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THE CONSIDERATION OF
REGULATORY RELIEF PROPOSALS

TUESDAY, JUNE 21, 2005

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10:02 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Senator Mike Crapo, presiding.

OPENING STATEMENT OF SENATOR MIKE CRAPO

Senator CRAPO. Good morning, everyone. This is the hearing of
the Committee on Banking, Housing, and Urban Affairs on the con-
sideration of regulatory relief proposals.

Chairman Shelby is not going to be able to be with us this morn-
ing, and has asked that I chair this hearing. Because of the mul-
titude of things going on this morning, we do not know how many
of the other Senators are going to make it. We know at about 11:30
it is going to be very sparse around here, so we will begin pro-
ceeding without them, and as other Senators may show, we will
give them an opportunity to make their opening statements.

Last year, the Banking Committee held a hearing on proposals
providing regulatory relief for banks, credit unions, and thrifts. The
hearing covered all points of view and was made up of three panels
of witnesses, Members of Congress, regulators, trade organizations,
and consumer groups. The witnesses built a strong legislative
record by describing the cost of regulations and by providing spe-
cific recommendations to reduce this ever-growing burden without
compromising safety and soundness.

The sheer volume of regulatory requirements facing the financial
services industry today presents a daunting task for any institu-
tion. Many of the witnesses also noted that this is not simply an
issue for banks and credit unions. The customer feels the impact
in the form of higher prices, and in some cases, diminished product
choice.

One example that was stressed as an outdated regulation is the
Depression era provision prohibiting the payment of interest on de-
mand deposits, otherwise known as business checking accounts. At
the end of the hearing, I asked FDIC Vice Chairman Reich as the
leader of the interagency EGRPRA Task Force to review the testi-
mony presented at the hearing and to prepare a matrix of all the
recommendations and positions for the Committee. The result was
136 burden-reduction proposals. Since that time the list has grown
to 187. That was a huge undertaking and I am very appreciative
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of the hard work and cooperation of so many involved, especially
Vice Chairman Reich.

As this comprehensive list demonstrates, it is important for Con-
gress to periodically review the laws applicable to the financial
services industry to ensure that compliance and red tape does not
impose an unreasonable and unproductive burden on the economy
and truly achieves its important goals.

Today, we are going to receive testimony from regulators, finan-
cial services industry groups, consumer groups, and small busi-
nesses on these proposals. As we proceed we need to make sure
that we enact enough meaningful reform so that the cost of change
is not a burden in and of itself.

The specific recommendations of witnesses today will be of great
use to me and to other Members of the Senate Banking Committee
as we create legislation to address the important issues of financial
services regulatory reform.

Our first panel today will be the regulators. I believe that all of
the witnesses have received very clear instructions that we want
you to be very careful to stay within the time limits. We have a
very full hearing. As you might see, the table has been modified.
The second panel is going to be 11 witnesses, and I have never
quite seen how we could accommodate the table to fit that many,
but it appears that they have done so, and we are going to need
to have the witnesses stick within their 5-minute allotted time pe-
riod so that we have time for interaction and discussion of the
issues that are presented.

Let us start with the first panel composed of John M. Reich, Vice
Chairman of the Federal Deposit Insurance Corporation; Julie Wil-
liams, the Acting Comptroller of the Office of the Comptroller of
the Currency; Mark Olson, Member of the Board of Governors of
the Federal Reserve System; Richard M. Riccobono, the Acting Di-
rector of the Office of Thrift Supervision; JoAnn Johnson, the
Chairman of the Board of Directors of the National Credit Union
Administration; and Eric McClure, Commissioner of the Missouri
Division of Finance.

Ladies and gentlemen, we will proceed in that order, and we will
begin with you, Mr. Reich.

STATEMENT OF JOHN M. REICH
VICE CHAIRMAN,
FEDERAL DEPOSIT INSURANCE CORPORATION

Mr. REICH. Thank you very much, Mr. Chairman. I appreciate
very much the opportunity to be here today. I want to thank you
particularly, Senator Crapo, for your interest, your leadership and
your commitment to this endeavor.

After 2 years of work under the EGRPRA mandate we are pre-
pared to make our initial recommendations to Congress. We have
issued many regulations for public comment and received nearly
1,000 comment letters in response. We have held 12 outreach meet-
ings around the country with bankers and community and con-
sumer groups.

My own involvement in this project has increased my awareness
of the developing fragility of the long tradition of community bank-
ing in this country. It has intensified my commitment to pursue
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meaningful regulatory relief legislation. But as a bank regulator I
also know it is important to maintain the safety and soundness of
the industry and to protect consumer rights.

I am here today as Vice Chairman of the FDIC, but also as the
nominal leader of the interagency regulatory review project man-
dated by the EGRPRA Act. When Congress enacted EGRPRA in
1996 it directed the agencies to work together in an effort to elimi-
nate outdated, unnecessary, and unduly burdensome regulations. I
am pleased to report that over the last 2 years the agencies rep-
resented at this table have worked together closely to fulfill the ob-
jectives set out in the EGRPRA statute. I believe we have made
considerable progress, but we still have much work to do.

My written statement indicates a number of substantive initia-
tives the agencies have taken to reduce burden. These initiatives
include streamlining our examination process, proposing amend-
ments to the CRA regulations, working to improve the required pri-
vacy notices, and providing detailed guidance to the industry to as-
sure uniform and consistent examination of and compliance with
the Bank Secrecy Act and the U.S.A. PATRIOT Act.

Since most of our regulations are, in fact, mandated by statute,
it is my sincere hope that Congress will agree with our premise
concerning accumulated regulatory burden and the need to do
something about it and will accept our recommendations to make
a number of changes to the underlying statutes.

Last year, this Committee held a regulatory burden hearing in
which 18 witnesses testified, including myself. At that hearing Sen-
ator Crapo asked me to review the testimonies, extracting all the
regulatory burden reduction proposals made at that hearing. The
result was a matrix containing a total of 136 burden reduction pro-
posals.

I called together representatives of all the bank and thrift trade
groups in a single meeting to review the proposals. Out of that
meeting came an agreement among the trade groups to either joint-
ly support or not oppose 78 of those 136 proposals.

The FDIC subsequently reviewed the 78 industry consensus
items to determine whether in our judgment there were significant
safety and soundness, consumer protection, or other public policy
concerns with the industry proposals. As a result of our review we
decided to affirmatively support 58 of the 78. We took no position
on 15 proposals and we opposed 5 of the proposals. Since that time
we have been working on a consensus building process among the
Federal bank regulators.

The next step toward this objective was to share FDIC’s views
with the other regulatory agencies. After considerable interagency
discussions, the agencies have agreed to jointly support 12 of the
industry consensus items. They are outlined in my written testi-
mony. I refer to them as “the bankers’ dozen,” but I hope that the
12 are only the beginning.

Included in the matrix are dozens of proposals beyond the origi-
nal 12 which are supported by more than one agency, and where
no significant safety and soundness, consumer protection, or other
public policy concerns have been raised. To be fair, however, some
agencies have indicated they have not had the opportunity to fully
consider all of the proposals, and have therefore taken no official



4

position on them. My hope is that at the end of all reviews there
will be a significantly greater number of consensus provisions that
will be recommended to and accepted by Congress.

Mr. Chairman, banks large and small labor under the cumu-
lative weight of our regulation. I believe that the EGRPRA process
created by Congress appropriately addresses the problem of accu-
mulated regulatory burden. I have expressed on several occasions
publicly my concern that if we do not provide relief, a vital part of
the banking system, namely America’s community banks, may be
in jeopardy.

Mr. Chairman, I believe the time for action is now. I urge the
Committee to review our recommendations carefully and hope you
will accept and incorporate them into a regulatory relief bill which
will provide real relief for the industry. I look forward to working
with the Committee toward this end.

Thank you very much for this opportunity to testify and I look
forward to the questions.

Senator CRAPO. Thank you very much, Mr. Reich.

Ms. Williams.

STATEMENT OF JULIE L. WILLIAMS
ACTING COMPTROLLER OF THE CURRENCY,
OFFICE OF THE COMPTROLLER OF THE CURRENCY

Ms. WiLLiaMS. Thank you. Mr. Chairman, Senator Bunning, I
appreciate the opportunity to appear before you today to discuss
the challenge of reducing unnecessary regulatory burden on our
Nation’s banking institutions. The Office of the Comptroller of the
Currency welcomes the Committee’s effort to advance regulatory
burden relief legislation. I also want to express particular apprecia-
tion to you, Mr. Chairman, for your commitment and dedication to
this issue.

My written testimony and the appendices to that testimony de-
scribe a number of burden-reducing initiatives that the OCC sup-
ports. This morning I also want to touch upon two broader themes
that I hope will guide our efforts to reduce unnecessary regulatory
burden.

My testimony emphasizes that the regulatory burdens on our
banks arise from several sources. First, we, as Federal bank regu-
lators, have a responsibility to look carefully at the regulations we
adopt to ensure that they are no more burdensome than is nec-
essary to protect safety and soundness, foster the integrity of bank
operations, and safeguard the interests of consumers.

In this connection I must mention the EGRPRA regulatory bur-
den reduction initiative that is being led so capably by FDIC Vice
Chairman John Reich. As part of this process, the OCC, together
with the other Federal banking agencies has been soliciting and re-
viewing public comment on our regulations and participating in
banker and consumer outreach meetings around the country. Using
the input gathered from the public comment and outreach process,
the banking agencies, as Vice Chairman Reich has noted, are now
developing specific recommendations for regulatory as well as legis-
lative relief.

Second, we also must recognize that not all the regulatory bur-
dens imposed on banks today come from regulations promulgated
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by the bank regulators. Thus, we welcome the interest of the Com-
mittee in issues such as implementation of Bank Secrecy Act and
antimoney laundering standards and reporting requirements, and
in the ongoing efforts by the Securities and Exchange Commission
to implement the so-called “push-out” provisions of the Gramm-
Leach-Bliley Act in a manner that is both faithful to GLBA’s intent
and not so burdensome as to drive traditional banking functions
out of banks.

A third key source of regulatory burden is Federal legislation,
and relief from some manifestations of unnecessary regulatory bur-
den does require action by Congress. My written testimony con-
tains a number of recommendations for legislative changes, and
this list includes consensus recommendations developed and agreed
to in our discussions with the other banking agencies and with the
industry.

Before closing, I would like to highlight two broader themes that
I hope will guide us in our efforts to tackle unnecessary regulatory
burdens. The first involves consumer protection disclosure require-
ments. Here is an area where we have an opportunity to reduce
regulatory burden and improve the effectiveness of disclosures to
consumers. Today, our system imposes massive disclosure require-
ments and massive costs on financial institutions, but do these re-
quirements effectively inform consumers? I firmly believe that it is
possible to provide the information that consumers need and want
in a concise, streamlined, and understandable form. The Federal
banking agencies have broken new ground here by employing con-
sumer testing as an essential part of our rulemaking to simplify
the GLBA privacy notices. This project has the potential to produce
more effective and meaningful disclosures for consumers and re-
duced burden on institutions that generate and distribute private
notices. We need to do more of this.

My second point goes back to basics. Why do we care about regu-
latory burden? We care because unnecessary regulatory burden
saps the efficiency and competitiveness of American enterprise.
And, we particularly care because of the critical impact of regu-
latory burden on our Nation’s community banks. Community banks
thrive on their ability to provide customer service, but the very size
of community banks means that they have more limited resources
available to absorb regulatory overhead expenses.

We need to recognize that the risks presented by certain activi-
ties undertaken by a community bank are simply not commensu-
rate with the risks of that activity conducted on a much larger,
complex scale. One-size-fits-all may not be a risk-based, or a sen-
sible, approach to regulation in many areas. I hope we can do more
to identify those areas where distinctions between banks based on
the size and complexity and scope of their operations makes sense
as a regulatory approach.

In conclusion, Mr. Chairman, on behalf of the OCC, thank you
for holding this hearing. We would be pleased to work with you
and the staff to make the goal of regulatory burden relief a reality.
Thank you.

Senator CRAPO. Thank you very much, Ms. Williams.

Mr. Olson.
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STATEMENT OF MARK W. OLSON, MEMBER,
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. OLsoN. Thank you very much, Senator Crapo, Members of
the Committee. Thank you for holding this hearing, and thank you
for inviting the Federal Reserve to testify.

The Federal Reserve Board strongly supports efforts to stream-
line laws and regulations without compromising safety and sound-
ness. We have taken a number of initiatives in that direction. In
2003, the Board responded to a request from Senator Shelby to pro-
vide legislative proposals consistent with that goal. We applaud
also the efforts of John Reich and the FDIC in taking the leader-
ship role with respect to the EGRPRA efforts, and we applaud your
efforts, Senator Crapo, in putting together the matrix.

We have provided our specific approval or support for a number
of legislative regulatory relief proposals. There are other initiatives
that are in that matrix that we will continue to look at in an effort
to clarify our position. A significant number of them we will prob-
ably have no opposition to. I suspect, we will support additional
proposal, and there will be a small number where we probably will
have some objection.

Our complete testimony is included in the written record, but let
me just highlight three priorities for this morning. The first is the
ability to pay interest on reserves and reserve requirement flexi-
bility. Banks are now required to provide reserves on transaction
accounts between 8 and 14 percent, and that reserve requirement
gives banks an incentive to look for ways to get around the reserve
requirements by providing sweep arrangements or other initiatives
that will eliminate the reserve requirement.

Authorizing the Federal Reserve to pay interest on those re-
serves would simplify that process. It would also be an important
tool to us in our implementation of monetary policy. The payment
of interest would perhaps give us an assurance of reserve levels
with which monetary policy is based in terms of monitoring the
money supply. It could also potentially reduce the need for manda-
tory reserves, at minimal cost to the Treasury because the fact that
the vault cash for many institutions could provide most of the re-
serve requirements so the impact on the Treasury we suspect
would be minimal.

The second priority is to allow depository institutions to pay in-
terest on demand deposits which you have appropriately character-
ized as a Depression-era regulation. We strongly support removal
of the prohibition of paying interest on demand deposits. Again,
many institutions provide a fairly complex, cumbersome sweep
mechanism to allow for the payment of interest. That is more eas-
ily done by larger banks than by smaller banks, and the removal
oflthfat prohibition we think would certainly constitute regulatory
relief.

The final priority that we would like to mention this morning is
the small bank examination flexibility. Currently, on-site examina-
tions are required for all banks every 12 months, except an exclu-
sion is granted for banks of under $250 million in assets, meeting
certain capital and managerial standards. Our proposal is to raise
that limit to $500 million which we think would reduce the regu-
latory burden for perhaps as many as 1,100 additional institutions.
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Mr. Chairman, I would be happy to expand on any of those re-
marks in the question and answer period.

Senator CRAPO. Thank you very much, Mr. Olson.

Mr. Riccobono.

STATEMENT OF RICHARD M. RICCOBONO
ACTING DIRECTOR, OFFICE OF THRIFT SUPERVISION

Mr. RiccoBONO. Good morning, Senator Crapo and Members of
the Committee and thank you for the opportunity to testify on reg-
ulatory burden relief on behalf of the OTS. I want to thank the
Committee for holding this hearing and I want to thank you in par-
ticular, Senator Crapo, for your leadership and continuing focus in
this area.

I would also like to thank and recognize the efforts of FDIC Vice
Chairman John Reich on the interagency EGRPRA project. And,
Senator, I would have said those nice things about Vice Chairman
Reich even if he was not going to be my boss soon.

[Laughter.]

We look forward to working with the Committee on legislation to
address the issues we discussed today.

While it is always important to remove unnecessary regulatory
obstacles in our financial services industry that hinder profitability,
innovation, and competition, and in turn job creation and economic
growth, this is a particular good time to be discussing these issues
given where we are in the economic cycle. Today, we have an op-
portunity to explore numerous proposals to eliminate old laws, that
while originally well-intended, no longer serve a useful purpose.

Before addressing these issues it is important to note that there
are two areas not addressed in my statement that many of our in-
stitutions have identified as unduly burdensome, the Bank Secrecy
Act requirements and the rules under Sarbanes-Oxley. Virtually all
institutions raise these issues as regulatory relief priorities. While
we recognize the need for relief in these areas, I do not believe we
are at a point right now to make sound recommendations on effec-
tive reforms without compromising the underlying purpose of these
laws, but we are working on it.

In my written statement I describe a number of proposals that
would significantly reduce burden on saving associations. I ask that
the full text of that statement be included in the record.

Senator CRAPO. Without objection.

Mr. RiccoBoNO. Four items that we believe provide the most sig-
nificant relief for savings associations are: Eliminating the duplica-
tive regulation of savings associations under the Federal securities
laws; eliminating the existing arbitrary limits on savings associa-
tion consumer lending activities; updating commercial and small
business lending limits for savings associations; and establishing
succession authority for the position of the OTS Director.

Currently banks and savings associations may engage in the
same types of activities covered by the investment adviser and
broker/dealer requirements of the Federal securities laws. These
activities are subject to supervision by the banking agencies that
is more rigorous than that imposed by the SEC, yet savings asso-
ciations are subject to an additional layer of regulation and review
by the SEC that yields no additional supervisory benefit. While the
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bank and thrift charters are tailored to provide powers focused on
different business strategies, in areas where powers are similar,
the rule should be similar. No sound public policy rationale is
served by imposing additional and unwarranted administrative
costs on a savings association to register as an investment adviser
or as a broker/dealer under the Federal securities laws. OTS
strongly supports legislation to exempt savings associations from
these duplicative investment adviser and broker/dealer registration
requirements.

Another important proposal for OTS is eliminating a statutory
anomaly that subjects the consumer lending authority of Federal
savings associations to a 35 percent of assets limitation, but per-
mits unlimited credit card lending. This exists even though both
types of credit may be extended for the same purpose. Removing
the 35 percent cap on consumer lending will permit savings asso-
ciations to engage in secured consumer lending activities to the
same extent as unsecured credit card lending. This makes sense
not only from a regulatory burden reduction perspective, but also
for reasons of safety and soundness.

We also support updating statutory limits on the ability of Fed-
eral savings associations to make small business and other com-
mercial loans. Currently, Federal savings associations lending for
commercial purposes is capped at 20 percent of assets, and com-
mercial loans in excess of 10 percent must be in small business
lending.

Legislation removing the current limit on small business lending
and increasing the cap on other commercial lending will provide
savings associations greater flexibility to promote safety and sound-
ness through diversification, more opportunities to counter the cy-
clical nature of the mortgage market, and additional resources to
manage their operation safely and soundly.

A final but important issue is the statutory succession authority
for the position of OTS Director. In many respects this issue is
more important for the thrift industry than it is for OTS. We
strongly urge consideration of a provision authorizing the Treasury
Secretary to appoint a succession of individuals within OTS to
serve as OTS Acting Director in order to assure agency continuity.
It is equally important to modernize the existing statutory appoint-
ment authority for the OTS Director, by providing every appointee
a full 5-year term.

Statutory succession authority would avoid relying on the Vacan-
cies Act to fill any vacancy that occurs during or after the term of
an OTS Director. This is important, given our continuing focus on
maintaining the stability of our financial system in the event of a
national emergency.

OTS is committed to reducing burden whenever it has the oppor-
tunity to do so consistent with safety and soundness and consumer
protections. We look forward to working with you, Senator Crapo,
and the Committee to address these and other regulatory burden
reduction items we discuss in my written statement.

I will be happy to answer any questions. Thank you.

Senator CRAPO. Thank you very much, Mr. Riccobono.
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Before we move to Ms. Johnson, I should have stated at the out-
set that the written statements of all of the witnesses, not just this
panel, but all of the witnesses, will be made a part of the record.

Ms. Johnson.

STATEMENT OF JOANN M. JOHNSON
CHAIRMAN, BOARD OF DIRECTORS,
NATIONAL CREDIT UNION ADMINISTRATION

Ms. JOHNSON. Thank you, Senator Crapo and Members of the
Committee. On behalf of the National Credit Union Administra-
tion, I am pleased to be here today to present our views on regu-
latory reform initiatives.

The reform proposals being considered by Congress will benefit
consumers and the economy by enabling financial institutions and
their regulators to better perform the role and functions required
of them.

In my oral statement I will briefly address some of the proposals
that are of the greater importance to NCUA. The first is prompt
corrective action reform. Prompt corrective action, capital require-
ments for credit unions enacted in 1998 as part of the Credit Union
Membership Access Act, are an important tool for both NCUA and
credit unions in managing the safety and soundness of the credit
union system and protecting the interests of the National Credit
Union Share Insurance Fund.

Our 7 years of experience with the current system, however,
have shown there are significant flaws and need for improvement.
PCA, in its current form, establishes a one-size-fits-all approach for
credit unions that relies primarily on a high-leverage requirement.
This system penalizes low-risk credit unions and makes it difficult
to use PCA as intended, as an incentive for credit unions to man-
age risk in their balance sheets.

NCUA has developed a comprehensive proposal for PCA reform
that addresses these concerns. NCUA’s proposal establishes a more
reasonable leverage requirement to work in tandem with more ef-
fective risk-based requirements.

Our proposal accounts for the 1 percent method of capitalizing
the Share Insurance Fund and its effect on the overall capital in
the insurance fund and the credit union system. The result is a le-
verage requirement for credit unions that averages 5.7 percent
under our proposal, as compared to 5 percent in the banking sys-
tem.

We have submitted our proposal for Congress’s consideration and
it has been included in the new CURIA proposal introduced in the
House of Representatives. I urge the Senate to include our proposal
in any financial reform legislation that is considered and acted
upon this year.

As I have previously testified, an important technical amend-
ment is needed to the statutory definition of “net worth” for credit
unions. FASB has indicated it supports a legislative modification to
the definition of “net worth” and that such a solution will not im-
pact their standard setting activities. I am encouraged that the
House voted just last week in support of a legislative solution to
this problem, and I urge the Senate to give its prompt consider-
ation.
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Federal credit unions are authorized to provide check cashing
and money transfer services to members. To enable credit unions
to better reach the unbanked, they should be authorized to provide
these services to anyone eligible to become a member. This is par-
ticularly important to furthering efforts to serve those of limited
means who are forced to pay excessive fees.

The current statutory limitation on member business lending by
federally insured credit unions, which is 12%4 percent of assets for
most credit unions, is arbitrary and constrains many credit unions
in meeting the business loan needs of their members. Credit union
have an historic and effective record of meeting small business loan
needs of their members, and this is an issue of great importance
in the many credit unions that are expanding into underserved
areas and low-income communities. NCUA’s strict regulation of
member business lending ensures that it is carried out on a safe
and sound basis.

With these facts in mind, NCUA strongly supports proposals to
increase the member business loan limit to 20 percent of assets and
raise the threshold for covered loans to a level set by the NCUA
Board, not to exceed $100,000.

NCUA continues to support other provisions in the previously
considered regulatory relief bills, such as improved voluntary merg-
er authority; relief from SEC registration requirements for the lim-
ited securities activities in which credit unions are involved; lifting
certain loan restrictions regarding maturity limits; and increasing
investments in CUSQO’s.

Also we have reviewed the other credit union provisions included
in the previously mentioned bills and in Senator Crapo’s matrix,
and NCUA has no safety and soundness concerns with these provi-
sions.

Thank you, Mr. Chairman, for the opportunity to appear before
you today on behalf of NCUA to discuss the public benefits of regu-
latory efficiency for NCUA, credit unions and 84 million credit
union members.

I am pleased to respond to any questions the Committee may
have or to be a source of additional information if you require.
Thank you.

Senator CRAPO. Thank you very much, Ms. Johnson.

Mr. McClure.

STATEMENT OF ERIC McCLURE
COMMISSIONER, MISSOURI DIVISION OF FINANCE,
ON BEHALF OF
THE CONFERENCE OF STATE BANK SUPERVISORS

Mr. McCLURE. Good morning, Senator Crapo, Senator Sarbanes,
Members of the Committee. I am excited and honored to be here
today. My name is Eric McClure. I am the Banking Commissioner
in Missouri. I am here on behalf of the Conference of State Bank
Supervisors, of which I am Chairman. I appreciate you inviting
CSBS to be here today to discuss strategies for reducing regulatory
burden on our Nation’s banks.

We especially appreciate this opportunity to discuss these issues
because we are the chartering authority and primary regulator for
the vast majority of the Nation’s community banks. We believe a
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bank’s most important tool against regulatory burden is its ability
to make meaningful choices about both its regulatory and its oper-
ating structures.

The State charter has been and continues to be the charter of
choice for most community-based institutions because the State-
level supervisory environment is locally focused, accessible, mean-
ingful, and flexible, and that matches just the way our banks do
business.

Our State banking industry is a success story. Our banks are fo-
cused on the success of their communities because they share in
the success of their communities. While our current regulatory
structure and statutory framework may recognize some differences
among financial institutions, too often it mandates overarching
one-size-fits-all requirements for any institution that can be de-
scribed by the word “bank.” These requirements are often unduly
burdensome on smaller or community-based institutions.

My colleagues and I are seeing growing disparity in our Nation’s
financial services industry. The industry is becoming bifurcated be-
tween large and small institutions. Congress must recognize this
reality and the impact this two-tiered system has on our economy.
Excessive statutory burdens are crushing community banks and
slowing the economic engine of small business in the United States.
Regulatory burden relief for community banks would be a booster
shot in the arm for our Nation’s economic well-being.

CSBS does not endorse approaches such as the Communities
First Act, as introduced in the House by Congressman Ryun from
Kansas, that recognize and encourage the benefits of diversity
within our banking system. We ask that Congress include some
type of targeted relief for community banks in any regulatory relief
legislation.

Today, I would like to highlight a few specific changes to Federal
law that would help reduce regulatory burden on our banks. We
ask that the Committee include these provisions in any legislation
it approves.

First, we ask that Congress extend the mandatory Federal exam-
ination cycle from 12 months to 18 months for healthy, well-man-
aged banks with assets of up to $1 billion, just as has been done
for many years for banks with less than $250 million in assets. We
believe this is real regulatory relief and that advances in off-site
monitoring techniques and technology and the health of the bank-
ing industry make annual on-site examinations unnecessary for the
vast majority of our healthy financial institutions.

Second, many of our banks are operating in multiple States.
CSBS and the State banking departments have developed com-
prehensive protocols that govern coordinated supervision of State-
chartered banks that operate branches in more than one State. To
further support these efforts, we strongly support including lan-
guage in a Senate regulatory relief bill that reinforces these prin-
ciples and protocols. We also believe that de novo branching across
State lines is a good idea whose time has come.

Finally, CSBS believes that a State banking regulator should
have a vote on the Federal Financial Institutions Examination
Council. While we have input at council meetings, we do not get
a vote on policies that affect the institutions that we charter and
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supervise. We ask that Congress change the State position on the
council from one of observer to that of a full voting member.

As you consider additional ways to reduce these burdens, we
urge you to remember that the strength of our banking system is
its diversity. The fact that we have a very large number of banks
of different sizes and specialties that meet the needs of the world’s
most diverse economy every day is something that we celebrate.
Regulatory relief measures must allow for further innovation and
coordination at both the State and Federal levels for the benefit of
institutions of all sizes. I am a career regulator, but I am extremely
sensitive to regulatory burden, as are my fellow State supervisors,
and we must constantly look for ways to be smart, focused, and
reasonable in our regulatory approach.

Your own efforts, Chairman Shelby’s efforts in this area, have
greatly reduced unnecessary regulatory burden on financial institu-
tions. We commend the Chairman and the Members of this Com-
mittee for their efforts in this area, and we thank you for this op-
portunity to testify and look forward to any questions that you or
the Committee Members may have.

Senator CRAPO. Thank you very much.

Before we go to questions of this panel, we have been joined by
three other Senators: Senator Sarbanes, Senator Bunning, and
Senator Stabenow, although Senators Bunning and Stabenow have
already had to leave for other obligations. It is going to be a morn-
ing like that. This is an incredibly busy morning. But I would like
to move back and give Senator Sarbanes, our Ranking Member, an
opportunity for an opening statement at this point.

STATEMENT OF SENATOR PAUL S. SARBANES

Senator SARBANES. Thank you very much, Mr. Chairman. I will
be very brief.

First, I want to welcome the representatives of the Federal and
State financial institution regulatory agencies and also the next
panel that will follow with the representatives of various industry
and consumer groups. This is an important hearing, and I am
pleased to be able to participate in it. I am not sure I will be able
to stay the whole morning.

Let me just say at the outset that the term “regulatory reform”
or “regulatory relief” is a broad term. A lot of it is in the eye of
the beholder, and it can encompass virtually any change that might
be sought to Federal laws governing federally insured financial in-
stitutions.

I gather there is a list of 12 proposed legislative changes that
have been jointly endorsed by the Federal Reserve, the Comptroller
of the Currency, the FDIC, and the OTS. In addition, each of the
Federal financial institution regulatory agencies has a supple-
mentary set of suggestions to make, as I understand it. I believe
the Fed includes eight additional proposals in its testimony. The
OCC has a list of 27. The OTS has a list of 11. NCUA has a list
of 16. And I think at your request, Mr. Chairman—and I want to
commend you for the effort you have been making in this effort on
this issue—the FDIC has compiled a matrix of 136 proposals by the
regulators, industry, and consumer groups based on the hearing
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held last year in this Committee and, furthermore, that an addi-
tional 50 proposals have been added to the matrix.

I would just make this observation: Many of these proposals are
rather complex and far-reaching. There also appears, I think, to be
a tendency to characterize at least some of these proposals as con-
sensus proposals. It is not altogether clear to me who constitutes
that consensus or who is embraced within the parameters when
you are developing a consensus proposal. And I have a question I
will put to Mr. Reich at some point which I think underscores that
concerns.

So, Mr. Chairman, as we move ahead, I obviously think that we
need to exercise some very careful review of each of these pro-
posals. There is a whole range of options here, as it were, and I
think we need to weigh each of them carefully. Some of them, you
know, virtually everyone says is a good idea; others provoke a con-
siderable amount of discussion and dissension.

Thank you very much.

Senator CRAPO. Thank you very much, Senator Sarbanes.

I will begin with the questioning, and, frankly, I will start out
along the same line that Senator Sarbanes has started out in his
comments. As has been indicated by Senator Sarbanes and myself
and I think most of the witnesses, there are a number of proposals
on the table. We have a very extensive matrix in front of us, and
we have witnesses from many different interest groups and per-
spectives to follow this panel of Federal and State regulators, who
each have their perspective on the different proposals that are be-
fore us.

One of the concerns that I have is that I want to try to bring
some finality to this process. It is my objective to move to a mark-
up as soon as we can, and it is very clear that we are not going
to include in the markup every single proposal that has been put
before this Committee. In fact, as Senator Sarbanes indicated and
as others on the panel have indicated, there are some proposals
that I oppose, there are some that I strongly support. There are
some that I support but which I believe it may not be the right
time for them to be included in the legislation or some that are still
under consideration.

Each of these proposals has a different status among different
perspectives and different interests. But we have before us here the
regulators who have an opinion or who have an expertise on a
number of these proposals. It appears to me that there has been
some hesitation from the regulators to comment on the proposals
that are outside of their immediate jurisdiction. And although that
is very understandable, I want to make sure that silence or lack
of comment on a certain position is not construed as opposition or
as a concern about safety and soundness.

And so what I would like to do, at least to try to bring some fi-
nality as to whether there is opposition on some of these proposals,
is to in a rather prompt way move forward to get some finality on
the agency evaluation of the proposals that are before us in the
matrix, and this is what I have in mind.

Since the agencies have had the 136 provisions of the matrix be-
fore them for several months, at least, and, in fact, many of these
have been proposed by the agencies themselves, I would like to
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bring this review and comment period to a close in a short period
of time. It is my idea that if the agency does not comment on a par-
ticular provision within the next short timeframe, I would like us
to understand that the assumption will be that the agency has no
formal objection to us evaluating those provisions. In other words,
I would like you to be able to at least tell us the provisions to
which you have an objection.

Mr. Reich, you have been the one who has been coordinating
this, and I wondered if it would be agreeable to you if I ask you
to coordinate with the other agencies to identify the provisions
upon which there is any objection from any of the agencies. Is that
agreeable to you, Mr. Reich?

CMr. REIcH. Absolutely. I would be happy to do that, Senator
rapo.

Senator CRAPO. And do you believe that you could accomplish
that by about July 1?

[Laughter.]

I heard that sigh.

Mr. REICH. That is an ambitious timetable, but I will be happy
to work with my fellow regulators at this table to accomplish that
deadline.

Senator CRAPO. Do you think the rest of you could work with him
to try to achieve that? Again, I am not asking you to comment on
every position. I am just asking you to tell us if there are proposals
to which you have objections, to identify those.

Ms. WiLLIAMS. Senator, if I could just note that we have not seen
the text for some of the proposals. We would need to be looking at
the text rather than just a description of it. But we certainly want
to cooperate and do so expeditiously.

Senator CRAPO. All right. I appreciate that.

Yes, Mr. Olson.

Mr. OLSON. Senator, a very similar response from the Fed. There
are some proposals where we would like to see the full text as well,
but we certainly endorse the direction that you are going, and we
will try and work within the timeframe to provide a more specific
response. There are a few proposals for which we have already in-
dicated concerns that we have, and to the extent that we have ad-
ditional concerns, we will express those.

Senator CRAPO. I appreciate that.

Any other comments?

Mr. RiccoBoNoO. I think it is a great idea. It is what is needed
to wrap this up, and you absolutely have our commitment.

Senator CRAPO. Thank you.

All right. I see that my time has expired or will in just a few sec-
onds here on my first round.

Senator Sarbanes.

Senator SARBANES. Thank you very much, Mr. Chairman. Actu-
ally, your question leads into an issue I want to raise, and I have
a somewhat different perspective on this matter than the one that
has just been enunciated by Senator Crapo.

First, Mr. Reich, let me ask you, you are the head of the inter-
agency group reviewing various regulations pursuant to the Eco-
nomic Growth and Regulatory Paperwork Reduction Act. Is that
correct?
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Mr. REICH. Yes, sir, Senator.

Senator SARBANES. Who constitutes the interagency group?

Mr. REICH. The member agencies of the FFIEC, the OCC, the
Fed, the OTS, the FDIC, and the NCUA.

Senator SARBANES. And how did you become the head of the
group?

Mr. REICH. Two years ago, Chairman Donald E. Powell of the
FDIC was Chairman of the FFIEC. He asked if I would undertake
as an assignment the leadership of an interagency effort to comply
with the mandates of EGRPRA.

Senator SARBANES. Now, whose views do you think the inter-
agency group needs to hear from or consult in the course of doing
its work?

Mr. REICH. Well, we, of course, start with the banking industry
and the views of the industry, and we have sought industry com-
ment through two different methods—the public comment process
as well as interagency meetings around the country. We met in Se-
attle, Orlando, New York, San Francisco, and many points in-be-
tween. We have accumulated dozens, in fact, hundreds of com-
ments. We have also met with community and consumer groups in
this area, in the Washington metropolitan area, Chicago, and San
Francisco. We have a consumer and community group meeting
planned in Boston later this year.

I have considered it to be important to obtain a consensus of the
agencies represented at this table under the belief that if the rec-
ommendations that we come forth with have been vetted by each
one of our agencies for safety and soundness concerns and for con-
sumer protection concerns, that the fact that the recommendations
have been vetted at each of our agencies and that we are able to
reach a consensus agreement would hopefully supply some con-
fidence to the Congress and to the Senate Banking Committee that
these have been thoughtfully considered.

At the FDIC we have a policy committee consisting of broad rep-
resentation of members who have vetted each of the proposals for
safety and soundness concerns and consumer protection concerns.
I assume that the other agencies have followed a similar process.

So, I hope that is responsive to your question.

Senator SARBANES. Well, that moves me along the path a bit. I
am concerned that the regulators are not undertaking sufficient
outreach to the consumer and community groups. And, in fact, we
have heard complaints from them about the process. As I under-
stand it, the agencies have sponsored nine bank outreach meetings
across the Nation, but only three with consumer groups.

First of all, as I understand it, you do them separately. You do
not convene an outreach in which you have the banking and the
consumer groups present and interacting with one another, which
seems to me you may be losing an important part of the process,
particularly if you are concerned about developing a consensus.
Groups have complained about a lack of time to adequately present
their points. The website of the Economic Growth and Regulatory
Paperwork Reduction Act contains a prominently listed top-ten
issues for banks, but there does not seem to be a corresponding sec-
tion containing prominent consumer and community group issues.
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I would like you to provide to the Committee detailed informa-
tion on your outreach effort to banks, thrifts, and consumers. How
are the cities chosen? How are the participants chosen? How are
entities and individuals informed of the outreach meetings? I think
it is very important that your process be thorough and comprehen-
sive.

Now, people may differ in the end on the recommendations, and
that is something we have to deal with, but I do not think we want
a situation in which people can with legitimacy claim that the proc-
ess did not work fairly to all concerned. And I think we need to be
very sensitive to that.

For instance, in your statement this morning, you say that you
developed this matrix with a total of 136 burden reduction pro-
posals. That is in your statement. And you then go on to say,

Thereafter, I convened a meeting of banking industry representatives from the
American Bankers Association, America’s Community Bankers, the Independent
Community Bankers of America, and the Financial Services Roundtable, who to-
gether reviewed the matrix of 136 proposals in an effort to determine which of these
proposals they could all support as industry consensus items. This process yielded
a list of 78 banking industry consensus items.

My first question is: Did you also convene a meeting of consumer
groups to review the matrix and give you their views?

Mr. REICH. I did not convene such a meeting, Senator.

Senator SARBANES. Why not?

Mr. REICH. I have been operating under the assumption that sev-
eral consensus undertakings were important in order for us to
make recommendations to the Congress—first of all, that the in-
dustry needed to be supportive of the items that were under consid-
eration; and, second, the regulators also needed to be supportive.

We have held 3-day-long meetings with consumer groups, and as
I indicated, a fourth one is planned. We have invited many people
to these consumer group meetings. Our attendance has been some-
what less than we expected. We have received a fair amount of
input from the consumer groups, and I have felt that we have
made a reasonable effort to communicate with consumer groups
and allow them appropriate participation in the process. We are
not trying to minimize their input or eliminate their input.

One of the reasons that we decided to hold separate meetings be-
tween the bankers and the consumer groups was to stimulate max-
imum input from each group, with some apprehension that if there
was a combined meeting that some people would feel inhibited
from participating fully. And so that was the reason that we de-
cided to have separate groups, so that the people representing each
group would feel free to speak freely.

Senator SARBANES. I have to tell you I think there is a problem
here. I am looking at the agenda for the meetings in San Francisco.
The bankers meeting went from 9 to 3 o’clock in the afternoon. The
consumer one went from 9 to noon. The consumer groups tell us
that they do not feel they are getting a fair shake just in terms of
being heard, let alone what recommendations are made. It seems
to me imperative that there be a very open and fair hearing proc-
ess to give us some assurance the regulators are reaching a bal-
anced judgment.

I do not think that developing a matrix by the regulators and
then meeting with the industry groups and reaching a consensus
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within that circle alone constitutes a genuine consensus in terms
of moving forward on these issues. Clearly, these consumer groups
and community groups and so forth have an important role to play,
and the notion that the regulators and the industry groups can get
together and strike the bargain, so to speak, and then that con-
stitutes the recommendation does not seem to me to be developing
the lfind of credibility and legitimacy that we need for these pro-
posals.

Now, some of these proposals are inherently controversial. I
mean, they affect important issues, banking and commerce, for ex-
ample, and later I have a question of Mr. Olson on that subject,
one I have taken a keen interest in consumer protection rights and
so forth and so on. So if you could get that information to me with
respect to the outreach efforts, we would be very interested in
going over it carefully just to see how this process has been work-
ing, or not working, as the case may be.

Mr. Chairman, I see the red light is on. Thank you.

Mr. REICH. I will be happy to do that, Senator.

Senator SARBANES. Thank you very much.

Senator CRAPO. Thank you very much.

We have been joined by Senator Carper.

Senator Carper.

STATEMENT OF SENATOR THOMAS R. CARPER

Senator CARPER. Thank you, Mr. Chairman.

To our guests, our witnesses this morning, thanks for joining us.
It is good to see you all. I have a question. Initially I thought I
would just direct it to Mr. McClure. Are you from Missouri?

Mr. McCLURE. Yes, sir.

hSeI})ator CARPER. Okay. Are you the examiner for the banks
there?

Mr. McCLURE. Yes, sir.

Senator CARPER. State-chartered banks, and you are here rep-
resenting the Conference of State Bank Supervisors?

Mr. McCLURE. Yes, sir.

Senator CARPER. I want to ask a question of you, but I think I
am going to ask the others to respond as well, but I will let you
be the lead-off hitter, if you would.

As we all know, in the wake of the corporate scandals of the
early part of this decade, we passed the historic Sarbanes-Oxley
bill, and in the years since its enactment, we have heard—I have
heard and my guess is we all have heard from a lot of people
things they like about it and some things that they do not like
about it. One of the things we have heard some people do not care
very much for is Section 404. I think while Section 404 is pro-
ducing benefits, we have also heard from some other entities about
problems with the implementation. We have heard from some how
cumbersome it is, from some others how expensive it is. And some
say that the cost is resulting—it is the first year that it has been
done, and it is the start-up costs. Others say that they see a broad-
er problem.

I am encouraged that in response to some of the concerns that
were raised, I think the SEC held, maybe in April, what they de-
scribe as a roundtable to hear from a lot of different people. And
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I would just ask of you, Mr. McClure, and our other witnesses
today if you would not mind commenting, just sharing with us your
views on the implementation of Section 404, the cost versus its
benefit, realizing we are only a couple of years into this, and any
suggestions for future Congressional or agency action that you
might like to present to us.

Mr. McCLURE. Okay. Thank you very much for the opportunity
to answer the question.

Senator CARPER. You bet.

Mr. McCLURE. I have to confess, I am not familiar with Section
404 per se. What is that regarding?

Senator CARPER. I tell you what, let me just go to our next wit-
ness.

Mr. McCLURE. Okay.

Senator CARPER. That is probably not fair to have picked on you,
and I do not want to do that. I will just go to Ms. Johnson and we
will just work our way down. Thank you for your candor. You do
not hear that every day, from either side of the table.

Ms. JOHNSON. Thank you, Senator. NCUA has issued a guidance
letter in regard to Sarbanes-Oxley encouraging many of the specific
recommendations within that legislation. We are also raising the
awareness as we have the opportunity to meet with different
groups, especially in regard to independent auditing and other
measures within Sarbanes-Oxley. So credit unions do not specifi-
cally fall under Sarbanes-Oxley, but it is something that we have
taken very seriously and are encouraging and really promoting.

Senator CARPER. All right. Thanks.

Our next witness, do you pronounce your name Riccobono?

Mr. RiccoBONO. Riccobono, yes.

Senator CARPER. Riccobono.

Mr. RiccoBoNoO. Riccobono.

Senator CARPER. All right. People call me Crapo sometimes, but
it is really Carper. When they call me Crapo, I always say, “I have
been called worse.”

[Laughter.]

Truth be known, sometimes he gets called Carper. I hope he re-
sponds similarly. Mr. Riccobono.

Senator SARBANES. The two of you have a tough time of it, don’t
you?

Senator CARPER. We do.

[Laughter.]

Mr. RiccoBoNO. I think we have heard very much the same
thing from our institutions, and I would say, it is one of those
things that you are trying to look for a balance. The first thing
that, personally, I must tell you, my reaction to this is we put all
this in place because of a lapse in our accounting professional in
our accounting industry, and now we have raised their revenue
five-fold by all of this. So something just tells me it is not quite
right and it needs to be fixed.

With respect to banking, I think many of the reforms that were
put in place were needed but already existed within the banking
laws put in place by this Committee and the House as well, and
existed prior to all of the lapses that took place.
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So, perhaps a relook at that maybe as time goes on and we do
this cost/benefit analysis, because it has turned out to be an incred-
ibly expensive undertaking, and I guess I would ask the question
of what do we ultimately get out of it with respect to an industry
already very heavily regulated.

Senator CARPER. All right. Thanks.

Mr. Olson, with a special focus on 404, if you would, Section 404,
for our last three witnesses. Thanks.

Mr. OLsoN. I have some trepidation speaking as an expert on
Sarbanes-Oxley when Sarbanes is in the room.

Senator CARPER. We all feel that way.

Mr. OLSON. It appears that the wording in Section 404 is very
similar to what was in FDICIA 112 that passed in 1991. FDICIA
112 required the external auditor to opine on management’s asser-
tions regarding the adequacy of internal controls and financial re-
porting. All banks over $500 million were required to conform to
FDICIA 112. So, incrementally, we expected there would be mini-
mal additional cost for the banks to comply with 404. But the cost
was substantial. It was not as a result of what was in the legisla-
tion, we believe, but the additional cost was the difference of inter-
pretations involving the SEC, PCAOB, and the accounting industry
with respect to the extent to which they could rely on the attesta-
tions from their own internal audit.

So, I think initially there was some confusion as to the extent to
which each could rely on the other’s work. The hearing that you re-
ferred to that the SEC held, our sense is that that helped relieve
the confusion. And so we think that we should be able to remove
that gap, but that is what we are waiting to see.

Senator CARPER. All right. Good. Thanks, Mr. Olson.

Ms. Williams.

Ms. WILLIAMS. Senator, I agree completely with what Governor
Olson noted about the FDICIA provisions and Section 404. What
has happened is that the PCAOB’s auditing standard number 2 is
very complicated and requires very extensive work by auditors, in
their view, to satisfy the requirements of Section 404. What you
have for a number of depository institutions is a perfect storm of
the convergence of the Section 404 requirements and the FDICIA
requirements, which are not the same. So you can have some insti-
tutions that are subject to both, and some institutions that are not
subject to Section 404 because they are not registered companies,
but yet are subject to increased costs from their auditors, reacting
to the potential exposure and additional work that they do under
Section 404.

So there is a complex combination of issues that we have today
as a result of the application of the 404 standards and the applica-
tion of FDICIA standards to depository institutions with assets
above $500 million, regardless of whether they are registered, and
then you have a class of institutions that are subject to both and
the standards are not the same.

Senator CARPER. All right. Thanks.

Mr. Chairman, my time has expired. Could we hear just briefly
from Mr. Reich, please?

Mr. REICH. Senator, I agree with many of the comments ex-
pressed by Governor Olson and Ms. Williams. Through my contacts
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with bankers over the past 2 years, through outreach meetings and
through events that we host at the FDIC, we have heard many
comments from bankers who are subject to Section 404 and bank-
ers who are not subject to 404 about the impact that they have
seen on the bills from their external auditing firms.

My own view is that the internal control process has been a crit-
ical element of the banking business from day one. Bank examiners
examine the internal controls of every operation of the bank. It is
a component of the CAMELS rating: Capital, Asset quality, Man-
agement, Earnings, and Liquidity. Internal controls are integral to
the entire operation of the bank, and bankers, particularly those
that are not subject to 404, are experiencing increased audit fees
from CPA firms who are taking a more diligent approach. Those
bankers are feeling that there is a great deal of redundant and un-
necessary cost without benefit.

Senator CARPER. All right. Thank you all.

Thank you, Mr. Chairman.

Senator CRAPO. Thank you very much.

Let me begin a second round with a couple more questions of my
own, and in that context, Mr. Reich, I do not know that it needs
to have a lot of clarification, but I want to be sure we all under-
stand the difference between the EGRPRA process and the process
of this Committee in terms of the evaluation of these proposals.
And I would also like your perspective on that because you have
basically been tasked to be the task force leader for the EGRPRA
process, and then also in the Committee hearing last year agreed
to coordinate for me in terms of some of the evaluation that was
undertaken.

But a year ago, when we had our hearing on regulatory burden
relief before this Committee, as we had indicated earlier, there
were 18 witnesses. A lot of proposals came forward in that testi-
mony, and at that time, as you indicated in your testimony today,
I asked you, since you were already in the position of being the
interagency EGRPRA task force leader, if you would help us to con-
solidate and develop a matrix on the proposals that had come to
this Committee. In my mind, those are to a certain extent con-
nected, the EGRPRA process and this Committee’s review, but also
to a certain extent different.

Could you clarify how you view this?

Mr. REICH. How I view the matrix and the origination of the ma-
trix?

Senator CRAPO. Yes.

Mr. REICH. Well, it is a combination of issues that have been
raised by bankers around the country and a combination of issues
that were raised by those who testified at the hearing a year ago.
It is a combination of recommendations that have originated both
within the EGRPRA process and external to the EGRPRA process.

Senator CRAPO. And then as a result of the request that I made
of you last year with regard to helping us to put together the com-
pilation, which is now called the matrix, of these issues that were
proposed to us, you have taken further action at our request, as
well as at, I assume, at your initiative, to try to develop consensus
and to determine where there is opposition and where there is sup-
port and the like. I have observed that, and I have not observed



21

that I had seen any effort to preclude any group from having input.
I can certainly say to Senator Sarbanes, once we received the 136
proposals, we made it very public that this was the parameter with
which we were operating. We put it on our website. We invited
comment from anybody who wanted to make comment and have
been very open to receive comment and input from anybody who
wanted to make comment and, in fact, have received sufficient com-
ment that we have been asked to add another 50 or so rec-
ommendations for people to evaluate, some of which have come
from consumer groups who are interested in the issue.

The point that I want to make is that I guess I do differ a little
bit with the perspective that there has been any effort here to re-
duce or to inhibit the opportunity for any interest group in this
country or any individual in this country from having the oppor-
tunity to give input on this information. In fact, we have tried to
do everything we can to make it as widely spread and to distribute
the information as widely as we can.

I would just ask this question of each member of the panel, with
the exception maybe of Mr. McClure, who has not been a part of
this process until today, as to whether you believe there has been
adequate opportunity for the consumer groups to give their input
on this set of proposals. I will start with you, Mr. Reich.

Mr. REICH. I believe that we have made a serious effort to obtain
input from community groups and consumer groups.

Senator SARBANES. If the consumer groups and the community
groups feel that they have not had sufficient access, is that a mat-
ter of concern to you?

Mr. REICH. Yes, it is, Senator. And I am willing to address that
by scheduling meetings with them anytime, anywhere.

Senator CRAPO. I do not know that the rest of you need to com-
ment unless you would like to. But I view this, to a certain extent,
that the agencies, the Federal regulators who have authority over
these issues have authority to evaluate consumer interests and a
responsibility to make certain that consumer interests are evalu-
ated. And I just wanted to know if you felt that consumer groups
had had an opportunity to provide information.

Mr. OLSON. As you know, the Federal Reserve has a Consumer
Advisory Council. And, as it happens, they are meeting today. I can
at the next meeting be sure that this issue will be on their agenda
so we can get additional input from that group.

Senator CRAPO. I can certainly agree with the tenor of Senator
Sarbanes’ last question, and that is, if the consumer groups feel
that they have not had an opportunity, then certainly we should
make it clear or I will make it clear right now from the Commit-
tee’s perspective that their input is welcome and our doors are
open. And I think that each of you should be encouraged to make
an additional outreach to make sure that their input on the pro-
posals before us is received.

Ms. JOHNSON. Senator, I would add that the National Credit
Union Administration has not been a part of those separate meet-
ings that have gone around the country. But what we did—the con-
sumers for credit unions are actually the members, and so last fall
NCUA actually held a forum—we called it a capital summit—to
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comment especially on the risk-based capital proposal to get the
input from the members themselves and what the benefit might be.

On the other proposals that are before us today, we have made
great efforts, as we are out addressing credit unions and their con-
ferences, whatever, those are made up of credit union members,
and so we do bring these proposals before them on a regular basis.

Senator CRAPO. We have just been notified—I did not realize it,
but there is a vote on, and so we are going to have to call a quick
recess. But we have a couple of minutes left before the vote wraps
up, and Senator Sarbanes would like to have another opportunity
for questioning before we break for the vote, which we will then do.

