewasgoingto be left with $400,000
in worthless checks (which had been
deposited and withdrawn from Oak Brook
Bankbyafraudartist). Northern Trust Co.
received the checks, refused to pay them,
and returned them to the Federal Reserve
Bank of Chicago. The case hinged on
whether these checks had beenreturnedin
abankingdayasrequired underRegulation
CC. Regulation CC is a Federal Reserve
regulation that governs the availability of
funds deposited in checking accountsand
the collection and return of checks.

Under Regulation CC,abankday is“the
portionofaday whenabank office isopen
to the public for carrying on substantially
all ofitsbanking functions.” Thecourtheld
that a Federal Reserve Bank is open to the
public when its check processing
departmentisopen. Therefore, thebanking
day in this case is 24 hours, since the
ChicagoFed’scheck processing department
operates 24 hours a day.

OnJuly 23, the United States District Court
for the Eastern District of Pennsylvania
ruled that a creditor’s claims against a
delinquentborrower have precedenceover
a union’s claim on benefit contributions

SUMMARY OF THIRD DISTRICT DEVELOPMENTS

New Jersey

Inthe case of Associates Home Equity Services
Inc. v. Troup (NJ Superior Court Appellate
Division No. A-3410-00T1F), the Appellate
Division of New Jersey Superior Courtruled
that mortgage lendersinthiscase could be
suedforreverseredliningand thatlenders
buyingloansinthe secondary marketcould
be sued based upontheactionsoftheloan’s
originator. Redlining is the practice of
denying the extension of credit to specific

that the employer owes. The case, Summit
Bank v. Local Union No. 98, International
Brotherhood of Electrical Workers (E.D. PA
No. 00-2990), originated from a lawsuit by
the union against DeStefano and
Associates. DeStefano and Associates,
which had filed for bankruptcy, was
delinquent in its contributions to the
employeefringe benefits plan. SummitBank,
through a merger, obtained Prime Bank’s
perfected lien against the assets of
DeStefanoand Associates. Thecourtruled
thatalthoughthe EmploymentRetirement
Income Security Act (ERISA)and the Labor-
Management Relations Act (LMRA)
“completely controlled the relationship”
betweenthe unionandtheemployer, “those
statutes do not apply to the relationship
between” the bank and the employer. The
resultofthe case wasthat SummitBank, not
Local Union No. 98, wasallowed to collect
DeStefano and Associates’ accounts
receivable.

OnJuly 26, the U.S. District Court for the
District of Rhode Island made a ruling
dealingwith arbitration clausesin general
mortgage agreements. Inthe case of Large,
etal.v. Conseco Financial Servicing Corp. (No.
01-140ML, D.R.1.), the judge ruled that
consumers who exercise the rescission
clause of their mortgage contract must
submit their claim to arbitration, if the
mortgage agreementcontainssuchaclause.

Thecaseinvolved amortgage agreement
between William and Diane Large and

Conseco Financial Corporation, which
includedarequirementthatall disputes be
resolvedthrougharbitration. Afteragreeing
tothecontract, the Largesinformed Conseco
of their intention to rescind the mortgage
agreement. The Largeswereattemptingto
rescind the agreement based on their
contentionthat Conseco had failed to make
the proper disclosures as required by the
Truth in Lending Act and the Home
Ownership and Equity Protection Act.
Conseco did not agree to the rescission of
the mortgage agreement, contending that
the Larges had agreed to submitall claims
toarbitration.

The court, citing a 1967 U.S. Supreme
Courtdecision, PrimaPaint Corp. v. Flood &
Conklin Mfg. Co. (388 U.S. 395), explained
that “the Supreme Court has held that a
rescission request does not preclude
arbitrationwherealitigant seeks rescission
based onafederal statute.” Intheir suit, the
Larges’ contentionwasthat the whole loan
agreement was invalidated by Conseco’s
actions. Theydid notattack thearbitration
clause inthe loanagreementindividually.
Thecourt, sidingwith Conseco, said, “Prima
Paint makes clear that absent an attack on
the specificarbitrationclauseincludedina
contract, general rescission claims are
resolvable by arbitration.” Sincethe Larges
were not addressing the legality of the
arbitration clause of the contract, the court
ruled that the arbitrator would be able to
resolveall the legal matters concerningthe
loanagreement.

geographic areas because of income, race,
or ethnicity of its residents. Reverse
redlining iswhenamortgage lender targets
high-cost loans to a particular area based
upon demographic information like
average income or racial composition.
Thecasestemsfromahomeimprovement
loan that was made in the fall of 1995 in
Newark, New Jersey. East Coast Mortgage
Corp.of Clark, New Jersey, originateda 15-
year loan for $46,500. The loan had an

11.65percentinterestrate, adjustable after
six months. In addition, the family in
guestion had to pay fees of approximately
4 percentofthe loan. Shortly thereafter, the
loan was sold by East Coast Mortgage to
Associates Home Equity. The loan went
into default in the spring of 1998 and
Associates subsequently foreclosed on the
loan. The Troups sued Associates, East
Coast, and the contractor who
recommended East Coast Mortgage Corp.



Thelawsuitalleged thatthe contractorand
East Coast Mortgage had discriminated
against the family and failed to make the
proper disclosures. Because Associates
had pre-approved the loan and thus knew
the terms and conditions, it was also sued
for predatory lending.

The trial court dismissed the suitby the
Troups because of the expiration of the
statute of limitations of the relevantlawsin
thecase. Theappealscourtreversed part of
thetrial court’sdecisionand upheld part of
it. The appeals court ruled that the
defendants (the Troups) could pursuetheir
suitalleging that the plaintiffs had engaged
inpredatory lending. Thisrulingwasbased
upon the principle of “equitable recoup-

ment,” which allows the defendant the
righttohavetheclaimoftheplaintiffreduced
oreliminated by reason of breach of contract
or duty by the plaintiff. The appeals court
alsosaid that East Coast Mortgage could be
held liable for the actions of the contractor
andthat Associates could be held liable for
what East Coast did.

Pennsylvania

On August 15the PennsylvaniaInsurance
Department finalized new privacy
regulations for insurance companies and
other financial institutions. The new
regulation will enforce portions of the
Gramm-Leach-Bliley Actof 1999, in order
to protect the financial privacy of

Pennsylvania insurance consumers.
Insurance companies and other financial
institutions in Pennsylvania will be
required tosend annual notices informing
their customers of privacy policies. In
addition, the regulation will require
companies to provide customers the
opportunity to deny permission for their
private information to be shared with
nonaffiliated third parties. These opt-out
clauses must be written in a reasonably
understandable formatand clearly marked
forthecustomer. For further informationon
the new financial privacy regulations in
Pennsylvania, visit the Insurance
Department’sweb site atwww.insurance.
state.pa.us.
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