Senator Sarbanes.

Senator SARBANES. Thank you very much, Mr. Chairman. I want
to just clarify two points.

First of all, my concern about the process that has been followed
by the EGRPRA group is reflected in Mr. Reich’s statement: We got
the matrix.

Thereafter, I convened a meeting of banking industry representatives . . . to de-
termine which of these proposals they could all support as industry consensus items.
[That] yielded 78 banking industry consensus items.

The FDIC reviewed the 78 banking industry consensus proposals for safety and
soundness, consumer protection . . . other public policy concerns and determined
that we could affirmatively support 58 of the 78 industry consensus proposals. There
are others that we have “no objection” to . . . take “no position” on . . . five of
[them] that FDIC opposes.

The next step in the consensus building process was to share our positions with
the other Federal banking agencies in an effort to reach interagency consensus.

Then you say you were able to agree on some of these consensus
proposals.

Now, my reading of that is a truncated process, not fully inclu-
sive and not fully comprehensive. Now, I have not gone to the sub-
stance of the proposals. I may be for some, I may be against some.
I mean, I do not really know at this point. I intend to examine
them very carefully. But I do have this very strong concern about
the process, and I just want to reemphasize it, and I would appre-
ciate receiving the information I asked for.

Now, Ms. Johnson, if you all did it differently, you were not part
of this group, if you could submit to us the process which the Na-
tional Credit Union Administration followed, that would be very
helpful to us.

Ms. JOHNSON. I would be glad to do so.

Senator SARBANES. Now, before we break, obviously since I was
in the room when Sarbanes-Oxley was mentioned, all the statute
requires is two short paragraphs. One paragraph is it says you
have to have a system of internal controls. Does anyone on the
panel believe that these companies should not have a system of in-
ternal controls? Is there anyone who thinks that?

[No response.]

Senator SARBANES. I take it no from the response.

Now, the second paragraph says—again, a very short paragraph.
It says that “these systems of internal controls have to be certified
and attested to so you have some assurance that they are a bone
fide system of internal controls and not simply a fake system of in-
ternal controls, which, of course, if you had that would vitiate the
requirement for a system of internal controls.”
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It seems to me, as far as the statute is concerned, there is not
an arguable other position. Now the question becomes the imple-
mentation since the statute does not contain the implementation,
and that was left to the SEC and the PCAOB to do.

They have made very substantial progress, and they are trying
very hard to address some of the concerns that have been raised
of a delay of the applicable dates of some of these things. The SEC
has asked the Council of Sponsoring Organizations, who are the
authors of the framework of internal controls, to provide additional
guidance about the way that framework should be applied, particu-
larly to smaller companies. The SEC has established an advisory
committee to look at the impact of the Act, again, with a primary
focus on smaller companies.

The PCAOB is holding a series of fora on auditing in the small
business environment. They have held meetings with accountants
in Denver; Fort Lee, New Jersey; meetings are scheduled in Pitts-
burgh, Orlando, Boston, and so forth. So there is an effort here to
fine-tune the provision.

Now, it is quite true that the requirement to some extent was
taken from the Federal Deposit Insurance Corporation Improve-
ment Act. In fact, these requirements had been applied to banks.
The FDIC has excluded banks of less than $500 million from the
internal control rules because it felt that application of controls to
such banks was not necessary to protect the bank insurance fund.
But the purpose of Sarbanes-Oxley is different, and that is to pro-
tect investors in public companies. And I see no reason why banks
that choose to sell their stock to the public should be treated dif-
ferently from other public companies in terms of the requirements
that they have to meet.

So it becomes a question of what is the proper auditing process
and the proper governance, but the provisions are very broad, and
the implementations of them have been left to the SEC and the
PCAOB, and I think both Donaldson and McDonough have shown
considerable sensitivity to some of the concerns that have been
raised in terms of trying to fine-tune it.

We are barely 2 years into this regime, and I think the auditors
may have been particularly rigid in the early stages. They are try-
ing to give them guidance now as to how they proceed. But it
seems to me if we are going to standards, I see no reason why a
bank which is a public company and listed on an exchange, whose
stock can be bought by investors, should not meet the same re-
quirements that other public companies have to meet.

I do not think I understood anyone on the panel to argue to the
contrary. Am I incorrect about that?

Mr. OLsON. That is correct. We did not argue to the contrary.
The distinction that we noted is the one that you referenced. It is
the incremental cost of complying with 404 over and above 112 for
whom it applies, that both apply. And I agree with your conclusion
also that the SEC and PCAOB and their respective leadership do
appear to be looking at working out some of the lack of under-
standing or confusion on that issue.

Senator SARBANES. The expectation is that the costs will go down
in subsequent years, first because there was an overload, I think,
in the first year, because a lot of people had to meet the standards.
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Second, if you did not have a fully developed system of internal
controls, you, in effect, had to make what may amount to a capital
investment in order to get them into place. The assumption is in
subsequent years the costs for applying them will diminish. But, in
any event, we ought not to lose sight of the basic purpose, which
is to get people up to standard, and we have had a lot of testimony
from various companies that the internal controls have signifi-
cantly enhanced their control over their company, their ability to
know what is going on, and as a consequence, many of them have
corrected defaults or oversights that existed in their processes
which they think have served them well.

Mr. Chairman, I gather that they are going to close the vote if
we do not

Senator CRAPO. They have told us we have about 6 minutes to
get there.

Senator SARBANES. All right. I will cease and desist. Thank you
very much.

Senator CRAPO. Because of this, what I propose to do at this
point is to recess for about 10 or 15 minutes. I would like to have
gotten into more with this panel, but we have another large panel.
If you do not have an objection, I will excuse this panel, and when
we come back, we will start the next panel.

Senator SARBANES. I will forego the questions I wanted to ask.
I wanted to ask Mr. Olson about the——

Senator CRAPO. I had a couple of questions, too. If you would
like, we can——

Senator SARBANES. No, I think we should let the panel go.

Mr. OLSON. I am looking forward to responding, too, so I will ei-
ther do it here or in writing, whichever you prefer.

Senator SARBANES. Why don’t you send me a response in writing
about the industrial loan companies, because it has been suggested
in the testimony of one of the people on the next panel that the
Fed supports Section 401 of H.R. 1375, and that provision has been
interpreted to allow industrial loan companies to branch de novo
interstate. And I understand that the Fed is very much op-
posed

Mr. OLSON. The Fed does not support applying that provision to
ILC’s. To banks, yes. To ILC’s, no.

Senator SARBANES. Okay.

Senator CRAPO. All right. Thank you. And I have a few questions
of my own. I did want to get into some of these other issues, and
I apologize that we have been stopped from doing that by this vote.
But I will submit some written questions, and I think you may get
some other written questions from other Members of the Com-
mittee as well.

With that, we thank this panel. We excuse this panel. We recess
the Committee and hopefully we will reconvene in just a few short
minutes. Thank you.

[Recess.]

This hearing will reconvene, and I appreciate everybody’s pa-
tience with our short delay.

I have to say, I think we were just talking about whether this
might be a record. It is the largest panel I have ever been in a
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Committee that has been before us, but perhaps that is just an in-
dication of the interest in this issue.

Let me introduce the panel that we have before us. I would like
to encourage everybody to remember my instructions to try to pay
attention this light up here or that one there, if you can see it. I
do not think very many can see the one on your table very well.
But it is going to be important to try to stick to the time limits.
As you probably have noted, your testimony is read and reviewed,
and your testimony will all be a part of the record.

Our second panel—and this will be the order in which we hear
you—consists of Mr. Steve Bartlett, President and CEO of Finan-
cial Services Roundtable; Ms. Carolyn Carter, Counsel for the Na-
tional Consumer Law Center; Mr. Arthur Connelly, Chairman and
CEO of the South Shore Savings Bank; Mr. David Hayes, President
and CEO of the Security Bank; Mr. Christopher A. Korst, Senior
Vice President of Rent-A-Center, Inc.; Mr. Chris Loseth, President
and CEO of the Potlatch No. 1 Federal Credit Union from Idaho;
Mr. Ed Pinto, President of Courtesy Settlement Services; Mr. Eu-
gene Maloney, Executive Vice President of Federated Investors,
Inc.; Mr. Travis Plunkett, Legislative Director of Consumer Federa-
tion of America; Mr. Bradley Rock, President and CEO of the Bank
of Smithtown; and Mr. Michael Vadala, President and CEO of the
Summit Federal Credit Union.

Now, did I miss anybody?

[No response.]

Good. Now, I do not know if you are sitting in the order in which
I read your names, but we will go by the order in which I read your
names, and that means we will start with you, Mr. Bartlett.

STATEMENT OF STEVE BARTLETT
PRESIDENT AND CHIEF EXECUTIVE OFFICER,
FINANCIAL SERVICES ROUNDTABLE

Mr. BARTLETT. Thank you, Mr. Chairman.

Mr. Chairman, my name is Steve Bartlett and I am testifying on
behalf of the Financial Services Roundtable. The Roundtable rep-
resents some 100 of the largest integrated financial services compa-
nies in America.

Mr. Chairman, I am here to impress on you and the Members
of the Committee the urgency of regulatory relief. It has been 6
years since the passage of Gramm-Leach-Bliley, the last time that
many of these issues were addressed. Many of those issues, in fact,
predated Gramm-Leach-Bliley. Since then, though, technology, mo-
bility, and consumer demands have accelerated, and our companies
are increasingly unable to respond to those changes. So, I am going
to describe in my oral testimony several of the ways in which we
believe regulatory relief is long overdue, and I have submitted a
much longer list in my written testimony.

First, Mr. Chairman, one that was not on the list 6 years ago is
suspicious activity reports. The current system of SAR’s reporting
is simply not working. It is not working for law enforcement, and
it is not working for consumer access. The best evidence of that is
the dramatic increase in SAR’s filings: From 1997, some 81,000
SAR’s; this year, we think it will hit about 600,000, and it may be
a million or more next year or the year thereafter.
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This dramatic increase, in fact, stops law enforcement from being
able to use SAR’s, but it also masks an even larger problem, and
that is that many consumers are simply pushed out of the banking
market by the requirements of SAR’s or the Bank Secrecy Act. The
failure to file a SAR has become—the reason we believe that SAR’s
have—defensive SAR’s have increased so dramatically is it has be-
come a criminal issue. That means that a financial institution sim-
ply cannot afford the risks with the failure to file a single SAR’s.
There are no clear standards for when SAR’s should be filed, and
so the net result is defensive filings.

There are several solutions which I have submitted in writing,
but the most important is that Congress should give financial insti-
tutions a safe harbor from prosecution when an institution has an
isolated incident of failing to file a suspicious activity and the insti-
tution has a satisfactory anti-money laundering program in effect.

Second, Mr. Chairman, is interstate branching. It has been over
10 years ago that Congress enacted the loophole legislation of the
Riegle-Neal Interstate Banking Efficiency Act of 1994. That Act
eliminated some of the legal barriers to interstate banking, but es-
sentially just set up another type of loophole. Consumers now have
somewhat better access to products and services, and the financial
services industry is somewhat more competitive. But, frankly, Mr.
Chairman, it is still a loophole. Riegle-Neal is at best a law that
gets around the ban on interstate branching. It is time for Con-
gress to eliminate that ban and legalize interstate branching, as
happens in every other industry in the country, and allow cus-
tomers to follow their banks and vice versa.

Third is the elimination of costly unintended regulatory barriers
for thrifts. Over the years, Congress has permitted thrift institu-
tions to engage in the same type of retail brokerage and investment
activities as commercial banks so that thrifts now look, walk, act,
and talk like banks. But for reasons which are lost in the muddle
of history, Congress has not given thrifts the same exemption from
Federal securities laws that are available to banks. And so thrifts,
unlike banks, face unnecessary and costly SEC registration re-
quirements for no apparent reason of either safety and soundness
or consumer protection. So we urge the Committee to establish ex-
emptions for thrifts that are comparable to exemptions for commer-
cial banks.

Fourth, diversity jurisdiction. For companies other than national
banks and Federal savings associations, Federal law clearly pro-
vides that a business corporation will be deemed to be a citizen of,
one, the State in which it is incorporated and, two, the State in
which it has its principal place of business. But several court deci-
sions have eroded that to where now the rule is quite muddy and,
in fact, access to Federal courts is in many cases being denied.

Fifth, simplified privacy notices. Like all consumers, Roundtable
member companies have found that the privacy notices required by
Gramm-Leach-Bliley are overly confusing and largely ignored be-
cause of the confusing aspect as well as the size by many con-
sumers. We recommend that the Committee use this opportunity to
simplify the form of notice required by Gramm-Leach-Bliley. Regu-
lators have tried to do that, but they simply do not have the statu-
tory authority.
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And sixth is we believe that the SEC regulation of broker-deal-
ers, it is time for Congress to act. Title II of Gramm-Leach-Bliley
we believe was clear. It was intended to provide for SEC regulation
of new securities activities of banks but permit banks to continue
to engage directly in traditional trust and accommodation activities
that have long been regulated by banking agencies. We think that
this Committee should restore Congressional intent on that front.

We do call on Congress to act, or at least this Committee to act
before Independence Day to give the Nation’s consumers an inde-
pendence from these costly regulations.

Senator CRAPO. Thank you, Mr. Bartlett.

Ms. Carter.

STATEMENT OF CAROLYN CARTER
COUNSEL, NATIONAL CONSUMER LAW CENTER

Ms. CARTER. Thank you, Mr. Chairman, for the opportunity to
address you today. My name is Carolyn Carter. I am testifying on
behalf of the low-income clients of the National Consumer Law
Center and also on behalf of a host of other consumer protection
organizations. I will address just a few of the issues covered in the
written testimony we filed jointly with Consumer Federation of
America. Travis Plunkett of CFA will address several other issues.
And as the process goes forward, consumer groups would very
much like greater involvement in consensus building and decision-
making on these important issues.

First, we urge you not to expand diversity jurisdiction for na-
tional banks. Expanding diversity jurisdiction would move thou-
sands of foreclosure cases, thousands and thousands of foreclosure
cases onto the Federal dockets, even though those cases deal pri-
marily with issues of State law, not Federal law. Federal courts
have enough on their plates and should not be turned into fore-
closure processing machines. Homeowners facing foreclosure should
have their cases heard in locally accessible, nearby their commu-
nity courts.

Another proposal, Senate bill 603, proposes to roll back consumer
protection requirements for rent-to-own transactions in Wisconsin,
New dJersey, Vermont, and several other States. If this were a con-
sumer protection measure, as it is being termed by some industry
groups, consumer groups would support it. It is not and we urge
you to reject it.

There is also a proposal before you to exempt mortgage services
from the notice requirements of the Fair Debt Collection Practices
Act. There have been many abuses involving mortgage servicers in
recent years. The FTC has undertaken massive cases against mort-
gage servicers because of abuses. The notice that would be elimi-
nated is an important notice because it alerts consumers of their
rights under the Fair Debt Collection Practices Act. The exemption
is fashioned as a narrow exception, but, in fact, it is not. It is a
broad exception for reasons explained in our written testimony.
Consumers need more, not less, protection against abusive mort-
gage servicing.

Another proposal deals with the right of rescission under the
Truth in Lending Act. A consumer now has 3 days after closing to
rescind a transaction that places the family home at risk. The con-
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sumer can review the transaction and back out of it if it is abusive,
if it is different from what the lender promised, or if it is just a
bad idea to place the family home at risk for an extension of credit.
The right of rescission deters bait-and-switch tactics because the
lender knows that the consumer will be able to review those docu-
ments after closing. And it is critical to preserving homeownership.
The proposals before you would create three enormous exceptions
that would completely gut the right of rescission. It would give the
green light to predatory lending, and we urge you to oppose it.

Finally, let me say a few words about disclosure requirements.
The Acting Comptroller of the Currency stated today that she fa-
vors more concise, streamlined, and understandable requirements
for disclosures. And we agree with that, but we strongly disagree
with any implication that in the name of streamlining, consumers
should be deprived of information they now receive.

It is true that most people can absorb only a few bits of informa-
tion when they initially see a disclosure statement or another docu-
ment. But if the information is presented in a uniform manner, a
uniform format, uniform terminology, the consumer can pick out
what he or she needs. For example, with nutritional labeling, if I
am interested in sodium I can pick that right out because I know
exactly where it is going to be on the label. But the person sitting
next to me can pick out protein content and can disregard every-
thing else. The same is true of credit disclosure, and that means
that the disclosure requirements must be detailed, they must be
prescriptive, because otherwise the disclosures will not be uniform.
And prescriptive, detailed requirements actually in my opinion
make compliance easier because every financial institution then
does not have to reinvent the wheel.

It should also be remembered that credit disclosures serve not
just an immediate function but a long-term function. Unlike a nu-
tritional label, which I may read once and then throw away when
I eat the product, consumers save their financial papers and refer
to them from time to time throughout the life of the transaction,
for example, during that 3-day window for rescission. So consumer
testing, which we strongly support, should look not just at what
consumers can absorb when they first see a disclosure statement,
but also what they can absorb and use in the long-run.

Thank you.

Senator CRAPO. Thank you very much, Ms. Carter.

Mr. Connelly.

STATEMENT OF ARTHUR R. CONNELLY
CHAIRMAN AND CHIEF EXECUTIVE OFFICER,
SOUTH SHORE SAVINGS BANK, SOUTH WEYMOUTH, MA
AND MEMBER,

EXECUTIVE COMMITTEE OF THE BOARD OF DIRECTORS,
AMERICA’S COMMUNITY BANKERS, WASHINGTON, DC

Mr. CoNNELLY. Thank you. Senator Crapo, Senator Sarbanes,
other Members of the Committee, I am Arthur Connelly, Chairman
and CEO of the South Shore Savings Bank in South Weymouth,
Massachusetts. We are a $900 million mutual State-chartered sav-
ings bank.
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America’s Community Bankers is pleased to have this oppor-
tunity to discuss our recommendations to reduce the regulatory
burden community banks face and the unnecessary costs that we
endure as a result.

These costs take their toll. Ten years ago, there were 12,000
banks in the United States. Today, only 9,000 of us have been left
standing. We are particularly concerned about how the regulatory
agencies are implementing laws intended to prevent money laun-
dering and promote corporate governance. Community bankers
fully support the goals of the laws against money laundering. We
are resolute participants in the fight against crime, and especially
terrorism. Yet we face an atmosphere of uncertainty and confusion
because regulatory staff in the field, the region, and in Washington
are giving banks inconsistent messages. There are also inconsistent
regulatory messages between bank regulatory and law enforcement
agencies.

Community bankers also support the Sarbanes-Oxley Act. How-
ever, the implementation of the Act by the SEC as well as PCAOB
together with the way accounting firms interpret regulations have
led to unintended consequences that are pretty costly and burden-
some. This is true for all community banks, whether they are pub-
licly traded, privately held, or mutual, like my own.

ACB has provided concrete suggestions to the banking agencies
and other regulators on ways to cut the costs of compliance. ACB
wants for the record to thank Senator Sarbanes for his assistance
in securing the participation of community bankers in an SEC
roundtable on the implementation of Sarbanes-Oxley. ACB will
continue to work with Government agencies to improve the regula-
tion of anti-money laundering and corporate governance laws. Con-
gress has an important oversight role to ensure that a constructive
dialogue between industry and regulators continues.

Our written statement endorses 32 amendments to the current
laws that will reduce unnecessary regulations on community
banks. Let me mention just three.

First, a modest increase in the business lending limit for Federal
savings associations is a high priority for ACB members. Commu-
nity banks who operate under Federal savings association charters
are experiencing an increased demand for small business loans. To
meet this demand, ACB wants to eliminate the lending limit re-
striction on these loans and increase the lending limit on other
commercial loans by 20 percent. Savings associations could then
make more loans to small and medium-sized businesses, enhancing
their role as community-based lenders. This would clearly promote
community development, economic growth, and job creation. And,
after all, that is what it is all about: Community development, eco-
nomic growth, and job creation.

Second, ACB strongly urges the elimination of required annual
privacy notices for banks that do not share information with non-
affiliated third parties. We should provide customers with an initial
notice and be allowed to provide subsequent notices only when the
terms are modified. At my bank, for instance, we send out thou-
sands of such notices each year at a significant cost, in both dollars
and staff time, even though our policies and procedures have re-
mained consistent over many years. The bottom line is that this re-
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dundancy does not enhance consumer protection at all. Redun-
dancy really numbers our customers with volume.

The third point, ACB vigorously believes that the truth business
of savings associations should have parity with banks under both
the SEC Act as well as the Investment Advisers Act. There is no
substantive reason to subject savings associations to different re-
quirements. Savings associations and banks should operate under
the same basic regulatory requirement when engaged in identical
trust, brokerage, and other activities.

These three recommendations, along with our written statement,
will make it easier and less costly for us to help our communities
grow and prosper and create new jobs.

On behalf of America’s Community Bankers, I want to thank you
for your invitation to testify today, and we look forward to working
with you and your staff, and I will be happy to answer any ques-
tions at the appropriate time.

Senator CRAPO. Thank you, Mr. Connelly.

Mr. Hayes.

STATEMENT OF DAVID HAYES
PRESIDENT AND CHIEF EXECUTIVE OFFICER,
SECURITY BANK, DYERSBURG, TN, AND CHAIRMAN,
INDEPENDENT COMMUNITY BANKERS OF AMERICA

Mr. HAYES. Thank you, sir. Mr. Chairman, Senator Sarbanes, my
name is David Hayes, and I am President and CEO of Security
Bank and the Chairman of the Independent Community Bankers
of America. My bank is located in Dyersburg, Tennessee, which is
a town of 19,000, an hour and a half from Memphis, and we have
70 employees and we have $135 million in assets.

The ICBA appreciates the opportunity to testify today on behalf
of our 5,000 member banks throughout this great Nation. We are
especially pleased with your leadership, Senator Crapo, taking a
broad approach to drafting regulatory relief for the Committee’s
consideration. It is vital that Congress expand on previous regu-
latory relief bills as they included regulatory relief for big banks,
thrifts, credit unions, but little for our Nation’s community banks.
We are about reduction of regulation, not expansion of powers.

Community banks are the economic engines of Main Street
America. There are reasons many of our country’s businesses and
communities continue to thrive. Local banks are particularly at-
tuned to the needs of their communities and are uniquely able to
facilitate local economic development through community and
small business lending.

Community bankers are leaders in their communities. They
spend time on economic development and not-for-profit organiza-
tions. All their efforts improve their communities. Increasingly, un-
necessary regulation takes our time away from our customers and
our communities. Our future depends on our community.

I assure you community bankers are not crying wolf. Recent
studies highlighted in our written statement show that community
banks are losing market share. I agree with Vice Chairman John
Reich that the disproportionate impact of regulatory burden on
community banks is the leading cause of consolidation in our in-
dustry. Community bankers are saying, “We have had enough.”
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Quite simply, community bankers are drowning in paperwork. If
we do not get meaningful relief soon, more and more banks will
throw up their hands and give up their independence. It is like
being caught in quicksand. It has us and is pulling us down to
death.

That is the reason the ICBA closely worked with Representative
Jim Ryun on the Communities First Act. H.R. 2061 provides relief
critical to community banks and their customers and would
strengthen communities by freeing up resources currently being
used for unnecessary compliance. We, like other financial groups,
have been working on the interagency regulatory burden reduction
project chaired by Vice Chairman Reich of the FDIC and endorse
virtually all of the regulatory provisions.

The Vice Chairman has done an excellent job in identifying un-
necessary bank regulations. Many of these are hard-wired in Fed-
eral statute. The Communities First Act would make key statutory
changes building on the concept of a tiered regulatory and super-
vision system that recognizes the differences between community
banks and more complex institutions.

Let me give you a couple of examples that affect my bank. Sec-
tion 102 of the Act would permit strong banks with assets of $1 bil-
lion or less to file a short form call report in two of four quarters
in any given year. The current call report instructions and sched-
ules fill 458 pages. They are expensive and time-consuming to
produce. Quarterly filings by community banks are not essential to
the agencies. In a bank like mine, the world just does not change
dramatically between March 31 and June 30 of each year. The
FDIC will not lose track of me, and I assure you Chairman Green-
span will still be able to conduct monetary policy without our real-
time data.

This is especially true today as I look at the retirement of my
cashier who has been doing this job for many years, and I have to
go out and try and find that person who will take that laborious
task.

One of the most wasteful provisions of Gramm-Leach-Bliley has
been the requirement that financial institutions send annual pri-
vacy notices, which most customers do not read. I question do we
all read them, and I think the answer is no. We would recommend
that an institution not be required to send an annual notice except
for those times in which something substantial has changed in the
method in which they do business or provide information to their
customers. While any size institution could take advantage of this,
I can tell you, my customers and the trash collectors in our city
would greatly appreciate that.

The other item is the truth in lending 3-day right of rescission.
Many times customers have said, “David, I signed the note. I want
my money. Why do I have to wait 3 days?” So there are issues that
we deal with in communities eyeball to eyeball with our customers,
and we really understand the value of the customer relationship
and the customer understanding the financial transaction.

Thank you very much.

Senator CRAPO. Thank you very much, Mr. Hayes.

Mr. Korst.
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STATEMENT OF CHRISTOPHER A. KORST
SENIOR VICE PRESIDENT, RENT-A-CENTER, INC.

Mr. KorsT. Thank you, Mr. Chairman. Good afternoon, Senator
Sarbanes.

My name is Chris Korst, and I am Senior Vice President with
Rent-A-Center, Inc., based in Plano, Texas. I appear today in sup-
port of S.603, legislation that would regulate the rental-purchase
or rent-to-own transaction for the first time at the Federal level,
and in support of its inclusion in the proposed regulatory relief leg-
islation. I speak to the Committee on behalf of the Coalition for
Fair Rental Regulation, which includes in its membership roughly
4,300 of the 8,000 rental-purchase stores operating in the United
States. Additionally, we are joined in support of this legislation by
the Association of Progressive Rental Organizations, the national
trade association representing rental dealers throughout the coun-
try.

S.603 has been introduced once again in this Congress by Sen-
ator Mary Landrieu and is cosponsored by a number of other Sen-
ators, including Senators Shelby, Bunning, and Johnson on this
Committee. In proposing this legislation, Senator Landrieu and her
colleagues have successfully struck a balance between the interests
of }fhe consumers on the one hand and the rental merchants on the
other.

By way of background, the rental-purchase industry offers house-
hold durable goods—appliances, furniture, electronics, and com-
puters—along with musical or band instruments for rent on a
weekly or monthly basis. Customers are never obligated to rent be-
yond the initial term and can return the rented product at any
time without penalty or without further financial obligation. Cus-
tomers also have the option to continue renting after the initial or
any renewal period and can do so simply by paying an additional
weekly or monthly rental payment in advance of that rental period.
In addition to that, our customers also have the option to purchase
the property they are renting either by making the required num-
ber of renewal payments set forth in the agreement or by exer-
cising an early purchase option, paying cash for the item at any
time during the transaction.

This transaction appeals to a wide variety of consumers, includ-
ing parents of children who this week want to learn the play the
violin, only to find out a few weeks or months later their interests
in that instrument have lagged. Military personnel use our serv-
ices, as do college students and many others including campaign of-
fices, summer rentals, and so forth, people who have similar lim-
ited or short-term needs or wants.

Importantly, however, because we do not check our consumer’s
credit histories and do not require down payments or security de-
posits, this transaction is also frequently used by individuals and
families who are just starting out and who have not yet established
good credit or who have damaged or bad credit and whose monthly
income is insufficient to allow them to save and make major pur-
chases with cash. For these consumers, rent-to-own offers an oppor-
tunity to obtain the immediate use of, and ownership if they so de-
sire, the things that we all take for granted—beds for our children
to sleep on, washers and dryers so that our customers do not spend
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all weekend at the laundromat, computers so that their children
can keep up in school, decent furniture to sit on and eat at, and
SO on.

Rent-to-own gives working-class individuals and families a choice
without the burden of debt and with all the flexibility they need
to meet their sometimes uncertain economic circumstances.

Specifically, S. 603 does five major things:

One, it defines the transaction in a manner that is consistent
with existing State rent-to-own laws, Federal tax provisions, and
with the views of both the Federal Reserve Board staff and the
Federal Trade Commission as expressed in their testimony before
the House Financial Services Committee in the 107th Congress.

Two, it would provide for comprehensive disclosure of key finan-
cial terms in advertising and on price cards on merchandise dis-
played in our stores, as well as in the body of the rental contracts
themselves.

Three, the bill would establish a list of prohibited practices, a list
similar in content and substance to the practices prohibited under
the Federal Trade Commission Act.

Four, the bill adopts certain universal substantive regulations
shared by all existing State rental laws.

And, five, the bill adopts the remedies available to aggrieved and
injured consumers under the Truth in Lending Act.

In summary, this legislation would go farther in providing sub-
stantive protections to rent-to-own consumers than does any other
Federal consumer protection law on the books today.

I would like to touch briefly on two additional points. First, re-
garding the issue of this legislation and its relation to existing
State laws, if enacted, this legislation would serve only to establish
a floor of regulation of the rent-to-own transaction. State legisla-
tures would have the full opportunity to pass stronger laws and
regulations, modify existing statutes, or even outlaw the trans-
actions entirely if that is what those bodies believe was appro-
priate. Thus, it is clear that this bill does not preempt State law.
At the same time, this bill would finally establish a Federal defini-
tion of the transaction rental-purchase consistent with the defini-
tions found in the existing State statutes and within the Internal
Revenue Code.

Importantly, just as is the case under other Federal consumer
protection laws, including Truth in Lending and the Consumer
Lease Act, States would not be permitted to define or
mischaracterize this transaction in a manner that would be incon-
sistent with the definition in this bill.

Finally, as you may be aware, some groups have called for any
Federal rental-purchase legislation to include the disclosure of an
imputed or estimated annual percentage rate in these agreements.
We believe that this view is misguided for several reasons.

First, in order for a transaction of any kind to include an interest
component, there must be debt; that is, a consumer must owe a
sum certain and must be unconditionally obligated to repay that
sum. That is simply not the case under the typical rent-to-own
transaction.

Second, the notion of imputed interest misleads consumers and
misrepresents the true economics of the rent-to-own transaction,
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which has many benefits, services, and options that traditional
credit transactions just do not offer, including delivery and set-up,
maintenance on the merchandise throughout the rental, and re-
placement items if the original item cannot be repaired in the cus-
tomer’s home.

Additionally, as noted previously, rental customers always enjoy
the absolute right to terminate the transaction and return the
products without penalty at any time.

Finally, referring to the Federal Trade Commission’s seminal re-
port on the rent-to-own industry in the year 2000, I would like to
quote from that report. First, they state,

Unlike a credit sale, rent-to-own customers do not incur any debt, can return the
merchandise at any time without any obligation for the remaining payments, and
do not obtain ownership rights or equity in the merchandise until all payments are
completed. An APR disclosure requirement for rent-to-own transactions may be dif-
ficult to implement and could result in inaccurate disclosures that mislead con-
sumers.

Thank you, Mr. Chairman.
Senator CRAPO. Thank you, Mr. Korst.
Mr. Loseth.

STATEMENT OF CHRIS LOSETH
PRESIDENT AND CHIEF EXECUTIVE OFFICER,
POTLATCH NO. 1 FEDERAL CREDIT UNION AND
CHAIRMAN, IDAHO CREDIT UNION LEAGUE
GOVERNMENT AFFAIRS COMMITTEE,
ON BEHALF OF THE CREDIT UNION NATIONAL ASSOCIATION

Mr. LosETH. Chairman Crapo, Senator Sarbanes, and Members
of the Committee, on behalf of the Credit Union National Associa-
tion, I appreciate this opportunity to express CUNA’s views on the
legislation to help alleviate the regulatory burden under which
many insured financial institutions operate. I am Chris Loseth,
President and CEO of Potlatch Credit Union in Lewiston, Idaho.

As a cooperative financial institution, credit unions have not
been shielded from the mounting regulatory responsibilities facing
insured depositories in this country, but given the limited time
available, I will devote my statement to describing a few exception-
ally important issues for credit unions.

As part of our mission, credit unions are devoted to providing af-
fordable service to all of our members including those of modest
means. One provision that has been passed by the House and is in
legislation introduced by Senator Sarbanes would go a long way to-
ward helping credit unions fulfill this part of their mission. It
would permit credit unions to provide check cashing and wire
transfer services to nonmembers within their field of membership.

Accomplishing our mission can also be greatly enhanced by revis-
iting two major components of the 1998 passed Credit Union Mem-
bership Access Act. Perhaps the most critical issue on the horizon
for credit unions is the need for reforming the prompt corrective ac-
tion regulations governing credit unions. Credit unions have higher
statutory capital requirements than banks, but credit unions’ coop-
erative structure creates a systemic incentive against excessive risk
taking, so they may actually require less capital to meet potential
losses than do other depository institutions.
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And because of the conservative management style, credit unions
generally seek to always be classified as well rather than ade-
quately capitalized. To do that they must remain significantly
cushioned above the 7 percent requirement.

CUNA believes that the best way to reform PCA would be to
transform the system into one that is much more explicitly based
on risk measurement, as outlined by the NCUA proposal and em-
bodied in a House introduced bill, H.R.2317 or CURIA. It would
place much greater emphasis on ensuring that there is adequate
net worth in relation to the risk a particular credit union under-
takes. At the same time, CUNA believes credit union PCA should
incorporate a meaningful leverage requirement, comparable to that
in effect for other federally insured institutions.

CUNA strongly supports the NCUA’s proposed new rigorous safe-
ty and soundness regulatory regime for credit unions, which is an-
chored by meaningful net worth requirements. And credit unions
agree that any credit union with net worth ratios well below those
required to be adequately capitalized should be subject to prompt
and stringent corrective action. There is no desire to shield such
credit unions from PCA. They are indeed the appropriate targets
of PCA. Reforming PCA along these lines would preserve and
strengthen the fund.

Also, the Financial Accounting Standards Board is finalizing
guidance on the new accounting treatment of mergers of coopera-
tives that would create a new component of net worth, in addition
to retained earnings, after a credit union merger. The unintended
effect of the FASB rule will be to no longer permit a continuing
credit union to include the merging credit union’s net worth in its
PCA calculations.

Senior legal staff at FASB have indicated support for a legisla-
tive approach to correct this problem, and we urge the Committee
to likewise support such an effort, well in advance of the effective
date so credit unions will have certainty regarding the accounting
treatment of mergers.

The other issue I would like to address is the current cap on
member business lending. There was no safety and soundness rea-
son to oppose these limits as the historical record is clear that such
loans are even safer than other types of credit union loans.

In fact, public policy argues strongly in favor of eliminating or in-
creasing the limits from the current 12.25 percent to 20 percent
suggested in CURIA. Small business is the backbone of our econ-
omy, and responsible for the vast majority of new jobs in America.
Yet, a recent SBA study reveals that small businesses are having
greater difficulty in getting loans in areas where bank consolida-
tion has taken hold. The 1998 passed law severely restricts small
business access to credit and impedes economic growth in America.

Furthermore, the NCUA should be given the authority to in-
crease the current $50,000 threshold, as proposed in CURIA, up to
$100,000. This would be especially helpful to smaller credit unions,
as they would then be able to provide the smallest of these loans
without the expense of setting up a formal program.

In summary, Mr. Chairman, we are grateful to the Committee
for holding this important hearing. We strongly urge the Com-
mittee to act on this very important issue this year, and to make
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sure that the provisions discussed in my testimony are part of any
Congressional action taken to provide financial institutions regu-
latory relief.

The future of credit unions and their 86 million members will be
determined by our ability to provide relief in these important
areas.

Thank you.

Senator CRAPO. Thank you very much, Mr. Loseth.

Mr. Pinto.

STATEMENT OF EDWARD PINTO
PRESIDENT, COURTESY SETTLEMENT SERVICES, LLC,
ON BEHALF OF
THE NATIONAL FEDERATION OF INDEPENDENT BUSINESS

Mr. PinTO. I am Ed Pinto, President of Courtesy Settlement
Services, LLC. Thank you, Chairman Crapo and Ranking Member
Sarbanes, for the opportunity to testify on behalf of the National
Federation of Independent Business regarding interest-bearing
checking accounts for small businesses.

I am pleased to report that 86 percent of NFIB members support
allowing business owners to earn interest on their business check-
ing accounts. I am also pleased to hear the House has overwhelm-
ingly voted in favor of H.R. 1224 by a vote of 424 to 1, indicating
a strong bipartisan desire to overturn this archaic and Depression-
era law that prohibits the payment of interest on business checking
accounts. I was also pleased to hear earlier this morning with the
panel of regulators that some of the regulators also indicated that
they endorsed the repeal of this restriction.

Big banks have consistently opposed repealing this ban on inter-
est checking, and at the same time a proposed compromise legisla-
tion that would delay the implementation of this repeal by 3 years.
Their efforts to insulate themselves from the free market have hurt
small businesses in this country, the acknowledged job creation en-
gine of this country.

I view this bill as necessary consumer protection legislation, and
every day it is delayed is an injustice to the over 25 million tax-
payers filing business income tax returns with the IRS. Let me re-
peat that number, 25 million business income taxpayers in this
country. That may seem like small potatoes in terms of what they
might earn on interest on checking, maybe $100 or $200 per year,
but multiply that by 25 million and leverage that job creation
power by the ability of our Nation’s business to create jobs, and the
impact would be large.

The House passed bill as currently written has a 2-year delay,
and that is already a compromise, and NFIB strongly urges the
Committee to resist efforts to further lengthen the phase-in period.
Please do not deny this much-needed legislation to tens of millions
of taxpayers.

While it had been 16 years since I first started my first business,
I can still vividly recall to my astonishment at being told that a
business could not earn interest on a checking account. I was fur-
ther astonished to find that not only did it not pay interest, but I
would also be charged fees for the privilege of having that account.
My banker said, “But do not worry,” and then introduced me to the



37

spellbinding concept of compensating balances. Boy, was I in for an
education, and one that had nothing to do with growing my busi-
ness. I remember thinking that all this seemed quite fine and not
exactly consumer friendly. I had been earning interest for years in
my personal checking account, which had a much smaller balance.
I kept asking, “Why no interest?” And I was simply told it was
against the law.

Later as my business prospered my banker suggested that I set
up what she called a “sweep account,” which she told me did not
have the benefit of FDIC insurance, but did pay interest, and that
is what we did. And it was very complicated. First, we analyzed my
account history to determine how much to keep in the regular ac-
count so as to earn enough to avoid the fees that I had to pay on
that regular account.

Next, we had to project what would be earned in interest and
compare that to the additional fees that the compensating sweep
account would have. Then I had to authorize an amount to be
swept each night, and here I had a choice. I could either call the
bank every afternoon to make arrangements, or they would do it
automatically based on a preset formula. Not being a glutton for
punishment I selected the automatic option. After this exercise I
barely remembered why I had started my business in the first
place, but that was just the beginning.

As any new business owner will tell you, there are better ways
to spend your time than calling your banker every day, but small
business owners, by our nature, break out in hives at the thought
of money sitting in a noninterest bearing account. What I did not
know was that a sweep account was really designed for a larger
company, one with in-house accounting, financial staff to keep up
with the flow of money on account-to-account transactions. For the
small business owners with a business to run it can be a paper-
work nightmare.

We soon found that the sweep account, while addressing the non-
interest bearing issue, resulted in a flood of paper from the bank.
Each day we got a reconciliation statement just to let us know the
money had been shifted around in the previous 24 hours, and be-
cause this was done via mail, there was always a 2- to 3-day delay
in the information flow, so we never really knew what was going
on with the funds. Of course the mail piled up unopened at the rate
of about 250 letters per year, which we then throw out periodically
and add to the trash.

To add insult to injury, my so-called interest earnings were pay-
ing for all of this paperwork. Do not get me wrong, I am not argu-
ing against sweep accounts, but they are a bookkeeping hassle for
small businesses. Would these misguided resources not be better
spent on tasks that help grow small businesses, rather than gener-
ating a flood of paperwork. For obvious reasons the make-work na-
ture of the sweep account ended up significantly reducing the inter-
est earnings, and that was really adding insult to injury.

We could have been much better off leaving the money in a non-
interest bearing account, which is what many business owners do
and what I now do, a fact that restricts much-needed job creation
capital for those who need it most.
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I know there are simpler alternatives, and that would be to allow
for the payment of interest. Even banks, it does not make sense for
banks to continue this prohibition because making a change would
be very simple. They are already doing it on consumer accounts.
The Senate has an opportunity to eliminate an archaic law that
has run headlong into the creativity of the free market. The cur-
rent law saddles America’s small businesses with an inefficient al-
ternative that costs them billions in annual revenue, revenue that
could to create jobs.

Please give banks the choice to offer interest-bearing accounts, a
choice that takes on greater urgency now that interest rates are
going up and interest earned on these accounts becomes more sub-
stantial. Please consider this and resist efforts to lengthen the
phase-in period, and act now.

Thank you for the opportunity to express my views.

Senator CRAPO. Thank you, Mr. Pinto.

Mr. Maloney.

STATEMENT OF EUGENE F. MALONEY
EXECUTIVE VICE PRESIDENT, FEDERATED INVESTORS, INC.

Mr. MALONEY. Senator, I appreciate the opportunity to be here
this morning. My name is Eugene F. Maloney. I am Executive Vice
President, Corporate Counsel, and a member of the Executive Com-
mittee of Federated Investors.

Federated is a Pittsburgh-based financial services holding com-
pany whose shares are listed on the New York Stock Exchange.
Through a family of mutual funds used by or in behalf of financial
intermediaries and other institutional investors, we manage ap-
proximately $200 billion. For the past 20 years, I have been a
member of the faculty of Austin University Law School, where I
teach a course entitled the Securities Activities of Banks. Our mu-
tual funds are used by over 1,000 community banks, either within
their own portfolios or on behalf of clients of their trust depart-
ments.

In connection with the proposed removal of Regulation Q, there-
by permitting banks and thrifts to pay interest on business check-
ing, my firm’s position is that we are strongly in favor of any rule,
regulation, or legislation that results in our community bank
friends becoming more competitive, more profitable, or being able
to operate their businesses more efficiently.

We are concerned that the current initiative to repeal Regulation
Q, if not evaluated in a historical context, will have the exact oppo-
site result. This conclusion is based on my personal experience with
the introduction of ceilingless deposit accounts in 1982, and the im-
pact that it had on our client base. Friends of longstanding lost
their jobs, their pensions, and their self-esteem because of the fail-
ure by Government officials and Members of Congress to fully
think through the economic impact of ceiling deposit accounts on
our banking system and its profitability. This failure cost every
man, woman, and child in the United States $1,500.

When this matter was before Congress last year, the House Com-
mittee report included a detailed estimate of the implications for
Federal tax revenues and the budgetary impact of paying interest
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on required reserve balances, but not on the impact on earnings or
assets of banks.

During the House Committee hearings, in response to ques-
tioning as to whether the legislation would weaken any play in the
market, Governor Meyer of the Federal Reserve Board replied,
“No.” In response to a question as to whether the Board had any
estimate as to the amount of deposits that are lost by banks due
to the current prohibition against the payment of interest on busi-
ness checking, Governor Meyer replied, “No, I do not have any
numbers to share with you.”

In anticipation of my appearance before the Committee today, we
commissioned a study by Treasury Strategies of Chicago to provide
us with their views on the impact of the repeal of Regulation Q.
Some key findings that we offer for your consideration today are
as follows:

Companies now maintain liquid assets of approximately $5 tril-
lion. And 57 percent of corporate liquidity is now in deposits or in-
vestments that mature in 30 days or less. As we speak, banks are
adjusting their balance sheets to mitigate interest rate risk to
maintain their spread revenues.

This is a volatile mix. It becomes obvious that if higher-than-
market interest rates are offered to bank corporate customers, we
risk a repeat of the 1980’s debacle of massive amounts of money
moving to institutions that are ill-prepared to rationally deploy it.

Treasury Strategies has suggested the following options to pre-
vent this from occurring: Do not increase from 6 to 24 the number
of permissible transfers per month into MMDA accounts; Cap the
interest rates payable on these deregulated accounts during the
phase-in period. Their suggestion is 40 percent of the 90-day Treas-
ury bill rate; Limit the amount of interest-bearing demand deposits
a bank can hold as a percentage of its capital; Limit interest pay-
ments to just uninsured deposits; Collateralize the deregulated de-
posits; Implement a phased approach;

Other anticipated fallout we expect to occur should the repeal go
forward are as follows: Increased credit risk which will raise the
banks’ rate of loan charge-offs; Pressure on banks’ profitability and
subsequent increases in charges for discrete services. Some statis-
tics on this point are as follows: (a) profit risk of $4 billion; (b) in-
creased interest expense of $6 to $7.5 billion per year; and (c) for
the banks studied by Treasury Strategies, it has been determined
that in order to break even on their business customer base, banks
will need to grow deposits or raise service charges as follows: With
respect to small business, grow deposits by 80 percent or raise
service charges by 34 percent. With respect to mid-size companies,
grow deposits by 35 percent or raise service charges by 16 percent.

The reason I am here today is to make a fact-based attempt to
prevent history from repeating itself. I appreciate being given the
opportunity to share my thoughts with the Committee.

Senator CRAPO. Thank you very much, Mr. Maloney.

And at this point we are going to go back to this end of the table
here to Mr. Plunkett.
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STATEMENT OF TRAVIS PLUNKETT
LEGISLATIVE DIRECTOR,
CONSUMER FEDERATION OF AMERICA

Mr. PLUNKETT. Thank you, Mr. Chairman and Senator Sarbanes.
My name is Travis Plunkett. I am the Legislative Director of the
Consumer Federation of America. I appreciate the opportunity to
offer the comments of CFA and a broad range of other consumer
and community groups on regulatory relief proposals.

I will touch on two issues: The efforts to allow industrial loan
companies to expand, and attempts to weaken reporting require-
ments under the Home Mortgage Disclosure Act.

A number of bills have been offered in both the House and the
Senate in recent years that take the very dangerous step of allow-
ing industrial loan companies to expand, either by offering business
checking services or by branching nationwide, or both.

ILC’s are State-chartered, FDIC-insured banks that were set up
at the beginning of the 20th century to make small loans to indus-
trial workers. In 1987, Congress granted an exemption to the Bank
Holding Company Act for ILC’s because there were few of them,
they were only sporadically chartered in a small number of States,
they held very few assets and they were limited in the lending and
services they offered.

Since that time everything about ILC’s has grown. As of 2003,
one ILC owned by Merrill Lynch had more than $60 billion in as-
sets, while 8 other large ILC’s had at least a billion in assets, and
a collective total of more than $13 billion in insured deposits. The
five States that are allowed to charter ILC’s are now aggressively
encouraging new ILC’s to form. They are allowing these institu-
tions to call themselves banks, and they are giving them almost all
of the powers of State-chartered commercial banks. They are also
promoting the lower level of oversight they offer compared to those
pesky regulators at the Federal Reserve.

ILC’s now constitute what is essentially a shadow banking sys-
tem that puts taxpayer-backed deposits at risk. This parallel sys-
tem also siphons commercial deposits from properly regulated bank
holding companies. The key problem with ILC regulation is that
while the Federal Reserve has the power to examine the parent of
a commercial bank and impose capital standards, in an industrial
loan company structure, only the bank can be examined. Regu-
lators cannot impose capital requirements on the parent compa-
nies. Holding company regulation is also essential to ensuring that
financial weaknesses, conflicts of interest, malfeasance, or incom-
petent leadership at the parent company will not endanger tax-
payer-insured deposits at the bank.

Commercial firms and financial firms such as Merrill Lynch,
American Express, and Morgan Stanley, own ILC’s and want to
own ILC’s. We have concerns about ownership of ILC’s by both
types of companies, and the recent corporate scandals show the
hazards of ILC membership by both types of companies.

Next, we are concerned about industry proposals to reduce the
number of financial institutions required to provide disclosure
under the Home Mortgage Disclosure Act. HMDA requires certain
mortgage lenders with offices in metropolitan areas to collect, re-
port, and disclose annual data about applications, originations,
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home purchases, and refinancings of home purchases and home im-
provement loans. HMDA provides the public and banking regu-
lators with crucial data about whether lenders are serving the
housing needs of the communities in which they are located.

Industry representatives have advocated that HMDA reporting
thresholds for mortgage lenders be raised from $34 million in as-
sets to $250 million in assets. While such an adjustment may seem
relatively minor, it is not. Raising the threshold to $250 million
would exempt about 25 percent of depository institutions and 25
percent of current HMDA filers from submitting HMDA reports. In
many States, lenders in this size category represent the vast major-
ity of all banking institutions. The elimination of loan-level HMDA
reporting for these lenders would hamper enforcement of key laws
such as the Equal Credit Opportunity Act, the Fair Housing Act,
and the Community Reinvestment Act.

Since 1990, over 1,200 institutions with between $34 million and
$250 million in assets received below satisfactory CRA ratings.

It is also important to note that because of technological ad-
vances, it has never been easier or cheaper to comply with HMDA.
Software for HMDA reporting is readily available and relatively in-
expensive. The Federal Financial Institutions Examination Council
offers free HMDA software on its website for any institution that
wants to use it.

For these reasons we urge the Committee not to make changes
to HMDA reporting thresholds regarding ILC’s. We urge the Com-
mittee not only to not expand ILC powers, but to also look at the
ILC exemption under the Bank Holding Company Act and to plug
the ILC loophole. This will prevent ILC’s from becoming a separate
shadow banking system that is inadequately regulated. Thank you.

Senator CRAPO. Thank you very much, Mr. Plunkett.

Now we will come back over to Mr. Rock.

STATEMENT OF BRADLEY E. ROCK
PRESIDENT AND CHIEF EXECUTIVE OFFICER,
BANK OF SMITHTOWN AND CHAIRMAN,
GOVERNMENT RELATIONS COUNCIL,
AMERICAN BANKERS ASSOCIATION

Mr. Rock. Thank you, Mr. Chairman. My name is Brad Rock. I
am Chairman, President and CEO of Bank of Smithtown, a $750
million community bank founded in 1910, which is located on Long
Island in Smithtown, New York.

I would like to make 3 key points. First, compliance costs drain
bank resources, taking away from the needs of our customers and
our communities. Every new law, regulation, or rule means two
things, more expensive bank credit and less of it.

During the past decade banks have shouldered the effects of
some of the most imposing legislation of the past 100 years. Com-
pliance costs for banks today are between $38 and $42 billion per
year, and these do not include costs associated with the USA PA-
TRIOT Act, the Sarbanes-Oxley Act, the SEC, FASB, and the Pub-
lic Company Accounting Oversight Board.

If we were to reduce the regulatory costs by just 20 percent, the
reduction would support additional bank lending of up to $84 bil-
lion. The impact on our economy would be huge. Second, regulatory
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burden is significant for banks of all sizes, but small banks strug-
gle the most. There are more than 3,200 banks with fewer than 25
employees. Nearly 1,000 banks have fewer than 10 employees.
These banks simply do not have the human resources to implement
the thousands of pages of regulations, policy statements, and direc-
tives they receive every year.

Countless hours are spent on compliance paperwork at all levels
from bank directors and CEQO’s to managers and tellers. At my
bank every person has major compliance responsibilities and one
person has a full-time job just to coordinate all of the compliance
activities. I personally spend about 1Y% days per week on compli-
ance issues. Some CEOQO’s tell me that they are now spending nearly
half their time on regulatory issues. This means that bank CEO’s
spend more than 5 million hours each year on compliance, time
that could be better spent on ways to improve banking in their
communities and to meet the changing needs of their customers.

The costs do not stop there. My bank pays more than $100,000
each year to outside firms to help us to comply with regulatory bur-
dens. This one expense alone, if it were used as capital, would sup-
port an additional $1 million of lending in my community.

My third point is this. Only the involvement of Congress can re-
sult in a reduction of costly regulatory burdens. Bankers have seen
previous relief efforts come and go without effect while the overall
burden has kept rising. In my written testimony, I list some of the
areas in which ABA is seeking reform. Let me briefly describe two
which have been particularly costly in recent years.

Under the Bank Secrecy Act banks fill out more than 13 million
cash transaction reports annually. Most of these reports are filed
for companies that are traded on the public exchanges and are
well-known by both the bank and the Government. These trans-
actions have nothing to do with potentially criminal activity. The
35-year-old rules related to cash transaction reports have lost their
usefulness due to several developments, including more comprehen-
sive suspicious activity reporting, robust customer identification ob-
ligations, and mandates to match Government lists to bank ac-
counts.

Consider a small bank that has 25 employees or less. Many
banks of this size have had to hire an additional full-time employee
for the sole purpose of completing reports related to the Bank Se-
crecy Act. The cost benefit analysis does not make sense.

Also, as a result of the Sarbanes-Oxley Act, accountants have
more than doubled their fees. One community bank in New York
saw its accounting fees jump from $193,000 in 2003 to more than
$600,000 in 2004. New accounting standards frequently cause al-
most complete duplication of bank internal audits without increas-
ing safety and soundness.

In conclusion, unnecessary paperwork and regulation erodes the
ability of banks to serve customers and support the economic
growth of our communities.

We look forward to working with you to find ways to bring great-
er balance to the regulatory process. Thank you.

Senator CRAPO. Thank you very much, Mr. Rock.

And finally Mr. Vadala.
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STATEMENT OF MICHAEL VADALA
PRESIDENT AND CHIEF EXECUTIVE OFFICER,
THE SUMMIT FEDERAL CREDIT UNION,
ON BEHALF OF
THE NATIONAL ASSOCIATION OF FEDERAL CREDIT UNIONS

Mr. VADALA. Thank you. Good afternoon, Senator Crapo and
Ranking Member Sarbanes. My name is Mike Vadala. I am the
President and CEO of The Summit Federal Credit Union located
in Rochester, New York. I am here today on behalf of the National
Association of Federal Credit Unions to express our views on the
need for regulatory relief and reform for credit unions.

As with all credit unions, The Summit is a not-for-profit financial
cooperative governed by a volunteer Board of Directors who are
elected by our member-owners. The Summit was founded in 1941
and has 47,000 members and just over $340 million in assets.

America’s credit unions have always remained true to our origi-
nal mission of promoting thrift and providing a source of credit for
provident and productive purposes. I am pleased to report to you
today that America’s credit unions are vibrant and healthy, and
that membership in credit unions continues to grow, now serving
over 86 million members.

Yet, according to data obtained from the Federal Reserve Board,
credit unions have the same market share today as they did in
1980, 1.4 percent of financial assets, and as a consequence provide
little competitive threat to other financial institutions.

While developing a comprehensive regulatory relief package, we
hope the Committee will include the credit union provisions con-
tained in the Financial Services Regulatory Relief Act, which
passed the House last year, and also consider including additional
provisions from the Credit Union Regulatory Improvements Act of
2005, CURIA, which has been introduced in the House.

NAFCU supports these bills, and I would like to talk about a few
of the specific provisions in them at this time. NAFCU urges the
Committee to modify the prompt corrective action system, or PCA,
for federally insured credit unions to include risk assets as pro-
posed by the NCUA and included in Title I of the CURIA bill. This
would result in a more appropriate measurement to determine the
relative risk of a credit union’s balance sheet, and also ensure the
EQ,‘afegsy and soundness of credit unions and our share insurance
und.

It is important to note this proposal would not expand the au-
thority for NCUA to authorize secondary capital accounts. Rather,
we are moving from a model where one-size-fits-all to a model that
considers the specific risk posed by each individual credit union.
This proposal reduces the standard net worth or leverage ratio re-
quirements for credit unions to a level comparable to, but still
greater than, what is required of FDIC-insured institutions.
Strength is gained because this proposal introduces a system in-
volving complementary leverage and risk-based standards working
in tandem.

NAFCU also asks the Committee to reconsider the member busi-
ness loan cap, which was established as part of the Credit Union
Membership Access Act in 1998, replacing the current formula with
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a simple and more reasonable rate of 20 percent of the total assets
of a credit union.

We support revising the definition of member business loans, giv-
ing NCUA the authority to exclude loans of $100,000 or less from
counting against the cap.

A 2001 Treasury Department study entitled “Credit Union Mem-
ber Business Lending” concluded that, “credit unions’ business
lending currently has no effect on the viability and profitability of
other insured depository institutions.” That same study found that
86 percent of credit union member business loans are made for
businesses with assets under $500,000. Many small business peo-
ple feel that credit unions can fill a need in the marketplace for
these loans.

Finally, we urge the Committee to make a relatively simple
change that would address what could become a problem for merg-
ing credit unions when FASB changes merger accounting rules
from the pooling method to the purchase method. Legislation to ad-
dress this issue in the form of the Net Worth Amendment for Cred-
it Unions Act, H.R. 1042, was passed by the House just last week.
We hope that the language from this bill will also be included in
any regulatory relief package introduced in the Senate.

To be clear, we are not asking you to legislate accounting rules,
but rather we are asking you to change a definition so that the ac-
quired equity of merging credit unions is properly included in total
net worth for PCA purposes.

In conclusion, the cumulative safety and soundness of credit
unions is unquestionable. Nevertheless, there is a need for change
in today’s financial services marketplace. NAFCU urges the Com-
mittee to consider the provisions we have outlined in this testi-
mony for inclusion in any regulatory relief bill. Appropriately de-
signed regulatory relief will ensure continued safety and soundness
and allow us to better serve the 86 million members of America’s
credit unions.

We would like to thank you, Senator Crapo, for your leadership.
We look forward to working with the Committee on this important
matter, and we welcome your comments or questions.

Thank you.

Senator CRAPO. Thank you very much, Mr. Vadala, and I want
to thank the entire panel.

Like I said at the outset, this is the largest panel I have ever
seen. I think that it shows the breadth of interest in this kind of
an issue and the number of interest groups, whether it be credit
unions, community banks, independent bankers, large banks, con-
sumers, or customers, the interest in the financial reform that we
are talking about here is broad and extensive, and primarily that
is because it is so important to the American consumers and the
impact on the people who rely on financial services.

I just want to make a comment at the outset and then ask a cou-
ple of questions. The comment is this: As I believe everybody
knows, we have taken the broad approach to this issue. We want
to have all of these interests and concerns raised to the Committee
so that we can evaluate them and determine how to achieve as
much reform and improvement as we can possibly achieve. At the
same time we do not want to make mistakes or make things worse,
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as has been indicated by some of the witnesses about some of the
proposals. I would say the proposals, we have tried to get these
proposals out there, and I think most people have notified us of
their concerns about areas where they do have concern with the
proposals. The testimony that we received today, both the oral tes-
timony as well as the written testimony, has been very helpful in
helping us to further identify not only areas where there is support
and consensus, but also areas where there is concern and objection.

I would just encourage everybody, as soon as possible, to make
sure you get your comment and concerns in to us to the extent they
have not already been done in your testimony today, and that invi-
tation goes beyond this Committee.

I was thinking about this, and in fact, Senator Sarbanes and I
were talking in the hall. As you look at these recommendations,
there are some of them that are obviously good ideas about which
to this point we have seen no objection. There are some of them
which—I will not speak for Senator Sarbanes, but which I do not
like. I am sure there are some that he does not like, and there are
some that you do not like. There are some that I do not like that
may end up getting on the bill because everybody else likes them,
or the politics of the circumstance and the dynamics make it such
that they are supported well enough to move forward. There are
some which I do like and which I would like to see in the bill,
which the circumstances may not justify at this point if we want
a bill that is going to move, and about which there is a large
amount of opposition.

So this is going to be a process that requires an intense amount
of analysis and work between us here on the Committee, and I
would encourage you to give us as much input as you can as we
seek to move forward so that we can identify the areas where there
is consensus, we can identify the areas where we may need to take
some further time and move in a separate piece of legislation or the
like.

So anyway, I just encourage everybody to continue what you
have already been doing in giving us your ideas.

With that, let me just ask a question on one of the areas in
which I have a lot of interest, but which, frankly, is an area where
I suspect there may be some controversy, and that is the privacy
simplification issue. Mr. Bartlett, you raised that, and I think, Mr.
Hayes, you indicated that you were not sure that very many people
actually read these privacy notices. I have said this before in public
forums, but because I serve on the Banking Committee and I am
involved in a process that is evaluating these things, I try to read
every one that I receive. I am not only convinced, Mr. Hayes, that
most people do not read them, but I am also not sure that they can.
I know that it is very difficult for me to read these and to under-
stand exactly what rights I am being told that I have.

Now, I very strongly believe that it is a good idea for the protec-
tion of the privacy of this information, and I very strongly believe
that we need to notify people of those rights.

But I guess I would start out by asking Mr. Bartlett and Mr.
Hayes if maybe you could suggest what you think a properly sim-
plified privacy notice should look like, and then I would be glad to
let others who might have an opinion on this jump in.
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Mr. BARTLETT. Mr. Chairman, we have had 6 years experience
now, so it is clear that what we are doing now is at best nonproduc-
tive for the American consumers, and in many cases, counter-
productive. Number 1 is provide a safe harbor to the regulators to
draft a short form that institutions can rely on, that is the single
source, largest source of the complexity is that companies have to
protect themselves from various kinds of allegations they think
could be leveled against them, and so that is what adds to the com-
plexity.

Se‘l;ator CRAPO. Are you telling me that lawyers write these no-
tices?

[Laughter.]

Mr. BARTLETT. Of course, because these are legally required no-
tices with some detail in Title 5 of Gramm-Leach-Bliley.

Senator CRAPO. I knew that by reading them, but go ahead.

[Laughter.]

By the way, I am a lawyer too.

Mr. BARTLETT. So if in fact we want to simplify them, then give
the regulators the right for a safe harbor to create a simplified no-
tice, a safe harbor, and if a company uses that then they are safe.

Second, reduce the number of notices to at a time in which there
is some kind of a change in the customer relationship. You can de-
fine that in a lot of different ways. But the idea of annual notices
seemed like a good idea at the time, 6 years ago, but has proved
to be a pretty idea in terms of the effect of the notices.

So those are the two big changes that should be made. We sup-
port notices but they should be made usable for the consumers.

Senator CRAPO. Mr. Hayes.

Mr. HAYES. I would never insinuate that a lawyer writes those
notices.

[Laughter.]

I was talking to Congressman Ford yesterday in Memphis, and
we got engaged in a broader issue than this dealing with financial
literacy, but I think it translates over to general literacy of a popu-
lation that we have. And quite honestly, I think there is the chal-
lenge, is how do we write something that a normal, real person can
understand? I mean to me it is, “We do not sell your information.
We do not give your information.” You know, it has to be very suc-
cinct, written as newspapers are, on an educational level that peo-
ple can understand. It cannot be written in legalese that people
say, “I do not understand it,” and throw it away. I mean I think
it is important. Privacy of information, no matter who you are, is
very important. And to be told what happens with your information
is very important to the individual, but we have to make it so that
people understand.

Once we articulate that and provide that, it is really somewhat
of a nuisance to continually send that out. So, I mean I think at
the end of the day, we value our customers. That is what gives us
revenue. That is what drives our business. That is what drives our
community. I think we are trying to always be fair, but let us be
real and let us write it to where people can understand what we
are saying.

Senator CRAPO. Thank you.

Anybody else want to——
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Mr. PLUNKETT. Senator.

Senator CRAPO. Yes.

Mr. PLUNKETT. Senator, if I could comment on this from a con-
sumer point of view. The primary problem with the Gramm-Leach-
Bliley privacy notices is that the notices are provided to consumers
on an opt-out basis. That is, unless consumers respond to a notice
that is often buried in an envelope with much other information,
then they are not able to stop the sharing of their private financial
information with third parties.

Consumers typically do not respond to opt-outs. Our rec-
ommendation at the time the Gramm-Leach-Bliley Act was put on
the books was make it an opt-in. Give consumers the affirmative
right to stop the sharing of information, include both affiliate infor-
mation—internal sharing among financial affiliates—and third-
party information. Tell the institutions that they cannot share this
information unless the consumer responds affirmatively.

These institutions are very good at marketing. They would make
a strong pitch as to why it is in the consumers’ interest to allow
the banks to share information. But the consumer would be in con-
trol of that process. That is the primary way to improve these pri-
vacy notices.

Now, assuming that Congress does not listen to my advice, it is
true, it is actually the fault of both the financial institutions and
the regulators that the privacy notices are written so poorly. The
institutions themselves are protecting themselves from legal liabil-
ity. The regulators have provided a poor starting point, a poor
model for understandable privacy notices. You do not need a safe
harbor to change that. We could sit down with consumers, regu-
lators and the industry—once again, this is an industry that is ex-
tremely good at talking to consumers in an understandable fashion
when they want to—and we could come up with privacy notices
that everybody would be comfortable with and that you would not
need a safe harbor to promote.

Senator CRAPO. Mr. Connelly, and then I will have to move to
Senator Sarbanes.

Mr. CoNNELLY. Thank you, Senator. At my bank we understand
that sacred trust between the customer and the bank, and we do
not share information with any third parties. I would suggest that
the current privacy notice, we understand what privacy is, but it
is pretty tough to explain it when you get one of those notices. And
I think that notice is analogous to the current HIPAA notices that
you might get when you go to your doctor’s office or your local
pharmacy. Though it is a good law, I am told by the receptionist
at my doctor’s office that I have to sign this. I am also told that
nobody reads the notice. Maybe after the first time you got the no-
tice you might have read it, but you sign it, and then for regulatory
purposes everybody is covered, as they say.

So that we strongly support maybe a revised disclosure that
takes care of all circumstances unless there is a major change, and
in fact, the regulators could be empowered to delineate what con-
stitutes a major change. Then you would have to renotice the cus-
tomer.
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Senator CRAPO. Thank you very much. I appreciate that. This is
a very tough issue we have been working on for sometime now, but
I commit to keep working on it until we get it resolved.

Senator Sarbanes.

Senator SARBANES. Thank you very much, Mr. Chairman.

Mr. Connelly, I just make the observation if all banks followed
the practice of your banks, there probably would not be any legisla-
tion required and we would not have the problem of privacy no-
tices.

This notion that somehow that Congress is looking to do these
things, we are prompted into them by the derelictions that take
place in the workings of the marketplace. Let me give you an ex-
ample right now. How many of you think there should be legisla-
tion on data breaches?

[Three witnesses raised their hands.]

Now, why do you think that? You think that because of what has
happened recently. Had none of this transpired, no one would be
talking about data breaches and thinking about legislation on it.

On June 17, MasterCard International reported a breach of pay-
ment card data which potentially exposed more than 40 million
cards of all brands to fraud. Even the FDIC lost some records of
6,000 of their employees, current and former. The breach was dis-
covered when employees learned that identity thieves were taking
out signature loans in their names at a credit union. We know
about CitiFinancial, MCI, Bank of Commerce, Bank of America,
Commerce Bank, PNC Bank, and Wacovia. Bank employees may
have stolen financial records of 700,000 customers of four banks.
The bank employees sold the financial records to collection agen-
cies. Time-Warner, then some of the universities, HSBC.

We are not looking for these things, but the deficiencies in the
system which make this possible may require legislation. When I
took over the chairmanship of this Committee I never expected to
do Sarbanes-Oxley. We had an entirely different agenda. Then
Enron collapsed, WorldCom collapsed. We had a panic in the mar-
kets and so forth.

Let me ask Mr. Plunkett this question. In your statement, you
point out that securities firms that own ILC’s have taken the lead
in promoting the ILC expansions. They have not been shy about
stating that they want to expand ILC powers because they do not
want to deal with the regulatory oversight they would face from
the Federal Reserve if they purchased a bank as they are allowed
to do under Gramm-Leach-Bliley. Instead they offer to set up a
shadow banking system through the ILC. They want to be able to
offer the same services and loans as commercial banks without the
same regulatory oversight. Could you develop that point?

Mr. PLUNKETT. Yes, sir. To use a bad analogy, we have invest-
ment firms, all of the big ones, who either own ILC’s or want to
own ILC’s, attempting to skirt the requirements of the Gramm-
Leach-Bliley Act regarding Federal Reserve oversight of bank hold-
ing companies. They are offering in many cases banking services
that are indistinguishable from other banks. So they are walking
like a duck, they are quacking like a duck, but they are not regu-
lated like a duck.
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Our concern is that these firms very recently have shown them-
selves vulnerable to conflicts of interest that have hurt their inves-
tors. One need only have picked up the paper in the last 2 weeks
to see that major fines by the SEC were handed down against Citi
and one other large investment bank in the Enron case to remind
us that this has been the situation. We have heard a lot of discus-
sion about ILC’s on the House side, a great deal of discussion about
commercial firms owning ILC’s, and there are significant reasons
why that is a bad idea. But one item that seems to have escaped
a lot of notice is the current ownership of ILC’s by investment
firms and the hazards there.

I would just like to bring that to the Committee’s attention and
ask that the Committee examine that concern equally with the con-
cern about commercial firms owning ILC’s.

Senator SARBANES. Mr. Bartlett, when you are in favor of that
House provision for de novo banking, were you reading the provi-
sion to permit the ILC’s to do this, or I mean had you not read it
that way?

Mr. BARTLETT. Mr. Chairman, I support the entire provision. I
would answer in two ways. First of all, our organization, supports
ILC’s and have a fundamental disagreement with what was said,
but there is a disagreement about ILC’s. We believe that ILC’s are
duly chartered, and in fact are a depository institution regulated
both by State banking authorities and by the FDIC.

But more to the point for this bill, we believe that the action for
this bill, particularly for interstate branching, is an issue of bank-
ing and of the issues in this bill, and so these issues should be
dealt with. Interstate branching is an issue that needs to be ad-
dressed, interstate branching should be permitted for banks. The
ILC issue becomes one issue that needs to be debated, perhaps
some middle ground found, some kind of a resolution of it, but the
core of interstate branching is interstate branching from Baltimore
to Philadelphia, having nothing to do with ILC’s.

Senator SARBANES. So you disagree with the Federal Reserve’s
position on ILC’s; is that correct?

Mr. BARTLETT. I do, but I do believe the whole ILC issue is an
issue that does requires some additional debate, that can find a
middle ground, and that we should find a middle ground, but it
should not be allowed to stop this legislation.

Senator SARBANES. Of course the more you load on this legisla-
tion, the more difficult it is to move it along. I think that is pretty
obvious.

Mr. Korst, I wanted to ask you a question. I am not quite sure
I understood your testimony. Is it your position or is it the implica-
tions of the position you are taking that no State would be pre-
empted with respect to the laws that it has dealing with the rent-
to-own issue?

Mr. KORST. Yes, That is correct.

Senator SARBANES. I see. So States like New Jersey, Wisconsin,
and other States like that, which currently have some fairly exten-
sive consumer protections, would be able to keep them all in place?

Mr. KoRST. I think a point of clarification in a couple of those
States.
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Senator SARBANES. That is what I am seeking. That is why I am
asking the question.

Mr. KORST. In Minnesota, Wisconsin, and New Jersey, Senator,
in the absence of any defining State regulation, and additionally in
the absence of any controlling Federal statute, over the past 20
years there has been a considerable amount of litigation in both
State and Federal Court, and a number of conflicting decisions by
those courts. What S. 603 would do would resolve the issue. And by
the way, the issue that has been at play there is, are these trans-
actions to be considered consumer credit sales under the existing
State consumer credit sales laws, which by the way, were enacted
well before these transactions came into existence in the market-
place, or are they something different?

And in the absence of any clear defining regulatory standard, liti-
gation has created some murky and difficult legal circumstances in
those States. S.603 would resolve that issue by placing into the
Federal consumer protection statutes a Federal definition of what
constitutes a rental purchase transaction.

Senator SARBANES. Would that definition be binding on all
States?

Mr. KORST. Yes, sir.

Senator SARBANES. So a State whose regulatory framework cur-
rently depended on a different definition would be preempted; is
that correct?

Mr. KORST. States would not be permitted, under S.603, if it
were to be enacted, to mischaracterize the transaction as some-
thing it is not. In that respect I suggest that this proposal is con-
sistent with Congress’s direction on truth in lending and consumer
leasing, wherein Congress established definitions of credit trans-
action and consumer lease, provided a minimum amount of con-
sumer protections——

Senator SARBANES. You would preempt the definition on the part
of all States; is that correct?

Mr. KORST. I am sorry, Senator.

Senator SARBANES. You would preempt the definition on the part
of all States. You would require them all to use your definition.

Mr. KorsT. That is correct.

Senator SARBANES. Even if they are now using a different defini-
tion.

Mr. KORST. To the extent there are any States that have

Senator SARBANES. With respect to the definition, I would call
that preemption.

Mr. KORST. And I think the view that we have

Senator SARBANES. Do you have a different name for it?

Mr. KorsT. Pardon me.

Senator SARBANES. Do you have a different name for it?

Mr. KORST. No. We believe, however that Congress——

Senator SARBANES. Let me ask you this question. What percent
of the merchandise under rent-to-own eventually become pur-
chases?

Mr. KORST. Just about all of it is purchased at some point in the
inventory life, Senator. Some percentage of it, just under 5 percent,
is actually either stolen or returned to us in an unrentable or unus-
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able condition. But the balance of the merchandise is eventually
owned by one of our customers in some form or fashion.

However, the way out transaction works, of course, consumers
have the option to terminate at any time and to return the goods.
In fact, most do. Twenty-five percent of our transactions result in
customers acquiring ownership. The other 75 percent, the trans-
action is terminated and the property is returned to us. During the
life of our inventory, on average it is rented by 4% different con-
sumers, and so when I say all of our merchandise is owned eventu-
ally by some consumer, in most cases it is after it has been rented
by 3 or 4 or 5 or 6 different consumers, and then the last consumer
ultimately acquires ownership of that property.

Senator SARBANES. I wanted to ask the people at the panel—and
it follows up on a question I put to the previous panel. I do not
know how many of you were here for that. First of all, do you feel
that you have been adequately consulted by the regulators as they
explore the question of what recommendations to make for the con-
sideration of the Congress?

Ms. CARTER. Consumer groups would greatly appreciate greater
involvement in this process, and not just at the initial stage when
comments are given, but at the consensus development stage.

Senator SARBANES. Anyone else?

Mr. LOSETH. Yes, Senator Sarbanes. CUNA has worked close
with the NCUA on different aspects of CURIA, different aspects of
member business lending, and prompt corrective action, and we
feel that we are working together well with the recommendations
that are in the bill.

Senator SARBANES. Do any of you—sorry, go ahead.

Mr. HAaVES. I feel like we have been very engaged in the process.
I mean we are very close to our customers. We are very close to
our banks that are throughout the country. We travel throughout
the country, and we are getting that input and that input is being
exchanged with the regulatory authorities, and I think the process
has been very good, because we are putting things on paper. It is
a tough job. As I sat here on this side, not on that side, I mean
we could spend 5 days together in a room, and in some cases we
may not be agreeing on every item. But I think at the end of the
day we have to come to some agreement on some items to move for-
ward or we will be sitting here 5 years from now talking about the
same issues.

Senator SARBANES. Mr. Connelly.

%Ir. HAYES. So there is a process that we have to figure out how
to do it.

Senator SARBANES. Mr. Connelly.

Mr. CONNELLY. Sir, we have had open and continuing dialogue
with both the regulator, community and consumer groups, and I
would suggest that Senator Crapo has been very open about invit-
ing consumer groups to provide more input. I think Chairman
Reich will probably make additional outreaches. And I guess the
answer is, now is the time. We believe that we have very ade-
quately and continually participated with consumer groups as it re-
lates to the needs in our community and who——

Senator SARBANES. Do you see problems—I am asking the indus-
try people now—in the regulators having these consultation groups
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that would encompass both industry and consumer representatives,
particularly as you are trying to see what kind of consensus can
be reached?

I know on the one hand that gives you more of a challenge since
you will be at a table with the people that are not of like mind.
But it seems to me it is a setup a little bit if everyone at the ses-
sion is essentially of the same mind when we are trying to see if
we cannot work through this situation toward achieving some con-
sensus which would then have an enhanced credibility and an en-
hanced legitimacy. What is the problem with sessions of that sort,
other than it is a more difficult meeting to presume, may well be
a more difficult meeting to work through?

Mr. Rock. Senator, I think that increased input from all sides of
the issue is always a good thing, but by the same token, it does
not surprise me that on some issues that are in that matrix that
there has not been much input from the consumer side because
some of those issues are very technical and very specific to narrow
areas of the industry. For example, if you were to ask consumer
groups or consumers about the effectiveness of a 314(a) inquiry, re-
sponse and inquiry practice, I do not think that many consumer
groups or consumers would be familiar with that and have mean-
ingful input on that.

So it does not surprise me that perhaps there has not been input
on some of those items that are in the matrix.

Senator SARBANES. I think the question is whether there has
been input on most or all of the items in the matrix, but I will ask
the consumer groups to answer to that themselves.

Mr. PLUNKETT. Senator, the key idea, which you have hit on, is
a meaningful dialogue, and a meaningful dialogue—your point is
well taken, a meeting where the regulators can hear the pitch from
the financial services people, see if consumer groups have followed
the issue, have a response, ask industry representatives to address
consumer concerns, get immediate feedback, have a dialogue. That
allows the regulators to better understand the pros and the cons
of various proposals, and it gives us, the consumer community, the
opportunity to have not just input, as Carolyn Carter said, but to
have meaningful input when it comes to decisionmaking.

Mr. VaDALA. Senator, NCUA did a very good job of getting input
on PCA in particular. They had a summit meeting which brought
people together. They got written comments. They had witnesses
appear at the summit, kept it open for public comment, trying to
get diverse views on this issue, and have talked to other regulatory
agencies. So, I really believe that they have done a great job on
that particular issue and on many of the others. We are very happy
with what they have done.

Mr. LOSETH. Senator, most of the changes in regulations, as they
affect credit unions, directly affect the members of the credit union
who own the credit union. So from what I can tell from the provi-
sions in the bill, most all of these changes will result in putting
money back in the pockets of Americans.

Mr. CONNELLY. Senator, I think that today is an example of
where people from different perspectives come together and express
their thoughts, and can do it collaboratively and collegially, and I
would suggest that with Senator Crapo’s invitation for more open-
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ness—I think maybe Chairman Reich got that sense—there is still
time to be more open to the consumer advocacy perspective, and it
should certainly be taken into consideration by your Committee.

Senator SARBANES. Mr. Chairman, I know the hour is late. I
want to thank this panel for their contribution. I particularly want
to thank—these are the statements from today’s testimony, and it
is obvious that many people have put a great deal of time and ef-
fort into preparing these statements. In many instance they are
quite detailed. I think that is extremely helpful to us because on
this issue much of the difficulty is in the details.

It is easy enough to lodge a general complaint about some re-
quirement that the regulators now have in place. The question is,
was it put there for a good reason? Does the reason still serve a
purpose? Is there some way it can be done with some less onerous
requirements?

But I do not see how just listening to the general complaint one
can move to a decision that we just should not have this thing. I
mean the general complaint reflects a sense in the industry that
they are overloaded. But as you address the overload you have to
take each requirement, it seems to me, and analyze it very care-
fully as to the purpose it serves and so forth.

Now, we are getting a lot of complaints about the Bank Secrecy
Act and so forth, but of course, on the other side, we have very im-
portant questions about the financing of terrorism, the financing of
criminal activities, and so forth. So we need to look at all of that.

Actually, some of the people most on the other side on that issue
are people in the Department of Justice, in FinCEN at the Treas-
ury and so forth, who think these requirements are very important
to their efforts to try to deal with I think what most people would
concede are serious problems. So how you work that out is an im-
portant challenge. I think the detail is extremely important. It is
easy enough to make the generalized statements, but then when
you come to taking action on it you have to come down into the de-
tails and take a careful look at what the pros and cons and the
pluses and minuses are in terms of other interests that are in-
volved and other objectives we are trying to achieve.

So it is obvious a lot of work went into these statements, and I
want to thank the panel members for it.

Thank you, Mr. Chairman.

Senator CRAPO. Thank you, Senator Sarbanes, and I certainly
agree with that. The two hearings we have had on this issue plus
the incredible amount of input that we have received outside of the
hearings has been very, very helpful in our efforts to move forward
on the process of trying to go from the general complaint and the
general objective of getting reform to the specifics, and I appreciate
the witnesses very much.

I had a bunch of other questions, but the time has gotten away
from us, and we are going to have to wrap up the hearing at this
point. I will submit some written questions, and I think you should
all expect that you would get some written questions from some of
the other Senators who did not arrive here, and we would appre-
ciate it if you would be willing to respond to those questions.

I again want to thank all of you for your input, encourage you
to move ahead. I think one of you said that the time is now. And
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the time is now. We want to move ahead very quickly now to try
to get prepared for a markup, and start into the next phase of this
process where we will be moving ahead aggressively to achieve the
objectives of this bill.

With that, again, I thank all the witnesses, and this hearing will
be concluded.

[Whereupon, at 1:22 p.m., the hearing was adjourned.]

[Prepared statements and response to written questions supplied
for the record follow:]
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VICE CHAIRMAN, FEDERAL DEPOSIT INSURANCE CORPORATION

JUNE 21, 2005

Mr. Chairman, Ranking Member Sarbanes, and Members of the Committee, I
very much appreciate the opportunity to testify and update you on our efforts to re-
duce unnecessary regulatory burden on depository institutions insured by the Fed-
eral Deposit Insurance Corporation (FDIC). I am here today as the leader of the
interagency regulatory review process mandated by the Economic Growth and Regu-
latory Paperwork Reduction Act (EGRPRA). In this capacity, and as a former com-
munity banker with over 23 years of experience, I share your commitment to pursue
meaningful regulatory relief legislation, while maintaining the safety and soundness
of the banking industry and protecting important consumer rights. This is an impor-
tant endeavor and I think our Nation’s financial institutions, particularly America’s
smaller community banks, are counting on us to succeed in our efforts to reduce reg-
ulatory burden.

My testimony this morning will discuss the importance of balancing the relative
costs and benefits of regulations, the proliferation of regulation in recent years and
the high costs on the industry. It will also discuss the cumulative effect of regula-
tions on our Nation’s bank and thrift institutions, particularly smaller community
banks. I will also outline our interagency efforts to review regulations and address
the existing regulatory burden, as mandated by EGRPRA. I then will describe ac-
tions the FDIC has taken to reduce burdens imposed by our own regulations and
operating procedures. Finally, I will outline a dozen specific legislative proposals to
reduce regulatory burden that all of the Federal bank and thrift regulators have
agreed to support, as well as many more that are supported by more than one regu-
latory agency.

The Importance of Balancing the Costs and Benefits of Regulation

Our bank regulatory system has served us quite well, often helping to restrain
imprudent risk-taking, protect important consumer rights and fulfill other vital pub-
lic policy objectives. Statutes and regulations help preserve confidence in the bank-
ing industry and in the financial markets by ensuring that institutions operate in
a safe and sound manner, promoting transparency in financial reporting, and en-
couraging fair business practices. However, as more and more laws are passed, and
new regulations are adopted to implement those laws, it is incumbent upon policy-
makers to ensure that the intended benefits justify the considerable costs. We need
to take stock periodically of the cumulative effect of all regulatory requirements on
the industry. No one would advocate a system where people spend more time trying
to figure out how to comply with all the laws than engaging in their primary eco-
nomic activity. As Federal Reserve Board Chairman Alan Greenspan said in a
speech a few months ago, “to be effective regulators we must also attempt to balance
the burdens imposed on banks with the regulations’ success in obtaining the in-
tended benefits and to discover permissible and more efficient ways of doing so.” I
could not agree more. It is all about balance, and I am afraid that the scales have
now tipped too heavily to one side and need to be rebalanced.

The Proliferation and High Cost of Regulation on the Industry

In my testimony before this Committee last year, I reported that, since enactment
of the Financial Institutions Reform, Recovery and Enforcement Act (FIRREA) in
1989, the Federal bank and thrift regulatory agencies promulgated a total of 801
final rules. Since I testified in June of last year, the agencies adopted an additional
50 final rules, which means that there have been a total of 851 final rules adopted
since FIRREA—an average of about 50 new or amended rules promulgated every
year. This does not include the rules adopted by the Securities and Exchange Com-
mission (SEC), Financial Accounting Standards Board (FASB), Public Company Ac-
counting Oversight Board (PCAOB), American Institute of Certified Public Account-
ants (AICPA) and a whole host of State regulatory authorities nor regulations that
apply to companies in general (such as tax and environmental rules).

It is a challenge for bankers to maintain the capacity to respond to the steady
stream of new regulations while continuing to comply with existing ones. Recently
enacted laws reflect important public policy choices concerning, for example, the
quality of the credit reporting system, identity theft, national security and changes
in technology. However, it is incumbent upon the regulators who write imple-
menting regulations, as well as the Congress, to be mindful of the need to avoid un-

* Appendix held in Committee files.
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necessarily increasing regulatory burden on the industry as we implement new re-
quirements mandated by legislation.

Rule changes, particularly for smaller community banks with limited staff, can be
costly since implementation often requires computers to be reprogrammed, staff re-
trained, manuals updated and new forms produced. Even if some of the rules do not
apply to a particular institution, someone has to at least read the rules and make
that determination. The 4,094 insured institutions with less than $100 million in
assets last year have, on average, fewer than 20 employees and the 1,000 smallest
community banks and thrifts in the country average fewer than 10 employees. It
is hard to imagine how those institutions can continue to serve their customers’
needs and also meet myriad new regulatory requirements.

The cost of all of our regulatory requirements is hard to measure because it tends
to become indivisible, if not invisible, from a bank’s other activities. While there are
no definitive studies, a survey of the evidence by a Federal Reserve Board economist
in 1998 found that total regulatory costs account for 12 to 13 percent of banks’ non-
interest expense, or about $38 billion in 2004 (The Cost of Bank Regulation: A Re-
view of the Evidence,” Gregory Elliehausen, Federal Reserve Bulletin, April 1998).
Regulatory burden is an issue for all banks, but I believe that the burden falls
heaviest on America’s smaller community banks, as explained in the next section.

The Impact of Regulatory Burden on Community Banks

New regulations have a greater impact on community banks, especially smaller
community banks (under $100 million in assets), than on larger institutions due to
their inability to spread start up and implementation costs over a large number of
transactions. The magnified impact of regulatory burden on small banks is a signifi-
cant concern to me. Community banks play a vital role in the economic well-being
of countless individuals, neighborhoods, businesses, and organizations throughout
our country, serving as the very lifeblood of their communities. These banks are
found in all communities—urban, suburban, rural, and small towns. They are a
major source of local credit. Data from the June 2004 Call Reports indicates that
over 90 percent of commercial loans at small community banks were made to small
businesses. In addition, the data indicates that community banks with less than $1
billion in assets, which hold only 14 percent of industry assets, account for 45 per-
cent of all loans to small businesses and farms.

Community banks generally know personally many small business owners and es-
tablish lending relationships with these individuals and their businesses. These
small businesses, in turn, provide the majority of new jobs in our economy. Small
businesses with fewer than 500 employees account for approximately three-quarters
of all new jobs created every year in this country. The loss of community institutions
can result in losses in civic leadership, charitable contributions, and local invest-
ment in school and other municipal debt. I have a real concern that the volume and
complexity of existing banking regulations, coupled with new laws and regulations,
are increasingly posing a threat to the survival of our community banks.

Over the last 20 years, there has been substantial consolidation in the banking
industry. This can be seen most dramatically in the numbers of small community
banks. At the end of 1984, there were 11,705 small community banks with assets
of less than $100 million in today’s dollars. At year-end 2004, the number of small
community banks dropped by 65 percent to just 4,094 (see Chart 1). For institutions
with assets of $1 billion or less in 2004 dollars, there has been a decline of 8,761
institutions, or 51 percent over the 20-year period. This chart underscores the point
that the rate of contraction in the number of community banks increases with de-
creasing asset size. The smaller the institutions, the greater the rate of contrac-
tion—even when we adjust size for inflation.

The decline in the number of community banks has three main components:
Mergers; growth out of the community bank category; and failures. These factors
were only partially offset by the creation of more than 2,500 new banks during
1985-2005. (In the above calculations, bank asset size is adjusted for inflation.
Thus, a bank with $100 million in assets today is compared with one having about
$63 million in assets in 1985.) A number of other market forces, such as interstate
banking and changes to State branching laws impacted the consolidation of the
banking industry. The bank and thrift crisis of the 1980’s and the resulting large
number of failures and mergers among small institutions serving neighboring com-
munities also contributed to the decline in the smallest financial institutions. It is
probable that together those factors were the greatest factors in reducing small
bank numbers.

However, I believe regulatory burden plays a significant role in shaping the indus-
try, including the number and viability of community banks. While many new banks
have been chartered in the past two decades, I fear that, left unchecked, regulatory
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burden may eventually pose a barrier to the creation of new banks. Keeping barriers
to the entry of new banks low is critical to ensuring that small business and con-
sumer needs are met, especially as bank mergers continue to reduce choices in some
local markets.

More dramatic than the decline in numbers of institutions has been the decline
in market share of community banks. As Chart 2 indicates, the asset share of small
community banks decreased from 9 percent to 2 percent in the past 20 years, while
the share of institutions with less than $1 billion in assets fell from 33 percent to
14 percent. This chart understates the real loss of market share for these institu-
tions, since it does not reflect the growing importance of asset management activi-
ties that generate revenues but do not create assets on institutions’ balance sheets.
Chart 3, which presents community banks’ share of industry earnings, shows a
greater loss of share, from 12 percent to 2 percent for small community banks, and
from 44 percent to 13 percent for institutions with less than $1 billion in assets.

It may seem a paradox to discuss profitability concerns at a time when the bank-
ing industry is reporting record earnings. Last year, the industry as a whole earned
a record $122.9 billion, surpassing the previous annual record of $120.5 billion set
in 2003. When you look behind the numbers, however, you see a considerable dis-
parity in the earnings picture between the largest and smallest banks in the coun-
try. The 117 largest banks in the country (those with assets over $10 billion), which
represent 1.3 percent of the total number of insured institutions, earned $89.3 bil-
lion or about 73 percent of total industry earnings. This is in contrast to the 4,094
banks with assets under $100 million, which represent 46 percent of the total num-
ber of insured institutions and earned about $2.1 billion or only 1.7 percent of total
industry earnings (see Chart 3). Moreover, when the data is examined further, you
find that banks with assets over $1 billion had an average return on assets (ROA)
of 1.31 percent, while those with assets under $1 billion had an average ROA of 1.16
percent (see Chart 4).

The ROA comparisons understate the actual disparity in performance between
community banks and their larger counterparts. The 15 basis-point difference in
nominal ROA last year increases to a 43 basis-point gap when the data is adjusted
for the accounting effects of large-bank mergers and different tax treatment of Sub-
chapter S corporations. One of the main causes of the growing difference is the
greater ability of large institutions to spread their overhead costs across a larger
and more diverse base of revenues. Chart 5 illustrates the growing efficiency gap
separating large and small institutions. It shows the extent to which noninterest ex-
penses absorb operating revenues. Throughout the early 1990’s, both large and
small institutions were able to control expense growth and increase revenues so that
their efficiency ratios improved (declined) in tandem. During the past 6 years, how-
ever, larger institutions have been able to continue to improve their efficiency,
whereas community banks have not. The regressive burden of regulation, which in-
creased considerably during this period, contributed to this divergence in perform-
ance. Last year, more than one out of every 10 small community banks was unprof-
itable. That was more than four times the proportion of larger institutions that were
unprofitable. These numbers make it clear that community banks, while healthy in
terms of their supervisory ratings, are operating at a lower level of profitability than
the largest banks in the country. At least part of this disparity in earnings stems
from the disproportionate impact that regulations and other fixed noninterest costs
have on community banks.

Community bankers are increasingly worried that their institutions—and all that
they mean to their communities—may not be able to operate at an acceptable level
of profitability for their investors for too many more years under what they describe
as a “never-ending avalanche” of regulations. As reported in the American Banker
(May 25, 2004), regulatory burden was an important factor in the decision by two
community banks to sell their institutions. While we have only anecdotal evidence
on this point, conversations concerning merger or sale of institutions are likely oc-
curring today in many community bank boardrooms all over the United States.

It is not just the total volume of regulatory requirements that pose problems for
banks, but also the relative distribution of regulatory burden across various indus-
tries that could hit community banks hard in the future. For example, community
bankers are increasingly subject to more intense competition from credit unions
that, in many cases, have evolved from small niche players to full-service retail de-
pository institutions. In the past 10 years, the number of credit unions with assets
exceeding $1 billion increased almost five-fold, from 20 institutions in 1994 to 99
institutions today—and the credit union industry continues to grow nationwide.
With ever-expanding fields of membership and banking products, credit unions are
now competing head-to-head with banks and thrifts in many communities, yet the
conditions under which this competition exists enable credit unions to operate with
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a number of advantages over banks and thrifts. These advantages include exemp-
tion from taxation, not being subject to the Community Reinvestment Act, and oper-
ation under a regulatory framework that has supported and encouraged the growth
of the credit union movement, including broadening the “field of membership.”
These advantages make for an uneven playing field, a condition that Congress
should reexamine and seek to resolve.

Interagency Effort to Reduce Regulatory Burden

In 1996, Congress passed the Economic Growth and Regulatory Paperwork Reduc-
tion Act (EGRPRA). EGRPRA requires the Federal Financial Institutions Examina-
tion Council (FFIEC) and each of its member agencies to review their regulations
at least once every 10 years, in an effort to eliminate any regulatory requirements
that are outdated, unnecessary or unduly burdensome. For the past 2 years, I have
been leading the interagency effort and am pleased to report that we are making
progress.

Under the EGRPRA statute, the agencies are required to categorize their regula-
tions by type (such as “safety and soundness” or “consumer protection” rules) and
then publish each category for public comment. The agencies have already jointly
published four separate requests for comment in the Federal Register. The first no-
tice, published on June 16, 2003, sought comment on our overall regulatory review
plan as well as the initial three categories of regulations: Applications and Report-
ing; Powers and Activities; and International Operations. The second interagency
notice, published on January 20, 2004, sought public comment on the lending-re-
lated consumer protection regulations, which include Truth-in-Lending (Regulation
Z), Equal Credit Opportunity Act (ECOA), Home Mortgage Disclosure Act (HMDA),
Fair Housing, Consumer Leasing, Flood Insurance and Unfair and Deceptive Acts
and Practices. The third notice, published on July 20, 2004, sought public comment
on remaining consumer protection regulations (which relate primarily to deposit
accounts/relationships). The fourth notice, published on February 3, 2005, sought
public comment on our antimoney laundering, safety and soundness and securities
regulations.

These four requests for comments have covered a total of 99 separate regulations.
In response to these requests, the agencies received a total of 846 comment letters
from bankers, consumer and community groups, trade associations and other inter-
ested parties. Each of the recommendations is being carefully reviewed and
analyzed by the agency staffs. Based on these reviews, the appropriate agency or
agencies may bring forward, and request public comment on, proposals to change
specific regulations.

Banker, consumer and public insight into these issues is critical to the success
of our effort. The regulatory agencies have tried to make it as easy as possible for
all interested parties to be informed about the EGRPRA project and to let us know
what are the most critical regulatory burden issues. The EGRPRA website, which
can be found at www.egrpra.gov, provides an overview of the EGRPRA review proc-
ess, with direct links to the actual text of each regulation. Comments submitted
through the website are automatically transmitted to all of the financial institution
regulatory agencies and posted on the EGRPRA website. The website has proven to
be a popular source for information about the project, with thousands of hits being
reported every month.

While written comments are important to the agencies’ efforts to reduce regu-
latory burden, it also is important to have face-to-face meetings with bankers and
consumer group representatives so they have an opportunity to communicate their
views on the issues directly. Over the past 2 years, the agencies sponsored a total
of nine banker outreach meetings in different cities around the country to heighten
industry awareness of the EGRPRA project. Two additional meetings are scheduled
for tomorrow in New Orleans and September 21 in Boston. The meetings provide
an opportunity for the agencies to listen to bankers’ regulatory burden concerns, ex-
plore comments and suggestions, and identify possible solutions. To date, more than
450 bankers (mostly CEO’s) and representatives from the national and State trade
associations participated in these meetings with representatives from FDIC, FRB,
OCC, OTS, CSBS, and the State regulatory agencies. Summaries of the issues
raised during the meetings are posted on the EGRPRA website.

We also held three outreach meetings for consumer and community groups. Rep-
resentatives from a number of consumer and community groups participated in the
meetings, along with representatives from the FDIC, FRB, OCC, OTS, NCUA, and
CSBS. The meetings provided a useful perspective on the effectiveness of many ex-
isting regulations. We will hold one additional meeting with consumer and commu-
nity groups on September 22 in Boston, Massachusetts, and we are willing to hold
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additional meetings if there is sufficient interest among consumer and community
groups.
Response by the Regulatory Agencies

The tremendous regulatory burden that exists was not created overnight and un-
fortunately, from my perspective, cannot be eradicated overnight. It is a slow and
arduous process, but I believe that we are making some headway. In fact, the bank-
ing and thrift regulatory agencies are working together closely and harmoniously on
a number of projects to address unnecessary burdens affirmatively. In addition to
eliminating outdated and unnecessary regulations, the agencies have identified
more efficient ways of achieving important public policy goals of existing statutes.
Although we have much work ahead of us, there has been significant progress to
date. Here are some notable examples:

Community Reinvestment Act Regulations

On February 22, 2005, the FDIC, along with the OCC, issued a proposal to amend
the Community Reinvestment Act (CRA) regulations. The Federal Reserve Board
issued a very similar proposal shortly thereafter. The agencies’ proposal would raise
the “small bank” threshold in the CRA regulations to $1 billion in assets, without
regard to holding company assets. This would represent a significant increase in the
small bank threshold from the current level of $250 million which was established
in 1995. Under the proposal, just over 1,566 additional banks (those with assets be-
tween $250 and $1 billion) would be subject to small bank reporting and stream-
lined examination standards.

This proposal does not exempt any institutions from complying with CRA—all
banks, regardless of size, will be required to be thoroughly evaluated within the
business context in which they operate. The proposal includes a “community devel-
opment test” for banks between $250 million and $1 billion in assets which would
be separately rated in CRA examinations. This community development test would
provide eligible banks with greater flexibility to meet CRA requirements than the
large bank test under which they are currently evaluated. Another effect of the pro-
posal would be the elimination of certain collection and reporting requirements that
currently apply to banks between $250 million and $1 billion in assets.

These changes to the regulation, if adopted as proposed, would result in signifi-
cant regulatory burden reduction for a number of institutions. I recognize that there
are many competing interests and that community groups, in particular, as well as
many Members of Congress, generally oppose any increase at all in the threshold
level—and I remain receptive to all points of view. The comment period for this pro-
posal closed on May 10, 2005, and the FDIC received approximately 3,800 comment
letters. It is my hope that, after carefully considering all comments, the agencies
will agree on a final rule before the end of this year.

Privacy Notices

On December 30, 2003, the Federal bank, thrift and credit union regulatory agen-
cies, in conjunction with the Federal Trade Commission, SEC, and the Commodity
Futures Trading Commission, issued an Advanced Notice of Proposed Rulemaking
(ANPR), seeking public comment on ways to improve the privacy notices required
by the Gramm-Leach-Bliley Act. Although there are many issues raised in the
ANPR, the heart of the document solicited comment on how the privacy notices
could be improved to be more readable and useful to consumers, while reducing the
burden on banks and other service providers required to distribute the notices. In
response to the comments received, the agencies are conducting consumer research
and testing that will be used to develop privacy notices that meet these goals. As
they do so, it is important for the agencies to continue to be mindful that changes
to privacy notices and the requirements for their distribution may themselves create
new costs for the banking industry.

Consumer Disclosures

In recent speeches, Acting Comptroller Julie Williams called for a comprehensive
review of existing consumer disclosures to make them more useful and understand-
able for consumers as well as less burdensome for banks. I applaud her efforts to
highlight this issue and agree that we should take a careful look at the large num-
ber and actual content of all consumer disclosures required by law. Consumers may
in fact be experiencing “information overload.” Beginning with the Truth in Lending
Act 35 years ago, through the privacy provisions of the Gramm-Leach-Bliley Act and
culminating with the recently enacted FACT Act, there are now dozens of consumer
laws and regulations, any number of which might apply, depending on the trans-
action. Chart 6 graphically depicts some of the laws and regulations that a bank
must be concerned with under different mortgage lending scenarios.
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The sheer number of potential disclosures raises several questions: (1) Are the
numbers of disclosures too many for banks and consumers to deal with effectively;
(2) do consumers find the disclosures too complicated, conflicting, and duplicative;
and (3) are these disclosures failing to achieve their designated purpose in helping
consumers become informed customers of financial services? I think we need to look
at the whole panoply of disclosures and find ways to eliminate the existing overlap,
duplication, and confusion. We may have reached a point where we have “nondisclo-
sure by over-disclosure.” I look forward to working with my fellow regulators to im-
prove the current situation with respect to consumer disclosures.

BSA and USA PATRIOT Act Guidance

There is no question that financial institutions and the regulators must be ex-
tremely vigilant in their efforts to implement the Bank Secrecy Act (BSA) in order
to thwart terrorist financing efforts and money-laundering. Last year, bankers filed
over 13 million Currency Transaction Reports (CTR’s) and over 300,000 Suspicious
Activity Reports (SAR’s) with the Financial Crimes Enforcement Network (FinCEN).
Although FinCEN is providing more information to bankers than previously, bank-
ers still believe they are filing millions of CTR’s and SAR’s that are not utilized for
any law enforcement purpose. Consequently, bankers believe that a costly burden
is being carried by the industry which is providing little benefit to anyone. In an
effort to address this concern and enhance the effectiveness of these programs, the
financial institution regulatory agencies are working together with FinCEN and var-
ious law enforcement agencies, through task forces of the Bank Secrecy Act Advi-
sory Group, to find ways to streamline reporting requirements for CTR’s and SAR’s
and make the reports that are filed more useful for law enforcement and to commu-
nicate with bankers more effectively.

In the next week or so, the bank and thrift regulatory agencies are expected to
issue detailed BSA examination procedures that will address many of the questions
bankers have about BSA compliance. To further assist banks, the agencies and
FinCEN issued interpretive guidance designed to clarify the requirements for appro-
priately assessing and minimizing risks posed when providing banking services to
Money Services Businesses. Bankers understand the vital importance of knowing
their customers and thus generally do not object to taking additional steps nec-
essary to verify the identity of their customers. However, bankers wanted guidance
from the regulators on how to establish appropriate customer identification require-
ments under the USA PATRIOT Act. In response, the bank and thrift regulatory
agencies, the Treasury Department and FinCEN issued interpretive guidance to all
financial institutions to assist them in developing a Customer Identification Pro-
gram (CIP). The interagency guidance answered the most frequently asked ques-
tions about the requirements of the CIP rule. Finally, with respect to the require-
ments of the Office of Foreign Assets Control (OFAC), the agencies are working to
develop examination procedures and guidance for OFAC compliance.

I have met on several occasions with FinCEN’s Director, William Fox, and pledged
to work with him to make reporting under the BSA more effective and efficient,
while still meeting the important crime-fighting objectives of antiterrorism and
antimoney-laundering laws. I am convinced that we can find ways to make this sys-
tem more effective for law enforcement, while at the same time make it more cost
efficient and less burdensome for bankers.

FDIC Efforts to Relieve Regulatory Burden

In addition to the above-noted interagency efforts to reduce regulatory burden, the
FDIC, under the leadership of Chairman Powell, has undertaken a number of initia-
tives to improve the efficiency of our operations and reduce regulatory burden, with-
out compromising safety and soundness or undermining important consumer protec-
tions. Over the last several years, we have streamlined our examination processes
and procedures with an eye toward better allocating FDIC resources to areas that
could ultimately pose greater risks to the insurance funds—such as problem banks,
large financial institutions, high-risk lending, internal controls, and fraud. Some of
our initiatives to reduce regulatory burden include the following:

(1) Raised the threshold for well-rated, well-capitalized banks to qualify for stream-
lined safety and soundness examinations under the FDIC MERIT examination
program from $250 million to $1 billion so that the FDIC’s resources are better
focused on managing risk to the insurance funds;

(2) Implemented more risk-focused compliance, trust, and IT specialty examinations,
placing greater emphasis on an institution’s administration of its compliance and
fiduciary responsibilities and less on transaction testing;
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(3) Initiated electronic filing of branch applications through “FDIC Connect” and
began exploring alternatives for further streamlining the deposit insurance appli-
cation process in connection with new charters and mergers;

(4) Simplified the deposit insurance coverage rules for living trust accounts so that
the rules are easier to understand and administer;

(5) Simplified the assessment process by providing institutions with electronic in-
voices and eliminating most of the paperwork associated with paying assessments;

(6) Amended our international banking regulations to expand the availability of gen-
eral consent authority for foreign branching and investments in certain cir-
cumstances and replaced the fixed asset pledge with a risk-based pledge require-
ment;

(7) Reviewed existing Financial Institution Letters (FIL’s) to eliminate outdated or
unnecessary directives and completely changed the basic format of the FIL’s to
make them easier to read.

(8) Provided greater resources to bank directors, including the establishment of a
“Director’s Corner” on the FDIC website, as a one-stop site for Directors to obtain
useful and practical information to in fulfilling their responsibilities, and the
sponsorship of many “Director’s Colleges” around the country;

(9) Made it easier for banks to assist low and moderate-income individuals, and ob-
tain CRA credit for doing so, by developing Money Smart, a financial literacy cur-
riculum and making available the Money Smart Program free-of-charge to all in-
sured institutions;

(10) Implemented an interagency charter and Federal deposit insurance application
that eliminates duplicative information requests by consolidating into one uniform
document, the different reporting requirements of the three regulatory agencies
(FDIC, OCC, and OTS);

(11) Revised our internal delegations of authority to push more decisionmaking out
to the field level to expedite decisionmaking and provide institutions with their
final Reports of Examination on an expedited basis; and

(12) Provided bankers with a customized version of the FDIC Electronic Deposit In-
surance Estimator (EDIE), a CD-ROM, and downloadable version of the web-
based EDIE, which allows bankers easier access to information to help determine
the extent to which a customer’s funds are insured by the FDIC.

(13) Amended the FDIC’s securities disclosure regulations for banks subject to the
registration and disclosure requirements of the Securities Exchange Act of 1934
so that the reporting requirements remain substantially similar to those required
of all publicly traded companies by the Sarbanes-Oxley Act of 2002.

(14) Adopted revised guidelines for supervisory and assessment appeals to provide
more transparency and independence in the appeals process.

The FDIC is aware that regulatory burden does not emanate only from statutes
and regulations, but often comes from internal processes and procedures. Therefore,
we continually strive to improve the way we conduct our affairs, always looking for
more efficient and effective ways to meet our responsibilities.

Legislative Proposals to Reduce Regulatory Burden

Mr. Chairman, I wish to commend you, Senator Crapo, and the other distin-
guished Members of your Committee for your efforts to develop legislation to remove
unnecessary regulatory burden from the banking industry. Since most of our regula-
tions are mandated by statute, I believe it is critical that the agencies work hard
not only on the regulatory front, but also on the legislative front, to alert Congress
to unnecessary regulatory burden. In fact, the EGRPRA statute requires us to iden-
tify and address unnecessary regulatory burdens that must be addressed by legisla-
tive action.

Almost a year ago, I testified on regulatory burden relief before this Committee,
along with 18 other witnesses. At the end of the hearing, Senator Crapo asked me,
as the leader of the interagency EGRPRA task force, to review the testimony pre-
sented at the hearing and extract the various regulatory burden reduction pro-
posals. The result was a matrix with a total of 136 burden reduction proposals.

Thereafter, I convened a meeting of banking industry representatives from the
American Bankers Association, America’s Community Bankers, the Independent
Community Bankers of America, and the Financial Services Roundtable, who to-
gether reviewed the matrix of 136 proposals in an effort to determine which of these
proposals they could all support as industry consensus items. This process yielded
a list of 78 banking industry consensus items.

The FDIC reviewed the 78 banking industry consensus proposals for safety and
soundness, consumer protection and other public policy concerns and determined
that we could affirmatively support 58 of the 78 industry consensus proposals. There
are other proposals that, after review, the FDIC determined we have “no objection”
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to or we take “no position” on, since the proposals do not affect either the FDIC or
the institutions we regulate. There are only five of the banking industry consensus
proposals that the FDIC opposes.

The next step in the consensus building process was to share our positions with
the other Federal banking agencies in an effort to reach interagency consensus.
After much work, negotiation, and compromise, the FRB, OCC, OTS, and the FDIC
agreed to support twelve of the banking industry consensus proposals. This “bank-
ers’ dozen” includes the following specific proposals for regulatory burden relief,
which are described in greater detail in the testimony’s Appendix:

Authorize the Federal Reserve to Pay Interest on Reserves

This amendment gives the Federal Reserve express authority to pay interest on
balances that depository institutions are required to maintain at the Federal Re-
serve Banks. By law, depository institutions are required to hold funds against
transaction accounts held by customers of those institutions. These funds must be
held in cash or on reserve at Federal Reserve Banks. Over the years, institutions
have tried to minimize their reserve requirements. Allowing the Federal Reserve
Banks to pay interest on those reserves should put an end to economically wasteful
efforts by banks to circumvent the reserve requirements. Moreover, it could be help-
ful in ensuring that the Federal Reserve will be able to continue to implement mon-
etary policy with its existing procedures.

Increase Flexibility for the Federal Reserve Board to Establish Reserve
Requirements

This proposal gives the Federal Reserve Board greater discretion in setting re-
serve requirements for transaction accounts below the ranges established in the
Monetary Control Act of 1980. The provision eliminates current statutory minimum
reserve requirements for transaction accounts, thereby allowing the Board to set
lower reserve requirements, to the extent such action is consistent with the effective
implementation of monetary policy.

Repeal Certain Reporting Requirements Relating to Insider Lending

These amendments repeal certain reporting requirements related to insider lend-
ing imposed on banks and savings associations, their executive officers, and their
principal shareholders. The reports recommended for elimination are: (1) reports by
executive officers to the board of directors whenever an executive officer obtains a
loan from another bank in an amount more than he or she could obtain from his
or her own bank; (2) quarterly reports from banks regarding any loans the bank has
made to its executive officers; and (3) annual reports from bank executive officers
and principal shareholders to the bank’s board of directors regarding their out-
standing loans from a correspondent bank.

Federal banking agencies have found that these particular reports do not con-
tribute significantly to the monitoring of insider lending or the prevention of insider
abuse. Identifying insider lending is part of the normal examination and supervision
process. The proposed amendments would not alter the restrictions on insider loans
or limit the authority of the Federal banking agencies to take enforcement action
against a bank or its insiders for violations of those restrictions.

Streamline Depository Institution Merger Application Requirements

This proposal streamlines merger application requirements by eliminating the re-
quirement that each Federal banking agency must request a competitive factors re-
port from the other three Federal banking agencies, in addition to requesting a
report from the Attorney General. Instead, the agency reviewing the application
would be required to request a report only from the Attorney General and give no-
tice to the FDIC as insurer.

Shorten Post-Approval Waiting Period on Bank Mergers and Acquisitions Where
There Are No Adverse Effects on Competition

The proposed amendments to the Banking Holding Company Act and the Federal
Deposit Insurance Act shortens the current 15-day minimum post-approval waiting
period for certain bank acquisitions and mergers when the appropriate Federal
banking agency and the Attorney General agree that the transaction would not have
significant adverse effects on competition. Under those circumstances, the waiting
period could be shortened to 5 days. However, these amendments do not shorten the
time period for private parties to challenge the transaction under the Community
Reinvestment Act.
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Improve Information Sharing with Foreign Supervisors

This proposal amends Section 15 of the International Banking Act of 1978 to add
a provision to ensure that the Federal Reserve, OCC, FDIC, and OTS cannot be
compelled to disclose information obtained from a foreign supervisor in certain cir-
cumstances. Disclosure could not be compelled if public disclosure of the information
would be a violation of the applicable foreign law and the U.S. banking agency
obtained the information under an information sharing arrangement or other proce-
dure established to administer and enforce the banking laws. This amendment pro-
vides assurance to foreign supervisors that may otherwise be reluctant to enter into
information sharing agreements with U.S. banking agencies because of concerns
that those agencies could not keep the information confidential and public disclosure
could subject the foreign supervisor to a violation of its home country law. It also
facilitates information sharing necessary to supervise institutions operating inter-
nationally, lessening duplicative data collection by individual national regulators.
The banking agency, however, cannot use this provision as a basis to withhold infor-
mation from Congress or to refuse to comply with a valid court order in an action
brought by the United States or the agency.

Provide an Inflation Adjustment for the Small Depository Institution Exception
under the Depository Institution Management Interlocks Act

This amendment increases the threshold for the small depository institution ex-
ception under the Depository Institution Management Interlocks Act. Under current
law, a management official generally may not serve as a management official for
another nonaffiliated depository institution or depository institution holding com-
pany if their offices are located, or they have an affiliate located, in the same metro-
politan statistical area (MSA). For institutions with less than $20 million in assets,
this MSA restriction does not apply. The proposal increases the MSA threshold,
which dates back to 1978, to $100 million.

Exempt Merger Transactions Between an Insured Depository Institution and
One or More of its Affiliates from Competitive Factors Review and
Post-Approval Waiting Periods

This proposal amends the Bank Merger Act (12 U.S.C. 1828(c)) to exempt certain
merger transactions from both the competitive factors review and post-approval
waiting periods. It applies only to merger transactions between an insured deposi-
tory institution and one or more of its affiliates, as this type of merger is generally
considered to have no affect on competition.

Increase Flexibility for Flood Insurance

These amendments make a number of changes to the Flood Disaster Protection
Act of 1973 to: (1) increase the maximum dollar amount qualifying for the “small
loan” exception to the requirement to purchase flood insurance and adjust that max-
imum loan amount periodically based on the Consumer Price Index; (2) eliminate
the 15-day gap between the 30-day grace period during which flood insurance cov-
erage continues after policy expiration and the 45-day period required after policy
expiration before a lender can purchase insurance on the borrower’s behalf; and (3)
replace the current mandatory system for imposing civil monetary penalties in
response to significant violations of the flood insurance requirements with a discre-
tionary system for doing so. These amendments would both reduce burden on lend-
ers and give the Federal supervisory agencies greater discretion to tailor their re-
sponses to violations more closely to the facts of individual cases.

Enhance Examination Flexibility

This proposal raises the total asset threshold for small institutions to qualify for
an 18-month examination cycle from $250 million to $500 million, thus potentially
permitting more institutions to qualify for less frequent examinations. The FDI Act
requires the banking agencies to conduct a full-scale, on-site examination of the in-
sured depository institutions under their jurisdiction at least once every 12 months.
The Act provides an exception for small institutions—that is, institutions with total
assets of less than $250 million—that are well-capitalized and well-managed, and
meet other criteria. Examinations of these qualifying smaller institutions are re-
quired at least once every 18 months. The proposal would reduce regulatory burden
on low-risk, smaller institutions and permit the banking agencies to focus their re-
sources on the highest-risk institutions.

Call Report Streamlining

This proposal requires the Federal banking agencies to review information and
schedules required to be filed in Reports of Condition (Call Reports) every 5 years
to determine if some of the required information and schedules can be eliminated.
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Preparing the Call Report has become a significant burden for many banks. A bank
must report a substantial amount of financial and statistical information with its
Call Report schedules that appears to be unnecessary to assessing the financial
health of the institution and determining the amount of insured deposits it holds.
This amendment requires the agencies to review the real need for information rou-
tinely so as to reduce that burden.

Authorize Member Bank to Use Pass-Through Reserve Accounts

This amendment allows banks that are members of the Federal Reserve System
to count as reserves their deposits in affiliated or correspondent banks that are in
turn “passed through” by those banks to the Federal Reserve Banks as required re-
serve balances. It extends to these member banks a privilege that was granted to
nonmember institutions at the time of the Depository Institutions Deregulation and
Monetary Control Act of 1980.

Additional Proposals

The above-noted, industry-backed proposals have the unanimous support of all the
Federal bank and thrift regulatory agencies. However, they are not the only legisla-
tive proposals to reduce regulatory burden that are supported by one or more of the
regulatory agencies. In fact, many of the other banking industry consensus items
have support from multiple Federal banking agencies. In a matrix of legislative pro-
posals prepared by Senate staff, there are dozens of proposals with multiple agency
support, no objection, or no position. (It is important to note that the indication of
“no position” by some agencies does not indicate that the agency has decided not
to object to a particular proposal.) These proposals may yet yield a number of indus-
try consensus regulatory burden relief proposals agreeable to all of the Federal
banking agencies. We are continuing to work toward this goal within the context
of the Interagency EGRPRA Task Force.

The EGRPRA process has produced a wealth of proposals. The synergism that has
resulted from the EGRPRA process makes me believe that there is real momentum
behind the effort to reduce regulatory burden on the industry. I look forward to
working with the Committee on developing a comprehensive legislative package that
provides real regulatory relief for the industry. I am certain that this hearing will
provide valuable input for the comprehensive package.

Conclusion

Mr. Chairman, as I stated at the outset, the EGRPRA process addresses the prob-
lem of regulatory burden for every federally insured financial institution. Banks and
thrifts, both large and small, labor under the cumulative weight of our regulations.
If we do not do something to stem the tide of ever increasing regulation, a vital part
of the banking system will disappear from many of the communities that need it
the most. That is why it is incumbent upon all of us—Congress, regulators, indus-
try, and consumer groups—to work together to eliminate any outdated, unnecessary,
or unduly burdensome regulations. I remain personally committed to accomplishing
that objective, no matter how difficult it may be to achieve.

Now is the time to take action to address the unnecessary regulations that face
the banking industry every day. There seems to be a real consensus building to ad-
dress this issue. I remain confident that, if we all work together, we can find ways
to regulate that are both more effective and less burdensome, without jeopardizing
the safety and soundness of the industry or diluting important consumer protec-
tions.

Thank you for providing me with this opportunity to testify.

PREPARED STATEMENT OF JULIE L. WILLIAMS *
ACTING COMPTROLLER OF THE CURRENCY
OFFICE OF THE COMPTROLLER OF THE CURRENCY

JUNE 21, 2005

Introduction

Chairman Shelby, Ranking Member Sarbanes, and Members of the Committee, I
appreciate this opportunity to appear before you today to discuss the challenge of
reducing unnecessary regulatory burden on America’s banks. I also want to take

* Appendix held in Committee files.
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this opportunity to express appreciation to Senator Crapo for his commitment and

dedication to this issue.

The Office of the Comptroller of the Currency (OCC) welcomes the opportunity to
discuss this challenge and to offer suggestions for reforms, including some sugges-
tions particularly affecting national banks and the national banking system. We ap-
preciate your efforts to pursue regulatory burden relief legislation, as evidenced by
this hearing today.

Unnecessary burdens are not simply a matter of bank costs. When unnecessary
regulatory burdens drive up the cost of doing business for banks, bank customers
feel the impact in the form of higher prices and, in some cases, diminished product
choice. Unnecessary regulatory burden also can become an issue of competitive via-
bility, particularly for our Nation’s community banks. Over-regulation neither en-
courages greater competition nor improved allocation of resources; to the contrary,
it can shackle competition and lead to inefficient use of resources.

The regulatory burdens imposed on our banks arise from several sources. One
source is regulations promulgated by the Federal banking agencies. Thus, when we
review the regulations we already have on the books and consider new ones, we
have a responsibility to ensure that our regulations effectively protect safety and
soundness, foster the integrity of bank operations, and safeguard the interests of
consumers, and do not impose regulatory burdens that exceed what is necessary to
achieve those goals, and thereby act as a drag on our banks’ efficiency and competi-
tiveness.

We also need to recognize that not all the regulatory burdens imposed on banks
today come from regulations promulgated by bank regulators. Thus, we welcome the
interest of the Committee in issues such as regulatory implementation of the Bank
Secrecy Act and anti-money laundering standards, and the ongoing efforts by the
Securities and Exchange Commission (SEC) to implement the so-called “push-out”
provisions of the Gramm-Leach-Bliley Act (GLBA) in a manner that is faithful to
G}‘Ii)BAE intent and not so burdensome as to drive established banking functions out
of banks.

Another source of regulatory burden is mandates of Federal legislation. Thus, re-
lief from some manifestations of unnecessary regulatory burden requires action by
Congress. My testimony contains a number of recommendations for legislative
changes to reduce unnecessary regulatory burden by adding provisions to law to
provide new flexibilities, modify requirements to be less burdensome, and in some
cases, eliminate certain requirements currently in the law. This hearing today is a
crucial stage in that process.

In summary, my testimony will:

e First, summarize how the Federal banking agencies are working together under
the able leadership of Federal Deposit Insurance Corporation (FDIC) Vice Chair-
man Reich through the process required by the Economic Growth and Regulatory
}f;apgrwork Reduction Act of 1996 (EGRPRA) to identify unnecessary regulatory

urdens;

e Second, summarize some important regulatory initiatives that the OCC is pur-
suing with the other Federal banking agencies to reduce burden;

e Third, summarize several of the OCC’s priority legislative items for regulatory
burden relief;

e Fourth, in the area of consumer protection, explain how we can both reduce un-
necessary regulatory burden and more effectively use disclosures to provide infor-
mation to consumers in a more meaningful way;

e Fifth, provide an overview of some other legislative items that the OCC supports
that are included in a regulator/industry consensus package; and

e Sixth, provide some additional comments about other legislative proposals.

Regulatory Initiatives to Address Regulatory Burden

EGRPRA Process

The OCC is an active participant in and supporter of the regulatory burden reduc-
tion initiative being led by FDIC Vice Chairman Reich. Under Vice Chairman
Reich’s capable and dedicated leadership, the Federal banking agencies are working
together to conduct the regulatory review required under Section 2222 of EGRPRA.
Section 2222 requires the Federal Financial Institutions Examination Council and
each Federal banking agency to identify outdated, unnecessary regulatory require-
ments and, in a report to Congress, to address whether such regulatory burdens can
be changed through regulation or require legislative action. The current review pe-
riod ends in September 2006.

The Federal banking agencies—the OCC, the Board of Governors of the Federal
Reserve System (Fed), the FDIC, and the Office of Thrift Supervision (OTS)—have
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divided their regulations into thirteen categories for purposes of publishing those
regulations for review as part of the EGRPRA process. Since the first joint notice
was published in mid-2003, the agencies have issued a total of four joint notices for
public comment and are about to put out a fifth. To date, we have received over
700 comments on our notices. We anticipate that a sixth and final joint notice will
be published in the first half of 2006. Every comment received will be considered
in formulating the agencies’ recommendations for specific regulatory changes as well
as legislative recommendations.

Moreover, in addition to soliciting written comments, the Federal banking agen-
cies, in conjunction with the Conference of State Bank Supervisors and State regu-
latory agencies, have held nine banker outreach meetings in different cities and
regions throughout the country to hear firsthand the bankers’ concerns and sugges-
tions to reduce burden. Additional outreach meetings may be scheduled. The agen-
cies also are making every effort to ensure that there is ample opportunity for con-
sumers and the industry to participate in this process, and we have held three con-
sumer and community outreach meetings, including one in the Washington, DC
area.

Other Burden Reduction Regulatory Initiatives

The OCC constantly reviews its regulations to identify opportunities to streamline
regulations or regulatory processes, while ensuring that the goals of protecting safe-
ty and soundness, maintaining the integrity of bank operations, and safeguarding
the interests of consumers are met. In the mid-1990’s, pursuant to our comprehen-
sive “Regulation Review” project, we went through every regulation in our rulebook
with that goal in mind. We have since conducted several supplemental reviews fo-
cused on particular areas where we thought further improvements could be made.
The following are several significant regulatory projects we are pursuing to identify
and reduce unnecessary regulatory burdens.

Improving the Value and Reducing the Burden of Privacy Notices. The OCC, to-
gether with the other Federal banking agencies, the Federal Trade Commission, the
SEC, and the Commodity Futures Trading Commission, have undertaken an un-
precedented initiative to simplify the privacy notices required under GLBA. Over a
year ago, the agencies asked for comments on whether to consider amending their
respective privacy regulations to allow, or require, financial institutions to provide
alternative types of privacy notices, such as a short-form privacy notice, that would
be more understandable and useful for consumers and less burdensome for banks
to provide. The agencies also asked commenters to provide sample privacy notices
that they believe work well for consumers, and to provide the results of any con-
sumer testing that has been conducted in this area.

The OCC and the other agencies then engaged experts in plain language disclo-
sures and consumer testing to assist in conducting a series of focus groups and con-
sumer interviews to find out what information consumers find most meaningful, and
the most effective way to disclose that information to them. We expect that this con-
sumer testing will be completed by the end of the year and will form the basis for
a proposal to revise the current privacy notice rules. Personally, I believe this
project has the potential to be a win-win for consumers and financial institutions—
more effective and meaningful disclosures for consumers, and reduced burden on in-
stitutions that produce and distribute privacy notices.

Reducing CRA Burden on Small Banks. Recently, the OCC, the Fed, and the
FDIC proposed amendments to our Community Reinvestment Act (CRA) regula-
tions. The comment period closed a little over a month ago—on May 10. Current
CRA rules define a “small bank” as a bank with assets of up to $250 million. Banks
above that asset threshold are categorized as “large” banks for CRA purposes and
are subject to a three-part test that separately assesses their lending, services, and
investments in their assessment areas.

The proposal would create a new class of “intermediate” small banks, namely
those with assets between $250 million and $1 billion. “Intermediate” small banks
would be subject to the streamlined small bank lending test and a flexible new com-
munity development test that would look to the mix of community development
lending, investment, and services that a bank provides, particularly in light of the
bank’s resources and capacities, and the needs of the communities it serves. “Inter-
mediate” small banks also would no longer be subject to certain data collection and
reporting requirements.

The OCC, the Fed, and the FDIC joined in this proposal, which we thought was
an effort to carefully balance the goals of reducing unnecessary regulatory reporting
burdens with achieving the goals of the CRA. We are now reviewing the comments
we received in response to the proposal and hope to conclude the rulemaking process
in the near future.
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OCC Support for Regulatory Burden Relief Legislation

The OCC also has recommended a package of legislative amendments that we be-
lieve will help reduce unnecessary regulatory burden on national banks and other
depository institutions. I am pleased to present those items to you today for your
consideration. In addition, the banking agencies have been discussing jointly recom-
mending certain legislative changes to reduce burdens that have been identified as
part of the EGRPRA process. The consensus items supported by the four Federal
banking agencies and the industry also are discussed below in my testimony.! As
the legislative process moves forward, we may jointly support additional items.

My testimony highlights some of the important items that the OCC believes will
reduce regulatory burden on our banking system and benefit consumers. We have
highlighted other changes that the OCC believes will significantly enhance safety
and soundness. These and other suggestions are discussed in more detail in Appen-
dix #1 to my testimony.2

National Bank-Related Provisions

Repealing State Opt-In Requirements for De Novo Branching. Repeal of the State
opt-in requirement that applies to banks that choose to expand interstate by estab-
lishing branches de novo would remove a significant unnecessary burden imposed
on both national and State banks that seek to establish new interstate branch facili-
ties to enhance service to customers. Under the Riegle-Neal Interstate Banking and
Branching Efficiency Act of 1994, interstate expansion through bank mergers
generally is subject to a State “opt-out” that had to be in place by June 1, 1997.
Interstate bank mergers are now permissible in all 50 states. De novo branching,
however, is permissible only in those approximately 23 States that have affirma-
tively opted-in to allow the establishment of new branches in the State. Approxi-
mately 17 of these 23 States impose a reciprocity requirement.

In many cases, in order to serve customers in multistate metropolitan areas or
regional markets, banks must structure artificial and unnecessarily expensive trans-
actions in order to establish a new branch across a State border. Enactment of this
recommended amendment would relieve these unnecessary and costly burdens on
both national and State banks.

Resolving Issues About Federal Court Diversity Jurisdiction. Another high priority
item is an amendment that would resolve the differing interpretations of the State
citizenship rule for national banks (and Federal thrifts) for purposes of determining
Federal court diversity jurisdiction. This issue has significant practical consequences
in terms of unnecessary legal costs and operational uncertainties for both national
banks and Federal thrifts. We are cooperating with the OTS on this issue and we
would be pleased to work with your staff on a legislative proposal.

The controversy has taken on increased importance for national banks in light of
a recent Federal appeals court decision by the Fourth Circuit in November 2004
that created a split in the circuits by finding that, for purposes of determining diver-
sity jurisdiction, a national bank is a citizen of every State in which it has a branch
or potentially any other type of permanent office.3 Under the Fourth Circuit’s diver-
sity jurisdiction interpretation, federally chartered national banks would be denied
access to Federal court any time any opposing party is a citizen of a State in which
the bank has a branch. While a national bank with just one interstate branch would
be affected by this decision, the consequences are most severe for national banks
that have established interstate branches in multiple States.

The Fourth Circuit’s opinion has created uncertain standards on this issue since
every other Federal Circuit Court has reached a contrary conclusion. In October
2004, the Fifth Circuit held that, in determining citizenship for purposes of Federal
court diversity jurisdiction, a national bank is not located at its interstate branch
locations.# Similarly, in 2001, the Seventh Circuit found that a national bank is a
citizen of only the State of its principal place of business and the State listed in
its organization certificate.> Indeed, over 60 years ago, the Ninth Circuit considered

11t is important to point out that, while a particular item recommended by the OCC, for ex-
ample, may not be on the consensus list, this does not necessarily mean that a particular trade
group or another Federal agency would oppose the item. In most cases, it simply means that
an industry group or a Federal banking agency has not taken a position on the item.

2Many of the suggested changes that we discuss were included in H.R.1375, the Financial
Services Regulatory Relief Act of 2004, as passed by the House in the last Congress on March
18, 2004. However, we also are recommending some amendments that were not part of the
House-passed bill.

3See Wachovia Bank v. Schmidt, 388 F.3d 414 (4th Cir. 2004).

4See Horton v. Bank One, N.A., 387 F.3d 426 (5th Cir. 2004).

5See Firstar Bank, N.A. v. Faul, 253 F.3d 982 (7th Cir. 2001).



68

this issue and concluded that a national bank is a citizen only of the State where
it maintains its principal place of business.®

Although the Supreme Court has recently agreed to review the Fourth Circuit’s
decision, this review does not supplant the need for a uniform rule that would apply
to national banks and Federal savings associations to ensure that all federally char-
tered depository institutions are treated in the same manner with respect to access
to Federal court in diversity cases.” Providing more certainty on this issue would
reduce burden on national banks and Federal thrifts, including the substantial costs
associated with repeatedly litigating this issue.

Providing Relief for Subchapter S National Banks. Another priority item sup-
ported by the OCC is an amendment that would allow directors of national banks
that are organized as Subchapter S corporations to purchase subordinated debt in-
stead of capital stock to satisfy the directors’ qualifying shares requirements in na-
tional banking law. As a result, the directors purchasing such debt would not be
counted as shareholders for purposes of the 100-shareholder limit that applies to
Subchapter S corporations. This relief would make it possible for more community
banks with national bank charters to organize in Subchapter S form while still re-
quiring that such national bank directors retain their personal stake in the financial
soundness of these banks.

Simplifying Dividend Calculations for National Banks. Under current law, the
formula for calculating the amount that a national bank may pay in dividends is
both complex and antiquated and unnecessary for purposes of safety and soundness.
The amendment supported by the OCC would make it easier for national banks to
perform this calculation, while retaining safeguards in the current law that provide
that national banks (and State member banks)® need the approval of the Comp-
troller (or the Fed in the case of State member banks) to pay a dividend that ex-
ceeds the current year’s net income combined with any retained net income for the
preceding 2 years. The amendment would ensure that the OCC (and the Fed for
State member banks) would continue to have the opportunity to deny any dividend
request that may deplete the net income of a bank that may be moving toward trou-
bled condition. Other safeguards, such as Prompt Corrective Action, which prohibit
any insured depository institution from paying any dividend if, after that payment,
the 1institution would be undercapitalized (see 12 U.S.C. §18310(d)(1)) would remain
in place.

Modernizing Corporate Governance. The OCC also supports an amendment that
would eliminate a requirement that precludes a national bank from prescribing, in
its articles of association, the method for election of directors that best suits its busi-
ness goals and needs. Unlike most other companies and State banks, national banks
cannot choose whether or not to permit cumulative voting in the election of their
directors. Instead, current law requires a national bank to permit its shareholders
to vote their shares cumulatively. Providing a national bank with the authority to
decide for itself whether to permit cumulative voting in its articles of association
would conform the National Bank Act to modern corporate codes and provide a na-
tional bank with the same corporate flexibility available to most corporations and
State banks.

Modernizing Corporate Structure Options. Another amendment supported by the
OCC is an amendment to national banking law clarifying that the OCC may permit
a national bank to organize in any business form, in addition to a “body corporate.”
An example of an alternative form of organization that may be permissible would
be a limited liability national association, comparable to a limited liability company.
The provision also would clarify that the OCC by regulation may provide the organi-
zational characteristics of a national bank operating in an alternative form,
consistent with safety and soundness. Except as provided by these organizational
characteristics, all national banks, notwithstanding their form of organization,
would have the same rights and privileges and be subject to the same restrictions,
responsibilities, and enforcement authority.

For example, organization as a limited liability national association may be a par-
ticularly attractive option for community banks. The bank may then be able to take
advantage of the pass-through tax treatment for comparable entities organized as

6 See American Surety Co. v. Bank of California, 133 F.2d 160 (9th Cir. 1943).

7Federal thrifts are subject to similar uncertainty as national banks because Federal law does
not currently specify their citizenship for purposes of diversity jurisdiction. Thus, courts have
concluded that a Federal thrift generally is not a citizen of any State. See, for example, First
Nationwide Bank v. Gelt Funding, Inc., No. 92 Civ. 0790, 1992 U.S. Dist. LEXIS 18278, at 30
(S.D.N.Y. Nov. 30, 1992).

8See 12 U.S.C. §324 and 12 CFR §208.5 generally applying the national bank dividend ap-
proval requirements to state member banks.
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limited liability companies (LLC’s) under certain tax laws and eliminate double tax-
ation under which the same earnings are taxed both at the corporate level as
corporate income and at the shareholder level as dividends. Some States currently
permit State banks to be organized as unincorporated LLC’s and the FDIC adopted
a rule allowing certain state bank LLC’s to qualify for Federal deposit insurance.
This amendment would clarify that the OCC can permit national banks to organize
in an alternative business form, such as an LLC, in the same manner.

Paying Interest on Demand Deposits. The OCC supports amendments to the bank-
ing laws to repeal the statutory prohibition that prevents banks from paying inter-
est on demand deposits.® The prohibition on paying interest on demand deposits
was enacted approximately 70 years ago for the purpose of deterring large banks
from attracting deposits away from community banks. The rationale for this provi-
sion is no longer applicable today and financial product innovations, such as sweep
services, allow banks and their customers to avoid the statutory restrictions. Repeal-
ing this prohibition would reduce burden on consumers, including small businesses,
and reduce costs associated with establishing such additional accounts to avoid the
restrictions.

Giving National Banks More Flexibility in Main Office Relocations. The OCC sup-
ports an amendment to national banking law that will reduce unnecessary burdens
on a national bank seeking to relocate its main office within its home State. The
amendment would provide that a national bank that is merging or consolidating
with another bank in the same State pursuant to national banking law, rather than
the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 (Riegle-
Neal) which applies only to interstate mergers and consolidations, has the same op-
portunity to retain certain offices that it would have if the merger or consolidation
were an interstate merger subject to Riegle-Neal. The amendment would allow a na-
tional bank, with the Comptroller’s approval, to retain and operate as its main office
any main office or branch of any bank involved in the transaction in the same man-
ner that it could do if this were a Riegle-Neal transaction. This would give a na-
tional bank more flexibility when making the business decision to relocate its main
office to a branch location within the same State.

Enhancing National Banks’ Community Development Investments. The OCC sup-
ports an amendment that would increase the maximum amount of a national bank’s
investments that are designed primarily to promote the public welfare either di-
rectly or by purchasing interests in an entity primarily engaged in making these
investments, such as a community development corporation. We recommend increas-
ing the maximum permissible amount of such investments from 10 percent to 15
percent of the bank’s capital and surplus. The maximum limit only applies if the
bank is adequately capitalized and only if the OCC determines that this higher limit
will not pose a significant risk to the deposit insurance fund. Today, more than 90
percent of national banks investments under this authority are in low-income hous-
ing tax credit projects and losses associated with such projects are minimal. Allow-
ing certain adequately capitalized national banks to modestly increase their commu-
nity development investments subject to the requirements of the statute will enable
them to expand investments that have been profitable, relatively low-risk, and bene-
ficial to their communities.

Federal Branches and Agencies of Foreign Banks

The OCC also licenses and supervises Federal branches and agencies of foreign
banks. Federal branches and agencies generally are subject to the same rights and
privileges, as well as the same duties, restrictions, penalties, liabilities, conditions,
and limitations and laws that apply to national banks. Branches and agencies of for-
eign banks, however, also are subject to other requirements under the International
Banking Act of 1978 (IBA) that are unique to their organizational structure and op-
erations in the United States as an office of a foreign bank. In this regard, the OCC
is recommending amendments to reduce certain unnecessary burdens on Federal
branches and agencies while preserving national treatment with national banks.

Implementing Risk-Based Requirements for Federal Branches and Agencies. A pri-
ority item for the OCC in this regard is an amendment to the IBA to allow the OCC
to set the capital equivalency deposit (CED) for Federal branches and agencies to
reflect their risk profile. We support an amendment that would allow the OCC, after
consultation with the Federal Financial Institutions Examination Council, to adopt
regulations setting the CED on a risk-based institution-by-institution basis. This ap-

9This provision was included in H.R.1224, the Business Checking Freedom Act of 2005, as
recently reported by the House Financial Services Committee and as passed by the House on
May 24, 2005.
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proach would closely resemble the risk-based capital framework that applies to both
national and State banks.

OCC Operations

Improving Ability to Obtain Information from Regulated Entities. The OCC sup-
ports an amendment that would permit all of the Federal banking agencies—the
OCC, FDIC, OTS, and the Fed—to establish and use advisory committees in the
same manner. Under current law, only the Fed is exempt from the disclosure re-
quirements under the Federal Advisory Committee Act (FACA). Yet, all types of
insured institutions and their regulators have a need to share information and to
conduct open and frank discussions that may involve nonpublic information about
the impact of supervisory or policy issues. Because of the potentially sensitive na-
ture of this type of information, the public meeting and disclosure requirements
under FACA may inhibit the supervised institutions from providing the agencies
their candid views. Importantly, this is information that any one bank could provide
to its regulator and discuss on a confidential basis. It is only when several banks
simultaneously do so in a collective discussion and offer suggestions to regulators
that issues are raised under FACA. Our amendment would cure this anomaly and
erllhance the dialogue between all depository institutions and their Federal bank reg-
ulators.

Safety and Soundness

The OCC also supports a number of amendments that would promote and main-
tain the safety and soundness and facilitate the ability of regulators to address and
resolve problem bank situations.

Enforcing Written Agreements and Commitments. The OCC supports an amend-
ment that would expressly authorize the Federal banking agencies to enforce writ-
ten agreements and conditions imposed in writing in connection with an application
or when the agency imposes conditions as part of its decision not to disapprove a
notice, for example, a Change in Bank Control Act (CBCA) notice.

This amendment would rectify the results of certain Federal court decisions that
conditioned the agencies’ authority to enforce such conditions or agreements with
respect to a nonbank party to the agreement on a showing that the nonbank party
was “unjustly enriched.” We believe that this amendment will enhance the safety
and soundness of depository institutions and protect the deposit insurance funds
from unnecessary losses.

Barring Convicted Felons From Participating in the Affairs of Depository Institu-
tions. The OCC also supports an amendment to the banking laws that would give
the Federal banking agencies the authority to prohibit a person convicted of a crime
involving dishonesty, breach of trust, or money laundering from participating in the
affairs of an uninsured national or State bank or uninsured branch or agency of a
foreign bank without the consent of the agency. Under current law, the ability to
keep these “bad actors” out of depository institutions applies only to insured deposi-
tory institutions. Thus, for example, it would be harder to prevent an individual con-
victed of such crimes from serving as an official of an uninsured trust bank whose
operations are subject to the highest fiduciary standards, then to keep that indi-
vidual from an administrative position at an insured bank.

Strengthening the Supervision of “Stripped-Charter” Institutions. The OCC sup-
ports an amendment to the CBCA to address issues that have arisen when a
stripped-charter institution (that is, an insured bank that has no ongoing business
operations because, for example, all of the business operations have been trans-
ferred to another institution) is the subject of a change-in-control notice. The agen-
cies’ primary concern with such CBCA notices is that the CBCA is sometimes used
as a route to acquire a bank with deposit insurance without submitting an applica-
tion for a de novo charter and an application for deposit insurance, even though the
risks presented by the two transactions may be substantively identical. In general,
the scope of review of a de novo charter application or deposit insurance application
is more comprehensive than the current statutory grounds for denial of a notice
under the CBCA. There also are significant differences between the application and
notice procedures. In the case of an application, the banking agency must affirma-
tively approve the request before a transaction can be consummated. Under the
CBCA, if the Federal banking agency does not act to disapprove a notice within cer-
tain time frames, the acquiring person may consummate the transaction. To address
these concerns, the OCC supports an amendment that (1) would expand the criteria
in the CBCA that allow a Federal banking agency to extend the time period to con-
sider a CBCA notice so that the agency may consider business plan information, and
(2) would allow the agency to use that information in determining whether to dis-
approve the notice.
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Reducing Burdens and Enhancing Effectiveness of Consumer Compliance
Disclosures

Many of the areas that are often identified as prospects for regulatory burden re-
duction involve requirements designed for the protection of consumers. Over the
years, those requirements—mandated by Congress and initiated by regulators—
have accreted, and in the disclosure area, in particular, consumers today receive dis-
closures so voluminous and so technical that many simply do not read them—or
when they do, do not understand them.

No matter how well-intentioned, the current disclosures being provided to con-
sumers in many respects are not delivering the information that consumers need to
make informed decisions about their rights and responsibilities, but they are impos-
ing significant costs on the industry and consuming precious resources.

In recent years, bank regulators and Congress have mandated that more and
more information be provided to consumers in the financial services area. New dis-
closures have been added on top of old ones. The result today is a mass of disclosure
requirements that generally do not effectively communicate to consumers, and im-
pose excessive burden on the institutions required to provide those disclosures.

There are two arenas—Ilegislative and regulatory—in which we can make changes
to produce better, more effective, and less burdensome approaches to consumer dis-
closures.

With respect to legislation to improve disclosures, we can learn much from the
experience of the Food and Drug Administration (FDA) in developing the “Nutrition
Facts” label. This well-recognized—and easily understood disclosure is on virtually
every food product we buy.

The effort that led to the FDA’s nutrition labeling began with a clear statement
from Congress that the FDA was directed to accomplish certain objectives. While
Congress specified that certain nutrition facts were to be disclosed, it gave the FDA
the flexibility to delete or add to these requirements in the interest of assisting con-
sumers in “maintaining healthy dietary practices.” The current disclosure is the re-
sult of several years of hard work and extensive input from consumers. The “Nutri-
tion Facts” box disclosure was developed based on goals set out by Congress and
then extensive research and consumer testing was used to determine what really
worked to achieve those goals.

This experience teaches important lessons that we need to apply to information
provided to consumers about financial services products:

e First, financial services legislation should articulate the goals to be achieved
through a particular consumer protection disclosure regime, rather than directing
the precise content or wording of the disclosure.

e Second, the legislation should provide adequate time for the bank regulators to
include consumer testing as part of their rulemaking processes.

e Third, Congress should require that the regulators must consider both the burden
associated with implementing any new standards, as well as the effectiveness of
the disclosures.

With respect to the regulatory efforts to improve disclosures, as discussed above,
we are today using consumer testing—through focus groups and consumer inter-
views—to identify the content and format of privacy notices that consumers find the
most helpful and easy to comprehend. We are hopeful that this initiative will pave
the way for better integration of consumer testing as a standard element of devel-
oping consumer disclosure regulations.

On another front, the OCC also took the unusual step several months ago of sub-
mitting a comment letter to the Federal Reserve Board on its Advance Notice of
Proposed Rulemaking related to credit card disclosures, discussing both the develop-
ment of the FDA’s “Nutrition Facts” label and the efforts of the Financial Services
Authority (FSA) in the United Kingdom to develop revised disclosures for a variety
of financial products. Our comments highlighted some of the lessons learned from
the FDA’s and FSA’s efforts and urged the Fed to take guidance from this experi-
ence:

e Focus on key information that is central to the consumer’s decisionmaking (pro-
vide supplementary information separately in a fair and clear manner);

e Ensure that key information is highlighted in such a way that consumers will no-
tice it and understand its significance;

e Employ a standardized disclosure format that consumers can readily navigate;
and

e Use simple language and an otherwise user-friendly manner of disclosure.
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Banking Agency and Industry Consensus Items

As a result of the dialogue between the Federal banking agencies—the OCC, the
Fed, the FDIC, and the OTS—and the banking industry 1 as part of the EGRPRA
process and other discussions over the last several years on regulatory burden relief
legislation, it has become apparent that there are a number of items that we all
support. These consensus items are discussed in more detail in Appendix #2. Sev-
eral of the items on the consensus list also were included in H.R.1375 as passed
by the House in the last Congress.

In brief, the banking industry groups and the four Federal banking agencies all
support amendments to Federal law that would:

e Authorize the Fed to pay interest on reserve accounts under the Federal Reserve
Act (FRA); 11

e Provide that member banks may satisfy the reserve requirements under the FRA
through pass-through deposits;

e Provide the Fed with more flexibility to set reserve requirements under the FRA;

Repeal certain reporting requirements relating to insider lending under the FRA;

e Streamline depository institutions’ requirements under the Bank Merger Act
(BMA) to eliminate the requirement that the agency acting on the application
must request competitive factor reports from all of the other Federal banking
agencies;

e Shorten the post-approval waiting period under the BMA in cases where there is
no adverse effect on competition;

e Exempt mergers between depository institutions and affiliates from the competi-
tive factors review and post-approval waiting periods under the BMA;

e Improve information sharing with foreign supervisors under the IBA;

e Provide an inflation adjustment for the small depository institution exception
under the Depository Institution Management Interlocks Act;

e Amend the Flood Disaster Protection Act of 1973 to:

(1) increase the “small loan” exception from the flood insurance requirements
from $5,000 to $20,000 and allow for future increases based on the Consumer
Price Index;

(2) allow lenders to force-place new flood insurance coverage if a borrower’s cov-
erage lapses or is inadequate so that the new coverage is effective at approxi-
ma:itely the same time that the 30-day grace period expires on the lapsed policy;
an

(3) repeal the rigid requirement that the Federal supervisor of a lending institu-
tion must impose civil money penalties if the institution has a pattern or prac-
tice of committing certain violations and give the supervisor more flexibility to
take other appropriate actions;

e Enhance examination flexibility under the Federal Deposit Insurance Act (FDIA)
by increasing the small bank threshold from $250 million to $500 million so that
more small banks may qualify to be examined on an 18-month rather than an an-
nual cycle; 12 and

e Provide that the Federal banking agencies will review the requirements for banks’
reports of condition under the FDIA every 5 years and reduce or eliminate any
requirements that are no longer necessary or appropriate.

Comments on other Legislative Proposals

We would like to take this opportunity to also make you aware of our views on
some other legislative proposals that we understand may be under consideration.

Maintaining Parity Between Permissible Securities and Stock Investments of Na-
tional Banks and State Member Banks. The OCC understands that it has been sug-
gested that the Federal Reserve Act (12 U.S.C. §335)13 be amended in a way that

10 Banking industry groups participating include the American Bankers Association, America’s
Community Bankers, the Independent Community Bankers of America, and the Financial Serv-
ices Roundtable.

11This amendment was included in H.R.1224, the Business Checking Freedom Act of 2005,
as recently reported by the House Financial Services Committee and as passed by the House
on May 24, 2005.

12A’s discussed in Appendix #1, the OCC also supports enhancing examination flexibility
under the FDIA by giving the Federal banking agencies the discretion to adjust the examination
cycle for an insured depository institution (for a period of time not to exceed 6 months) if nec-
essary for safety and soundness and the effective examination and supervision of insured deposi-
tory institutions.

1312 U.S.C. §335 states:

“State member banks shall be subject to the same limitations and conditions with respect to
the purchasing, selling, underwriting, and holding of investment securities and stock as are ap-
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would undo the long-standing parity between national banks’ and State member
banks’ permissible direct and indirect investments. This parity dates back to the
1933 Glass-Steagall Act and was carefully maintained when GLBA was enacted in
1999. The OCC would oppose any changes to § 335 that remove restrictions on State
member banks’ investments unless corresponding changes are made for national
banks. National banks are also member banks. If Congress determines that such re-
strictions are no longer necessary for the safety and soundness of State member
banks, then, as a matter of competitive equity and reducing unnecessary regulatory
burden, these restrictions should no longer be applied to national banks.

The second sentence in §335 was enacted in 1999 as part of the GLBA com-
promise relating to financial subsidiary activities. Consistent with the parity frame-
work, this sentence provides that the restrictions in the first sentence do not apply
to any interest held by a State member bank in accordance with the amendments
made by GLBA that permit national banks to have financial subsidiaries, subject
to the same conditions and limitations that apply to national banks. Thus, State
member banks’ financial subsidiaries are subject to the same limitations and pru-
dential safeguards that apply to national banks’ financial subsidiaries. This sen-
tence was the result of a carefully crafted compromise to ensure that parallel fire-
walls, safeguards, and rules were applied to financial subsidiaries of national and
State member banks.

Enhancing Investments in Bank and Thrift Service Companies. The OCC gen-
erally supports proposals that would permit banks to invest in thrift service compa-
nies and would permit savings associations to invest in bank service companies.
Moreover, the OCC would not object to removing the geographic restrictions on the
operations of thrift service corporations as long as the Bank Service Company Act
is similarly amended to remove the geographic restrictions on bank service compa-
nies.

Conclusion

Mr. Chairman, on behalf of the OCC, I thank you for your leadership in holding
these hearings. The OCC strongly supports initiatives that will reduce unnecessary
burden on the industry in a responsible, safe and sound manner. We would be
pleased to work with you and your staff to make that goal a reality.

I would be happy to answer any questions you may have.

PREPARED STATEMENT OF MARK W. OLSON *
MEMBER, BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

JUNE 21, 2005

Chairman Shelby, Senator Sarbanes, and Members of the Committee, thank you
for the opportunity to testify on issues related to regulatory relief. The Board is
aware of the current and growing regulatory burden that is imposed on this Na-
tion’s banking organizations. Often this burden falls particularly hard on small in-
stitutions, which have fewer resources than their larger brethren. The Board strong-
ly supports the efforts of Congress to review periodically the Federal banking laws
to determine whether they can be streamlined without compromising the safety and
soundness of banking organizations, consumer protections, or other important objec-
tives that Congress has established for the financial system. In 2003, at Chairman
Shelby’s request, the Board provided the Committee with a number of legislative
proposals that we believe are consistent with this goal. Since then, the Board has
continued to work with the other Federal banking agencies and your staffs on regu-
latory relief matters and the Board recently agreed to support several additional
regulatory relief proposals. A summary of the proposals supported by the Board is
included in the appendix to my testimony.

In my remarks, I will highlight the Board’s three highest priority proposals. These
three proposals would allow the Federal Reserve to pay interest on balances held
by depository institutions at Reserve Banks, provide the Board greater flexibility in
setting reserve requirements, and permit depository institutions to pay interest on
demand deposits. These amendments would improve efficiency in the financial sec-

plicable in the case of national banks under paragraph ‘Seventh’ of Section 5136 of the Revised
Statutes, as amended [12 U.S.C. §24(Seventh)]. This paragraph shall not apply to an interest
held by a State member bank in accordance with section 5136A of the Revised Statutes of the
United States [12 U.S.C. §24a] and subject to the same conditions and limitations provided in
such section.”

* Appendix held in Committee files.
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tor, assist small banks and small businesses, and enhance the Federal Reserve’s
toolkit for efficiently conducting monetary policy. I also will mention a few addi-
tional proposals that the Board supports and that would provide meaningful regu-
latory relief to banking organizations. The Board looks forward to working with
Congress, our fellow banking agencies, and other interested parties in developing
and analyzing other potential regulatory relief proposals as the legislative process
moves forward.

For its part, the Board strives to review each of our regulations at least once
every 5 years to identify those provisions that are out of date or otherwise unneces-
sary. The Board also has been an active participant in the ongoing regulatory
review process being conducted by the Federal banking agencies pursuant to the
Economic Growth and Regulatory Paperwork Reduction Act (EGRPRA). EGRPRA
requires the Federal banking agencies, at least once every 10 years, to review and
seek public comment on the burden associated with the full range of the agencies’
regulations that affect insured depository institutions. The Board and the other
banking agencies are in the midst of the first 10-year review cycle, and I am pleased
to report that we are on track to complete this process by the 2006 deadline. The
agencies already have solicited comments on four broad categories of regulations—
including those governing applications, activities, money laundering, and consumer
protection in lending transactions—and have conducted outreach meetings through-
out the country to encourage public participation in the EGRPRA process. In re-
sponse to these efforts, the agencies have received comments from more than 1,000
entities and individuals on ways to reduce the regulatory burden on banking organi-
zations. The Board will consider and incorporate the comments relevant to our regu-
lations as we move forward with our own regulation review efforts.

While the banking agencies can achieve some burden reductions through adminis-
trative action, Congress plays a critical role in the regulatory relief process. Many
proposals to reduce regulatory burden require Congressional action to implement.
Moreover, the Congress has ultimate responsibility for establishing the overall regu-
latory framework for banking organizations, and through its actions Congress can
ensure that regulatory relief is consistent with the framework it has established to
maintain the safety and soundness of banking organizations and promote other im-
portant public policy goals.

Interest on Reserves and Reserve Requirement Flexibility

For the purpose of implementing monetary policy, the Board is obliged by law to
establish reserve requirements on certain deposits held at depository institutions.
By law, the Board currently must set the ratio of required reserves on transaction
deposits above a certain threshold at between 8 and 14 percent. Because the Federal
Reserve does not pay interest on the balances held at Reserve Banks to meet re-
serve requirements, depositories have an incentive to reduce their reserve balances
to a minimum. To do so, they engage in a variety of reserve avoidance activities,
including sweep arrangements that move funds from deposits that are subject to re-
serve requirements to deposits and money market investments that are not. These
sweep programs and similar activities absorb real resources and therefore diminish
the efficiency of our banking system. The Board’s proposed amendment would au-
thorize the Federal Reserve to pay depository institutions interest on their required
reserve balances. Paying interest on these required reserve balances would remove
a substantial portion of the incentive for depositories to engage in reserve avoidance
measures, and the resulting improvements in efficiency should eventually be passed
through to bank borrowers and depositors.

Besides required reserve balances, depository institutions also voluntarily hold
two other types of balances in their Reserve Bank accounts—contractual clearing
balances and excess reserve balances. A depository institution holds contractual
clearing balances when it needs a higher level of balances than its required reserve
balances in order to pay checks or make wire transfers out of its account at the Fed-
eral Reserve without incurring overnight overdrafts. Currently, such clearing bal-
ances do not earn explicit interest, but they do earn implicit interest in the form
of credits that may be used to pay for Federal Reserve services, such as check clear-
ing. Excess reserve balances are funds held by depository institutions in their ac-
counts at Reserve Banks in excess of their required reserve and contractual clearing
balances. Excess reserve balances currently do not earn explicit or implicit interest.

The Board’s proposed amendment would authorize the Federal Reserve to pay ex-
plicit interest on contractual clearing balances and excess reserve balances, as well
as required reserve balances. This authority would enhance the Federal Reserve’s
ability to efficiently conduct monetary policy, and would complement another of the
Board’s proposed amendments, which would give the Board greater flexibility in set-
ting reserve requirements for depository institutions.
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In order for the Federal Open Market Committee (FOMC) to conduct monetary
policy effectively, it is important that a sufficient and predictable demand for bal-
ances at the Reserve Banks exist so that the System knows the volume of reserves
to supply (or remove) through open market operations to achieve the FOMC’s target
Federal funds rate. Authorizing the Federal Reserve to pay explicit interest on con-
tractual clearing balances and excess reserve balances, in addition to required re-
serve balances, could potentially provide a demand for voluntary balances that
would be stable enough for monetary policy to be implemented effectively through
existing procedures without the need for required reserve balances. In these cir-
cumstances, the Board, if authorized, could consider reducing—or even elimi-
nating—reserve requirements, thereby reducing a regulatory burden for all deposi-
tory institutions, without adversely affecting the Federal Reserve’s ability to conduct
monetary policy.

Having the authority to pay interest on excess reserves also could help mitigate
potential volatility in overnight interest rates. If the Federal Reserve was author-
1zed to pay interest on excess reserves, and did so, the rate paid would act as a min-
imum for overnight interest rates, because banks would not generally lend to other
banks at a lower rate than they could earn by keeping their excess funds at a Re-
serve Bank. Although the Board sees no need to pay interest on excess reserves in
the near future, and any movement in this direction would need further study, the
ability to do so would be a potentially useful addition to the monetary toolkit of the
Federal Reserve.

The payment of interest on required reserve balances, or reductions in reserve re-
quirements, would lower the revenues received by the Treasury from the Federal
Reserve. The extent of the potential revenue loss, however, has fallen over the last
decade as banks have increasingly implemented reserve-avoidance techniques. Pay-
ing interest on contractual clearing balances would primarily involve a switch to ex-
plicit interest from the implicit interest currently paid in the form of credits, and
therefore would have essentially no net cost to the Treasury.

Interest on Demand Deposits

The Board also strongly supports repealing the statutory restrictions that cur-
rently prohibit depository institutions from paying interest on demand deposits. The
Board’s proposed amendment would allow all depository institutions that have the
legal authority to offer demand deposits to pay interest on those deposits. As I will
explain a little later, however, the Board opposes amendments that would sepa-
rately authorize industrial loan companies that operate outside the supervisory and
regulatory framework established for other insured banks to offer, for the first time,
interest bearing transaction accounts to business customers.

Repealing the prohibition of interest on demand deposits would improve the over-
all efficiency of our financial sector and, in particular, should assist small banks in
attracting and retaining business deposits. To compete for the liquid assets of busi-
nesses, banks have been compelled to set up complicated procedures to pay implicit
interest on compensating balance accounts and they spend resources—and charge
fees—for sweeping the excess demand deposits of businesses into money market in-
vestments on a nightly basis. Small banks, however, often do not have the resources
to develop the sweep or other programs that are needed to compete for the deposits
of business customers. Moreover, from the standpoint of the overall economy, the
expenses incurred by institutions of all sizes to implement these programs are a
waste of resources and would be unnecessary if institutions were permitted to pay
interest on demand deposits directly.

The costs incurred by banks in operating these programs are passed on, directly
or indirectly, to their large and small business customers. Authorizing banks to pay
interest on demand deposits would eliminate the need for these customers to pay
for more costly sweep and compensating balance arrangements to earn a return on
their demand deposits. The payment of interest on demand deposits would have no
direct effect on Federal revenues, as interest payments would be deductible for
banks but taxable for the firms that received them.

Some proposals, such as H.R.1224—the Business Checking Freedom Act of
2005—which recently passed the House, would delay the effectiveness of the author-
ization of interest on demand deposits for 2 years. The Board believes that a short
implementation delay of 1 year, or even less, would be in the best interest of the
public and the efficiency of our financial sector. A separate provision of H.R. 1224
would, in effect, allow implicit interest to be paid on demand deposits without any
delay through a new type of sweep arrangement, but this provision would not pro-
mote efficiency. It would allow banks to offer a reservable money market deposit ac-
count (MMDA) from which twenty-four transfers a month could be made to other
accounts of the same depositor. Banks would be able to sweep balances from de-
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mand deposits into these MMDA'’s each night, pay interest on them, and then sweep
them back into demand deposits the next day. This type of account would likely per-
mit banks to pay interest on demand deposits more selectively than with direct
interest payments. The twenty-four-transfer MMDA, which would be useful only
during the transition period before direct interest payments were allowed, could be
implemented at lower cost by banks already having sweep programs. However,
other banks would face a competitive disadvantage and pressures to incur the cost
of setting up this new program during the transition for the 1 year interim period.
Moreover, some businesses would not benefit from this MMDA. Hence, the Board
does not advocate this twenty-four-transfer account.

Small Bank Examination Flexibility

The Board also supports an amendment that would expand the number of small
institutions that qualify for an extended examination cycle. Federal law currently
mandates that the appropriate Federal banking agency conduct an on-site examina-
tion of each insured depository institution at least once every 12 months. The stat-
ute, however, permits institutions that have $250 million or less in assets and that
meet certain capital, managerial, and other criteria to be examined on an 18-month
cycle. As the primary Federal supervisors for State-chartered banks, the Board and
Federal Deposit Insurance Corporation (FDIC) may alternate responsibility for con-
ducting these examinations with the appropriate State supervisory authority if the
Board or FDIC determines that the State examination carries out the purposes of
the statute.

The $250 million asset cutoff for an 18-month examination cycle has not been
raised since 1994. The Board’s proposed amendment would raise this asset cap from
$250 million to $500 million, thus potentially allowing approximately an additional
1,100 insured depository institutions to qualify for an 18-month examination cycle.

The proposed amendment would provide meaningful relief to small institutions
without jeopardizing the safety and soundness of insured depository institutions.
Under the proposed amendment, an institution with less than $500 million in assets
would qualify for the 18-month examination cycle only if the institution was well-
capitalized, well-managed, and met the other criteria established by Congress in the
Federal Deposit Insurance Corporation Improvement Act of 1991. The amendment
also would continue to require that all insured depository institutions undergo a
full-scope, on-site examination at least once every 12 or 18 months. Importantly, the
agencies would continue to have the ability to examine any institution more fre-
quently and at any time if the agency determines an examination is necessary or
appropriate.

Despite advances in off-site monitoring, the Board continues to believe that reg-
ular on-site examinations play a critical role in helping bank supervisors detect and
correct asset, risk-management, or internal control problems at an institution before
these problems result in claims on the deposit insurance funds. The mandatory 12-
or 18-month on-site examination cycle imposes important discipline on the Federal
banking agencies, ensures that insured depository institutions do not go
unexamined for extended periods, and has contributed significantly to the safety
and soundness of insured depository institutions. For these reasons, the Board op-
poses alternative amendments that would allow an agency to indefinitely lengthen
the exam cycle for any institution in order to allocate and conserve the agency’s ex-
amination resources.

Permit the Board to Grant Exceptions to Attribution Rule

The Board has proposed another amendment that we believe will help banking
organizations maintain attractive benefits programs for their employees. The Bank
Holding Company Act (BHC Act) generally prohibits a bank holding company from
owning, in the aggregate, more than 5 percent of the voting shares of any company
without the Board’s approval. The BHC Act also provides that any shares held by
a trust for the benefit of a bank holding company’s shareholders or employees are
deemed to be controlled by the bank holding company itself. This attribution rule
was intended to prevent a bank holding company from using a trust established for
the benefit of its management, shareholders, or employees to evade the BHC Act’s
restrictions on the acquisition of shares of banks and nonbanking companies.

While this attribution rule has proved to be a useful tool in preventing evasions
of the BHC Act, it does not always provide an appropriate result. For example, it
may not be appropriate to apply the attribution rule when the shares in question
are acquired by a 401(k) plan that is widely held by, and operated for the benefit
of, the employees of the bank holding company. In these situations, the bank hold-
ing company may not have the ability to influence the purchase or sale decisions
of the employees or otherwise control the shares that are held by the plan in trust
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for its employees. The suggested amendment would allow the Board to address
these situations by authorizing the Board to grant exceptions from the attribution
rule where appropriate.

Reduce Cross-Marketing Restrictions

Another amendment proposed by the Board would modify the cross-marketing re-
strictions imposed by the Gramm-Leach-Bliley Act (GLB Act) on the merchant bank-
ing and insurance company investments of financial holding companies. The GLB
Act generally prohibits a depository institution controlled by a financial holding
company from engaging in cross-marketing activities with a nonfinancial company
that is owned by the same financial holding company under the GLB Act’s merchant
banking or insurance company investment authorities. However, the GLB Act cur-
rently permits a depository institution subsidiary of a financial holding company,
with Board approval, to engage in limited cross-marketing activities through state-
ment stuffers and Internet websites with nonfinancial companies that are held
under the Act’s insurance company investment authority (but not the act’s merchant
banking authority).

The Board’s proposed amendment would allow depository institutions controlled
by a financial holding company to engage in cross-marketing activities with compa-
nies held under the merchant banking authority to the same extent, and subject to
the same restrictions, as companies held under the insurance company investment
authority. We believe that this parity of treatment is appropriate, and see no reason
to treat the merchant banking and insurance investments of financial holding com-
panies differently for purposes of the cross-marketing restrictions of the GLB Act.

A second aspect of the amendment would liberalize the cross-marketing restric-
tions that apply to both merchant banking and insurance company investments.
This aspect of the amendment would permit a depository institution subsidiary of
a financial holding company to engage in cross-marketing activities with a non-
financial company held under either the merchant banking or insurance company
investment authority if the nonfinancial company is not controlled by the financial
holding company. When a financial holding company does not control a portfolio
company, cross-marketing activities are unlikely to materially undermine the sepa-
ration between the nonfinancial portfolio company and the financial holding com-
pany’s depository institution subsidiaries.

Industrial Loan Companies

As I noted earlier, the Board strongly supports allowing depository institutions to
pay interest on demand deposits. The Board, however, opposes proposals that would
allow industrial loan companies (ILC’s) to offer interest-bearing, negotiable order of
withdrawal (NOW) accounts to business customers if the corporate owner of the ILC
takes advantage of the special exemption in current law that allows the owner to
operate outside the prudential framework that Congress has established for the cor-
porate owners of other types of insured banks.

ILC’s are State-chartered, FDIC-insured banks that were first established early
in the 20th century to make small loans to industrial workers. As insured banks,
ILC’s are supervised by the FDIC as well as by the chartering State. However,
under a special exemption in current law, any type of company, including a commer-
cial or retail firm, may acquire an ILC in a handful of States—principally Utah,
California, and Nevada—and avoid the activity restrictions and supervisory require-
ments imposed on bank holding companies under the Federal BHC Act.

When the special exemption for ILC’s was initially granted in 1987, ILC’s were
mostly small, local institutions that did not offer demand deposits or other types of
checking accounts. In light of these facts, Congress conditioned the exemption on a
requirement that any ILC’s chartered after 1987 remain small (below $100 million
in assets) or refrain from offering demand deposits that are withdrawable by check
or similar means.

This special exemption has been aggressively exploited since 1987. Some grand-
fathered States have allowed their ILC’s to exercise many of the same powers as
commercial banks and have begun to charter new ILC’s. Today, several ILC’s are
owned by large, internationally active financial or commercial firms. In addition, a
number of ILC’s themselves have grown large, with one holding more than $50 bil-
lion in deposits and an additional six holding more than $1 billion in deposits.

Affirmatively granting ILC’s the ability to offer business NOW accounts would
permit ILC’s to become the functional equivalent of full-service insured banks. This
result would be inconsistent with both the historical functions of ILC’s and the
terms of their special exemption in current law.

Because the parent companies of exempt ILC’s are not subject to the BHC Act,
authorizing ILC’s to operate essentially as full-service banks would create an
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unlevel competitive playing field among banking organizations and undermine the
framework Congress has established for the corporate owners of full-service banks.
It would allow firms that are not subject to the consolidated supervisory framework
of the BHC Act—including consolidated capital, examination, and reporting require-
ments—to own and control the functional equivalent of a full-service bank. It also
would allow a foreign bank to acquire control of the equivalent of a full-service in-
sured bank without meeting the requirement under the BHC Act that the foreign
bank be subject to comprehensive supervision on a consolidated basis in its home
country. In addition, it would allow financial firms to acquire the equivalent of a
full-service bank without complying with the capital, managerial, and Community
Reinvestment Act (CRA) requirements established by Congress in the GLB Act.

Congress has established consolidated supervision as a fundamental component of
bank supervision in the United States because consolidated supervision provides im-
portant protection to the insured banks that are part of a larger organization and
to the Federal safety net that supports those banks. Financial trouble in one part
of an organization can spread rapidly to other parts. To protect an insured bank
that is part of a larger organization, a supervisor needs to have the authority and
tools to understand the risks that exist within the parent organization and its affili-
ates and, if necessary, address any significant capital, managerial, or other defi-
ciencies before they pose a danger to the bank. This is particularly true today, as
holding companies increasingly manage their operations—and the risks that arise
from these operations—in a centralized manner that cuts across legal entities. Risks
that cross legal entities and that are managed on a consolidated basis simply cannot
be monitored properly through supervision directed at one, or even several, of the
legal entities within the overall organization. For these reasons, Congress since
1956 has required that the parent companies of full-service insured banks be subject
to consolidated supervision under the BHC Act. In addition, following the collapse
of Bank of Commerce and Credit International (BCCI), Congress has required that
foreign banks seeking to acquire control of a U.S. bank under the BHC Act be sub-
ject to comprehensive supervision on a consolidated basis in the foreign bank’s home
country.

Authorizing exempt ILC’s to operate as essentially full-service banks also would
undermine the framework that Congress has established—and recently reaffirmed
in the GLB Act—to limit the affiliation of banks and commercial entities. This is
because any type of company, including a commercial firm, may own an exempt ILC
without regard to the activity restrictions in the BHC Act that are designed to
maintain the separation of banking and commerce.

H.R. 1224 attempts to address the banking and commerce concerns raised by al-
lowing ILC’s to offer business NOW accounts by placing certain limits on the types
of ILC’s that may engage in these new activities. However, as Governor Kohn re-
cently testified in the House on behalf of the Board, the limits contained in
H.R. 1224 do not adequately address these concerns. Moreover, H.R. 1224 fails to ad-
dress the supervisory issues associated with allowing domestic firms and foreign
banks that are not subject to consolidated supervision to control the functional
equivalent of a full-service insured bank.

Let me be clear. The Board does not oppose granting ILC’s the ability to offer
business NOW accounts if the corporate owners of ILC’s engaged in these expanded
activities are covered by the same supervisory and regulatory framework that ap-
plies to the owners of other full-service insured banks. Stated simply, if ILC’s want
to benefit from expanded powers and become functionally indistinguishable from
other insured banks, then they and their corporate parents should be subject to the
same rules that apply to the owners of other full-service insured banks. For the
same reasons discussed above, the Board opposes amendments that would allow ex-
empt ILC’s to open de novo branches throughout the United States.

Affirmatively granting exempt ILC’s the authority to offer business NOW ac-
counts also is not necessary to ensure or provide parity among insured banks. The
Board’s proposed amendment would allow all depository institutions that have the
authority to offer demand deposits the ability to pay interest on those deposits.
Thus, the Board’s proposed amendment would treat all depository institutions
equally. Separately granting exempt ILC’s the ability to offer the functional equiva-
lent of a corporate demand deposit, on the other hand, would grant new and ex-
panded powers to institutions that already benefit from a special exemption in cur-
rent law. Far from promoting competitive equity, these proposals would promote
competitive inequality in the financial marketplace.

The Board believes that important principles governing the structure of the Na-
tion’s banking system—such as consolidated supervision, the separation of banking
and commerce, and the maintenance of a level playing field for all competitors in
the financial services marketplace—should not be abandoned without careful consid-
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eration by the Congress. In the Board’s view, legislation concerning the payment of
interest on demand deposits is unlikely to provide an appropriate vehicle for the
thorough consideration of the consequences of altering these key principles.

Conclusion

I appreciate the opportunity to discuss the Board’s legislative suggestions and pri-
orities concerning regulatory relief. The Board would be pleased to work with the
Committee and your staffs as you seek to develop and advance meaningful regu-
latory relief legislation that is consistent with the Nation’s public policy objectives.
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Testimony on Regulatory Burden Relief
before the
Senate Committee on Banking, Housing and Urban Affairs

June 21, 2005

Richard M. Riccobono, Acting Director
Office of Thrift Supervision

1. Introduction

Good morning, Mr. Chairman, Ranking Member Sarbanes, and members of
the Commiittee. Thank you for the opportunity to discuss the regulatory burden
relief initiatives, including efforts pursuant to the Economic Growth and
Regulatory Paperwork Reduction Act (EGRPRA), of the Office of Thrift
Supervision (OTS).

Removing unnecessary regulatory obstacles that hinder profitability,
innovation, and competition in our financial services industry, and that also impede
job creation and economic growth in the general economy, is an important and
continuing objective of OTS. Although we have accomplished much in recent
years to streamline and eliminate some of the burdens faced by the thrift industry,
there remain many other areas for improvement. We are fully committed to work
with you, Mr. Chairman, and the Members of the Committee to address these

issues.

Before proceeding to my testimony, Mr. Chairman, I want to recognize the
tireless efforts of Senator Crapo and his staff on pursuing regulatory burden
reduction legislation, as well as Federal Deposit Insurance Corporation (FDIC)

Vice Chairman John Reich, who has spearheaded the interagency EGRPRA



81

regulatory burden reduction effort. As you know, Vice Chairman Reich has been
nominated to serve as the OTS Director. We look forward to working with him on
these and the numerous other issues and challenges facing OTS and the thrift

industry.

OTS’s highest priority items for regulatory burden relief legislation are:

¢ Removing the continuing duplicative oversight burden and disparate
treatment of savings associations under the federal securities laws by
providing savings associations the same exemptions as banks with
respect to investment adviser and broker-dealer activities that each
conducts on otherwise equal terms and under substantially similar

authority.

¢ TEliminating the existing arbitrary limits on thrift consumer lending

activities.

o Updating commercial lending limits for federal savings associations to
enhance their ability to diversify and to provide small and medium-sized

businesses greater choice and flexibility in meeting their credit needs.

o FEstablishing statutory succession authority within the Home Owners’

Loan Act (HOLA) for the position of the OTS Director.

I'will explain each of these items in more detail and describe several other
initiatives that we are recommending for enactment. All of these items are

included in the Matrix of Financial Services Regulatory Relief Proposals, which
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has been included in the record. For your convenience, the items are identified by

their Matrix number below.

Before addressing these issues, it is important to note that there are two
areas not addressed in this statement that many of our institutions have identified
as unduly burdensome—the Bank Secrecy Act requirements and the rules under
the Sarbanes Oxley Act. Virtually all institutions raise these two issues as
regulatory relief priorities. While we recognize the need for relief in these areas, I
do not believe we are at a point right now to be able to make sound
recommendations on where to make effective reforms without compromising the
underlying purposes of these laws, but we are working with the other federal

banking agencies (FBAs) and others to develop recommendations for reform.

II. Revising the Federal Securities Laws to Eliminate Duplicative Regulatory

Burdens for Savings Associations [Matrix # 52]

OTS’s most important regulatory burden reduction legislative priority is
revising the federal securities laws so that savings associations are relieved of a
duplicative burden imposed on them with respect to their investment adviser and
broker-dealer activities. This is easily accomplished by revising the federal
securities laws so that savings associations and banks are treated equally. As
described more fully below, this involves exempting savings associations from the
investment adviser and broker-dealer registration requirements to the same extent
that banks are exempt under the Investment Advisers Act (IAA) and the Securities
Exchange Act of 1934 (1934 Act).

Although the Securities and Exchange Commission (SEC) has issued

several proposals purportedly to address the duplicative burden imposed on
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savings associations, the application of the federal securities laws in these two
areas remains a needless additional burden with no additional supervisory benefit
for savings associations. Significant disparities remain under the IAA, with
savings associations subject to an entirely duplicative SEC oversight regime.
Equally significant, it remains uncertain how the SEC will ultimately treat savings
associations for purposes of the broker-dealer exemption. In the SEC’s most
recent iteration on this issue, it indicated that it would roll back an interim rule that
had extended equal treatment to savings associations vis-a-vis banks for purposes
of the broker-dealer exemption.] While these issues remain in flux, there has been
nothing to indicate that we are heading in the direction of reducing needless

duplicative oversight for savings associations under the federal securities laws.

Underscoring the case for eliminating these duplicative requirements is the
fact that banks and savings associations provide the same investment adviser, trust
and custody, third party brokerage, and other related investment and securities
services in the same manner and under equivalent statutory authorities. With
respect to the oversight and regulation of these activities, OTS examines
investment and securities activities of savings associations the same way as the
Office of the Comptroller of the Currency (OCC) and the other federal banking
agencies examine the same bank activities—with savings association and bank

customers equally well-protected.

To avoid the regulatory burden and substantial costs of this duplicative

regulatory structure, some OTS-regulated savings associations have converted to

1. SEC Proposed Rule: Regulation B, Release No. 34-49879, approved by the Commission on
June 2, 2004, released to the public on June 17, 2004, and published in the Federal Register on
June 30, 2004.
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banks (or to state chartered trust companies) to take advantage of the bank
registration exemption. In addition, some institutions have avoided opting for a

thrift charter in the first place because of the SEC registration requirements,

The different purposes of the various banking charters make our financial
services industry the most flexible and successful in the world. While OTS
strongly supports charter choice, that decision should be based solely on the merits
of the charter—by choosing a charter that fits a particular business strategy—not
on unrelated and extraneous factors such as SEC registration requirements and

avoiding duplicative regulation under the federal securities laws.

The existing inequity under the federal securities laws undermines our
collective efforts to maintain a strong and competitive banking system.
-Eliminating the unnecessary costs associated with the TAA and 1934 Act
registration requirements would free up significant resources for savings
associations in local communities. It would also avoid the regulatory burden and
substantial costs associated with a duplicative regulatory structure that has already
dictated some institutions’ charter choice—an issue recognized by Chairman

Donaldson in the context of the discussion on the SEC’s IAA proposal.2

A. Investment Adviser Registration

Prior to enactment of the Gramm-Leach-Bliley Act (GLB Act) in 1999,

banks—but not savings associations—enjoyed a blanket exemption under the IAA.

2. Comment of SEC Chairman William Donaldson, at the April 28, 2004, SEC meeting
discussing SEC Proposed Rule: Certain Thrift Institutions Deemed Not To Be Investment
Advisers, Release Nos. 34-49639 (May 3, 2004).
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While the GLB Act slightly narrowed the bank exemption, banks may still provide
investment management and advisory services to all types of accounts without
registering as an investment adviser. The one exception is that a bank (or a
department of the bank) must register when it advises a registered investment

company, such as a mutual fund.

On May 7, 2004, the SEC issued a proposal providing a narrow exemption
from IAA registration to savings associations that limit their investment
management and advisory services to a limited range of accounts. Under the
proposal, savings association fiduciary accounts are segregated into two
categories. Savings associations that provide services to accounts that include only
traditional trust, estate, and guardianship accounts would be exempt from
registration. Savings associations providing services to accounts that include
investment management, agency accounts and other accounts that the SEC has
defined as not being for a fiduciary purpose would be required to register as an

investment adviser.?

The practical effect of this approach is that it provides an extremely limited
exemption that does not provide meaningful regulatory relief for savings
associations. This fact was made clear to the SEC Commissioners at a meeting last
year when the SEC staff advised the Commissioners that none of the savings
associations currently registered under the IAA—there are 42 savings associations
currently registered (and 3 registered operating subsidiaries)—would be able to
take advantage of the proposed exemption since all provide investment

management and advisory services for both account categories.

3. A more detailed description and comparison of bank and savings association activities, and
applicability of the IAA to each, is set forth in an attachment to this statement.
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While the SEC wants to apply the federal securities laws in two different
manners depending on the business operations of a savings association, there is no
distinction between these two categories of accounts under the HOLA and OTS
regulations applicable to savings associations. The accounts in both categories are
fiduciary accounts that receive the same protections under the HOLA and OTS
regulations and are subject to similar examination scrutiny. There is no logical
basis why savings associations, unlike banks, need duplicative regulatory oversight
by the SEC of account activities that OTS already supervises and examines. This
is far from functional regulation, but rather over-regulation that accomplishes

nothing in the way of a legitimate policy objective.

Savings associations registered as investment advisers have indicated to
OTS that registration costs are substantial. [AA costs include registration fees,
licensing fees for personnel, and audit requirements, as well as the many hours
management must devote to issues raised by duplicative SEC supervision,
examinations and oversight. Costs related to legal advice for IAA registration are
also a factor. An informal survey of most of our largest IA A-registered savings

associations shows aggregate annual costs ranging from $75,000 to $518,200.

Limiting the types of accounts for which a savings association may provide
investment management and advisory services to avoid IAA registration, as the
SEC has proposed, has the likely effect of negating any meaningful exemption.
Generally, institutions will not opt to enter the trust and asset management
business line and then decide to forego the most profitable aspects of the business
activity. In fact, from a safety and soundness standpoint, we would have to
question the rationale behind such an approach. Savings associations providing

investment management and advisory services should be encouraged to provide
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competitive products and services to the fullest extent practicable and without
concern for arbitrary triggers that could significantly increase their compliance
costs and supervision. This is particularly important from a regulatory burden
reduction perspective when you consider that a bank competitor will incur none of
the regulatory costs and burdens as a savings association for engaging in exactly

the same activities.

Ironically, many of these same themes were cited as the basis for the SEC’s
recent rule exempting certain broker-dealers from the IAA registration
requirements. Minimizing duplicative regulation, changes reflecting developments
and advances in industry practices, acknowledging underlying Congressional
"intent to carve out certain types of entities from 1A A registration because of
parallel federal oversight, and ensuring and maintaining consistent consumer
protections are all reasons supporting the SEC’s exemption for broker-dealers
under the IAA. These same reasons support an IAA exemption for savings

associations.

Duplicative registration and oversight without any additional supervisory or
regulatory benefit is, as we all recognize, regulatory burden in its truest form. For
the same reasons that SEC registered broker-dealers should not be subject to
registration under the IAA, OTS-licensed savings associations should not be

subject to IAA registration.

In addressing this issue, it is important to recall that in July 2000 an
amendment was offered by Senator Bayh (on regulatory burden reduction
legislation then pending before the Committee) to extend the IAA exemption to
savings associations so that savings associations and banks could compete equally

in the provision of investment management and advisory services. As the Senator
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and others on the Committee at the time may recall, during consideration of the
amendment, the SEC represented to the Committee that legislation was not needed
to resolve this problem since the SEC would be able to resolve the issue by
regulation.! Five years later the issue remains unresolved with virtually no
likelihood of this changing given that the SEC’s May 2004 proposal offers no
relief to existing 1A A-registered savings associations. This fact, alone,
underscores why nothing short of a legislative solution is adequate to resolve this

issue going forward.

While OTS submitted a comment letter to the SEC discussing why the
proposed IAA rule is flawed, we are not optimistic that it will change anything
given the history of this issue. After much discussion for several years between
OTS and the SEC staff, we have not made any headway toward a mutually
satisfactory solution. We have no reason to believe that a comment letter outlining
all of the discussions that we have already had with the SEC staff will sway the

SEC’s position on this issue. This further underscores the need for legislation.

B. Broker-Dealer Registration

A similar duplicative burden exists for savings associations under the
broker-dealer provisions of the 1934 Act. Extending the current bank broker-
dealer exemption to savings associations would eliminate this duplicative burden.

Banks—but not savings associations—enjoyed a blanket exemption from broker-

4. During deliberations on the Competitive Markets Supervision Act before the Senate Banking
Commnittee in July 2000, Senator Bayh proposed an amendment to extend the IAA exemption to
savings associations. As noted in Senator Bayh’s statement and subsequent letter to the SEC
(attached), the amendment was withdrawn pending the SEC’s offer to resolve the issue by
regulation.
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dealer registration requirements under the 1934 Act before changes were made by
the GLB Act. The GLB Act removed the blanket exemption and permitted banks
to engage only in specified activities without having to register as a broker-dealer.
All other broker-dealer activities must be “pushed out™ to a registered broker-
dealer. The SEC issued interim broker-dealer rules on May 11, 2001, to
implement the new “push-out” requirements. As part of the broker-dealer “push
out” rules, the SEC exercised its authority to include savings associations within
the bank exemption. This treated savings associations the same as banks for the
first time for purposes of broker-dealer registration. In the interim broker-dealer
rule, the SEC recognized it would be wrong to continue disparate, anomalous

treatment between savings associations and banks.

The SEC postponed the effective date of the interim rule several times. It
published proposed amendments to the interim dealer rule on October 20, 2002,
and the final dealer rule on February 24, 2003. The final dealer rule gives savings
associations the same exemptions as banks. On June 30, 2004, the SEC published
in the Federal Register a new proposed rule governing when a bank or savings

association must register as a broker.

Unlike the SEC’s final dealer rule and interim broker rule, under the new
broker proposal savings associations would no longer be treated the same as banks
in all respects. Although savings associations would be treated the same as banks
for purposes of the 11 statutory activities they may engage in without registering as
a broker with the SEC, as provided by the GLB Act, three non-statutory
exemptions provided banks would not be extended to savings associations. The
SEC describes the three non-statutory exemptions as targeted exemptions that
recognize the existing business practices of some banks. We understand that the

SEC staff does not believe savings associations are engaged in the exempted
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securities activities and will only extend relief for savings associations to the
securities activities they are currently performing. A separate analysis conducted
by OTS, however, indicates that savings associations currently engage in all of the
securities activities covered by the three additional exemptions. This information
was forwarded to the SEC staff pursuant to their request. Moreover, since the
exemptions apply to all banks—whether or not they are currently engaged in one
of the exempted activities—this approach is not logical. OTS has strongly urged
the SEC to remove this new disparity and the additional duplicative burden it

imposes on savings associations.

As was the case in the SEC’s investment adviser proposal, in issuing its
proposed broker rule, the SEC passed on the opportunity to streamline its
overlapping oversight of savings association broker-dealer activities by providing
the equivalent treatment to savings associations as banks receive. In both
instances, the SEC has proposed to treat savings associations differently than
banks in fundamentally important respects. Both of these actions impose
duplicative regulatory burdens and demonstrate the continuing, immediate need for
legislation to provide relief to savings associations under the federal securities

laws.

III. Removing Disparate Standards in Savings Association Consumer

Lending Authority [Matrix # 82]

Another important regulatory burden legislative proposal for OTS is
eliminating an anomaly that exists under HOLA relating to the consumer lending
authority for savings associations. Currently, consumer loans are subject to a 35
percent of assets limitation, while there is no limit on loans a savings association

may make through credit card accounts, even though the borrower may use the
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loan for the same purposes. Ironically, consumer loans subject to the 35 percent
cap are typically secured loans, whereas credit card loans—subject to no savings
association investment limit—are not secured. Removing the 35 percent cap on
consumer lending will permit savings associations to engage in secured lending
activities to the same extent that they may make unsecured credit card loans. Our
hope is that this will increase savings association secured lending activities relative
to unsecured credit card lending, thereby improving the overall safety and
soundness of savings association loan portfolios, as well as providing regulatory

burden relief.

A related amendment would address a similar anomaly that exists with how
savings associations compute so-called “qualified thrift investments” (QTT) under
the qualified thrift lender (QTL) test. Currently, a savings association may count
100 percent of its credit card loans as QTI, but other consumer loans count as QTI
only to the extent that these and other categories of loans do not exceed 20 percent
of the savings association’s “portfolio assets.” This restriction is arbitrary, unduly
complex, and unique to the thrift industry. It bears no relationship to the relative
risks presented by the loans and, in our experience, the existing limit is irrelevant
to the safe and sound operation of an institution. Removing this artificial limit
would enable savings associations to perform more effectively as the retail
institutions their customers need and expect, without impairing safety and

soundness.

IV. Eliminating Obstacles to Small Business Lending by Federal Savings
Associations [Matrix # 53]

Another OTS legislative priority is reducing statutory limitations on the

ability of federal savings associations to meet the small business and other
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commercial lending needs of their communities by providing businesses greater
choice and flexibility for their credit needs. HOLA now caps the aggregate
amount of loans for commercial purposes at 20 percent of a savings association’s
assets. Commercial loans in excess of 10 percent of assets must be in small
business loans. OTS supports legislative provisions that remove the current limit
on small business lending and increase the cap on other commercial lending from

10 percent to 20 percent of assets.

In addition to being good for small business job creation and the economy,
there are several reasons why we have concluded that these changes make sense
for savings associations from a policy perspective. First, this will give savings
associations greater flexibility to promote safety and soundness through
diversification. Additional flexibility, particularly in small business lending, will
provide opportunities to counter the undulations of a cyclical mortgage market.
This will enable savings association managers to continue to meet their ongoing
customers’ mortgage and consumer lending needs, while providing additional
resources to manage their institutions safely and soundly. In addition, some
savings associations are at or near the current statutory limits and must curtail
otherwise safe and sound business lending programs. Finally, this proposal will
enable savings associations that have a retail lending focus to be able to achieve

the economies of scale necessary to engage in this activity safely and profitably.

Small business lending is an integral component of job growth and

employment in the United States.” This proposal would increase competition for,

5. There are currently 23 million small businesses in the United States, representing 99.7 percent
of U.S. employers. These firms employ more than half of all private sector employees,
accounting for 44 percent of the U.S. private sector payroll. Small businesses generate between
60 to 80 percent of all net new jobs annually, and are responsible for over 50 percent of the U.S.
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and the availability of, small business and other commercial loans now and in the
future as savings associations develop this line of business. This will be
particularly welcome to smaller businesses that have experienced difficulty in
obtaining relatively small loans from large commercial banks that set minimum
loan amounts as part of their business strategy—a problem that may increase with
industry consolidation.® Finally, the proposal will also assist businesses that prefer
borrowing from entities like savings associations that meet the needs of borrowers

with personal service.

V. Agency Continuity — Creating Statutory Succession Authority and
Modernizing Appointment Authority for the OTS Director [Matrix # 59]

OTS urges Congress to authorize the Treasury Secretary to appoint one or
more individuals within OTS to serve as OTS Acting Director in order to assure
agency continuity. Similarly, it is important to modernize the existing statutory
appointment authority for the OTS Director by permitting an appointee a new five-

year term,

The first proposal would revise the current procedure of relying on the
Vacancies Act to fill any vacancy that occurs during or after the term of an OTS
Director or Acting Director. This would eliminate potential concerns and time
constraints imposed by the Vacancies Act process under which OTS currently

operates. The latter proposal would eliminate reliance on an antiquated

private gross domestic product. U.S. Small Business Administration, Frequently Asked
Questions (March 2004).

6. See “The Effects of Mergers and Acquisitions on Small Business Lending by Large Banks.”
Small Business Administration Office of Advocacy (March 2005).
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appointment process that currently requires a new OTS Director to fill out the

expiring term of a predecessor, rather than receiving a new five-year term.

We believe that both of these revisions are important given our continuing
focus on the stability of the financial system and the regulatory oversight agencies
in the event of a national emergency. For example, existing uncertainty about
succession authority for an OTS Acting Director could impair the ability of OTS to
act effectively and decisively in a crisis if an existing OTS Director or an Acting
Director, such as me, suddenly was incapacitated as a result of an event arising

from a national emergency.

The OCC has long-standing authority for appointing Deputy Comptrollers,7
and both the FDIC and Federal Reserve Board have succession authority built into
their operative authorizing statutes. One approach to ensure OTS continuity would
be to amend HOLA to permit the Treasury Secretary to make the OTS
appointments so each potential OTS Acting Director would qualify as an “inferior

officer” under the Appointments Clause of the Constitution.

The safety and soundness of the banking system depends on regular,
uninterrupted oversight by the FBAs. The reality of the appointments process is
that there can be a delay of many months before a sub-cabinet level position is
filled, and these delays have grown significantly over the last 20 years. An event
resulting in numerous vacancies in the Executive Branch would, of course,
exacerbate this problem. In light of these growing, and potentially greater, delays,

it is important to promote stability and continuity within OTS by encouraging

7. 12U.8.C. § 4.
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longevity within the position of the OTS Director, as well as to establish a statutory
chain of command within OTS. Implementing these suggested changes will avoid
the possibility of gaps in authority to regulate and supervise savings associations,
eliminate uncertainty for the savings associations OTS regulates, and avoid

potential litigation over whether the acts of OTS staff are valid.

The vacancy issue is of particular concern to OTS because we are the only
financial services sector regulator that could be readily exposed to a vacancy
problem. During a vacancy, OTS succession now occurs through the process of
the Vacancies Act, which has inherent uncertainty regarding immediate succession
when the OTS Director departs and limits the period an Acting Director may serve.
The organic statutes of the other financial regulators minimize or avoid vacancy
problems by providing for automatic and immediate succession or by vesting

authority in the remaining members of a board or commission.
VI. Other Regulatory Burden Reduction Proposals

OTS also recommends enactment of other important regulatory burden
relief initiatives. We appreciate the opportunity to work with the Committee’s staff

on these and other provisions that will benefit the thrift industry.

A. Authorizing Federal Savings Associations to Merge and Consolidate

with Nondepository Affiliates [Matrix # 57]

OTS favors giving federal savings associations the authority to merge with

one or more of their nondepository institution affiliates, equivalent to authority
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enacted for national banks at the end of 2000.® The Bank Merger Act would still
apply, and the new authority does not give savings associations the power to

engage in new activities.

Under current law, a federal savings association may only merge with
another depository institution. This proposal reduces regulatory burden on savings
associations by permitting mergers with nondepository affiliates where appropriate
for sound business reasons and if otherwise permitted by law. Today, if a savings
association wants to acquire the business of an affiliate, it must engage in a series
of transactions, such as merging the affiliate into a subsidiary and liquidating the
subsidiary into the savings association. Structuring a transaction in this way can be
costly and unduly burdensome. We support permitting savings associations to
merge with affiliates, along with the existing authority to merge with other

depository institutions.

B. Amending the International Lending Supervision Act (ILSA) to
Support Consistency and Equal Representation [Matrix # 66 & 67]

Two amendments to ILSA that we previously proposed would promote
greater consistency among U.S. regulators in supervising the foreign activities of

insured depository institutions.

8. Section 6 of the National Bank Consolidation and Merger Act (12 U.S.C. § 215a-3).
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1. Applying ILSA to Savings Associations

OTS recommends making federal and state savings associations (and their
subsidiaries and affiliates) subject to ILSA on the same basis as other banking
institutions. This will eliminate regulatory burden by promoting the uniform
supervision of insured depository institutions. OTS is already covered by ILSA
along with the other FBAs, but savings associations are not. In enacting ILSA,
Congress sought to assure that the economic health and stability of the United
States and other nations would not be adversely affected by imprudent lending
practices or inadequate supervision. A depository institution subject to ILSA must,

among other things:

¢ Establish special reserves necessary to reflect risks of foreign activities;

and

o Submit to the appropriate FBA quarterly reports on its foreign country

exposure.

The legislative history of ILSA is silent on the international lending
activities of savings associations because these institutions were not active in
international finance in 1983. While savings associations maintain a domestic
focus—providing credit for housing and other consumer needs within the United
States—some savings associations have significant foreign activities. These
include investing in foreign currency-denominated CDs, offering foreign currency
exchange services, and making loans on the security of foreign real estate or loans
to foreign borrowers. In addition, numerous savings and loan holding companies

(SLHC:s) have international operations (including several foreign-based holding
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companies) that provide opportunities for expanded international operations by the

subsidiary savings association.

While OTS has broad supervisory powers under HOLA to oversee all
activities of savings associations, their subsidiaries, and their affiliates, making
savings associations subject to [LSA will enhance OTS's ability to carry out its
responsibilities under ILSA and promote consistency among the federal regulators

in supervising the foreign activities of insured depository institutions.

2. OTS Representation on the Basel Committee on Bank

Supervision

Amending ILSA to support equal representation for OTS on the Basel
Committee will enable OTS to share its expertise with respect to consolidated
supervision of diverse, internationally active holding companies, one-to-four
family and multifamily residential lending, consumer lending, and interest rate risk
management. SI.LHCs operate in more than 130 countries, control over $6 trillion
in assets, and their savings association subsidiaries originate almost one in every
four residential mortgage loans in the United States. At $2.6 trillion in one-to-four
family residential mortgage loan originations in 2004, this market stands as the
largest credit market in the world, with over $9 trillion in currently outstanding

loans.’

OTS currently participates in numerous Base! Committee working groups

and subcommittees. Giving OTS a recognized voice on Basel will help assure that

9. See Mortgage Bankers Association Mortgage Finance Forecast (June 6, 2005).
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international bank supervision policies do not inadvertently harm savings

associations or the numerous internationally active SLHCs.

C. Clarification of Citizenship of Federal Savings Associations for

Federal Diversity Jurisdiction [Matrix # 58]

Pursuant to federal diversity jurisdiction, a federal savings association may
sue or be sued in federal court if the claim exceeds $75,000 and the parties are
citizens of different states. OTS previously proposed an amendment clarifying
that, for purposes of determining diversity jurisdiction, a federal savings
association is a citizen only of the state where it has its home office. We would
also support a similar proposal, however, that designates that a federal savings
association is a citizen for diversity jurisdiction purposes of either its home state or

the state in which its principal place of business is located.

Some courts have determined that if a savings association that is organized
as a stock corporation conducts a substantial amount of business in more than one
state, it is not a citizen of any state and, therefore, it may not sue or be sued in
federal court under diversity jurisdiction. Either of the pending diversity
jurisdiction proposals would avoid this result. Both would also avoid a potential
similar problem with respect to mutual savings associations. The general rule for
an unincorporated association is that it is a citizen of every state of which any of its
members is a citizen. If a court were to apply this general rule to mutual savings
associations, those operating regionally or nationally with depositors across the
country would find it difficult or impossible to establish diversity jurisdiction.
Both versions of the diversity jurisdiction proposal would establish a uniform rule
governing federal jurisdiction when a savings association is involved and,

accordingly, reduce confusion and uncertainty,
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D. Enhancing Examination Flexibility [Matrix # 68]

Current law requires the FBAS to conduct a full-scale, on-site examination
for the depository institutions under their jurisdiction at least every 12 months.
There is an exception for small institutions that have total assets of less than $250
million and are well-capitalized and well-managed and meet other criteria.

Examinations of these small institutions are required at least every 18 months.

When originally enacted in 1991, the small institution examination
exception was available to institutions with assets less than $100 million
(assuming the other statutory criteria were satisfied). This statutory threshold was
raised to $250 million in 1994 for institutions in outstanding condition and meeting
the other statutory criteria. In 1996, the FBAs were authorized to extend the
$250 million threshold to institutions in good condition. Given the fact that the
current threshold has been in place for more than eight years, OTS recommends
considering whether the $250 million cap should once again be raised. If so, we
support the position endorsed by all of the FBAs that consideration of a

$500 million cap for well-capitalized, well-managed institutions is appropriate.

This proposal would reduce regulatory burden on low-risk, small
institutions and permit the FBAs to more effectively focus their resources on the

highest risk institutions.
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E. Removal of Qualified Thrift Lender Requirements with Respect to
Out-of-State Branches of Federal Savings Associations [Matrix # 54]

OTS also supports removing the requirement that federal savings
associations meet the QTL test on a state-by-state basis. This requirement is a
superfluous regulatory burden because interstate savings associations may
currently structure their activities to assure compliance with the state-by-state
requirement. Thus, there is no meaningful purpose for maintaining this
requirement. The QTL test should, of course, continue to apply to the institution

as a whole.

F. Authority for a Savings and Loan Holding Company to Own a
Separate Credit Card Savings Association [Matrix # 99]

Another unnecessary and burdensome statutory provision is a limitation
imposed on existing SLHCs that limits their activities (to those permissible for a
muiltiple SLHC) for the acquisition or chartering of a limited purpose credit card
savings association, but permits acquiring or chartering (without any activities
limitations) of a substantially similar limited purpose credit card bank. This
restriction arises out of the fact that a SLHC generally cannot own more than one
savings association (unless acquired in a supervisory transaction), without being
subject to the activities restrictions imposed on SLHCs owning multiple savings
associations. Under the HOLA, a SLHC cannot charter or acquire a limited
purpose credit card savings association, but can charter or acquire a limited
purpose credit card bank without triggering the multiple SLHC restrictions or
being treated as a bank holding company under the Bank Holding Company Act.
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From a regulatory burden perspective, it makes no sense to subject a SLHC
structure to an additional bank regulator, i.e., supervising a limited purpose credit
card bank, simply because of a statutory activities limitation that provides the
SLHC cannot own an otherwise permissible limited purpose credit card savings
association that it can own if the entity is a bank. This result is illogical and
excessive regulatory burden with no additional supervisory or regulatory benefit
attached. An amendment providing that a limited purpose credit card savings
association is not deemed a savings association, or is excluded from consideration,
in applying the activities restrictions imposed on multiple SLHCs under the HOLA

would fix this problem.

G. Modernizing the Community Development Investment Authority

of Savings Associations [Matrix # 55]

OTS previously proposed and continues to support updating HOLA to give
savings associations the same authority as national banks and state member banks
to make investments to promote the public welfare. This proposal enhances the
ability of savings associations to contribute to the growth and stability of their

communities.

Due to changes made to HUD’s Community Development Block Grant
(CDBG) program more than 20 years ago, investment opportunities that meet the
technical requirements of savings associations’ current statutory community
development authority are rare. As a result, OTS has found it cumbersome to
promote the spirit and intent of Congress’s determination to allow savings
associations to make such community development investments. Currently, using
its administrative authority, OTS may issue a “no action” letter when a savings

association seeks to make a community development investment that satisfies the
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intent of the existing provision, but does not clearly fall within the wording of the
statute or the “safe harbor” criteria issued by OTS for these investments. The no-

action process, however, takes time, lacks certainty, and is clearly burdensome.

The proposal closely tracks the existing authority for banks. Under the
proposal, savings associations may make investments primarily designed to
promote the public welfare, directly or indirectly by investing in an entity primarily
engaged in making public welfare investments. There is an aggregate limit on
investments of 5 percent of a savings association’s capital and surplus, or up to 10

percent on an exception basis.

H. Eliminating Geographic and Ownership Limits on Thrift Service

Companies [Matrix # 56 & 94]

OTS supports legislation authorizing federal savings associations to invest
in service companies without regard to the current geographic and ownership
restrictions. Current law permits a federal savings association to invest in a service
company only if (i) the service company is chartered in the savings association’s
home state, and (ii) the service company’s stock is available for purchase only by
savings associations chartered by that state and other federal savings associations

having their home offices in that states.

HOLA imposed these restrictions before interstate branching and before
technological advances such as Internet and telephone banking, and they no longer
serve a useful purpose. This restriction needlessly complicates the ability of
savings associations, which often operate in more than one state, to join with
savings associations and banks to obtain services at lower costs due to economies

of scale or to engage in other approved activities.
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Today, a savings association seeking to make investments through service
companies must create an additional corporate layer—known as a second-tier
service company—to invest in enterprises located outside the savings association’s
home state or with a bank. Requiring second-tier service companies serves no
rational business purpose, results in unnecessary expense and red tape for federal
savings associations and banks, and discourages otherwise worthwhile
investments. While this proposal simplifies the ability of banks and savings
associations to invest together in service companies, it does not expand the powers
of savings associations or banks. The activities of the service company must be
permissible investments under the rules applicable to the savings association or

bank.

I. Streamlining Agency Action under the Bank Merger Act [Matrix #
69]

OTS supports streamlining Bank Merger Act application requirements by
eliminating the requirement that each FBA request a competitive factors report
from the other three banking agencies and the Attorney General. This means five
agencies must consider the competitive effects of every proposed bank or savings
association merger. The vast majority of proposed mergers do not raise anti-
competitive issues, and these multiple reports, even for those few that do raise
issues, are not necessary. The proposal decreases the number to two, with the
Attorney General continuing to be required to consider the competitive factors
involved in each merger transaction and the FDIC, as the insurer, receiving notice
even where it is not the lead banking agency for the particular merger. This will
streamline the review of merger applications while assuring appropriate

consideration of all anti-competitive issues.
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VIII. Conclusion

OTS is committed to reducing regulatory burden wherever it has the ability
to do so, consistent with safety and soundness and compliance with law, and
without undue impact on existing consumer protections. We support proposed
legislation that advances this objective. I want to thank you, Mr. Chairman, and
the others who have shown leadership on this issue. We look forward to working

with the Committee to shape the best possible regulatory burden relief legislation.
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PREPARED STATEMENT OF JOANN M. JOHNSON *
CHAIRMAN, NATIONAL CREDIT UNION ADMINISTRATION

JUNE 21, 2005

Chairman Shelby, Ranking Member Sarbanes, Senator Crapo, and Members of
the Committee, on behalf of the National Credit Union Administration (NCUA) I am
pleased to be here today to present our agency’s views on regulatory efficiency and
reform initiatives being considered by Congress. Enacting legislation that will di-
rectly and indirectly benefit the consumer and the economy by assisting all financial
intermediaries and their regulators perform the role and functions required of them
is prudent.

Regulatory Relief and Efficiency

In June 2004, I testified before this Committee and presented several legislative
proposals NCUA recommended for your consideration. NCUA continues to rec-
ommend these provisions as desirable components of regulatory reform:

e Permit Federal credit unions to cash checks and money transfer services for indi-
viduals in their field of membership but not yet members. This is
particularly important to Federal credit unions in furthering their efforts to serve
those of limited income or means in their field of membership. These individuals,
in many instances, do not have mainstream financial services available to them
and are often forced to pay excessive fees for check cashing, wire transfer, and
other services. The House of Representatives has taken this up as H.R.749,
amended it to include international remittances and passed the bill. Section 3 of
S.31, introduced by Senator Sarbanes and other Members of the Committee in-
cludes a similar provision;

e Increase the allowable maturity on Federal credit union loans from 12 to 15 years.
Federal credit unions should be able to make loans for second homes, recreational
vehicles, and other purposes in accordance with conventional maturities that are
commonly accepted in the market today;

e Increase the investment limit in credit union service organizations (CUSQ’s) from
1 percent to 3 percent. The 1 percent aggregate investment limit is unrealistically
low and forces credit unions to either bring services in-house, thus potentially in-
creasing risk to the credit union and the NCUSIF, or turn to outside providers
and lose control;

o Safely increase options for credit unions to invest their funds by expanding au-
thority beyond loans, government securities, deposits in other financial institu-
tions and certain other very limited investments. The recommendation is to per-
mit additional investments in corporate debt securities (as opposed to equity) and
further establish specific percentage limitations and investment grade standards;

o Alleviate NCUA from the process now required that it consider a spin-off of any
group of over 3,000 members in the merging credit union when two credit unions
merge voluntarily. A spin-off would most likely undermine financial services to
the affected group and may create safety and soundness concerns;

e Provide relief for credit unions from a requirement that they register with the
SEC as broker-dealers when engaging in certain de minimums securities activi-
ties. The principle established by the present bank exemption, and a similar ex-
emption sought by thrifts, is that securities activities of an incidental nature to
the financial institutions do not have to be placed into a separate affiliate;

e Make needed technical corrections to the Federal Credit Union Act.

These NCUA recommendations are more fully described on the following pages.

NCUA has also reviewed the following additional credit union provisions included
in the matrix circulated by Senator Crapo in anticipation of this hearing. We have
carefully examined each and have determined that these provisions present no safe-
ty and soundness concerns for the credit unions we regulate and/or ensure: Leases
of land on Federal facilities for credit unions; exclusion of member business loans
to nonprofit religious organizations; criteria for continued membership of certain
member groups in community charter conversions; credit union governance provi-
sions; providing NCUA with greater flexibility to adjust the Federal usury ceiling
for Federal credit unions; and an exemption from the premerger notification require-
ments of the Clayton Act.

Preserving the Net Worth of Credit Unions in Mergers

NCUA anticipates that the Financial Accounting Standards Board (FASB) will act
in 2005 or 2006 to lift the current deferral of the acquisition method of accounting

* Appendix held in Committee files.
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for mergers by credit unions thereby eliminating the pooling method and requiring
the acquisition method beginning in 2007.1 When this change to accounting rules
is implemented it will require that, in a merger, the net assets on a fair value basis
of the merging credit union as a whole, rather than retained earnings, be carried
E)E(eer ?&S) “acquired equity,” a term not recognized by the “Federal Credit Union Act”

This FASB policy has been in place since mid-2001 for most business combina-
tions and the delay by FASB in implementing it for credit unions has allowed all
of us to explore how credit unions could conform to the new financial reporting
standards.

Without the changes to the “Federal Credit Union Act,” only “retained earnings”
of the continuing credit union will count as net worth after a merger. This result
would seriously reduce the post-merger net worth ratio of a fFederally insured cred-
it union, because this ratio is the retained earnings of only the continuing credit
union stated as a percentage of the combined assets of the two institutions. A lower
net worth ratio has adverse implications under the statutory “prompt corrective ac-
tion” (PCA) regulation. This result will discourage voluntary mergers and on occa-
sion make NCUA assisted mergers more difficult and costly to the National Credit
Union Share Insurance Fund (NCUSIF). Without a remedy, an important NCUA
tool for reducing costs and managing the fund in the public interest will be lost.

NCUA encourages this Committee to include language in legislation to allow
NCUA to continue to recognize the “net worth” of the merging credit union for pur-
poses of prompt corrective action. A solution has been referred to this Committee
as H.R. 1042, the “Net Worth Amendment for Credit Unions Act.”

Reform of Prompt Corrective Action System for Federally Insured Credit
Unions

The guiding principle behind PCA is to resolve problems in federally insured cred-
it unions at the least long-term cost to the NCUSIF. This mandate is good public
policy and consistent with NCUA’s fiduciary responsibility to the insurance fund.
While NCUA supports a statutorily mandated PCA system, the current statutory re-
quirements for credit unions are too inflexible and establish a structure based pri-
marily on a “one-size-fits all” approach, relying largely on a high leverage require-
ment of net worth to total assets. This creates inequities for credit unions with low-
risk balance sheets and limits NCUA’s ability to design a meaningful risk-based sys-
tem.

Reform of capital standards is vital for credit unions as the other Federal banking
regulators explore implementation of BASEL II and other capital reforms for banks
in the United States. While maintaining a leverage ratio, NCUA’s PCA reform pro-
posal incorporates a more risk-based approach to credit union capital standards con-
sistent with BASEL I and II. In recognition of the inherent limitations in any risk-
based capital system, our proposal incorporates leverage and risk-based standards
working in tandem. The risk-based portion of the proposed tandem system uses risk
portfolios and weights based on the BASEL II standard approach.

For the leverage requirement, NCUA supports a reduction in the standard net
worth (that is, leverage) ratio requirement for credit unions to a level comparable
to what is required of FDIC insured institutions. The minimum leverage ratio for
a well-capitalized credit union is currently set by statute at 7 percent, compared to
the threshold of 5 percent for FDIC-insured institutions. Our proposed new leverage
requirement, while comparable, accounts for the 1 percent method of capitalizing
the NCUSIF, and its effect on the overall capital in the Insurance Fund and the
credit union system. The result is a leverage requirement for credit unions that
averages 5.7 percent under our proposal, as compared to the 5 percent requirement
in the banking system. There are important reasons why the leverage ratio for cred-
it unions ratio should be lowered to work in tandem with a risk-based requirement.

First, credit unions should not be placed at a competitive disadvantage by being
held to higher capital standards when they are not warranted to protect the insur-
ance fund. For FDIC insured institutions, a 5 percent leverage requirement coupled
with a risk-based system has provided adequate protection for their insurance fund.
In comparison, the credit union industry has a relatively low-risk profile, as evi-

1Statement of Financial Accounting Standard (SFAS) No. 141, Business Combinations, requir-
ing the acquisition method for business combinations and effectively eliminating the pooling
method. The pooling method has typically been used by credit unions to account for credit union
mergers. The standards became effective for combinations initiated after June 30, 2001. Para-
graph 60 of the standard deferred the effective date for mutual enterprises (that is, credit
unions) until the FASB could develop purchase method procedures for those combinations. In
the interim, credit unions have continued to account for mergers as poolings (simple combina-
tion of financial statement components).
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denced by our low loss history. This is largely due both to the greater restrictions
on powers of credit unions relative to other financial institutions and credit unions’
conservative nature given their member-owned structure. In fact, our experience has
shown that given economic needs and their conservative nature, the vast majority
of credit unions will operate with net worth levels well above whatever is estab-
lished as the regulatory minimum.

In addition, the current 7 percent leverage requirement is excessive for low risk
institutions and overshadows any risk-based system we design, especially if you con-
sider that under BASEL the risk-based capital requirement is 8 percent of risk as-
sets. A meaningful risk-based system working in tandem with a lower leverage re-
quirement provides incentives for financial institutions to manage the risk they take
in relation to their capital levels, and gives them the ability to do so by reflecting
the composition of their balance sheets in their risk-based PCA requirements. The
current high leverage requirement provides no such ability or incentive and, in fact,
it can be argued could actually contribute to riskier behavior to meet these levels
given the extra risk isn’t factored into the dominant leverage requirement.

As mentioned above, we recognize that achieving comparability between the Fed-
eral insurance funds does require us to factor in the NCUSIF’s deposit-based fund-
ing mechanism. Thus, our reform proposal incorporates a revised method for calcu-
lating the net worth ratio for PCA purposes by adjusting for the deposit credit
unions maintain in the share insurance fund. However, our proposed treatment of
the NCUSIF deposit for purposes of regulatory capital standards in no way alters
its treatment as an asset under generally accepted accounting principles, or NCUA’s
steadfast support of the mutual, deposit-based nature of the NCUSIF.

As for capitalization investments in corporate credit unions, these are not uni-
formly held by all credit unions. Indeed, not all credit unions even belong to a cor-
porate credit union. Thus, these investments are appropriately addressed under the
risk-based portion of PCA. Our reform proposal addresses capitalization investments
in corporate credit unions consistent with BASEL and the FDIC’s rules applicable
to capital investments in other financial institutions.

For the risk-based requirement, our proposal tailors the risk-asset categories and
weights of BASEL II’'s standard approach, as well as related aspects of the FDIC’s
PCA system, to the operation of credit unions. The internal ratings-based approach
of BASEL II for the largest internationally active banks is not applicable to credit
unions. However, it is our intention to maintain comparability with FDIC’s PCA re-
quirements for all other insured institutions and keep our risk based requirement
relevant and up-to-date with emerging trends in credit unions and the marketplace.

As there are limitations in any regulatory capital scheme, NCUA’s reform pro-
posal also includes recommendations to address these other forms of risk under the
second pillar of the supervisory framework, a robust supervisory review process.
Through our examination and supervision process, NCUA will continue to analyze
each credit union’s capital position in relation to the overall risk of the institution,
which may at times reflect a need for capital levels higher than regulatory mini-
mums.

I would also point out that our reform proposal addresses an important technical
amendment needed to the statutory definition of net worth. As mentioned earlier,
NCUA anticipates that the Financial Accounting Standards Board (FASB) will act
soon to lift the current deferral of the acquisition method of accounting for mergers
by credit unions, thereby eliminating the pooling method and requiring the acquisi-
tion method. NCUA’s PCA proposal includes a legislative solution to this problem,
but if the issue is considered separately in Senate regulatory relief legislation before
the expected FASB implementation date, that is a favorable outcome.

Enabling NCUA to adopt a PCA system that remains relevant and up-to-date
with emerging trends in credit unions and the marketplace provides safety, effi-
ciency, and benefits to the credit union consumer. I believe our reform proposal
achieves a much needed balance between enabling credit unions to utilize capital
more efficiently to better serve their members while maintaining safety and sound-
ness and protecting the share insurance fund. A well-designed risk based system
would alleviate regulatory concerns by not penalizing low-risk activities and by pro-
viding credit union management with the ability to manage their compliance
through adjustments to their assets and activities. A PCA system that is more fully
risk-based would better achieve the objectives of PCA and is consistent with sound
risk management principles.
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Net Worth Category Comparison - Current vs. Proposed PCA System
Number of Federally Insured Credit Unions (Excluding “New” Credit Unions)
December 31, 2004 Data

Proposed System

Significantly | Critically
under- under- Total
capitalized | capitalized

PCA Well- Adequately
[Classification capitalized | capitalized |capitalized

Well-capitalized 8765
e JAdequately
2 [capitalized 106
>
2 Undercapitalized 41
L
5 S|gn|f|can.tly. 5
Q  Jundercapitalized

[Critically 7

indercapitalized

8,027

The red fields represent a reduction in PCA category, the yellow fields represent no change in PCA
category, and the green fields represent an increase in PCA category.

As the above table illustrates, the PCA category for the vast majority of credit
unions, reflecting their already strong net worth levels, would remain unchanged.
However, 107 credit unions would improve into a higher PCA category given their
relatively low-risk profiles. At the same time 41 credit unions would experience a
reduction in their net worth category, thus accelerating corrective action for these
inadequately capitalized credit unions. In fact, almost all of the 29 downgrades from
well or adequately capitalized to undercapitalized under the new system are due to
the proposed new risk-based requirement, indicating the new system is better recog-
nizing risk in relation to net worth levels. I would also point out that the proposed
new tandem system is rigorous in respect to thinly capitalized credit unions as no
significantly or critically undercapitalized credit unions are upgraded under the pro-
posed system, and the overall level of critically, significantly, and undercapitalized
credit unions increases.

Explanation of NCUA Recommended Provisions for Consideration by the
Committee on Banking, Housing, and Urban Affairs

CHECK CASHING AND MONEY TRANSFER SERVICES OFFERED WITHIN THE FIELD OF
MEMBERSHIP OF THE CREDIT UNION

Current Law
Section 107 of the Federal Credit Union Act authorizes Federal credit unions to
provide check cashing and money transfer services to members.

Proposed Amendment

This amendment permits Federal credit unions to offer these same services to per-
sons eligible to be members of the credit union, defined as those that fall within
the field of membership of the credit union.

Reasons for Change

e Congress and the Administration are asking financial institutions to do more to
reach the “unbanked.”

e Credit unions are constrained from extending the most basic financial transaction
(check cashing) to those who have avoided traditional financial institutions.

e Expanding check cashing, wire transfer, and similar services to nonmembers
within a credit union’s field of membership would provide an introduction to reli-
able low-cost financial services which can provide a viable alternative to less sa-
vory practices while at the same time increase confidence in traditional financial
organizations.

e With more and more credit unions adopting underserved areas, these services be-
come especially important in reaching out to the underserved.
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ELIMINATE THE 12-YEAR LIMIT ON TERM OF FEDERAL CREDIT UNION LOANS

Current Law

The Federal Credit Union Act imposes a 12-year loan maturity limit on most cred-
it union loans. Principal residence loans have maturities up to 30 years, and prin-
cipal mobile home loans have maturities of 15 years.

Proposed Amendment

The proposed amendment permits the NCUA Board to provide for maturity limits
up to 15 years, or longer, as the NCUA Board may allow by regulation.

Reasons for Change

e The current restriction placed on Federal credit unions is outdated and unneces-
sarily restricts a credit union’s lending terms to its members.

e Members of Federal credit unions should be able to obtain loans for second homes,
recreational vehicles, and other purposes in accordance with conventional matu-
rities that are commonly accepted in the market today.

INCREASE IN 1 PERCENT INVESTMENT LIMIT IN CUSO’s

Current Law

The Federal Credit Union Act permits Federal credit unions to invest in Credit
Union Service Organizations (CUSO’s)—organizations providing services to credit
unions and credit union members. An individual credit union, however, may invest
in aggregate no more than 1 percent of its shares and undivided earning in these
organizations.

Proposed Amendment

The provision increases the permissible credit union investment in CUSO’s from
1 percent to 3 percent of its shares and undivided earnings.

Reasons for Change

e CUSO’s are frequently established by several credit unions to provide important
services to credit unions, such as check clearing and data processing, which can
be done more efficiently for a group.

e When these services are provided through a CUSO, any financial risks are iso-
lated from the credit union while allowing the credit unions to retain quality con-
trol over the services offered and the prices paid by the credit unions or their
members.

e An increase in the CUSO investment to 3 percent allows the CUSO to continue
servicing its credit union members without having to bring services back in-house
or engage outside providers. This controls risk and expense to the credit union.

e The 1 percent limit has not been updated since its inception in 1977.

INVESTMENTS IN SECURITIES BY FEDERAL CREDIT UNIONS

Current Law

The Federal Credit Union Act authorizes Federal credit unions to invest in loans,
obligations of the United States, or securities fully guaranteed as to principal and
interest by the U.S. Government, deposits in other financial institutions, and certain
other limited investments, such as obligations of Federal Home Loan Banks, wholly
owned government corporations, or in obligations, participations or other instru-
ments issued by, or fully guaranteed by FNMA, GNMA, or FHLMC.

Proposed Amendment

This amendment would provide authority for Federal credit unions to purchase
and hold for their own account “investment securities” if they are in one of the four
highest investment rating categories—subject to further definition and qualification
by NCUA rulemaking.

The amendment limits Federal credit unions’ investments in investment securities
in two ways. First, a statutory “single obligor” percentage limitation is established,
such that the total amount of investment securities of any single obligor or maker
held by the Federal credit union for the credit union’s own account cannot exceed
10 percent of the net worth of the credit union. Second, the aggregate amount of
investments held by the Federal credit union for its own account cannot exceed 10
percent of the assets of the credit union.

Reasons for Change

e A number of private debt instruments such as highly rated commercial paper, cor-
porate notes, and asset-backed securities would be appropriate investments for
Federal credit unions.
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e Other federally regulated and State regulated financial institutions have a proven
track record with these limited investments.

e Allowing such investments would give credit unions more asset liability manage-
ment options.

e NCUA implementing regulations will further address appropriate investment
gradings, possible minimum credit union net worth requirements, and other safe-
ty and soundness requirements.

e With a percentage limitation of 10 percent of net worth per single obligor, this
moﬁ{est increase in investment flexibility will not subject credit unions to undue
risk.

e The 10 percent limitation language parallels the limitation applicable to national
banks when applied to the “net worth” measurement for credit unions.

¢ The prohibition against investment in equity securities is maintained.

VOLUNTARY MERGER AUTHORITY

Current Law

Section 109 of the Federal Credit Union Act requires NCUA to engage in an anal-
ysis of every voluntary merger of healthy Federal credit unions to determine wheth-
er a spin-off of any select employee group (SEG) of over 3,000 members in the merg-
ing credit union can be effectively accomplished.

Proposed Amendment

The recommendation is to eliminate the requirement that NCUA engage in an
analysis of every voluntary merger to determine whether a select employee group
over 3,000 can be spun-off into a separate credit union.

Reasons for Change

e Requiring NCUA to engage in an analysis of every voluntary merger of healthy
Federal credit unions to consider a spin-off from the merging credit union of any
select employee group (SEG) of over 3,000 is cumbersome and provides little prac-
tical benefit or purpose. There are about 300 a year.

e When two healthy multiple bond credit unions pursue a merger, it increases their
financial strength and member service is enhanced, as well as their long-term
safety and soundness.

e Member employee (or other) groups over 3,000 are already included in a multiple
group credit union in accordance with statutory standards.

TREATMENT OF CREDIT UNIONS AS DEPOSITORY INSTITUTIONS UNDER SECURITIES
Laws

Current Law

Section 201 and 202 of the Gramm-Leach-Bliley Act, enacted in 1999, created spe-
cific exemptions from broker-dealer registration requirements of the Bank Exchange
Act of 1934 for certain bank securities activities. Banks are also exempt from the
registration and other requirements of the Investment Advisors Act of 1940. The
principle established in these laws is that securities activities of an incidental na-
ture to the bank do not have to be placed into a separate affiliate and functionally
regulated.

Proposed Amendment

This provision would provide a statutory exemption for credit unions similar to
that already provided banks and allow credit unions, like banks, to avoid com-
plicated filings with the Securities and Exchange Commission for incidental activi-
ties.

Reasons for Change

e Federal credit unions are empowered to engage in specific activities enumerated
in the FCUA and any other activities incidental to the enumerated activities.
Among the specific broker-related activities currently authorized are third-party
brokerage arrangements, sweep accounts, safekeeping and custodial activities.
Among the dealer-related activities are the purchase and sale of particular securi-
ties, including but not limited to municipal securities and “Identified Banking
Products” for the credit union’s own account.

e These incidental activities might trigger SEC registration if not exempted by law.

e This important regulatory relief and efficiency provision would reduce the cost
and complication to credit unions having to approach the SEC on a case-by-case
basis or through regulation—the only avenues now available to them for relief.

e While a Federal or State chartered credit union might be granted authority to en-
gage in otherwise lawful activities, the credit union might have to abandon the
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activity or outsource it to a third party at increased expense if this exemption is
not provided.

e This exemption would not expand the types of securities activities that credit
unions are authorized to engage in. It simply serves to provide parity with banks
and thrifts regarding an exemption from SEC registration for the limited securi-
ties activities credit unions are authorized to engage in.

TECHNICAL CORRECTIONS TO THE FEDERAL CREDIT UNION ACT

Explanation of Proposed Amendment

Twenty-eight purely technical and clerical corrections to the Federal Credit Union
Act have been identified as needed.

Reasons for Change
To make the Federal Credit Union Act accurate and correct.

Conclusion

Thank you, Mr. Chairman, Senator Sarbanes, and Senator Crapo for the oppor-
tunity to appear before you today on behalf of NCUA to discuss the public benefits
of regulatory efficiency for NCUA, credit unions and 84 million credit union mem-
bers. I am pleased to respond to any questions the Committee may have or to be
a source of any additional information you may require.

PREPARED STATEMENT OF ERIC McCLURE
COMMISSIONER, MISSOURI DIVISION OF FINANCE
ON BEHALF OF THE
CONFERENCE OF STATE BANK SUPERVISORS

JUNE 21, 2005

Good morning, Chairman Shelby, Ranking Member Sarbanes, and Members of the
Committee. I am Eric McClure, Commissioner of the Missouri Division of Finance,
and I am pleased to be here today on behalf of the Conference of State Bank Super-
visors (CSBS). Thank you for inviting CSBS to be here today to discuss strategies
for reducing unnecessary regulatory burden on our Nation’s financial institutions.

CSBS is the professional association of State officials who charter, regulate, and
supervise the Nation’s approximately 6,240 State-chartered commercial banks and
savings institutions, and nearly 400 State-licensed foreign banking offices nation-
wide.

As current chairman of CSBS, I am pleased to represent my colleagues in all 50
States and the U.S. territories.

CSBS gives State bank supervisors a national forum to coordinate, communicate,
advocate, and educate on behalf of the state banking system. We especially appre-
ciate this opportunity to discuss our views in our capacity as the chartering author-
ity and primary regulator of the vast majority of our Nation’s community banks.

Chairman Shelby, we applaud your longstanding commitment to ensuring that
regulation serves the public interest without imposing unnecessary or duplicative
compliance burdens on financial institutions. At the State level, we are constantly
balancing the need for oversight and consumer protections with the need to encour-
age competition and entrepreneurship. We believe that a diverse, healthy financial
services system serves the public best.

CSBS and the State banking departments have been working closely with the
Federal banking agencies, through the Federal Financial Institutions Examination
Council, to implement the Economic Growth and Regulatory Paperwork Reduction
Act of 1996. While this legislation made necessary and beneficial changes, we see
continuing opportunities for Congress to streamline and rationalize regulatory bur-
den, especially for community banks.

Principles for Regulatory Burden Relief

The Conference of State Bank Supervisors has developed a set of principles to
guide a comprehensive approach to regulatory burden relief, and we ask Congress
to consider each proposal carefully against these principles.

First, a bank’s most important tool against regulatory burden is its ability to
make meaningful choices about its regulatory and operating structures. The State
charter has been and continues to be the charter of choice for community-based
institutions because the State-level supervisory environment—locally oriented, rel-
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evant, responsive, meaningful, and flexible—matches the way these banks do busi-
ness.

A bank’s ability to choose its charter encourages regulators to operate more effi-
ciently, more effectively, and in a more measured fashion. A monolithic regulatory
regime would have no incentive for efficiency. The emergence of a nationwide finan-
cial market made it necessary to create a Federal regulatory structure, but the
State system remains as a structural balance to curb potentially excessive Federal
regulatory measures, and as a means of promoting a wide diversity of financial in-
stitutions.

Second, our current regulatory structure and statutory framework may recognize
some differences between financial institutions, but too often mandate overarching
“one-size-its-all” requirements for any financial institution that can be described by
the word “bank.” These requirements are often unduly burdensome on smaller or
community-based institutions.

Regulatory burden always falls hardest on smaller institutions. Although 48 of the
Nation’s 100 largest banks hold State charters, State charters make up the vast ma-
jority of these smaller institutions. We see this impact on earnings every day among
the institutions we supervise. In a May 27 letter to American Banker, FDIC Vice
Chairman John Reich noted the disproportionate impact of compliance costs on in-
stitutions with less than $1 billion in assets. Community banks represent a shrink-
ing percentage of the assets of our Nation’s banking system, and we cannot doubt
that compliance costs are in part driving mergers. Even where laws officially exempt
small, privately held banks, as in the case of Sarbanes-Oxley, the principles behind
th(eise laws hold all institutions to increasingly more expensive compliance stand-
ards.

This is a crucial time for Congress to take the next step in reviewing the impact
that these Federal statutes have had on the economy of this great country. My col-
leagues and I see growing disparity in our Nation’s financial services industry. The
industry is bifurcated, and becoming more so. A line exists—although it is not a
clear line at this time—that divides our country’s banking industry into larger and
smaller institutions. Congress must recognize this reality, and the impact this bifur-
cation has on our economy.

The Nation’s community banking industry is the fuel for the economic engine of
small business in the United States. Although I speak as a State bank supervisor,
%)repognize that federally chartered community banks are also important to small

usiness.

Small business is a critical component of the U.S. economy. According to the
Small Business Administration, small business in the United States accounts for 99
percent of all employers, produces 13 times more patents per employee than large
firms, generates 60 to 80 percent of new jobs, and employs 50 percent of the private
sector. Small businesses must be served, and community banks are the primary
source of that service. They can often more readily provide customized products that
fit the unique needs of small businesses. Regulatory burden relief will help commu-
nity banks provide the service that fuels this economic engine.

Stifling economic incentives for community banks with excessive statutory bur-
dens slows this economic engine of small business in the United States. Regulatory
burden relief for community banks would be a booster shot for the nation’s economic
well-being.

We suggest that Congress and the regulatory agencies seek creative ways to tailor
regulatory requirements for institutions that focus not only on size, but also on a
wider range of factors that might include geographic location, structure, manage-
ment performance and lines of business. As the largest banks are pushing for a
purely national set of rules for their evolving multistate and increasingly retail op-
erations, keep in mind that this regulatory scheme will also impose new require-
ments on State-chartered banks operating in the majority of States that do not al-
ready have similar rules in place.

Third, while technology continues to be an invaluable tool of regulatory burden
relief, it is not a panacea.

Technology has helped reduce regulatory burden in countless ways. State banking
departments, like their Federal counterparts, now collect information from their fi-
nancial institutions electronically as well as through on-site examinations. Most
State banking departments now accept a wide range of forms online, and allow in-
stitutions to pay their supervisory fees online as well. Many state banking depart-
ments allow institutions online access to maintain their own structural information,
such as addresses, branch locations, and key officer changes.

At least 25 State banking agencies allow banks to file data and/or applications
electronically, through secure areas of the agencies’ websites. Nearly all of the
States have adopted or are in the process of accepting an interagency Federal appli-



114

cation that allows would-be bankers to apply simultaneously for a State charter and
for Federal deposit insurance.

Shared technology allows the State and Federal banking agencies to work to-
gether constantly to improve the examination process, while making the process less
intrusive for financial institutions. Technology helps examiners target their exami-
nations through better analysis, makes their time in financial institutions more ef-
fective, and expedites the creation of examination reports.

The fact that technology makes it so much easier to gather information, however,
should not keep us from asking whether it is necessary to gather all of this informa-
tion, or what we intend to do with this information once we have it. Information-
gathering is not cost-free.

Our Bankers Advisory Board members have expressed particular concern about
Bank Secrecy Act requirements, Currency Transaction Reports, and Suspicious Ac-
tivity Reports. These collection requirements have become far more extensive in the
past 3 years, representing the new importance of financial information to our na-
tional security. Industry representatives, however, estimate that CTR’s cost banks
at least $25 per filing. Although they understood the importance of gathering this
data, our Bankers Advisory Board members reported widespread frustration at the
perception that law enforcement agencies do little, if anything, with this costly in-
formation. CSBS has worked diligently with FinCEN and the Federal banking agen-
cies to develop clear, risk-based BSA examination procedures. We hope these proce-
dures will alleviate some of the financial industry’s concerns in this area. Federal
law enforcement agencies need to work with State and Federal regulators to ensure
clear guidance is provided to the industry with regard to prosecution. We also urge
Congress, FInCEN, and the Federal banking regulators to simplify the BSA report-
ing forms and look carefully at potential changes to threshold levels.

Finally, although regulators constantly review regulations for their continued rel-
evance and usefulness, many regulations and supervisory procedures still endure
past the time that anyone remembers their original purpose.

Many regulations implement laws that were passed to address a specific issue;
these regulations often stay on the books after the crisis that spurred new legisla-
tion has passed. Recognizing this, many State banking statutes include automatic
sunset provisions. These sunset provisions require legislators and regulators to re-
view their laws at regular intervals to determine whether they are still necessary
or meaningful.

We could hardly do that with the entire Federal banking code, but the passage
of the Fair Credit Reporting Act amendments showed how valuable this review proc-
ess can be. We urge Congress to apply this approach to as wide a range of banking
statutes as possible.

The Conference of State Bank Supervisors endorses approaches, such as the Com-
munities First Act (H.R.2061 introduced in the House of Representatives by Con-
gressman Jim Ryun (R-KS)), that recognize and encourage the benefits of diversity
within our banking system. CSBS supports the great majority of regulatory burden
reductions proposed in the Communities First Act, believing that they will alleviate
the burden on community banks without sacrificing either safety and soundness or
community responsiveness and responsibility. Our dual banking system exists be-
cause one size is not appropriate for every customer, and one system is not appro-
priate for every institution. We ask that Congress include some type of targeted re-
lief for community banks in any regulatory relief legislation.

Through extensive discussions among ourselves and with State-chartered banks,
and in addition to the concepts and ideas expressed in the Communities First Act,
we recommend seven specific changes to Federal law that will help reduce regu-
latory burden on financial institutions, without undue risk to safety and soundness.
We ask that the Committee include these provisions in any legislation it approves.

Extended Examination Cycles for Well-Managed Banks under $1 Billion

We believe that advances in off-site monitoring techniques and technology, and
the health of the banking industry, make annual on-site examinations unnecessary
for the vast majority of healthy financial institutions. Therefore, we ask that Con-
gress extend the mandatory Federal examination cycle from 12 months to 18
months for healthy, well-managed banks with assets of up to $1 billion.

Coordination of State Examination Authority

CSBS and the State banking departments have developed comprehensive proto-
cols that govern coordinated supervision of State chartered banks that operate
branches in more then one State. Through the CSBS Nationwide State Federal Co-
operative Agreements, States that charter and regulate State banks work closely
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with either the FDIC or Federal Reserve and bank commissioners in host States
where their bank operates branches to provide quality, risk-focused supervision.

To further support these efforts we strongly support including language in a Sen-
ate regulatory relief bill that reinforces these principles and protocols that have
been in place since 1996.

CSBS supports a provision that was included in the House passed version of a
regulatory relief bill in the 108th Congress (H.R. 1375 section 616) intended to im-
prove the State system for multistate State-chartered banks by codifying how state-
chartered institutions with branches in more than one State are examined. While
giving primacy of supervision to the chartering or home State, this provision, as
slightly modified, requires both the home and host State bank supervisor to abide
by any written cooperative agreement relating to coordination of exams and joint
participation in exams.

In addition, the House bill provides that, unless otherwise permitted by a coopera-
tive agreement, only the home State supervisor may charge State supervisory fees
on multistate banks. Under this provision, however, the host State supervisor may,
with written notice to the home State supervisor, examine the branch for compli-
ance with host State consumer protection laws.

If permitted by a cooperative agreement, or if the out-of-State bank is in a trou-
bled condition, the host State supervisor could participate in the examination of the
bank by the home State supervisor to ascertain that branch activities are not con-
ducted in an unsafe or unsound manner. If the host State supervisor determines
that a branch is violating host State consumer protection laws, the supervisor may,
with written notice to the home State supervisor, undertake enforcement actions.
This provision would not limit in any way the authority of Federal banking regu-
lators and does not affect State taxation authority.

Regulatory Flexibility for the Federal Reserve

CSBS also favors a provision that would give the Federal Reserve the necessary
flexibility to allow State-chartered member banks to exercise the powers granted by
their charters, as long as these activities pose no significant risk to the deposit in-
surance fund.

A major benefit of our dual banking system has always been the ability of each
State to authorize new products, services, and activities for their State-chartered
banks. Current law limits the activities of State-chartered, Fed member banks to
those activities allowed for national banks. This restriction stifles innovation within
the industry, and eliminates a key dynamic of the dual banking system.

We endorse an amendment to remove this unnecessary limitation on State mem-
ber banks as it has no basis in promoting safety and soundness. Congress has con-
sistently reaffirmed State authority to design banking charters that fit their unique
market needs. FDICIA, in 1991, allowed States to continue to authorize powers be-
yond those of national banks. Removing this restriction on State member banks
would be a welcome regulatory relief.

Limited Liability Corporations

States have been the traditional source of innovations and new structures within
our banking system, and CSBS promotes initiatives that offer new opportunities for
banks and their customers without jeopardizing safety and soundness.

In this tradition, CSBS strongly supports an FDIC proposal to make Federal de-
posit insurance available to State-chartered banks that organize as limited liability
corporations (LLC’s). An LLC is a business entity that combines the limited liability
of a corporation with the pass-through tax treatment of a partnership.

The FDIC has determined that State banks organized as LLC’s are eligible for
Federal deposit insurance if they meet established criteria designed to insure safety
and soundness and limit risk to the deposit insurance fund.

Only a handful of States now allow banks to organize as LLC’s, including Maine,
Nevada, Texas, Vermont, and, most recently, Utah. More States may consider this
option, however, because the structure offers the same tax advantages as Sub-
chapter S corporations but with greater flexibility. Unlike Subchapter S corpora-
tions, LLC’s are not subject to limits on the number and type of shareholders.

It is not clear, however, that Federal law allows pass-through taxation status for
State banks organized as LLC’s. An Internal Revenue Service regulation currently
blocks pass-through tax treatment for State-chartered banks. We ask the Committee
to encourage the IRS to reconsider its interpretation of the tax treatment of State-
chartered LLC’s.
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Federal Financial Institutions Examination Council

CSBS believes that a State banking regulator should have a vote on the Federal
Financial Institutions Examination Council (FFIEC), the coordinating body of Fed-
eral banking agencies.

The FFIEC’s State Liaison Committee includes State bank, credit union, and
savings bank regulators. The chairman of this Committee has input at FFIEC meet-
ings, but is not able to vote on policy or examination procedures that affect the insti-
tutions we charter and supervise.

Improving coordination and communication among regulators is one of the most
important regulatory burden relief initiatives. To that end, we recommend that Con-
gress change the State position in FFIEC from one of observer to that of full voting
member.

State bank supervisors are the primary regulators of approximately 74 percent of
the Nation’s banks, and thus are vitally concerned with changes in Federal regu-
latory policy and procedures.

De Novo Interstate Branching

CSBS seeks changes to Federal law that would allow all banks to cross State lines
by opening new branches. While Riegle-Neal intended to leave this decision in the
hands of the States, inconsistencies in Federal law have created a patchwork of con-
tradictory rules about how financial institutions can branch across State lines.

These contradictions affect State-chartered banks disproportionately. Federally
chartered savings institutions are not subject to de novo interstate branching re-
strictions, and creative interpretations from the Comptroller of the Currency have
exempted most national banks, as well.

Therefore, we ask Congress to restore competitive equity by allowing de novo
interstate branching for all federally insured depository institutions.

Deposit Insurance for Branches of International Banks Licensed to do
Business in the United States

Finally, CSBS urges the Committee to review the statutory prohibition on the es-
tablishment of additional FDIC-insured branches of international banks.

Since Congress enacted this prohibition in 1991, cooperation and information
sharing between the United States and home country regulators have improved sub-
stantially. An international bank wishing to establish a branch in the United States
must obtain approval from the Federal Reserve as well as from the licensing author-
ity, and the Federal Reserve must find the bank to be subject to comprehensive su-
pervision or regulation on a consolidated basis by its home country supervisor.
These supervisory changes eliminate many of the concerns about establishing addi-
tional FDIC-insured branches that led to the statutory prohibition.

International banks operating in the United States benefit the U.S. economy
through job creation, operating expenditures, capital investments, and taxes. The
vast majority of international bank branches are licensed by the States, and are as-
sets to the states’ economies. The Committee should review and remove this prohibi-
tion, and allow international banks the option of offering insured accounts.

Challenges to Regulatory Burden Relief

The current trend toward greater, more sweeping Federal preemption of State
banking laws threatens all of the regulatory burden relief issues described above.

Federal preemption can be appropriate, even necessary, when genuinely required
for consumer protection and competitive opportunity. The extension of the Fair
Credit Reporting Act amendments met this high standard.

We appreciate that the largest financial services providers want more coordinated
regulation that helps them create a nationwide financial marketplace. We share
these goals, but not at the expense of distorting our marketplace, denying our citi-
zens the protection of State law and the opportunity to seek redress close to home,
or eliminating the diversity that makes our financial system great. The Comptrol-
ler’s regulations may reduce burden for our largest, federally chartered institutions
and their minority-owned operating subsidiaries, but they do so at the cost of laying
a disproportionate burden on State-chartered institutions and even on smaller na-
tional banks.

We ask the Committee and Congress to review the disparity in the application
of State laws to State and nationally chartered banks and their subsidiaries. Be-
cause expansive interpretations of Federal law created this issue, a Federal solution
is necessary in order to preserve the viability of the State banking system.
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Conclusion

Mr. Chairman, Members of the Committee, the regulatory environment for our
Nation’s banks has improved significantly over the past 10 years, in large part be-
cause of your vigilance.

As you consider additional ways to reduce burden on our financial institutions,
we urge you to remember that the strength of our banking system is its diversity—
the fact that we have enough financial institutions, of enough different sizes and
specialties, to meet the needs of the world’s most diverse economy and society.
While some Federal intervention may be necessary to reduce burden, relief meas-
ures should allow for further innovation and coordination at both the State and Fed-
eral levels, and among community-based institutions as well as among the largest
providers.

Diversity in our financial system is not inevitable. Community banking is not in-
evitable. This diversity is the product of a consciously developed State-Federal sys-
tem, and any initiative to relieve regulatory burden must recognize this system’s
value. A responsive and innovative State banking system that encourages commu-
nity banking is essential to creating diverse local economic opportunities.

State bank examiners are often the first to identify and address economic prob-
lems, including cases of consumer abuse. We are the first responders to almost any
problem in the financial system, from downturns in local industry or real estate
markets to the emergence of scams that prey on senior citizens and other con-
sumers. We can and do respond to these problems much more quickly than the Fed-
eral Government, often bringing these issues to the attention of our Federal coun-
terparts and acting in concert with them.

State supervisors are sensitive to regulatory burden, and constantly look for ways
to simplify and streamline compliance. We believe in, and strive for, smart, focused,
and reasonable regulation. Your own efforts in this area, Chairman Shelby, have
greatly reduced unnecessary regulatory burden on financial institutions regardless
of their charter.

The industry’s record earnings levels suggest that whatever regulatory burdens
remain, they are not interfering with larger institutions’ ability to do business prof-
itably. The growing gap between large and small institutions, however, suggests a
trend that is not healthy for the industry or for the economy.

The continuing effort to streamline our regulatory process while preserving the
safety and soundness of our Nation’s financial system is critical to our economic
well-being, as well as to the health of our financial institutions. State bank super-
visors continue to work with each other, with our legislators and with our Federal
counterparts to balance the public benefits of regulatory actions against their direct
and indirect costs.

We commend you, Mr. Chairman, Senator Crapo, and the Members of this Com-
mittee for your efforts in this area. We thank you for this opportunity to testify, and
g)ok forward to any questions that you and the Members of the Committee might

ave.

PREPARED STATEMENT OF STEVE BARTLETT *
PRESIDENT AND CHIEF EXECUTIVE OFFICER
THE FINANCIAL SERVICES ROUNDTABLE

JUNE 21, 2005

Introduction

Chairman Shelby, Ranking Member Sarbanes, and Members of the Committee,
my name is Steve Bartlett and I am President & CEO of The Financial Services
Roundtable.

The Roundtable represents 100 of the Nation’s largest integrated financial serv-
ices companies. Our members provide banking, insurance, and investment products
and services to millions of American consumers. Roundtable member companies ac-
cogmt for $17.1 trillion in managed assets, $888 billion in revenue, and 2 million
jobs.

The Roundtable appreciates the opportunity to share its views on the topic of reg-
ulatory relief for financial services firms. We strongly support efforts to reduce the
regulatory burden confronting the financial services industry. Outdated laws and
regulations impose significant, and unnecessary, burdens on financial services firms,

* Appendix held in Committee files.



118

and these burdens not only make our firms less efficient, but also increase the cost
of financial products and services to consumers.

I recognize that in some respects I am “preaching to the choir” when I cite the
burdens of regulation on financial services firms. This Committee, and Senator
Crapo in particular, have been in the forefront of efforts to eliminate unnecessary
and overly burdensome laws and regulations applicable to financial services firms.
The Roundtable appreciates these efforts, and hopes that they will be fully realized
with the enactment of a regulatory burden relief bill in this Congress.

Recently, the Roundtable has undertaken its own initiative aimed at regulatory
burden relief. Based upon input from our members, we have identified four major
regulatory problems in need of reform. We have undertaken a dialogue with the ap-
propriate Federal financial regulatory agencies about these problems, and, in some
instances, have recommended specific remedies. I will begin by addressing these
four key issues. I also have highlighted a number of other regulatory reforms sought
by the Roundtable, many of which were incorporated in H.R. 1375, the Financial
Services Regulatory Relief Act, which was approved by the House of Representatives
in the last Congress. Please find attached to my testimony an addendum of regu-
la‘{)(iry* relief proposals offered for consideration by The Financial Services Round-
table.*

The Roundtable’s Regulatory Oversight Coalition

Recently, The Roundtable initiated its own effort to reduce excessive regulation.

This effort is focused on four regulatory problem areas:

e Suspicious Activity Report (SAR) filing requirements;

e SEC enforcement policies and practices;

. Thg confidentiality of information that is shared with Federal financial regulators;
an

e Compliance with Section 404 of the Sarbanes-Oxley Act.

SAR’s

Roundtable member companies strongly support the Government’s efforts to com-
bat money laundering and terrorist financing. However, we believe that the current
system of reporting suspicious activities is not working properly. The best evidence
of this is the dramatic increase in SAR filings in recent years. For example, since
1996, national SAR reporting has increased 453 percent. Similarly, FinCEN re-
ported 81,197 filings in 1997 versus 288,343 filings in 2003. As of October 28, 2004,
depository institutions had filed a total of 297,753 SAR’s, and the total number of
SAR filings is projected to double this year.

There are several reasons for this dramatic increase in SAR filings. First, the fail-
ure to file SAR’s has become a criminal issue. The U.S. Justice Department has ag-
gressively pursued actions against financial institutions for failing to file SAR’s.
This criminalization of the filing process has created a huge reputational risk for
financial institutions, and has caused institutions to file an increasing number of
SAR’s in order to avoid any potential for prosecution. Second, there are no clear
standards for when SAR’s should be filed. Although guidelines are in place, exam-
iners neither clearly nor consistently apply them. In addition, financial institutions
do not receive feedback from law enforcement on the type of information that should
be included in the SAR. Third, Roundtable member companies have encountered a
“zero tolerance” policy among the Federal financial regulatory agencies. Under this
policy, institutions are held accountable for every single transaction.

Finally, there is a lack of coordination among the various agencies and examiners
responsible for SAR filings. This lack of coordination often results in duplicate re-
quests and multiple filings.

To address these problems, The Roundtable has urged the Federal financial regu-
latory agencies to take the following actions:

e Develop clear, simple guidelines on SAR’s, which include safe harbor protections
for institutions and individuals who file the SAR;

e Draft regulations and/or guidelines that focus on an institution’s anti-money laun-
dering program and policies, not individual transactions;

e Coordinate with each other on all examination procedures, and provide consistent
interpretations of the Bank Secrecy Act;

e Consider raising the Currency Transaction Report (CTR) threshold above the cur-

rent $10,000.00 level; and

Provide additional guidance on Customer Identification Programs, including tai-

loring the regulations to individual businesses versus a one-size-fits-all approach.

*Held in Committee files.
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Additionally, the Roundtable recommends that any decision to pursue a criminal
charge against a financial institution for failure to file a SAR, or other report re-
quired by the Bank Secrecy Act, should be made by the main Justice Department,
not a field office, and that such decisions be made in consultation with the appro-
priate Federal financial regulator for the institution.

SEC Enforcement

Roundtable member companies are increasingly concerned about the enforcement
policies and practices of the Securities and Exchange Commission (SEC). Just as the
Roundtable supports compliance with Federal anti-money laundering laws and regu-
lations, the Roundtable supports compliance with our Nation’s securities laws.
Nonetheless, we believe that compliance is being hindered by certain SEC enforce-
ment policies and practices.

Specifically, the Roundtable believes that there should be a “firewall” between the
SEC’s examination staff and the Division of Enforcement. A firewall would give in-
stitutions a chance to more freely discuss compliance issues and other practices out-
side of a potential enforcement context. This is the model that has been successfully
followed by the Federal banking agencies, and we believe that it would enhance, not
reduce, compliance with securities laws.

Second, we believe that the SEC should provide a notice to institutions when an
investigation is complete. Currently, no such notices are provided, and this practice
can have an unnecessary chilling effect on business operations.

Third, as discussed further below, we believe the SEC should drop its policy of
“forcing” companies to waive attorney-client privilege in the course of an investiga-
tion. This policy is impairing the attorney-client privilege, and this threatens to un-
dermine internal discussion and investigations.

Finally, we believe the SEC should give financial institutions adequate time to re-
spond to broad document requests.

The SEC has said that it will not tolerate unreasonable delays in response to in-
quiries. The Roundtable does not endorse unreasonable delays, but has found that
the SEC’s definition of what constitutes an unreasonable delay is often very limited.
This has created problems for institutions that are trying to determine what infor-
mation is relevant and what is protected by the attorney-client privilege.

Confidentiality of Information Shared with Regulators

Financial institutions are required to share an increasing amount of information
with Federal financial regulators. Reporting and filing requirements imposed by
Federal law and regulators are a major source of this burden. For example, since
the enactment of the Financial Institutions Reform, Recovery and Enforcement Act
(FIRREA) in 1989, Federal banking and thrift regulators have promulgated over 801
final rules, most of which impose various types of reporting and filing requirements.
Additionally, financial institutions are asked to provide a wide-range of documents
and information to regulators in the course of examinations and investigations.

Unfortunately, this information sharing is threatened by two developments. First,
there is the potential for confidential information that is shared with a Federal fi-
nancial regulator to become accessible by third parties. Needless to say, this poten-
tial can have significant chilling effects on the nature and type of information an
institution is willing to share with its regulator.

Second, the Justice Department, the SEC, and the other Federal financial regu-
lators have adopted policies that effectively undermine the attorney-client privilege.
Under these policies, the wavier of the attorney-client privilege is a condition for
being deemed “cooperative” with the agency, and the failure to waive the privilege
can adversely affect the nature of the charges that may be brought in an enforce-
ment case or the size of any civil money penalty that may be assessed against an
institution. Such policies can have significant unintended consequences:

e They have a chilling effect on the communications between management, boards
of directors, and their attorneys because of the uncertainty over what conversa-
tions and work-product is protected:

e They discourage internal investigations. The current regulatory environment, in-
cluding reforms brought about by the Sarbanes-Oxley Act, encourages companies
to conduct thorough internal investigations and, to the extent necessary, commu-
nicate the results of those investigations to the appropriate Federal regulators.
Yet, the likelihood that such communications will result in a waiver of the attor-
ney-client privilege creates a disincentive to conducting investigations. Thus, the
current waiver policy is directly counter to the goals of Sarbanes-Oxley and simi-
lar regulatory reforms. Furthermore, the policies place employees in a difficult po-
sition during the course of investigations. If employees cooperate in an investiga-
tion, their statements may have to be provided to the investigation agency. If an
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employee decided not to cooperate and withholds information, the employee risks
termination or other action against them.

To protect the confidentiality of information given to a Federal financial regulator,
the Roundtable urges the enactment of legislation similar to The Financial Services
Antifraud Network Act of 2001 (also known as the Bank Examination Report Privi-
lege Act or BERPA), which was proposed in the 107th Congress,! and the Securities
Fraud Deterrence and Investor Restitution Act, which was proposed in the 108th
Congress.2 These proposals would protect the integrity and effectiveness of the in-
formation shared with Federal financial regulators. For example, BERPA would
clarify that information voluntarily disclosed to an examining agency continues to
be protected by the institution’s own privileges. BERPA also would codify and
strengthen the bank supervisory privilege by defining confidential supervisory infor-
mation, affirming that such information is the property of the agency that created
or requested it, and protecting this information from unwarranted disclosure to
third parties. Furthermore, BERPA would reaffirm the agencies’ powers to establish
procedures governing the production of confidential supervisory information to third
parties.

The Roundtable also recommends that such legislation be expanded to cover infor-
mation shared with an institution’s auditors. The Sarbanes-Oxley Act protects privi-
leged documents provided to the Public Company Accounting Oversight Board
(PCAOB) in connection with the inspections and investigations of registered audit
firms.

This protection, however, does not extend to information obtained by the auditors
themselves. Ensuring that information shared with auditors can remain subject to
confidentiality will help to ensure the flow of information between an institution
and its auditors.

With respect to the governmental policies that have the effect of undermining the
attorney-client privilege, The Roundtable recommends that Congress make it clear
to the Justice Department and the Federal financial regulators that the waiver of
the privilege should not be a matter of policy in all investigations.

Section 404 of the Sarbanes-Oxley Act

Section 404 of the Sarbanes-Oxley Act requires SEC-reporting firms to conduct
annual assessments of the effectiveness of their internal controls, and to have their
auditors independently attest to and report on this assessment. The Roundtable
supports the goals of this section. Strong corporate governance and transparency of
management structure and internal controls are important. Nonetheless, the Round-
table has identified a certain substantial concern with the implementation of Sec-
tion 404.

Most notably, Section 404 has changed the role of auditors. It has made auditors
hesitant to provide advice to clients, caused auditors to impose excessive testing and
documentation requirements on clients, and significantly increased the cost of out-
side audits.

Additionally, Section 404 has imposed significant initial and on-going costs on
companies. A recent survey by Financial Executives International found that the
total cost of compliance per company is approximately $4.36 million. These costs in-
clude large increases in external costs for consulting, software and other vendors,
additional personnel, and, as noted above, additional fees by external auditors.

Furthermore, Roundtable members have encountered confusion over the stand-
ards in Section 404. For example, we find a need for clarity on the meaning of terms
such as “material weakness” and “significant controls.”

Other Needed Regulatory Reforms

There are a number of other needed regulatory reforms that the Roundtable urges
the Committee to consider as it crafts regulatory relief legislation. I will start by
highlighting provisions from H.R.1375, and then list some other recommended
changes to Federal law.

Interstate Banking

It was exactly 10 years ago that Congress enacted the landmark Riegle-Neal
Interstate Banking and Branching Efficiency Act of 1994. Since then, the public
benefits anticipated by that Act have been realized.

1H.R. 1408, Financial Services Antifraud Network Act of 2001, U.S. House of Representatives,
107th Congress (November 7, 2001).

2H.R.2179, Securities Fraud Deterrence and Investor Restitution Act, U.S. House of Rep-
resentatives, 108th Congress (May 21, 2003).
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The creation of new bank branches has helped to maintain the competitiveness
of our financial services industry, and has improved access to financial products in
otherwise underserved markets. Branch entry into new markets has enhanced com-
petition in many markets, and this, in turn, has resulted not only in a better array
of financial products and services for households and small businesses, but also in
competitive prices for such products and services. There is, however, one remaining
legal barrier to interstate branching, which should be eliminated.

Under the Riegle-Neal Act, a bank cannot establish a new or so-called “de novo”
interstate branch without the affirmative approval of a host State. Since 1994, only
17 states have given that approval; 33 States have not. The time has come to re-
move this barrier to interstate branching. The Roundtable urges the Committee to
do so by incorporating Section 401 from H.R. 1375 in its version of regulatory relief
legislation.

Section 401 eliminates the provision in the Riegle-Neal Act that requires State ap-
proval for de novo branching. In other words, the enactment of Section 401 would
allow a bank to establish new branches in any State, without limitations.

Section 401 is supported by the Federal Reserve Board, the Office of the Comp-
troller of the Currency, and the Conference of State Bank Supervisors. These Fed-
eral and State regulators recognize the public benefits associated with expanding
access to banking offices. They also realize that current law has created some com-
petitive disparities between different types of institutions.

Section 401 also makes other useful modifications to interstate operations. It re-
moves a minimum requirement on the age of a bank that is acquired by an out-
of-state bank. It allows State bank supervisors to permit State banks to engage in
interstate trust activities similar to the trust activities permissible for national
banks. It facilitates mergers and consolidations between insured banks and unin-
sured banks with different home States. All of these changes facilitate the provision
of banking products and services to consumers.

Coordination of State Exams

A second provision related to interstate banking that we would urge the Com-
mittee to incorporate in its version of regulatory relief legislation is Section 616 of
H.R.1375. Section 616 of H.R.1375 clarifies the authority of State banking super-
visors over interstate branches of State chartered banks. It provides that the bank-
ing supervisor of the State in which a bank is chartered (a “home” State supervisor)
is responsible for the examination and supervision of branches located in other
States, and that only a home State supervisor may impose supervisory fees on inter-
state branches. Section 616 also encourages State banking supervisors to enter into
cooperative supervisory agreements related to the examination and supervision of
State banks with interstate operations. Such an agreement could provide for joint
examinations, and even the assessment of joint supervisory fees. Furthermore, Sec-
tion 616 acknowledges the authority of a “host” State banking supervisor to examine
the interstate branches of State banks for compliance with host State law.

The addition of this provision will help to avoid needless confusion, and potential
gonfll{ict, over the examination and supervision of the interstate branches of State

anks.

Regulation of Thrift Institutions

While The Roundtable supports all of the thrift provisions in H.R. 1375, I would
highlight three of those provisions, which are particularly important to our mem-
bers.

Parity for Thrifts Under the Federal Securities Laws

Section 201 of H.R. 1375 would establish regulatory parity between the securities
activities of banks and thrifts. For years, the brokerage and investment activities
of commercial banks have enjoyed exemptions under Federal securities laws.3 As a
result, the securities activities of banks have been subject to regulation by banking
regulators, not the Securities and Exchange Commission. Thrift institutions, on the
other hand, have not enjoyed similar exemptions under the Exchange Act or the In-
vestment Advisors Act, even though Congress has, over time, permitted thrifts to
engage in the same brokerage and investment activities as commercial banks.? As
a result, the securities activities of thrifts have been subject to regulation by both
tge Securities and Exchange Commission (SEC) and the Office of Thrift Supervision
(OTS).

3The scope of this exemption was narrowed in the Gramm-Leach-Bliley Act.
4In 1999, Congress did amend the Investment Company Act to treat thrifts the same as
banks.
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Using its rulemaking powers, the SEC has attempted to address this regulatory
disparity, first by granting thrifts a regulatory exemption under the Exchange Act,
and, most recently, by proposing a limited exemption for thrifts under the Invest-
ment Advisors Act. Unfortunately, those actions by the SEC do not fully resolve the
disparity between the regulation of banks and thrifts. Therefore, we urge the Com-
mittee to include Section 201 in its version of regulatory relief legislation.

Section 201 would establish an explicit exemption for thrifts in the Exchange Act
that is comparable to the exemption for commercial banks. This statutory change
would remove any doubt about the permanence of the existing regulatory exemption
adopted by the SEC.

Section 201 also would make the exemption for thrifts under the Investment Advi-
sors Act parallel to the current exemption for banks. The regulation recently pro-
posed by the SEC grants thrifts an exemption from SEC regulation only when they
are engaged in investment advisory activities in connection with trust activities. It
would not apply to other investment advisory services, such as retail planning serv-
ices. Section 201 draws no such distinction. It would give thrifts the same exemption
as commercial banks.

The OTS examines the securities-related activities of thrifts, just as the OCC and
other banking agencies examine the securities-related activities of commercial
banks. Thus, the exemptions proposed in Section 201 do not leave a regulatory void.
They simply place thrifts on regulatory par with commercial banks, by eliminating
the costs associated with registration with the SEC.

Auto Loans

The Roundtable urges the Committee to incorporate Section 208 of H.R.1375 in
its version of regulatory relief legislation. Current law limits the amount of auto-
mobile loans by a thrift to no more than 35 percent of the institution’s assets. Sec-
tion 208 would remove this ceiling. Congress has previously determined that credit
card loans and education loans by thrifts should not be subject to any asset limita-
tion. Automobile loans should be placed in this same category. Doing so will allow
thrifts to further diversify their portfolios and enhance their balance sheets. Also,
this provision would increase competition in the auto loan business, to the benefit
of consumers.

Dividends

The Roundtable supports Section 204 of H.R.1375. Section 204 would replace a
mandatory dividend notice requirement for thrifts owned by savings and loan hold-
ing companies with an optional requirement under the control of the Director of
OTS. The existing mandatory requirement is no longer necessary. Other existing
Federal statutes and regulations give the OTS the authority to ensure that thrifts
held by holding companies pay dividends only in appropriate circumstances. More-
over, the current mandatory requirement applies only to thrifts owned by savings
and loan holding companies, not to those owned by other companies or banks. Thus,
Section 204 removes a disparity in regulation that need not exist.

Cross Marketing

Presently, an insurance affiliate of a financial holding company may engage in
cross-marketing with a company in which the insurance affiliate has made an in-
vestment if (1) the cross-marketing takes place only through statement inserts and
Internet websites; (2) the cross-marketing activity is conducted in accordance with
the antitying restrictions of the Bank Holding Company Act (BHCA); and (3) the
Board determines that the proposed arrangement is in the public interest, does not
undermine the separation of banking and commerce, and is consistent with the safe-
ty and soundness of depository institutions. Under current law, however, a mer-
chant banking affiliate of a financial holding company may not engage in such
limited cross-marketing activities with the companies in which it makes invest-
ments. The Roundtable urges the Committee to amend the BHCA and establish par-
ity of treatment between financial holding companies that own insurance affiliates
and those that own merchant banking affiliates.

We also urge that the Committee permit a depository institution subsidiary of a
financial holding company to engage in cross-marketing activities with a non-
financial company held by a merchant banking affiliate if the nonfinancial company
is not controlled by the financial holding company. When a financial holding com-
pany does not control a portfolio company, cross-marketing activities are unlikely
to materially undermine the separation between banking and commerce.

In these noncontrol situations, the separation of banking and commerce is main-
tained by the other restrictions contained in the BHCA that limit the holding period
of the investment and restrictions that limit the financial holding company’s ability
to manage and operate the portfolio company.
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These proposed modifications to the BHCA were incorporated in Section 501 of
H.R. 1375.

SEC Regulation of Broker-Dealers

Sections 201 and 202 of the Gramm-Leach-Bliley Act were intended to provide for
SEC regulation of certain new securities activities, but permit banks to continue to
engage directly in traditional trust and accommodation activities, that have long
been regulated by the banking agencies. The Gramm-Leach-Bliley Act never envi-
sioned that banks would be forced to “push out” traditional trust activities into SEC
regulated companies. Despite this clear Congressional intent, the SEC has issued
proposed regulations that would do exactly that—it would force banks to divest his-
toric business lines and push them out to registered broker-dealers. The Federal Re-
serve and the OCC have objected to these proposed regulations, and their comment
letter to the SEC emphasizes the importance of issuing a regulation that conforms
to Congressional intent.

Nevertheless, the SEC appears adamant in going forward with a far-reaching reg-
ulation that would effectively require banks to cease engaging in many traditional
banking activities. The Committee should amend the Gramm-Leach-Bliley Act to
strike Sections 201 and 202 to ensure that banks may continue to engage in tradi-
tional banking functions without the threat of having to push these activities out
into a nonbanking company.

Diversity Jurisdiction

Under the law, citizens of two different States may avail themselves of the Fed-
eral courts if certain jurisdictional thresholds are met. Every corporation is deemed
to be a citizen of two States: (1) the State of incorporation; and (2) the State in
which it has its principal place of business, if different. Thus a company with offices
in every State will still be able to use the Federal courts, as long as the other party
is not a citizen of the company’s “home” State.

National banks and Federal savings associations are treated differently. The stat-
ute provides that a national bank is a citizen in the State in which it is located,
and at least one court has held that this means every State in which the bank has
a branch. For Federal savings associations, there is no provision governing their citi-
zenship, and this issue has to be litigated over and over.

We urge the Committee to amend the law to clarify that both a national bank
and a Federal savings association are citizens of the State in which the institution’s
main or home office is located and the State in which they maintain their principal
place of business, if different. This would put national banks and Federal thrift as-
sociations under the same rules that apply to every other corporation in America.
Anti-Tying

We urge the Committee to repeal the price variance feature of the existing
antitying rule so that a banking institution can give a price break to commercial
customers if that commercial customer decides to purchase other products and serv-
ices from the institution. Banks should have the ability to offer a commercial cus-
tomer a price break on a product or service if the commercial customer decides to
buy another product or service. This change would not encourage antitrust activi-
ties. Unlike the classic tying case, the customer could not be forced into buying a
product. If the customer thinks the price break is good enough, he or she can buy
the product. If the customer does not think the price break is good enough, he or
she is under no obligation to buy the product. Furthermore, our proposed change
would apply only to commercial customers, not individuals or small businesses.
Simplified Privacy Notice

Like many consumers, the Roundtable member companies have found that the
privacy notice required by the GLBA is overly confusing, and largely ignored by
many consumers.

Accordingly, we recommend that the Committee use this opportunity to simplify
the form of the notice required by GLBA.

There is extensive research in support of simple notices. That research indicates
that consumers have difficulty processing notices that contain more than seven ele-
ments, and require the reader to translate vocabulary used in the notice into con-
cepts they understand. Consumer surveys also indicate that over 60 percent of con-
?ﬁlﬁlﬁs would prefer a shorter notice than the lengthy privacy policy mandated by

Recognizing the problem created by the existing GLBA privacy notice, the Federal
banking agencies, the FT'C, NCUA, CFTC, and SEC recently requested comment on
alternative notices that would be more readable and useful to consumers. These
Federal agencies, however, lack the authority to make a simplified notice truly con-



124

sumer-friendly because they cannot address conflicting and overlapping State pri-
vacy laws. Section 507 of GLBA permits individual States to adopt privacy protec-
tions that are “greater” than those established by GLBA. This provision allows
States to adopt their own privacy notices, and this simply adds to consumer confu-
sion and frustration.

We strongly recommend that the Committee include a provision in its version of
regulatory relief legislation that directs the relevant Federal agencies to finalize a
simplified privacy notice for purposes of GLBA, and provides that such a notice su-
persede State privacy notices. As the research has indicated, consumers will be bet-
ter served if they are given a simple, uniform explanation of an institution’s privacy
policy and their privacy rights.

Real Estate Brokerage

The Financial Services Roundtable strongly supports the authorization of finan-
cial services holding companies to engage in real estate brokerage activities. We be-
lieve that the Gramm-Leach-Bliley Act of 1999 clearly contemplated this would be
a permissible “financial activity” for financial services holding companies, and thus
can be authorized by a joint rulemaking of the Treasury Department and the Fed-
eral Reserve Board. We also strongly support legislation, such as H.R.2660 spon-
sored by Chairman Oxley and Ranking Member Frank in the House, that would de-
fine this activity as “financial” without the need for a rulemaking proceeding.

Conclusion

In conclusion, the Roundtable appreciates the efforts of the Committee to elimi-
nate laws and regulations that impose significant, and unnecessary, burdens on fi-
nancial services firms. The costs savings that will result from this regulatory relief
legislation will benefit the consumers of financial products and services. We look for-
ward to working with the Committee on this important legislation.
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Chairman Shelby, Senator Sarbanes, and Members of the Committee, this written
testimony accompanies the verbal comments provided to you today by both Travis Plunkett of
the Consumer Federation of America' and Carolyn Carter of the National Consumer Law
Center? on behalf of our low income clients. We both thank you for the opportunity to provide
comments on the many issues that may arise as you consider proposals for financial services
reform. This testimony is also provided to you on behalf of ACORN?, the Center for
Responsible Tending', Consumers Union,” the National Association of Consumer
Advocates®, the National Community Reinvestment Coalition” and the U.S. Public Interest
Research Group.?

""The Consumer Federation of America is a nonprofit association of over 280 pro-consumer groups, with
a combined membership of 50 million people. CFA was founded in 1968 to advance consumers' interests through
research, advocacy and education.

“The National Consumer Law Center is a nonprofit organization specializing in consumer issues on
behalf of low-income peaple. We work with thousands of legal services, government and private attorneys, as well
as community groups and organizations, from all states who represent low-income and elderly individuals on
consumer issues. As a result of our daily contact with these advocates, we have seen examples of predatory practices
against low-income people in almost every state in the union. It is from this vantage point--many years of dealing
with the abusive transactions thrust upon the less sophisticated and less powerful in our communities--that we supply
these comments. We have led the effort to ensure that electronic transactions subject to both federal and state laws
provide an appropriate level of consumer protections. We publish and annually supplement fifteen practice treatises
which describe the law currently applicable to all types of consumer transactions.

“ACORN is the nation's largest community organization of low- and moderate-income families, with over
175,000 member families organized into 800 neighborhood chapters in 80 cities across the country.

" The Center for Responsible Lending (CRL) is a non profit, nonpartisan erganization focused on palicy
research and advocacy to stop predatory lending practices. CRL is an affiliate of Self-Help, one of the nation's
largest nonprofit community development lenders, whose mission is to create and protect homeownership
opportunities for low-wealth families through home and small business ownership.

*Consumers Union, the nonprofit publisher of Consumer Reports magazine, is an organization created to
provide consmmers with information, education and counsel about goods, services, health, and personal finance; and
to initiate and cooperate with individual and group efforts to maintain and enhance the quality of life for consumers.

Consumers Union's income is solely derived from the sale of Consumer Reports, its other publications and from
noncommercial contributions, grants and fees. Consumers Union's publications carry no advertising and receive no
commercial support.

® The National Association of Consumer Advocates is a non-profit corporation whose members are
privale, and public seclor altomeys, legal services, law prolessors and law sludents, whose primary focus involves
the protection and representation of consumers.

"National Community Reinvestment Coalition (NCRC) is the nation’s trade association for economic
justice whose members consist of local community based crganizations. Since its inception in 1990, NCRC has
spearheaded the economic justice movement. NCRC's mission is to build wealth in traditionally underserved
communities and bring low- and moderate-income populations across the country into the financial mainstream.
NCRC members have constituents in every state in America, in both rural and urban areas.

¥The U.S. Public Interest Research Group is the national lobbying office for state PIRGs, which are
non-profit, non-partisan consumer advocacy groups with half a million citizen members around the country.
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There are many proposals for changes to the laws governing financial services currently
under consideration in the Congress. We support some of these proposals, we have no positions
on others, and we have grave concerns regarding a few. In this testimony, we will first address
those proposals we believe pose the greatest threat to the low and moderate-income consumers
that we represent. Next we will describe our support for a number of important changes that are
needed to update federal law to protect consumers. Given the huge potential number of
proposals that could be considered under the rubric of financial services reform, if we do not
address a particular proposdl, it should not be assumed that we support it. We have endeavored
to identify those proposals which we believe you may consider and address those, but we may
have missed some.

L Harmful Proposals to Consumers

A Expansion of industrial loan companies is dangerous to the banking system and
to taxpayers.

B. Diluting the protections provided through the disclosures and the right of
rescission in the Truth in Lending Act would be very harmful to consumers.

C. Reducing the number of financial institutions required to provide HMDA
disclosures would be a serious mistake at this critical juncture.

D. Preemption of the voter-mandated Constitutional interest rate ceilings in the
state of Arkansas is terribly unfair to Arkansas voters, as it would completely
remove the state’s ability to impose any limits on any loans in the state.

E. The proposed mortgage servicers’ exemption from a requirement in the Fair
Debt Collection Practices Act is bad public policy and will undermine efforts to
rein in [oreclosure inducing practices ol some morlgage servicers.

I Allowing virtually unlimited diversity jurisdiction in federal courts for national
banks and federal thrifts is a bad idea.

G. S. 603, entitled, “The Consumer Rental-Purchase Agreement Act of 20057 is not
a consumer protection bill -- it is solely designed to protect the rent to own
industry from having to provide meaningful consumer protections.

H. We urge you to resist the efforts of check diversion companies to obtain an
exemption from the Fair Debt Collections Practices Act (“FDCPA™).

T. Congressional oversight is critical to ensure that CRA regulations arc not

weakened.

1I. Important Proposals to Update Federal Laws to Protect Consumers
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1. The application of the Truth in Lending Act to bounce loans should be clarified.

K. All banks, including state chartered banks, should be prohibited from providing
exorbitantly priced payday loans in violation of state laws.

L. The jurisdiction limits and statutory penalties of the Truth in Lending Act and
the Consumer Leasing Act need to be brought up to 21¥ Century standards.

M. Credit unions should be permitted to provide check cashing and remittance
services to anyone in their field of membership.

N. The Electronic Fund Transter Act should be expanded to apply to all forms of
electronically processed payments

I Harmful Proposals to Consumers

A. Expansion of industrial loan companies is dangerous to the banking system and
taxpayers.

A number of pieces of legislation have been offered in the last few years that take the
very dangerous step of allowing financial firms and some commercial entities to set up a new,
nationwide commercial banking system through industrial loan companies (ILCs) that is subject
to much less rigorous oversight than under the current structure. This has enormous negative
implications for the safety and soundness of these banks and thus for taxpayers who, of course,
support the deposit insurance system. Our organizations agree with the Federal Reserve Board
that the establishment of such a parallel, poorly regulated banking scheme would be very
harmful. ILCs were intended to be limited purpose institutions. They are state-chartered banks
insured by the Federal Deposit Insurance Corperation that were established at the beginning of
the 20™ century to make small loans to industrial workers. ILCs now seek to emulate the powers
of big commercial banks without the oversight these banks receive. Allowing them to offer
business checking or to branch nationwide would be a mistake.

A bill passed by the House last month (H.R. 1224) would allow many ILCs to offer
interest on business checking accounts. T.egislation passed by the House last year (H.R. 1375)
would allow many existing and new [LCs to branch into all 50 states, whether these states
approve or not, and to offer business checking services. Presently, ILCs are chartered and
operate in only five states, although 17 states would permit ILCs to branch. Business checking
can only be provided by very small ILCs with less than $100 million in deposits. Under these
two proposals, huge financial firms like Merrill Lynch, American Express, and Morgan Stanley--
all of which currently own ILCs--would soon be able to offer federally insured commercial
banking services indistinguishable [rom those olfered by real banks at hundreds of their offices
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throughout the country. Commercial firms that currently own ILCs, like General Motors and
BMW, would also be permitted to expand.

Additionally, banks and securities companies would be allowed to set up new ILCs, an
option many would likely take advantage of because of the decreased regulatory burden and the
prospect of a national market. This risk may pose even greater threats to the financial system. If
large financial firms were to place their commercial banks under IL.C oversight rather than
Federal Reserve oversight, this could rapidly increase the number of 11.Cs and dilute the number
of large financial systems that are subject to the important safety and soundness rules that the
current system requires.

One requirement of both bills could prevent some large commercial tfirms from offering
interest on business checking accounts or branching de novo into some states in the future.
Regarding I1.Cs established in the future, the states would be permitted to deny the
establishment, acquisition or operation of an I1.C branch — or, in the case of H.R. 1224, to deny
the establishment of business checking accounts that pay interest -- if the states determine that
the ILC is directly or indirectly controlled by a commercial firm receiving more than 15 percent
of 1ts annual revenue from non-financial sources. However, this minor limitation 1s
overwhelmed by the fact that the overall number of ILCs and the amount deposited in them
would likely escalate without a corresponding increase in the oversight of safety and soundness
at these institutions. Even worse, while the Federal Reserve Board has the power to examine the
parent of a commercial bank and impose capital standards, in an industrial loan company
structure only the bank can be examined and regulators cannot impose capital requirements on
the parent companies.

We should also note that proposals to allow the expansion of ILCs have not been
restricted to the House. A Senate bill introduced in 2003 (S. 1967) would allow industrial loan
companies to offer interest bearing checking accounts to businesses. The bill provides that the
authority would take effect two years after the date of enactment. There is a requirement that the
Secretary of the Treasury and the federal banking agencies issue joint regulations within two
years after the date of enactment, but the authority goes into effect after two years whether the
joint regulations are issued or not. This bill is a straightforward expansion of the authorities of
industrial loan companies that we strongly oppose.

Our organizations have several specific concerns with both the House and Senate
proposals:

1. The ILC loophole to the Bank Holding Company Act is being abused and should be
closed, not expanded. ILCs were never intended to be large, nationwide banks that offered
services indistinguishable from commercial banks. In 1987, Congress granted an exception to
the BHCA for ILCs because there were few of them, they were only sporadically chartered ina
small number of states, they held very few assets and were limited in the lending and services
they offered. In fact, this exception specifically applied only to ILCs chartered in five states
(Utah, California, Colorado, Nevada and Minnesota) that have either assets of $100 million or do
not offer checking services. Since that time, however, everything about IL.Cs has grown: the
number that exist, the amount of assets and federally insured deposits in them and the services
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and lending products that they can offer.

According to the Federal Reserve, the majority of ILCs had less than $50 million in
assets in 1987, with assets at the largest ILC at less than $400 million. As of 2003, one ILC
owned by Merrill Lynch had more than $60 billion in assets (and more than $50 billion in
federally insured deposits) while eight other large 11.Cs had at least $1 billion in assets and a
collective total of more than $13 billion in insured deposits. Moreover, the five states cited in
the law are aggressively chartering new ILCs, allowing them to call themselves “banks” and
giving them almost all of the powers of their state chartered commercial banks. These states,
especially Utah, are also promoting their oversight as a less rigorous alternative to those pesky
regulators at the Federal Reserve. For example, the web site of the Utah Department of
Financial Institutions has trumpeted its “positive regulatory environment™ and declares that
“ILCs offer a versatile depository charter for companies that are not permitted to, or that choose
not to, become subject to the limitations of the Bank Holding Company Act.”

2. Large financial firms should not be permitted to establish a parallel banking system
that is not subject to the rigorous oversight required for real banks. This represents an
enormous and unacceptable risk to taxpavers. Securities firms that own ILCs have taken the lead
in promoting the TI.C expansions in this bill. They have not been shy about stating that they
want to expand ILC powers because they do not want to deal with the regulatory oversight they
would face from the Federal Reserve if they purchased a bank, as allowed under the Gramm-
Leach-Bliley Act. Instead, they prefer to set up a “shadow™ banking system through IL.Cs. They
want to be able to offer the same services and loans as commercial banks without the same
regulatory oversight.

According to the Federal Reserve, however, the deposits in T1.C accounts are not as
secure as those in real banks. As mentioned above, ILCs are exempt from BIICA, which allows
the Federal Reserve to conduct examinations of the safety and soundness not just of banks, but of
the parent or holding company of these banks. The BIICA also grants the Federal Reserve the
power to place capital requirements and impose sanctions on these holding companies. The
Tederal Deposit Insurance Corporation (IFDIC), which regulates ILCs, does not have these
powers.

Oversight of the holding company is the key to protecting the safety and soundness of the
banking system. It is immaterial whether the owner of the bank is a financial or a commercial
entity. Holding company regulation is essential to ensuring that financial weaknesses, conflicts
of interest, malfeasance or incompetent leadership at the parent company will not endanger the
taxpayer-insured deposits at the bank. Years of experience and bank failures have shown this to
be true.

Moreover, the involvement of investment banking firms in recent corporate scandals has
provided plenty of evidence of the need for rigorous scrutiny of these companies as they get
more involved in the banking industry. In particular, the participation of some securities firms in
the Enron and Wall Street analyst scandals has shown that these firms were rife with conflicts of
interest that caused them to take actions that ultimately harmed their investors. Given this track
record, it would be a serious dereliction of duty on the part of Congress to tie the hands of
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regulators in looking at bank holding companies.

3. The bill violates long-standing principles of banking law that commerce and
banking should not mix. Although the “15 percent rule” in the House bill may in some limited
situations make it more difficult for some larpe commercial companies that do not presently own
ILCs to acquire, establish or operate an ILC branch in states that move to block this action, it
allows a large number of existing commercial ILC parent organizations to expand ILCs
nationwide and to offer business checking services without limits. This includes firms such as
General Motors, General Electric, Pitney Bowes, BMW, Volkswagen and Volvo. Moreover, the
determination of whether ownership of an I1.C 1s commercial in nature (thus preventing the
branching of that IL.C into particular states) would be made individually by each state. These are
the very states that would likely seek to have ILC branches locate within their borders [or
economic reasons. The states have a clear conflict of interest in making this determination in an
accurate manner. They might be tempted to skirt the “15 percent rule” to allow a large retail
firm, for example, to purchase an ILC and set up branches in each of its stores.

Recent corperate scandals show the serious risks involved in allowing any commercial
entity to own a bank without significant regulatory scrutiny at the holding company level.
Accounting scandals at Sunbeam, Enron, Worldcom, Tyco, Adelphia and many others involved
deliberate deception about the financial health of the companies involved. If these companies
had owned banks, not only would employees, investors and the economy have suffered, but
taxpayers as well.

4. ILCs should not be allowed to skirt state restrictions by getting a charter in one of
only five states and then branching to other states without their permission. Right now, only
17 states have agreed under the Riegle-Neal Act’s “opt in” provision to a reciprocal arrangement
that allows banks chartered in each state to compete in all of them. This means that, under this
bill, Congress would be forcing 33 states to allow the entry of under-regulated banks that clearly
represent a risk to the companies that might do business with these banks. Congress should not
be tying the hands of states that wish to protect their residents from under-regulated ILCs.

B. Diluting the protections provided through the disclosures and the right of rescission
in the Truth in Lending Act would be very harmful to consumers.

There has been considerable discussion by both regulators and the financial services
industry in the context of Regulatory Relief about consumer disclosures and the right of
rescission. The Acting Comptroller of the Currency has talked about the need to revisit the
purpose of disclosures, and streamline them to avoid information cverload.” She has compared
credit card disclosure rules under the Truth in Lending Act to the nutritional disclosure
developed by the Food and Drug Administration, and cencluded that the TILA disclosures come
up short.

® See Testimony of Julie L. Williams, Acting Comptroller of the Currency, Before the Committee on
Banking, Iousing, and Urban Affairs of the United States Senate, May 17, 2005.
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There is much in the Acting Comptroller’s testimony with which we agree:

e Credit disclosure requirements should not be developed hastily, and their design should
involve consumer testing,

e Credit disclosures should be made in a standardized disclosure format that consumers can
readily navigate.

* Key information should be highlighted, with other information provided in a fair and
clear manner.

* Simple language should be required.

e Credit card issuers should be required to disclose several additional important terms that
the Truth in Lending Act regulations currently do not require. The Acting Comptroller
listed, among other things, the circumstances under which a promoticnal rate can be
terminated, the specific circumstances under which a penalty rate can be imposed, the
duration of a penalty rate, and the lender’s reservation of a unilateral right to increase the
interest rate or fees or change the other terms of the account.

We strongly disagree, however, with the Acting Comptroller’s suggestion that there
should not be detailed, prescriptive rules specifying the content of the disclosures to be made to
consumers. Indeed, this suggestion is at odds with the Acting Comptroller’s own
recommendation that credit disclosures should be made in a standardized format so that
consumers can easily find the information that is important to them. The use of a standardized
format and uniform terms 1s essential if consumers are to be able to find and absorb information.
While there is clearly legitimate room for debate about whether Congress or an agency should
establish the detailed, prescriptive rules for the content and format of credit disclosures, there
should be no debate that such rules are necessary.

Second, we strongly disagree with any implication that, in the name of “streamlining,”
consumers should be deprived of disclosures that are currently required. Making credit
disclosures more effective should involve improving their format and language, not reducing the
amount of information given to consumers. It may be true that a buyer or borrower can absorb
only a few bits of mlormation at one time. While we would never rule out the possibility of
eliminating required disclosures that are completely worthless to consumers, different buyers are
looking for different pieces of information. To use the nutritional label analogy, one buyer may
be shopping for low sodium foods, so will look for the sodium content and 1gnore everything
else on the nutritional label. The next person may be looking for low cholesterol foods, so will
look just for that. A majority of people may pay no atiention to the sodium disclosure, but as
long as there are some who do, it should not be eliminated. The same is true with credit
disclosures. One consumer may plan to carry a balance on a credit card, and so will be
concerned with the interest rate, while the next consumer may plan not to carry a balance and
will be most concerned with the grace period. Providing both of these bits of information in a
uniform, easily navigated format, enables these two consumers to pick out the information they
need. When a large array of information is disclosed clearly and in a uniform format, people can
pick out the information that concemns them most.

For example, in comments to the Federal Reserve Board on Regulation Z, many of our
groups recommended moving the required disclosure for calculating credit card balances from
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the “Schumer Box” on applications and solicitations to a less prominent location. This is
because many consumers do not understand balance calculation methods and because there is
other key information — such the cost of late and over-limit fees that may be assessed - that
should be disclosed in the Schumer Box instead. But our groups did not recommend eliminating
the balance calculation disclosure entirely, because some consumers will in fact use it in making
a determination about whether to sign up for a particular credit card.

In evaluating credit disclosures, it must be stressed that they serve not just an immediate
function but also a long-term function. For example, many consumers will gather several credit
card solicitations, and then sit down and compare them side-by-side. Having a complete set of
disclosures makes this possible, even though a consumer might not be able to absorb all of the
information when first seeing a credit card solicitation. Similarly, with home-secured credit,
there is a three-day rescission window. The consumer cannot be expected to absorb all the
important terms of the transaction at closing. But after closing, the consumer can make a more
carcful, detailed review of the disclosures and evaluate whether the loan is a good idea and
whether unexpected terms were slipped in at closing. Again, having a few key terms presented
prominently is helpful, but all the important terms should be disclosed in a clear format so that
the consumer can review everything after closing.

In this respect, the analogy to nutritional labeling breaks down. A person who checks a
nutritional label and buys a candy bar will probably eat the candy bar and throw the wrapper
away without ever referring to the label again. With consumier credit terms, the consumer is
likely to keep the disclosure statement and refer to it from time to time over the life of the
transaction. Consumer testing should evaluate not only what credit disclosures consumers can
absorb at the initiation of a transaction, but also what disclosures they can find and understand at
a later point.

The Acting Comptroller argues against a knee-jerk response of piling on additicnal
disclosure requirements as a way of solving consumer problems. We agree that disclosures
alone are insufficient. Substantive regulation - prohibition of unfair, abusive credit terms - is
necessary. To return to the nutrition labeling analogy, for food we do not rely on disclosure; we
also affirmatively forbid poisonous substances in foods. We would never contend that it was
acceptable to allow cyanide in foods as long as the label disclosed it. By the same token,
disclosure alone 1s not sufficient to protect consumers from toxic credit terms. Yet, because of
federal preemption of state credit laws, disclosures are currently the primary consumer
protection for many types of transactions. Congress - and the regulatory agencies - should
affirmatively forbid unfair and abusive credit terms.

2. The right of rescission should not be watered down. The right to rescind a consumer
credit transaction that places the family home at risk is one of the most important protections of
the Truth in Lending Act. The right of rescission means that the family has three days affer
signing to review the transaction and back out of the loan if it is abusive or different than the
lender promised - or if, upon reflection, it is simply an unwise step for the family to take. Ifthe
lender misrepresented the terms of the loan in the Truth in Lending disclosure statement. the
right to rescind can extend for up to three years.
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The right of rescission is critical to increasing and preserving homeownership. It gives
families an opportunity to reflect on the wisdom of placing their home at risk. It deters bait and
switch tactics, because lenders know that the consumer will have the opportunity to study the
actual terms of the loan after the closing and compare them to what was promised. While the
right of rescission is by no means sufficient to prevent predatory mortgage lending, it gives
homeowners some protection against abusive loans.

Section 201 of TL.R. 2061 would completely undermine this crucial protection for
homeowners. It would create three exceptions - one for insured depository institutions, one for
all refinance loans, and one for all home equity lines of credit. These changes would undermine
homeownership and give a green light to predatory lenders.

Congress should not assume that insured depository institutions are above predatory
lending. Many of the most egregious predatory lending cases have involved just such
institutions. For example, many banks have rented their charters out to payday lenders who are
making abusive loans at triple-digit interest rates to vulnerable borrowers. Even for insured
depository institutions that have resisted abusive loans and bait and switch tactics, there is no
reason to remove the deterrent that the right to rescind provides.

As to refinance loans, these have been perhaps the most prevalent form of predatory
mortgage lending. Unscrupulous lenders and mortgage brokers target homeowners who want to
borrow a small amount of money, and sign them up for loans refinancing their existing home
mortgages. Often the lender will make a high-cost loan that refinances a subsidized mortgage, a
Habitat for Humanity mortgage, or a low-cost prime mortgage. Eliminating the right to rescind
refinance loans would be the worst step Congress could take.

Finally, as to home equity lines of credit, the right to rescind is particularly important
because of the limited information the consumer gets at closing. With a closed-end mortgage.
the consumer is told the total finance charge, the payment amount, and the number ol payments.
For a home equity line of credit, the consumer gets none of these disclosures. In fact, some
sellers finance consumers’ purchases with an open-end line of credit for this very reason -
because they need not tell the consumer these important terms. To eliminate rescission for home
equity lines of credit would only create greater incentives for sellers to set up spurious open-end
credit as a means of financing purchases.

The industry has argued that few consumers exercise the right to rescind within the three-
day period after closing. The right to rescind has a deterrent effect on bait and switch tactics,
and creates incentives for lenders to make sure their borrowers understand the terms of the loan
and that the loan is appropriate for them. Thus, the very existence of the right to rescind should
reduce the number of borrowers who want to rescind. Also, the number of rescissions may be
reduced because, when a borrower does consider rescinding, the lenders may resolve the
problem by explaining or deleting the term the consumer did not expect. If the number of loans
that are rescinded is low, it means that the right to rescind is working.

The right to rescind 1s important even for a good loan, because it gives the family a
chance 1o review whether to put their home on the line. But it is far more important for bad
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loans. As long as there are a significant number of bad loans, Congress should not undermine
the right to rescind.

C. Reducing the number of financial institutions required to provide HMDA
disclosures would be a serious mistake at this critical juncture.

The Home Mortgage Disclosure Act (HMDA) is one of a class of laws enacted by Congress
to ensure that depository and non-depository mortgage lending institutions serve their communities
by providing credit in a fair and non-discriminatory manner. Some in the banking industry have
advocated using regulatory relief legislation as a vehicle for amending HMDA to reduce the number
of banking institutions that presently report under this law. We believe that reductions in HMDA
reporting would undermine the utility and effectiveness of this vital information source and
therefore, strongly oppose such changes to the HMDA statute.

Congress enacted HMDA in 1975 to make mortgage markets work more efficiently. The
data source serves a number of important public purposes. First, HMDA provides the public and
banking regulators with data that help to show whether lenders are serving the housing needs of the
neighborhoods and communities in which they are located. Second, HMDA also helps public
officials to target public investment to promote private investment where it is needed. Third,
HMDA provides loan level data that assist in identifying possible discriminatory lending patterns
and to assist with the enforcement of anti-discrimination, community reinvestment, and consumer
protection statutes. HMDA is also relied upon for a number of other regulatory and public policy
research purposes, which include serving as the core database for the establishment of the annual
affordable housing goals for Fannie Mae and Freddie Mac.

To accomplish these purposes, a comprehensive database is required. By design, HMDA
now covers more than 80 percent of all home lending, Federal Reserve Board Governor Susan
Schmidt Bies recently noted that “Congress believed those objectives would be served by requiring
depositery institutions to disclose mortgage loan information publicly, not just on an apggregate
basis, but institution by institution and application by application.™®

Accordingly, HMDA requires certain mortgage lenders with offices in metropolitan areas to
collect, report, and disclose annual data about applications, originations, home purchases, and
refinancing of home purchase and home improvement loans. At the same time, HMDA exempts the
smallest depository institutions from these reporting requirements (those with assets under $34
million). This threshold is indexed annually.

Industry representatives have suggested that the HMDA reporting threshold be raised to $250
million. While such an adjustment may seem relatively minor, it is worth noting that about 60
percent of the nation’s depository institutions have assets between $34 million and $250 million
(5,348 of 8,861 banks and thrifts). Of this number, we estimate that approximately 2,300 of these
currently report under HMDA. Tn 2004, nearly 9,000 lenders (including non-depository mortgage

1% Remarks by Governor Susan Schmidt Bies at the Financial Services Roundtable Annual Meeting, March
31, 2005,
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companies) reported 37 million HMDA loan applications, up from 8,100 lenders in 2003 Thus
raising the threshold to the $250 million mark would newly exempt about 25 percent of depository
institutions and 25 percent of current HMDA filers from submitting HMDA reports.™

The elimination of loan level IIMDA reporting for 2,300 lenders would hamper enforcement
of the laws, such as the Equal Credit Opportunity Act, the Fair Housing Act, and the Community
Reinvestment Act (CRA). Consider that since 1990 over 1,200 institutions with between $34
million and $250 million in assets received below satisfactory CRA ratings.”® Instead these
institutions received the two lowest ratings of “Needs to Improve™ or “Substantial Non-Compliance”
that require depository institutions to redress their poor performance of meeting the credit needs of
the communities where they take deposits. The lack of HMDA reporting for many of these
mstitutions significantly complicates ongoing regulatory oversight to ensure that lending occurs ina
fair and non-discriminatory manner. For example, small bank CRA exam procedures require the
regulators to assess anomalies in the spread of loans found in the HMDA data between different
geographic areas. [t notes that “If available, review HMDA data™ (first in a list of possible data
sources) to assess the lending patterns inside and outside the bank’s assessment area."* However, if
an institution is not required to report HMDA data, the institution is not required to collect mortgage
data for the regulators during their CRA evaluation and instead the regulators sample the
institution’s lending pattern.”® By eliminating the HMDA requirement for 2,200 lenders, the entire
spread of home mortgage activity would essentially be eliminated from CRA consideration.

Two arguments are often offered to support additional exemptions to HMDA. In the first,
advocates of weaker reporting requirements contend that while the number of lenders to be
exempted is great, they represent a relatively small share of the collective assets in the banking
system. Such reasoning ignores the plain reality that in many states lenders in this size category
represent the vast majonty of all banking institutions.  For example, depository mstitutions with
assets between $34 million and $250 million represent over 70 percent of all banks and thritts
chartered in Alabama, Towa, Kentucky, T.ouisiana, and West Virginia, and over 60 percent of the
assets in some 20 additional states. Further, within particular local markets these lenders could very
well account for significant shares of the mortgage market. The best way to ensure that these
lenders are lending fairly to all is for them to report under IIMDA.

! Remarks by Governor Edward M. Gramlich to the National Association of Real Estate Editors,
Washington, D.C., June 3, 2005.

'2 CF A analysis of Federal Deposil Insurance Corporation (FDIC), Stalistics of Depesitory Institution
database, downloaded June 16, 2003, data as of March 31, 2003,

'3 CF A analysis of Federal Financial Institutions Examination Council (FFIEC) CR A Rating database,
downloaded June 16, 2005, data as of April 1, 2005.

' See, Federal Financial Institutions Examination Council, “Small Institution CRA Examination
Procedures, November 13, 1995,

PFFIEC, “Community Reinvestment Act; Interagency Questions and Answers Regarding Commuity
Reinvestments; Notice,” Fed. Reg. 66 No. 134, July 12, 2001 at 36645.
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The second argument advanced by proponents of less reporting is that HMDA poses an
unfair regulatory burden on smaller depository institutions. As mentioned previously, HMDA
already exempts the smallest lenders and non-metropolitan based lenders. For the others, this
argument seems to be a carrvover from the days when HMDA was reported manually. Today,
software for HMDA reporting 1sreadily available and relatively inexpensive. The Federal Financial
Institutions Examination Council offers free HMDA software on its website for any institution that
wants to use it.'® Tt has been our experience that lenders in all size categories routinely submit their
HMDA reports to the regulators in electronic form, making the literal paperwork burden for HMDA
compliance limited.

For these reasons, we urge the Committee not to make changes to HMDA reporting

thresholds.

n. Preemption of the voter mandated Constitutional interest rate ceilings in the state of
Arkansas is bad policy and unfair to Arkansas voters.

In the last Congress, S. 904 was proposed to amend the Federal Deposit Insurance Act to
remove usury limits currently applicable to Arkansas lenders under the state’s constitution. This
amendment not only undermines states’ rights, it also will mean that Arkansas consumers will
pay far more than necessary for credit and risk exposure to discriminatory lending practices. This
bill is opposed by a broad coalition of national civil rights, labor and consumer rights
organizations (see attached letter regarding S. 904 listing these organizations).

The people of Arkansas have determined that there should be a usury limit and have
passed one in their state Constitution. Nevertheless, S. 904 deliberately exempts state lenders
from this constitutional provision and the express wishes of the people of Arkansas. Despite the
clear intent of the majority of voters in Arkansas that they be protected from high interest rates,
S. 904 would allow “any other lender” doing business in the state to avoid the interest caps set
by the people and the legislature of the state of Arkansas.

The proponents of S. 904 argue that the bill is necessary to remove the Arkansas interest
rates caps to make credit more available in the state. Conversely, they argue that as many out-of-
state lenders are already permitted to ignore the state usury limits, the bill is needed to bring
more jobs to the state from credit facilities thal cannot now operate under state law. Opponents
of the bill argue that adequate credit is fully available to consumers in Arkansas, that lifting the
usury ceiling would simply result in higher priced credit and abusive lending, and that the people
of Arkansas should be permitted to determine their own fate on this issue.

Status of Interest Rate Caps in Arkansas. 1.ke most slates, Arkansas has a general usury
ceiling that limits the amount of interest that can be charged on loans.!” Unlike most states,

' See hitp://www ffiec govicrahmdacf/default2.cfin.

YFor a general review of the usury laws in the states, their importance, and the exceptions to them, see
National Consumner Law Center The Cost of Credit: Regudation and Legal Challenges (2d ed. 2000) §2.4.
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Arkansas has not enacted a series of exceptions to the general usury law, allowing for either
higher rates of interest, or unregulated interest rates on different kinds of loans. Arkansas is also
unusual in that its usury ceiling is set by its state Constitution, rather than by statute, so that
change must be agreed to by the voters of the state, rather than simply by the state legislature.

Despite the difficulties in changing the Constitutional provision on usury caps, the voters
of Arkansas did change it in 1982, establishing a floating cap of 5% over the Federal Discount
Rate.'® The courts of the state of Arkansas have upheld both the constitutionality and the
enforcement of this provision repeatedly since its enactment."®

Exceptions to the Usury Ceiling. There are two ways that loans can be made in Arkansas
insured depository institution. As a result of the Gramm-Leach-Bliley Act, banks operating in
Arkansas can charge the same rates as out-of-state banks which have branches within the state *°
The second way is for a loan to be made by an out-of-state lender using a loan contract, which
includes a choice of law provision naming the lender’s state as the governing law, so long as the
other state has a reasonable relationship with the loan transaction.”

Availability of Credit in Arkansas. Proponents of S. 904 have argued that because
depository institutions can charge unlimited rates of interest, and other lenders cannot, that local
lenders have a competitive disadvantage.** It has also been intimated that because of the usury
cap in Arkansas, many consumers are turned down [or car loans, when-- presumably-- they
would have qualified for them if higher interest rates were permitted.”

However, if there is real competition for interest rates, then a ceiling on interest rates
should pose no problem, because lenders would be competing with each other to offer the lowest
interest rates.

Secondly, all indications are that there is no lack of available credit to Arkansas
consumers. Conversations with the leading consumer lawyers in the state indicate that there are
no complaints from consumers about lack of access to credit. In fact, just the opposite 1s evident
to these long-time consumer advocates-- recent decreases in interest rates have led to the
increased availability of low priced car financing, enabling many more consumers to afford
car loans than in recent histm’y.24

'® Const. Art. 19, § 13(a).

' See, e.g., Luebbers v. Money Store, Inc. 344 Atk. 232, 40 S.W. 3d 745 (2001).

“pub. L. No. 106-102 {199), Section 731, amending 12 U.S.C. § 1831u(f).

! Evans v. Harry Robinson Pontiac-Buick, Inc. 336 Atk. 155, 983 S.W.2d 946 (1999).

“’See Letter to Senators Shelby and Sarbanes from Senator Blanche Lincoln, September 16, 2003.

“ISee Letter to Senators Lincoln and Pryor from Jeb Joyce, representing the Arkansas Fair Credit Coalition,
October 20, 2003.

“ Conversation with Susan Purtle, consumer attorney with Legal Aid of Arkansas, October 21, 2003;
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Effect of Interest Rate Ceilings on Jobs In Arkansas. Some jobs in the credit industry
might be gained in Arkansas if the usury ceiling were lifted. Creditors located outside of the state
could relocate in the state and make the loans directly, without having to invoke the legal fiction
of the choice of law provision in the contract. However, the question is--how many jobs? And, at
what cost to Arkansas consumers?

First, the cost to Arkansas consumers: if S. 904 passes, Arkansas would be at the
complete opposite end of the spectrum for consumer protections compared to its current position.
Instead of having the most protective of state statutes, it would have the least. It S. 904 passes,
unlike every other state in the union, Arkansas will have absolutely no usury ceiling, and
no legal way of ever imposing any limits on intcrest rates.

The number of jobs that would be gained in Arkansas if S. 904 passes is speculative, at
best. However, even if creditors make a firm promise to move a specific number of jobs to the
state, the people of Arkansas--not Congress--should have the opportunity to determine whether a
gain in jobs is an appropriate trade for a dramatic decrease in consumer protections.

Effect of Interest Rate Ceilings on Discriminatory Lending. Currently, there is a practice
in automobile financing which is the subject of significant litigation. It is alleged in a variety of
lawsuits around the nation that car dealers routinely obtain higher referral fees from lenders for
loans made to African American borrowers, than oceurs on loans made to white borrowers >
These kickbacks to the car dealers are then recouped by lenders in the form of higher interest
rates on the loans used to finance the cars. However, studies show that in states that have interest
rate caps on auto financing, there is less discrimination between borrowers of different races,
because there is less Toom to increase the loan rates to cloak these referral fees.®® As a result,
state interest rate ceilings not only have the effect of keeping interest rates low, they also have
the effect of reducing discriminatory kickbacks on car loans. Indeed, these studies have shown
that there is less discriminatory impact in Arkansas than in most other states, presumably as a
result of the state cap on interest rates.

conversation with Mona Teague, Executive Director of Legal Aid of Arkansas, October 16, 2003; conversation with
Jean Turner Carter, Executive Director, Center for Arkansas Legal Services, October 10, 2003. This sentiment was
expressed by other consumer attorneys in Arkansas as well.

*Jones v. Ford Motor Credit Company, 00 Civ. 8330 (S.D. N.Y.};, Cason v. Nissan Motor Acceptance
Corp., C.A. No. 3-98-0223 (M.D. TN); Coleman v. General Motor Acceptance Corp., C.A. No. 3-98-0211 (M.D.
TN); Baltimore v. Toyola Motor Credit Corporation, CV 01-05564 (C.D. CAY), Smithv. Chrysler Financial
Company L.L.C., C.A. No. 00-6003 (D. N.I.);. In addition, four cases were filed in 2002 against banks. Osborne v.
Bank of America, C.A. No. 02-CV-364 (M.D. TN); Russeil v. Bank One, C.A. No. 02-CV-365 (M.D. TN);
Claybrook v. Primus Automotive Financiai Services, Inc., C.A. 02-CV-382 (M.D. TN); and Bass v. Wells Fargo
Financial Acceptance, Inc., C.A No. 02-CV-383 (M.D. TNY, Rodrigiez v. Ford Motor Credii Company, C.A. No.
01 C 8526 (N.D. IL). Information concerning these cases may be found at www.consumerlaw,.org and
www fair creditiaw.com.
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E. The proposed mortgage servicers’ exemption from a requirement in the Fair Debt
Collection Practices Act is bad public policy and will undermine efforts to rein in
foreclosure inducing practices of some mortgage servicers.

The House has passed H.R. 1025, which would allow “covered mortgage servicers” to
avoid providing a notice to consumers currently required by the Fair Debt Collection Practices
Act (“FDCPA™). We believe this is a bad provision which will be harmful to consumers.

Currently the FDCPA covers all mortgage servicers except those who collect on
mortgage loans which were “not in default at the time . . . obtained "’ This coverage is
especially important in recent vears when allegations of abusive collection practices have been
prevalent in the mortgage servicing industry.®® The FDCPA requires debt collectors to notify
consumers in the mitial written communication to them that “the debt collector 1s attempting to
collect a debt and that any information obtained will be used for that purpose.™

The notice to consumers required in the initial communication from mortgage servicers
who are collecting delinquent debts is important to consumers. This notice informs them that
they are protected in their dealings with the mortgage servicer by the application of a federal law

the Fair Debt Collection Practices Act.

1. The exemption for some mortgage servicers would apply to all mortgage
servicers. Although the exemption in H.R. 1025 for mortgage servicers is framed as a narrow
exception to be applicable only to those mortgage servicers "for whom the collection of
delinquent debts is incidental to the servicer's primary function of servicing current federally
related mortgage loans,” it would actually apply to all mortgage servicers. This is so because no
consumer would have any reasonable way of knowing the servicer's "primary function.” How is
a servicer's primary function determined? By the mortgage servicer? Where is the information
publicly available? At what point in time does the test apply -- when the loan was transferred for
servicing, at the beginning of that calendar year, or at some other point in time?

75Us.c § 1692a(6)F)(iii). The Senate report emphasized the application of this section to “mortgage
service companies and others who service outstanding debts for others, so long as the debts were not in default when
taken for servicing. . . .” 8. Rep. No. 382, 95% Cang., Ist Sess. 3. reprinted in 1977 U.S.C.C.AN. 1695 at 3.

* See, e.g. Settlement between Faitbanks Capital and FTC and HUD: “Fairbanks Capital Settles FTC and
HUD Charges: Agencies Alfege Fairbanks Engaged in Illegal Practices in Servicing Subprime Loans; Defendants
Will Pay Over 840 Million for Consumer Refunds.” November 12, 2003;
htpfwww fie gov/opa/20063/1 1/ fairbanks him

#151U.8.C. §1692e(11).
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Because qualification for the exemption would be impossible to determine, the effect
would be to exempt all mortgage servicers from the requirement for the 807(11) notice. This is
neither the stated intent of the bill, nor of the Congressional sponsor.

2. The FDCPA notice which would no longer be required of morigage servicers is
helpful to consumers and should not be eliminated. TTomeowners are experiencing increasing
problems with their mortgage servicers. The consumer protections that apply to servicers are few
(some state laws, and those under RESPA), and generally completely unknown to consumers.
However, once the consumer receives the 807(11) notice from a mortgage servicer, the consumer
is alerted that another consumer protection law is applicable to the dealings with the servicer —
the FDCPA. This information is valuable to a consumer who has an ongoing dispute with a
servicer, espeeially where there 1s some question about the application of payments, and/or the
degree of delinquency. As consumers benefit from this notice, it should not be eliminated for all
morlgage servicers.

3. Consumers need more protections in dealings with mortgage servicers, not fewer.
Although some may view the notice required by 807(11) as relatively insignificant, it
nevertheless has been held to trigger important consumer protections under the FDCPA for bad
acting mortpage servicers.™ In a case in the 7" Circuit Court of Appeals, the court, obviously
appalled by the bad [faith acts of the servicer, held that the FDCPA applied to the servicers
because it had sent the 807(11). Clearly frustrated with the lack of available remedies against a
servicer who so completely mistreated consumers, the court used one of the few remedies
available. There are too few laws limiting the damage that mortgage servicers can do to
homeowners. Full application of the FDCPA should not be restricted in this current legal
t:'I'IV'iT'()'I'IT'l'IC'['l]..

4. If servicers have difficulty complying with the I'DCPA, a much narrower
amendment can be drawn. One stated rationale for this amendment is that servicers are
purchasing mortgage loans in such large quantities that they often cannot determine between the
time of purchase and the time the first notice is sent out, whether the loan is delinquent such that
the FDCPA applies and the 807(11) must be included in the first communication. However, if
the issue 1s really timing, then a narrower amendment would be to allow some period of time
after the purchase of the loan by the servicer to pass before this notice is required. This would be
[ar prelerable to eliminating the requirement altogether.

5. Existing protections should only be exchanged for new protections. Consumers
have experienced increasing problems with mortgage servicers in the past decade -- both those
who are collecting delinquent mortgage accounts, and others. Given the current legal regime, if
some consumer protections applicable to the relationship with servicers were to be eliminated,
they should be replaced with other protections. Despite the extensive documentation of serious
problems with mortgage servicers, there have been no updates to the FDCPA or RESPA in favor
of consumers in two decades.

2 See schlosser v. Fairbanks Capital Carp., 323 F.3d 534 (C.A.7.2003),
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F. Allowing virtually unlimited diversity jurisdiction in federal courts for national
banks and federal thrifts is a bad idea.

Both the Office of the Comptroller of the Currency and Office of Thrift Supervision have
proposed provisions which would establish that for diversity purposes in federal court, both
federally chartered savings banks and national banks would be considered citizens only in the
states in which they have their main office. These provisions are very bad ideas--they would clog
up the federal courts, and worse, in most states they would create a procedural morass that would
likely result in many consumers losing their homes to illegal foreclosure. Because of a split in
the circuits on this issue, the case is now pending before the U.S. Supreme Court.*

These proposals would essentially make the federal courts the collection mills for the
federally chartered banks and thrifts. This 1s not good federal policy. Moreover, it 1s likely to
hurt consumers, as federal courts have been known, on numerous cccasions, to interpret state
laws differently--and in a less friendly fashion--than state courts.

A prime example of how damaging this proposal would be to homeowners and
communities is its potential application to the foreclosure process. The procedural requirements
to stop a foreclosure are complex in many states, often requiring that a separate action be filed to
enjoin the [oreclosure action while the homeowner’s defenses and claims are determined in a
separale proceeding. How would a consumer try to stop a foreclosure if every case involving a
national bank would always be removed to federal court? If the bank initiated a non-judicial
foreclosure against a homeowner, and the homeowner sued in state court to stop the foreclosure,
the bank could then remove the consumer’s case to federal court based on this new diversity
jurisdiction. But while all these legal maneuvers are worked through, the foreclosure process
would continue unabated. This would likely leave homeowners with valid claims to stop
fareclosures unable to effectively fight through the procedural morass of state versus federal
court jurisdiction, resulting in needless and unfair loss of homes >

The concept of diversity jurisdiction is based on the idea that a person or business which
does not have a real presence in the community will not receive a fair hearing in the state court,
thus necessitating hearing the dispute in the more “neutral” arena of the [ederal court. However,
the proposal to establish by rule that federally chartered national banks and thrifts are only
considered residents of the state in which they have “declared” their main office to be, threatens
to make a mockery of this basic idea. In all the states in which the institution has branches, it
would be “foreign” in name only. The bank or thrift might have hundreds of branches, and
employ hundreds of state residents. Yet because of this arcane proposed language to be added to
the federal statutes, it would legally be considered to not be a resident of the state. In its ruling
against the bank on this issue recently, the Fourth Circuit Court of Appeals also recognized the

*! Wachovia Bank, Nat. Assn. v. Schmidt, 388 F.3d 414, (4th Cir. 2004}, No. 04-1186.

* It may be possible for a federal court to enjoin the pariies from proceeding with a foreclosure; however,
a federal court cannot enjoin a state court’s proceedings. Do these federal agencies anticipate thar the federal courts
will adjudicate foreclosure disputes as well as all other actions involving federally chartered financial institutions?
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legal absurdity of the bank’s argument on the need for diversity jurisdiction.® The bank with
branches in a state has just as much of a tie to that state, and perhaps more, than it does to the
state in which it has declared it “main office” to be.

These proposals are an absurd and cynical use of the federal courts to further tilt the
balance of power away from consumers. Both national banks and federal thrifts should be
considered residents of the states in which they have a legal presence, for purposes of federal
court diversity jurisdiction.

G. S. 603, entitled, “the Consumer Rental-Purchase Agreement Act of 2005' is not a

consumer protection bill -- it is solely designed to protect the rent to own industry from
having to provide meaningful consumer protections.

Despite its name The Consumer Rental-Purchase Agreement Act of 2005, S.603 is
not what it purports to be; 1t 1s #ot a consumer protection bill. This bill only provides protections
for industry, not for consumers.> Although the bill pretends to advance consumer protections in
rent-to-own (RTO) transactions, in actuality it does no such thing. Instead, the bill preempts the
state laws providing the strongest protections for the consumers of these transactions. Congress
should not overturn state laws that prevent predatory financial practices.

Rent-to-own businesses are essentially appliance and furniture retailers which arrange
lease agreements rather than typical installment sales contracts for those customers who cannot
purchase goods with cash or who are unsophisticated about money management. These lease
agreements contain several special features. First, the leases are short term, so that "rental
payments" are due weekly or monthly. Second, the lease agreements contain purchase options
which typically enable the consumers to obtain title to the goods by making an additional

** As the court said:

[TThe “rationale underlying the concept of diversity jurisdiction" would still provide no warrant to adopt the
dissent's position. The notion that Congress believed that national banks that actively conduct business in a state
cannot get a fair adjudication of state-law claims in that state's counts is rank speculation, as even the dissent would
have to acknowledge. In fact, if one were to engage in surmise, it would be just as defensible to conclude that
Congress believed it entirely reasonable in such circumstances to deny national banking associations resort to the
federal courts, over the courts of the states in which the banks have chosen to locate branch offices; for it might have
appeared unseemly (o permil the national banks Lo seek and receive the trust and business of a state's citizens, but al
the same lime to permil them (o refuse, out of distrust of those cilizen-customers, to subject themselves to the courts
created by those citizens to protect their rights against those who seek, receive, and reach their trust reposed.
Wachovia Bank v. Schimidl, 388 F.3d 414, {4th Cir. 2004 ) at 424, 425.

*When $.603 was introduced in the Senate in the last Congress, as S. 884, a letter opposing the bill was
sent to the entire Senate. The letter was signed by ACORN; Coalition for Responsible Lending; Consumer
Tederation of America; Consumers Union; International Union, UAW: National Association of Consumer
Advocales; National Community Reinvestment Coalilion; National Consumer Law Center; Nalional Council of La
Raza; U.S. Public Interest Research Group; Center for Civil Justice of Saginaw, Michigan; Coalition of Religious
Commurities; Community Legal Services of Philadelphia; Consumers League of New Jersey; Florida Legal
Services; Mid Minnesota Legal Assistance; and Mountain State Justice Inc (WV).
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payment at the end of a stated period, such as eighteen months. Third, the leases are "at will."
In other words, the leases theoretically need not be renewed at the end of each weekly or
monthly term.

The RTO industry aims its marketing elforts at low-mcome consumers by advertising in
minority media, buses, and public housing projects. Statistics from the FTC show that the RTO
customer base is among the poorest, and that the vast majority of their customers enter into these
transactions with the expectation of buying an appliance and are seldom interested in the rental
aspect of the contract. This attitude is encouraged by RTO dealers who emphasize the purchase
option in their marketing even while they are minimizing its importance in the written contract.

The chief problems with RTO contracts are that these supposed leases are used to mask
installment sales, and that these sales are made at astronomic, and undisclosed, annual
percentage rates. Under most RTO contracts, the customer will pay between $1000 and $2400
for a TV, stereo, or other major appliance worth as little as $200 retail, if used, and seldom more
than $600 retail, if new. This means that a low-income RTO customer may pay 1%2to 12 times
what a cash customer would pay in a traditional retail store for the same appliance.

There should be no misunderstanding about S. 603: it is not designed to protect
consumers. The entire purpose of this bill is to preempt stronger state laws that provide more
meaningful consumer protections (see Sec. 1018(b)). A cursery reading of the bill might lead
one to believe that some of the provisions would actually help consumers. However, a close
evaluation reveals that there are no meaningful protections whatsoever in this bill. The section
that comes closest to requiring some helpful information to consumers (Sec. 1010), would
require disclosures about the cost of the RTO transactions to be displayed on a tag attached to
the item. However, the penalty to a dealer for failing to comply with this provision is
meaningless--only equaling one quarter of one month’s lease payment--thus providing no
incentive for dealers to comply with even the minimal protection provided in 5. 603.

The RTO customer base, almost exclusively low-income, could certainly benefit from
meaningful consumer protections from an industry which preys upon consumers’ lack of
perceived options. Mostly these consumers need protection from high costs and unfair practices.
There are numerous ways m which RTO legislation can be improved, none of which are
included in a meaningful way in 5.603. Instead, RTO consumers would truly benefit from
protections such as the following:

1. Limitations on the total of payments that a consumer should be required to pay for the
purchase of the item. Some states have these limits already, but many do not.

2. Limits on “fees” such as late fees, insurance fees, home pick-up fees, reinstatement fees, ete.
Some states have limits already, many do not.

3. Reinstatement rights that clearly allow the consumer to have payments made on previous
contracts applied to new contracts for the same types of items. While S. 603 has a minimal
provision on this point (Sec. 1005(a)(4)), it provides little protection to consumers, and there is
no enforcement mechanism.
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4. Price tag disclosures, as well as contract disclosures. By the time the customer gets the
contract, the decision to proceed with the transaction has often been made. Yet, S. 603, while
requiring price tag disclosures--in section 1010--does not provide an effective remedy for a
dealer’s failure to comply with this requirement.

5. Meaningful penalties for dealers who violate the provisions of the RT O statute. The
maximum penalty to be assessed against a dealer who violates the minimal disclosure
requirements of S. 603 1s effectively only 25% of one month’s rental payment. A single term’s
rental payment is generally less than $100, leaving the maximum amount of damages due for a
v iol'glj.ion of this Act, only $100 — hardly a sufficient incentive to ensure compliance with the
law.

6. A disclosure like the annual percentage rate (APR) which shows the consumer the true
cost of renting to own, to allow comparison with other methods of purchasing personal items.

7. Limits on maximum RTO interest rates, as New Jersey requires.
S. 603 only serves to preempt the state laws of Wisconsin, Michigan, Minnesota,

Vermont, North Caroling, and New Jersey--all of which provide more protections to consumers.
1t does not, in any way, advance consumer protection.

H. We also urge vou to resist the efforts of check diversion companies to obtain an

exem ption from the Fair Debt Collections Practices Act (“FDCPA™).

If this exemption is granted, hundreds of thousands of innocent American consumers
will pay unnecessary and unauthorized charges to these for-profit companies in response to
deceptive threats to criminally prosecute them for writing bounced checks.

Check diversion companies are debt collectors which enter into contracts with District
Attorneys to collect bounced checks for local merchants. These companies send letters on the
DA’s letterhead threatening criminal prosecution if the consumer does not attend a “financial
responsibility” class, and pay high extra fees for these classes. Many consumers have been
deceived by these companies into believing that if they did not pay these extra fees they would
be criminally prosecuted, even when no prosecutor had ever determined that a crime had been
committed, and the local prosecutor would never actually prosecute.

35 603 establishes a penalty for violations of the Consumer Leasing Act in 15 U.8.C. § 1640. See Sec.
1012(a). The statutory penalty for violating the Consumer L easing, Act is 25% of the to1ai of the payments required
under the lease, with a minimum of $100 and a maximum of $1.000. IHowever, leases under the Consumer Leasing
Act are always «af least four months long (this is required to be covered by the Consumer Leasing Act, {15 U.S.C. §
1667(1)), and thus 25% of the total amount might amount to some real dollars. By contrast, leases governed by S.
603 are by definition only one term - one week or one month - automatically renewable in each of the following
terms by the making of the payment. As a result, the penalties for violating S. 603°s provision will almost never be
more than the statutory minimum of $100.
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The FDCPA does not stop or inhibit the legal activities of check diversion companies. In
fact, most collectors of bounced checks operate fruitful businesses while fully complying with
the FDCPA. However, check diversion companies are so profitable that they share their income
with the DA’s office, providing funds to this government office rather than receiving money
[rom 1t to perform a governmental function. Yet, in these check diversion programs, the DAs
have not done any investigation to determine the critical requirement of the crime--intent to
defraud. Indeed most of these consumers have not intended to defraud, and quickly pay off the
checks upon receiving notice. As a result, many consumers who have inadvertently bounced
small checks are deceived mto paying as much as $140 extra to avoid a criminal prosecution,
which would never occur if the DA were actually handling the case. Indeed, regardless of the
involvement of the for-profit check diversion program, the majority of bounced check cases are
not criminally prosecuted because there is no intent to defraud, a required element of the crime.

The FDCPA only limits the activities of check diversion companies in its requirements
that no deception be committed, that consumers be advised of their right to request validation of
the debt, and that only authorized fees be collected. These are requirements with which all debt
collectors collecting bounced checks are able to comply and still successfully collect.
Specifically, check diversion companies have consistently been found guilty hy the courts in, or
have settled cases alleging three types of illegal conduct:

+ Deceptive Behavior. The check diversion companies’ letters to consumers were
deceptive because they looked like they actually came from the District Attomey and implied
that the DA had determined the consumer had committed a crime. In fact no DA ever
reviews cases before the letter threatening criminal prosecution is mailed. In many situations,
if the DA had reviewed the case, no intent to defraud would have been found, and no
criminal prosecution would have been threatened.

* Tailure to Provide Notice of the Right to Verify the Debt. Unlike all other private debt
collectors collecting debts, including bounced checks, the check diversion companies refuse
to provide notice to consumers that they have the right to request verification of the debt. In
many situations, this right would allow consumers to explain that they have already paid off
the check, or do not believe they owe it.

¢ Attempted Collection of Illegal Fees. Generally, state laws specifically provide the
extra fees that consumers owe when they write a check that bounces. Often the courts can
impose monetary penalties after a conviction for writing a bounced check {which must
include a finding of intent to defraud). Yet the check diversion programs insist upon the
payment of these fees even when no court has found--or would find--the consumer guilty of
bouncing a check. For consumers, this often turns a mistake of a $10 or $20 bounced check
into a cost approaching $200.

The majority of District Attorneys in the nation do not use check diversion companies,
[inding altemnative, far less abusive, ways to enlorce laws against writing checks which bounce
for insufficient funds. Many DAs use dispute settlement programs to resolve bounced check
issues between merchants and consumers. Other DAs simply write their own letters explaining
the process to consumers. These letters do not require the payment ol the exorbitant additional
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fees charged by the check diversion companies, but simply advise of the process involved when
a pavee of a check which has bounced brings the case to the criminal court. These DAs find that
even without employing private companies which make millions of dollars in profit from
consumers who have inadvertently bounced a check, only a very few cases are criminally
prosecuted.

Check diversion companies do not need an exemption from the FDCPA. They can
operate profitable, effective businesses without this exemption, simply by complying with the
law. This would only mean that 1) the check diversion company not imply that the DA has
reviewed the consumer’s case and found that a crime has been committed, unless the DA has
done so; 2) the letter to the consumer include the required notice of the consumer’s right to

request validation of the debt; and 3) the company only collect fees that can be legally charged.

The Fair Debt Collection Practices Act does not inhibit the collection of debts; it only
prohibits deception and abuse, and requires that consumers be allowed an opportunity to show
they do not owe the debt. These requirements are appropriate and necessary for private
individuals who are collecting debts--whether they are acting for private creditors or government
officials. As Congress determined when passing the FDCPA, once the incentive of profit is
injected into the collection effort, more protections are required.

We urge you to resist the effort of one small part of the collection industry to evade
compliance with the Fair Debt Collection Practices Act. Bounced checks can be collected quite
effectively by collectors complying with this important consumer protection law.

L Congressional oversight is critical to ensure that CRA regulations are not
weakened.

The Community Reinvestment Act (CRA) 1s an extremely vital tool for stimulating bank
lending and improving access to banking services for the nation’s underserved urban and rural
communities. While we applaud the banking regulatory agencies for improving upon the
proposed changes originally issued this past fall, we still remain concerned that, if adopted, the
new rules could permit banks under the $1 billion asset threshold level to reduce their levels of
branches, availability of low-cost banking accounts and international remittance services, and
community development loans and investments to low- and moderate-income communities. We
urge the Committee to exercise the necessary level of oversight to ensure that cutbacks in these
vital activities do not occur.

1L Important Proposals to Update Federal Laws to Protect Consumers Include:

J. The application of the Truth in Lending Act to overdraft “bounce” loans should be
clarified

The Federal Reserve Board recently issued final rules to cover overdraft extensions of
credit under the Truth in Savings Act, Reg DD. That is a completely inadequate response to the
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real need consumers have for information about the exorbitant costs of these loan products.
Congress should step in and require--at the least--that overdraft “bounce™ loans be treated just as
all other extensions of credit are treated under the federal Truth in Lending Act. This equivalent
treatment would simply--and most importantly--require that creditors of overdraft “bounce”
loans inform consumers about the true costs of this credit.

Bounce “protection™® is a new form of overdraft protection that over ninety percent of
banks are using to boost their non-interest revenue.> A recent study by the Center for
Responsible Lending estimates that consumers paid over $10 billion for overdraft loans*® As
we recently wrote to this committee, banks that use “courtesy overdraft” programs charge steep
fees, take payment in full directly cut of consumers’ next bank deposit, and encourage
consumers to overdraw their accounts, unlike traditional overdraft protection that consumers
apply for and that puarantees coverage of overdrafts with reasonable fees and affordable
repayment terms.

Bank overdraft “bounce protection” is a systematic attempt to induce consumers into
using overdrafts as a form of high-cost credit. These plans offer short-term credit at triple-digit
rates.®® When a consumer uses bounce credit, the bank deducts the amount covered by the plan
plus the fee by setting off the consumer’s next deposit, even where that deposit is protected
income, such as a welfare or Social Security check. The fee is often the same amount charged
for an N3F fee on a returned check, and in some cases the bank also charges an additional, per-
day fee.

Banks covering overdrafts do not ask for consumers’ affirmative consent to borrow from
the bank, do not guarantee to pay overdrafts, and do not disclose the loan’s interest rate. Banks
that advance cash at the ATM or point of sale when consumers overdraw bank accounts tum
consumers’ debit cards into credit cards without the benefit of credit card protections. The
Office of Comptroller of Currency has recognized that bounce loans are credit as defined by
TILA* Some state regulators have reached the same conclusion*' All federal bank regulators,

*Bounce “protection” is a euphemism used by banks to describe this high-cost credit product.

"For more information on bounce credit, see Consumer Federation of America & National Consumer Law
Center, Bounce Protection: How Banks Turn Rubber Into Gold By Enticing Consumers o Write Bad Checks (2003),
available at www consumerlaw. org/imtiatives/iest_and comm‘appendix b

7 Center for Responsible Lending, “Underregulated & Overpriced: The $10 Billion Overdraft Loan
Market,” May 26, 2005.

“For example, a $100 overdraft will incur at least a $20 fee. If the consumer pays the overdraft back in 30
days, the APR is 243%. Ifthe consumer pays the overdraft bank in 14 days, which is probably more typical for a
wage earnet, the APR is 511%. This arrangement is much more expensive than alternatives that most banks offer,
such as overdraft lines of credit, linking the account to a credit card, and transfers from savings.

““Daniel P. Stipano, Deputy Chief Counsel, Office of Comptroller of Currency, Interpretive Letter #914,
September 2001.

“'Indiana Department of Financial Institutions, Newsletter--Winter 2002 Edition (Nov. 2002), at 2; Letter
from Assistant Attorney General Paul Chessin, Colorado Department of Law, Consumer Credit Unit, Mar. 21, 2001



149

except the Office of Thrift Supervision, acknowledge that overdrafls are credit. The Jomt
Guidance on Overdraft Protection Programs, issued by most federal bank regulatory agencies
early this year, acknowledges that “When overdrafts are paid, credit is extended.”*

Overdraft loan fees clearly meet Regulation Z’s definition of finance charge. Section
226.4(c)(3) of Regulation 7, which excludes fees for traditional overdrafts, provides that
overdraft fees are finance charges when “the payment of such items and the imposition of the
charge were previously agreed upon in writing.” Although banks offering bounce credit have
sought to avoid Regulation Z’s coverage by claiming that the bank’s payment of an overdraft in
a “bounce protection” plan 1s “discretionary” and that such payments have not been agreed to in
writing, these assertions fail. First, bounce credit is not discretionary. These plans are
administered through computer software and thus are formal, systematic programs rather than an
occasional customer courtesy. Moreover, banks extend bounce credit pursuant to an agreement
in writing, whether through advertisements, correspondence, or on a website. Consumer assent
18 not necessary, and consumers often are held accountable for fees unilaterally imposed by
banks.

A recent study by the Consumer Federation of America found that over eighty percent of
the largest banks, controlling over half the deposit dollars in the United States, include fine print
n account agreements that permit those banks to make overdraft loans through automated teller
machines and at the point of sale.* These overdraft loans go beyond covering paper checks that
would otherwise be returned unpaid and permit consumers to borrow the bank’s money without
notice, consent, or comparable cost disclosures. While it violates federal law for banks to repay
cash advances on credit cards by withdrawing funds from consumers’ checking accounts at the
same bank, banks routinely repay their extensions of credit and fees on overdraft loans by
exercising their right of setofT.

Congress must clarify that overdraft “bounce” loans are covered by the basic consumer
protections found in the Truth in Lending Act. Federally insured depository institutions should
be required to warn consumers when ATM and debit card transactions will overdraw an account
and trigger a fee. They should also be required to provide affordable repayment terms when
making these loans.

K. Prohibit all banks, including state chartered banks, from providing exorbitantly
priced pavday loans in violation of state laws.

The Federal Deposit Insurance Corporation, the cnly bank regulatory agency to permit its
banks to partner with payday lenders, has failed to protect consumers and is instead threatening

(in response to referral from the Administrator for the Colorado Uniform Consumer Credit Code).

*2 Department of the Treasury, Joint Guidance on Overdraft Protection, Federal Reserve System Docket No.
OP-1198, 70 Fed. Reg. 9,127 (February 24, 2005 p. 7.

*3 Consumer Federation of America, “Overdrawn: Consumer Face Hidden Overdraft Charges From
Nation’s Largest Banks, June 9, 2005.
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the safety and soundness of state-chartered, federally-insured banks by permitting them to
partner with store front payday lenders. These “rent-a-bank™ arrangements are designed to allow
payday lenders to evade state usury and small loan laws.* Recently the FDIC announced
revisions to its guidelines, directing banks to halt payday lending once consumers have been in
debt three out of the prior twelve months. While this announcement may discourage some banks
from continuing to partner with storefront lenders, we urge you to clarify that bank charters are
not for rent. The 11" Circuit decision in BankWest v. Baker™ found that the Federal Deposit
Tnsurance Act does not preempt state laws that attempt to regulate banks’ payday loan partners.

The FDIC 1s the only federal regulatory agency that permits banks it supervises to engage
in payday lending with third-party check cashers, pawn shops and pavday loan outlets.
Tollowing vigorous enforcement by the Comptroller of the Currency, the Office of Thrift
Supervision, and the Federal Reserve Bank of Philadelphia, no federally-chartered banks or
members of the Federal Reserve System align themselves with quick cash payday lenders that
charge triple-digit interest rates for small loans and trap vulnerable consumers in perpetual debt.

Payday lenders face growing resistance from state legislatures, especially in states where
these loans are not legal. In 2005, the Texas legislature killed an industry safe harbor bill and
last year Georgia legislators passed a tough anti-payday loan enforcement bill, recently upheld

by the 11" Circuit in an appeal brought by the FDIC banks and their payday loan partners.

Congress never intended for state chartered, federally insured banks to be empowered to
rent their interest rate exportation powers to third party entities to make predatory loans. Rent-a-
bank payday lending undercuts state authority to enforce usury laws, small loan regulations, and
even state payday loan laws. We urge you to take immediate action to stop this practice.

L. The jurisdiction limits and statutory penalties of the Truth in Lending Act and the
Consumer I.easing Act need to be brought up to 21% Century standards

TILA’s jurisdictional limit for non-dwelling secured consumer credit transactions was set
at $25,000 in 1968. That amount in today’s dollars would be over $132,000.* The equivalent for
the statutory damages amount of $1,000 in 1968 would be over $5,000 today. The numbers in
the current statute need to be updated, and an inflation factor built in. The Consumer Leasing Act
requires similar treatment.

““See report from Consumer Federation of America titled “Unsafe and Unsound: Payday Lenders Hide
Behind FDIC Bank Charters to Peddle Usury,” which documents the failure of the Federal Deposit Insurance
Corporation to protect consumers and the safety and soundness of state-chartered, federally-insured banks that
partner with store front payday lenders.

132005 WL 1367795 (11th Cir. June 10, 2005).

*$ See Consumer Price Index, Inflation Calculator, U7.S. Department. of L.abor, Burean of Labor Statistics,
hitp:/iwww bls.gov/bls/inflation.him.



151

M. Credii unions should be permiiied io provide check cashing and remiliance services
to anvone in their field of membership.

All consumers face the problem of skyrocketing bank fees. Numerous studies by our
organizations have documented both that bank fees are rising and that credit unions offer a
substantially better deal to their members than banks do to their customers.*

Yet, America’s estimated 11 million or more un-banked and under-banked families (13%
of all families) face even greater problems than bank customers do, when they seek to obtain
financial services from the high-priced companies that make up the fringe banking system: check
cashing stores, rent-to-own stores,® refund anticipation loan purveyoers,® payday loan
companies, and wire transfer or remittance operators. Some products from banks, such as over-
priced, de;g.eptively marketed “bounce protection,” also look more and more like fringe banking
products.™

We support the proposal to allow credit unions to offer check cashing and remittance
services to anyone in their field of membership, not only to members, increasing competition in
two very over-priced financial services. Not only would the consumers who take advantage of
the services benefit, so would others, since the competitive effect of the credit union services
would lower prices in the marketplace overall.

Remittances. The problem of the high cost of remittances especially affects immigrant
families. According to Federal Reserve Governor Ben Bernanke, “typical nonbank fees for
remittances remain high on an absolute basis, and consumers who deal with the less-scrupulous
providers of remittance services may bear a significant financial cost.”™

“7See “Big Banks, Bigger Fees,” October 2001, U S. Public Interest Research Group, finding that “the
average annual cost of regular checking at the three hundred largest banks was $266, but only $191 at small
community banks, and only $101 at credit unions.” Also see “Banks Charge More Fees and Higher Fees Than Credit
Unions,” Consumer Federation of America, March 1998, available at hitp://www consumerfed.org/bankchepr.pdf
The Federal Reserve Board of Governors publishes annual reports to Congress on “Fees and Services of Depository
Institutions,” finding consistently that fees are rising and that larger multi-state banking institutions impose higher
fees than community banks. The Federal Reserve studies at this time do not include credit unions. Its 2003 report is
available at hip:iwww federalreserve gov/boarddoes/rpteongress/ 2003 fzes pdf and previous reports can be accessed
at http fwww federalr e.2ov/boarddocs/rplcongy

a3 . . . ,
“For an archive of materials on rent to own stores see htip://www.pirg org/consumer/frent

“® See “ All Drain, No Gain: Refund Anticipation Loans Continue to Sap the Hard-Eamed Tax Dollars of
Low-Income Americans,” Consumer Federation of America and National Consumer Law Center, January 2004,
available at hetp:/fwwrw consumerfed . org/Refund AnticipationL oanRepoit pdf

*" See “Bounce Protection: How Banks Turn Rubber into old by Enticing Consumers to Write Bad
Checks, An Examination of Bounce Protection Plans.” April 2003, Consumer Federation of America and National
Consumer L.aw Center, available at hitp:/www ncle org/initiativ 1d comm/anpendix shiml/,

*!“Financial Access for Immigrants: The Case of Remittances.” Remarks by Governor Ben S. Bernanke at
the Financial Access for Immigrants: Leaming from Diverse Perspectives conference, Federal Reserve Bank of
Chicago, Chicago, Illinois, April 16, 2004, available at
hitpy/www federalreserve. gov/boarddocs/speec hes/ 2004 /200404 1 6 2/defanlt itm
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According to a recent Pew Hispanic Center report, “Billions In Motion,”** while the
average cost of remittances has declined significantly (e.g., to just under 10%, or $20 for a $200
wire transfer to Central America), an increase in competition could lower costs even further. As
Sheila Bair, then-Assistant Secretary of the Treasury for Financial Institutions pointed out at a
conference in 2002, “[t]he industry continues to be dominated by a small number of money
transmitters that generally tend to charge higher fees than banks or credit unions. By increasing
competition, the price of remittances should continue to drop.” The report estimates that a cost
reduction to an average of 5% of the amount sent could transfer a billion dollars from high-
priced operators to working families.

Credit unions could help provide that competition if they could provide remittance
services to any consumer who qualifies to join their field of membership, instead of just to their
members. A secondary benefit is that these consumers, frustrated by high bank fees, would be
attracted to becoming full —fledged credit union members.

Of course, consumer groups believe that consumer protections for remittances should be
provided, regardless of who provides remittance services. For example, the Electronic Funds
Transfer act should cover these transfers. There should be a limit on fees, minimum timing
requirements for delivery of funds, limits on increases in exchange rate between the time the
consumer hands over money and the transmittal is received on the other end. Consumers should
get receipts and/or similar documentation and have access to a dispute reselution procedure. The
sender should be responsible for losses if the remittance was not delivered to the right person or
was delivered in the incorrect amount.

Check Cashing Services For Non-Members. When consumers cannot afford bank
accounts, they often cash their paychecks at check cashing stores, or even at banks, which also
impose high non-customer checking fees™ Many consumers may not be able to afford high bank
fees, il they live from paycheck to paycheck, or they may have previous bounced check activity
or other circumstances that prevent them from obtaining a bank account.

These consumers pay significant fees — ranging from 1-20% of face value -- to cash their
checks at fringe banking outlets. Fees are highest for personal checks, lower for payroll and
government checks. In the last several years, many retail companies, from 7-11 to Wal-Mart—

*2 See “Billions In Motion: Latino Immigrants, Remittances and Banking,” the Pew Hispanic Center and the
Multilateral Investment Fund, November 2002.

*% A relatively new and rapidly growing industry is marketing under-regulated payroll cashing cards that
work at ATMs but are not connected to bank accounts. Employers lower their check transaction costs and the m-
banked find them convenient, but the cards are no substitute for a bank account in terms of the potential for building
wealth, nor are they free, since the cost of frequent ATM transactions can easily equal or exceed the cost of a bank
account. Consumers Union has compiled resources on the pitfalls of payroll cards as an alternative. See, e.g..
“Cuestions for Employees to Ask About Payroll Cards.” By Gail Hillebrand, 2004, available in English at
hirp/www consumersunion.org/publ/core financial services/000920 him! and in Spanish at
hitpy/www consumersarionore/publeote fuancial services/000921 himl
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have cashed in on the profitable business. Credit unions could cash checks for consumers in their
field of membership at lower cost, while encouraging consumers to hecome members.

N. Expand the Electronic Fund Transfer Act to applv to all forms of electronicallv
processed payments.

Payment methods are increasingly converging, but the consumer rights available differ
vastly depending on how the payment was initiated. A consumer who pays by debit card, for
example, has the protections of the federal Electronic Fund Transfer Act, including a 10-day
right of recredit of all disputed funds. The consumer never has to be without his or her funds for
more than 10 business days when paying by electronic debit. When a consumer pays by check,
however, the applicable consumer rights are much more murky. A paper check, or a check
which is processed wholly electronically under bank to bank image exchange agreements, is
subject to the Uniform Commercial Code and carries no baseline federal consumer protections.
Even though image exchange 1s an electronic processing method, the EFT A exemption for
checks means that consumers don't get the crucial 10 day right of recredit, and thus are at the
mercy of their banks or the courts to win a return of disputed funds. When the check is
processed using a substitute check, the new Check 21 Act provides a 10 day right of recredit, but
the Federal Reserve Board's narrow interpretation of the availability of this right in its proposed
regulations will restrict this right to those consumers who were provided with a physical
substitute check, and not even require that banks provide that document on request. If, instead of
image processing (no federal rights) or Check 21 processing (limited federal rights), the check is
processed through lockbox conversion or point of sale conversion, it is covered by the EFTA
(full federal rights).

When something goes wrong with a check payment, the consumer shouldn't have to sort
out how that check was processed after it left the consumer's hands in order to learn his or her
rights. Congress can take a significant step toward solving this mess by amending the EFTA to
melude all checks which are processed in whole or in part by the transmission of electronic
information.
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MEMBER, EXECUTIVE COMMITTEE OF THE BOARD OF DIRECTORS
AMERICA’S COMMUNITY BANKERS, WASHINGTON, DC

JUNE 21, 2005

Chairman Shelby, Senator Sarbanes, and Members of the Committee, I am Ar-
thur Connelly, President and CEO of South Shore Savings Bank, South Weymouth,
Massachusetts. South Shore Savings Bank is a $900 million State-chartered savings
bank owned by South Shore Bancorp, a mutual holding company.

I am here this morning representing America’s Community Bankers. I am a mem-
ber of the Executive Committee of ACB’s Board of Directors and Chairman of ACB’s
Government Affairs Steering Committee. I want to thank Chairman Shelby for call-
ing this hearing and thank him and Senator Crapo for their leadership in crafting
legislation to address the impact of outdated and unnecessary regulations on com-
munity banks and the communities they serve.

ACB is pleased to have this opportunity to discuss recommendations to reduce the
regulatory burden placed on community banks. When unnecessary and costly regu-
lations are eliminated or simplified, community banks will be able to better serve
consumers and small businesses in their local markets. ACB has a long-standing po-
sition in support of meaningful reduction of regulatory burden.

This hearing and this topic are important and timely. Community banks operate
under a regulatory scheme that becomes more and more burdensome every year.
Ten years ago, there were 12,000 banks in the United States. Today, there are only
9,000 left. ACB is concerned that community banks are becoming less and less able
to compete with financial services conglomerates and unregulated companies that
offer similar products and services without the same degree of regulation and over-
sight. Community banks also bear a greater relative burden of regulatory costs com-
pare to large banks. Community banks stand at the heart of cities and towns every-
where, and to lose that segment of the industry because of over regulation would
be debilitating to those communities.

Community banks today are subject to a host of laws, some over a half-century
old that originally were enacted to address concerns that no longer exist. These laws
stifle innovation in the banking industry and put up needless roadblocks to competi-
tion without contributing to the safety and soundness of the banking system. Fur-
ther, every new law that impacts community banks brings with it additional
requirements and burdens. This results in layer upon layer of regulation promul-
gated by the agencies frequently without regard to the requirements already in ex-
istence.

The burden of these laws results in lost business opportunities for community
banks. But, consumers and businesses also suffer because their choices among fi-
nancial institutions and financial products are more limited as a result of these
laws, and, in the end, less competition means consumers and businesses pay more
for these services.

Community banks must also comply with an array of consumer compliance regu-
lations. As a community banker, I understand the importance of reasonable con-
sumer protection regulations. As a community banker, I also see how much it costs,
both financially and in numbers of staff hours for my small mutual community bank
to comply with the often-unreasonable application of these laws. As a community
banker, I see projects that will not be funded, products not offered and consumers
not served because I have had to make a large resource commitment to comply with
the same regulations with which banks hundreds of times larger must comply.

Bankers are not the only ones concerned about the impact of the increasing layers
of regulation on community banks. According to FDIC Vice Chairman John Reich,
the bank and savings association regulatory agencies have promulgated over 800
regulations since 1989. In the opinion of the Vice Chairman, although most of the
rule changes were put in place for good, sound reasons, over 800 changes in 15
years are a lot for banks to digest, particularly smaller community banks with lim-
ited staff. Vice Chairman Reich believes that regulatory burden will play an increas-
ingly significant role in the viability of community banks in the future. I agree.

The most egregious form of regulatory burden results from arbitrary actions by
government agencies. ACB wants to alert the Committee to recent arbitrary actions
by the National Credit Union Administration that appear to us to be a textbook case

* Appendix held in Committee files.
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of agency overreaching. Although Congress has clearly granted credit unions the
freedom to choose the form of organization that best meets their strategic and mar-
ket objectives, the NCUA seems incapable of applying an evenhanded approach to
conversion matters. The agency recently invalidated the conversion attempts of
Community Credit Union and Omni American Credit Union in Texas before the
member votes were even tabulated. The NCUA said that the credit unions violated
the agency’s conversion regulations because required disclosure documents that
were mailed to all credit union members was not properly folded. Both the Texas
Credit Union Commissioner and the Director of the OTS have determined that the
way the notice was folded is not reason to start the 90-day conversion voting process
over. The NCUA’s actions could prevent these credit unions from exercising their
right to determine their institutions’ charter or cost the two credit unions hundreds
of thousand of dollars to begin the process over again.

Before turning to specific recommendations for legislative changes, I would like
to discuss two areas where the implementation of laws by the regulators has been
carried out in a fashion that creates unnecessary uncertainty and burden on com-
munity banks, namely, anti-money laundering, and corporate governance.

Community bankers fully support the goals of the anti-money laundering laws,
and we are prepared to do our part in the fight against crime and terrorism. As
laudable as these goals are, there currently exists an atmosphere of uncertainly and
confusion about what is required of banks. This results from inconsistent messages
being given by regulatory staff in the field, the region, and Washington. For exam-
ple, Washington officials repeatedly assure the banking industry that the banking
agencies do not have a “zero-tolerance” policy, where every minor discrepancy is
treated as a significant failure to comply with the law. Nevertheless, regional offices
and individual examiners continue to articulate a “zero-tolerance policy” when con-
ducting BSA examinations and when making presentations during industry con-
ferences. In another example of inconsistent policy, FinCEN has admonished banks
not to file “defensive suspicious activity reports,” but as recent enforcement actions
taken by the banking agencies and prosecutions by the Department of Justice dem-
onstrate, it is safer for banks to file SAR’s, when in doubt.

The opportunity costs of BSA compliance go beyond hampering an institution’s
ability to expand and hire new employees. In some cases, fear of regulatory criticism
has led some institutions to sever ties with existing banking customers or forego the
opportunity to develop banking relationships with new customers.

ACB and other industry representatives have been working with FinCEN and the
banking regulators to improve the regulation of our anti-money laundering efforts.
Among the many reform proposals suggested by ACB, we have proposed modern-
izing the cash transaction reporting regulations. FinCEN and law enforcement re-
port that the Cash Transaction Report (CTR) database is littered with unhelpful
CTR’s. We believe that this attributable to the $10,000 threshold set in 1970 and
a well-intentioned, but unhelpful exemption system that many community banks
find to be more burdensome than simply filing a CTR. Adjusted for inflation since
1970, the threshold would be $48,000. ACB has suggested that the $10,000 thresh-
old be increased for business customers as many businesses of all sizes routinely
conduct transactions over $10,000. The 30-year old regulations need to be updated
to reflect today’s economic reality. We believe that updating the threshold for busi-
ness customers would help, not hinder law enforcement. An increase in the thresh-
old would help meet a 1994 Congressional mandate to reduce CTR filings by 30
percent and provide law enforcement a cleaner, more efficient CTR database. We
have also suggested that banks be allowed more flexibility in exempting business
customers from CTR requirements by modifying or eliminating the current 12-
month waiting period for new customer exemptions.

We have made some progress in clarifying bank responsibilities under other anti-
money laundering and terrorist financing regulations. As a result of a dialogue
among industry, FinCEN and the banking agencies, FinCEN and the agencies re-
cently issued joint guidance to banks on what level of scrutiny they should use with
respect to the accounts of money service businesses. ACB commends the agencies
for providing this needed clarification of bank responsibilities. ACB will continue to
work with government agencies to provide further clarification of the responsibilities
of banks under the Nation’s anti-money laundering laws. We look forward to the re-
lease of additional guidance in this area and are pleased that the agencies have
planned training sessions for examiners and bankers so that a consistent message
can be given to everyone at the same time.

The Sarbanes-Oxley Act contained much needed reforms, restoring investor con-
fidence in the financial markets that were in turmoil as a result of the major cor-
porate scandals at the beginning of this decade. Community bankers support that
Act and other laws, like the Federal Deposit Insurance Corporation Improvement



156

Act, that improve corporate governance, enhance investor protection, and promote
the safety and soundness of the banking system. However, the implementation of
the Sarbanes-Oxley Act by the Securities and Exchange Commission and the Public
Company Accounting Oversight Board and the interpretation of those regulatory re-
quirements by accounting firms have resulted in costly and burdensome unintended
consequences for community banks, including, even, privately held stock institutions
and mutual institutions.

For example, the PCAOB requires the external auditor to audit the internal con-
trols of a company, rather than audit the CEQO’s attestation with respect to the in-
ternal controls—which was the practice generally permitted by the banking agencies
for compliance with FDICIA’s internal control requirements. ACB believes that this
change in practice is a significant cause of a dramatic increase in bank audit fees.
Many publicly traded banks are reporting an increase in audit fees of 75 percent
over the prior year. Some banks are reporting audit fees equal to 20 percent of net
income. Privately held and mutual banks also are experiencing significant increases
in auditing fees because the external auditors are applying the same PCAOB stand-
ards to these nonpublic banks.

ACB has provided concrete suggestions to the banking regulators, the SEC, and
the PCAOB on ways to reduce the cost of compliance with internal controls and
other requirements, while still achieving the important goal of improved corporate
governance and transparency. We appreciate the separate guidance on internal con-
trol reporting and attestation requirements issued concurrently by the SEC and the
fPCAOB, and are hopeful that it might provide some relief to the escalating audit
ees.

ACB appreciates the willingness of the staffs of Chairman Shelby, Senator Sar-
banes, and other Senators to discuss the views and experiences of community banks
in relation to the implementation of Section 404, and want to thank Senator Sar-
banes for his assistance in securing the participation of one of our members in the
SEC Roundtable on the Implementation of Sarbanes-Oxley Internal Control Provi-
sions.

(We have attached a letter, which ACB recently submitted to the banking regu-
lators, detailing these suggestions and also suggestions for improving antimoney
laundering regulation.)

While ACB is not currently recommending statutory changes to anti-money laun-
dering and corporate governance laws, we believe that Congress has an important
oversight role to play to ensure that meaningful regulatory efforts to reduce burden
continue, and to step in and change laws, when that becomes necessary.

Legislative Recommendations

ACB has a number of recommendations to reduce regulations applicable to com-
munity banks that will help make doing business easier and less costly, further ena-
bling community banks to help their communities prosper and create jobs. ACB’s
specific legislative proposals are attached in an appendix.

Priority Issues

Expanded Business Lending

A high priority for ACB is a modest increase in the business-lending limit for sav-
ings associations. In 1996, Congress liberalized the commercial lending authority for
federally chartered savings associations by adding a 10 percent “bucket” for small
business loans to the 10 percent limit on commercial loans. Today, savings associa-
tions are increasingly important providers of small business credit in communities
throughout the country. As a result, even the “10 plus 10” limit poses a constraint
for an ever-increasing number of institutions. Expanded authority would enable sav-
ings associations to make more loans to small- and medium-sized businesses, there-
by enhancing their role as community-based lenders. An increase in commercial
lending authority would help increase small business access to credit, particularly
in smaller communities where the number of financial institutions is limited. To ac-
commodate this need, ACB supports eliminating the lending limit restriction on
small business loans while increasing the aggregate lending limit on other commer-
cial loans to 20 percent. Under ACB’s proposal, these changes would be made with-
out altering the requirement that 65 percent of an association’s assets be main-
tained in assets required by the qualified thrift lender test.

Unnecessary and Redundant Privacy Notices

ACB strongly urges the elimination of required annual privacy notices for banks
that do not share information with nonaffiliated third parties. Banks with limited
information sharing practices should be allowed to provide customers with an initial
notice, and provide subsequent notices only when terms are modified. I am sure you
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are all inundated by privacy statements each fall. I am equally confident that most
or all of them remain unread. At my bank we send out thousands of such notices
each year at significant cost, in both dollars and staff time, even though our policies
and procedures have remained consistent over many years. Redundancy in this case
does not enhance consumer protection; rather it serves to numb our customers with
volume.

Others share information only under very controlled circumstances when certain
operational functions are outsourced to a vendor. The requirement to send notices
should be amended when circumstances have not changed or when we are only reit-
erating that no customer information is ever shared. We do agree a notice should
be sent, but it becomes an expensive burden to send it multiple times when once
will more than suffice.

Parity Under the Securities Exchange Act and Investment Advisers Act

ACB vigorously supports providing parity for savings associations with banks
under the Securities Exchange Act and Investment Advisers Act. Statutory parity
will ensure that savings associations and banks are under the same basic regulatory
requirements when they are engaged in identical trust, brokerage, and other activi-
ties that are permitted by law. As more savings associations engage in trust activi-
ties, there is no substantive reason to subject them to different requirements. They
should be subject to the same regulatory conditions as banks engaged in the same
services.

In proposed regulations, the SEC has offered to remove some aspects of the dis-
parity in treatment for broker-dealer registration and the IAA, but still has not
offered full parity. Dual regulation by the OTS and the SEC makes savings associa-
tions subject to significant additional cost and regulatory burden. Eliminating this
regulatory burden could free up tremendous resources for local communities. ACB
supports a legislative change. Such a change will ensure that savings associations
will have the same flexibility as banks to develop future products and offer services
that meet customers’ needs.

Easing Restrictions on Interstate Banking and Branching

ACB strongly supports removing unnecessary restrictions on the ability of na-
tional and State banks to engage in interstate branching. Currently, national and
State banks may only engage in de novo interstate branching if State law expressly
permits. ACB recommends eliminating this restriction. The law also should clearly
provide that State-chartered Federal Reserve member banks might establish de
novo interstate branches under the same terms and conditions applicable to na-
tional banks. ACB recommends that Congress eliminate States’ authority to prohibit
an out-of-state bank or bank holding company from acquiring an in-state bank that
has not existed for at least 5 years. The new branching rights should not be avail-
able to newly acquired or chartered industrial loan companies with commercial par-
ents (those that derive more than 15 percent of revenues from nonfinancial activi-
ties).

Other Important Issues

Interest on Business Checking

Prohibiting banks from paying interest on business checking accounts is long out-
dated, unnecessary and anticompetitive. Restrictions on these accounts make com-
munity banks less competitive in their ability to serve the financial needs of many
business customers. Permitting banks and savings institutions to pay interest di-
rectly on demand accounts would be simpler. Institutions would benefit by not hav-
ing to spend time and resources trying to get around the existing prohibition. This
would benefit many community depository institutions that cannot currently afford
to set up complex sweep operations for their—mostly small—business customers.

Eliminating Unnecessary Branch Applications

A logical counterpart to proposals to streamline branching and merger procedures
would be to eliminate unnecessary paperwork for well-capitalized banks seeking to
open new branches. National banks, State-chartered banks, and savings associations
are each required to apply and await regulatory approval before opening new
branches. This process unnecessarily delays institutions’ plans to increase competi-
tive options and increase services to consumers, while serving no important public
policy goal. In fact, these requirements are an outdated holdover from the times
when regulatory agencies spent unnecessary time and effort to determine whether
a new branch would serve the “convenience and needs” of the community.
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Coordination of State Examination Authority

ACB supports the adoption of legislation clarifying the examination authority over
State-chartered banks operating on an interstate basis. ACB recommends that Con-
gress clarify home- and host-state authority for State-chartered banks operating on
an interstate basis. This would reduce the regulatory burden on those banks by
making clear that a chartering State bank supervisor is the principal State point
of contact for safety and soundness supervision and how supervisory fees may be
assessed. These reforms will reduce regulatory costs for smaller institutions.

Limits on Commercial Real Estate Loans

ACB recommends increasing the limit on commercial real estate loans, which ap-
plies to savings associations, from 400 to 500 percent of capital, and giving the OTS
flexibility to increase that limit. Institutions with expertise in nonresidential real
property lending and which have the ability to operate in a safe and sound manner
should be granted increased flexibility. Congress could direct the OTS to establish
practical guidelines for nonresidential real property lending that exceeds 500 per-
cent of capital.

Loans to One Borrower

ACB recommends eliminating the $500,000-per-unit limit in the residential hous-
ing development provision in the loans-to-one-borrower section of the Home Owners’
Loan Act. This limit frustrates the goal of advancing residential development within
the statute’s overall limit—the lesser of $30 million or 30 percent of capital. This
overall limit is sufficient to prevent concentrated lending to one borrower/housing
developer. The per-unit limit is an excessive regulatory detail that creates an artifi-
cial market restriction in high-cost areas.

Home Office Citizenship

ACB recommends that Congress amend the Home Owners’ Loan Act to provide
that for purposes of jurisdiction in Federal courts, a Federal savings association is
deemed to be a citizen of the State in which it has its home office. For purposes
of obtaining diversity jurisdiction in Federal court, the courts have found that a
Federal savings association is considered a citizen of the State in which it is located
only if the association’s business is localized in one State. If a Federal savings asso-
ciation has interstate operations, a court may find that the federally chartered cor-
poration is not a citizen of any State, and therefore no diversity of citizenship can
existl.1 The amendment would provide certainty in designating the State of their citi-
zenship.

A recent court decision has cast doubt on national banks’ ability to access the Fed-
eral courts on the basis of diversity jurisdiction. Regulatory relief legislation should
also clarify that national banks are citizens of their home States for diversity juris-
diction purposes.

Interstate Acquisitions

ACB supports the adoption of legislation to permit multiple savings and loan hold-
ing companies to acquire associations in other States under the same rules that
apply to bank holding companies under the Riegle-Neal Interstate Banking and
Branching Efficiency Act of 1994. This would eliminate restrictions in current law
that prohibit (with certain exceptions) a savings and loan holding company from ac-
quiring a savings association if that would cause the holding company to become
a multiple savings and loan holding company controlling savings associations in
more than one state.

Application of QTL to Multi-State Operations

ACB supports legislation to eliminate state-by-state application of the QTL test.
This better reflects the business operations of savings associations operating in more
than one State.

Applying International Lending Supervision Act to OTS

ACB recommends that the ILSA be amended to clarify that the ILSA covers sav-
ings associations. Such a provision would benefit OTS-regulated savings associations
operating in foreign countries by assisting the OTS in becoming recognized as a con-
solidated supervisor, and it would promote consistency among the Federal banking
regulators in supervising the foreign activities of insured depository institutions.

OTS Representation on Basel Committee on Banking Supervision

ACB recommends another amendment to the ILSA that would add OTS to the
multiagency committee that represents the United States before the Basel Com-
mittee on Banking Supervision. Savings associations and other housing lenders
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would benefit by having the perspective of the OTS represented during the Basel
Committee’s deliberation.

Parity for Savings Associations Acting as Agents for Affiliated Depository Institutions

ACB recommends that the Federal Deposit Insurance Act be amended to give sav-
ings associations parity with banks to act as agents for affiliated depository institu-
tions. This change will allow more consumers to access banking services when they
are away from home.

Inflation Adjustment under the Depository Institution Management Interlocks Act

ACB supports increasing the exemption for small depository institutions under
the DIMA from $20 million to $100 million. This will make it easier for smaller in-
stitutions to recruit high quality directors. The original $20 million level was set a
number of years ago and is overdue for an adjustment.

Reducing Debt Collection Burden

Under the Fair Debt Collection Practices Act, a debtor has 30 days in which to
dispute a debt. ACB supports legislation that makes clear that a debt collector need
not stop collection efforts for that 30-day period while the debtor decides whether
or not to dispute the debt. This removes an ambiguity that has come up in some
instances. If a collector has to cease action for 30 days, valuable assets, which may
be sufficient to satisfy the debt, may vanish during the 30-day period.

Mortgage Servicing Clarification

The FDCPA requires a debt collector to issue a “mini-Miranda” warning (that the
debt collector is attempting to collect a debt and any information obtained will be
used for that purpose) when the debt collector begins to attempt to collect a debt.
This alerts the borrower that his debt has been turned over to a debt collector. How-
ever, the requirement also applies in cases where a mortgage servicer purchases a
pool of mortgages that include delinquent loans. While the mini-Miranda warnings
are clearly appropriate for true third party debt collection activities, they are not
appropriate for mortgage servicers who will have an ongoing relationship with the
borrower.

ACB urges the adoption of legislation to exempt mortgage servicers from the mini-
Miranda requirements. The proposed exemption (based on H.R.314, the Mortgage
Servicing Clarification Act) is narrowly drawn and would apply only to first lien
mortgages acquired by a mortgage servicer for whom the collection of delinquent
debts is incidental to its primary function of servicing current mortgages. The ex-
emption is narrower than one recommended by the FTC for mortgage servicers. The
%\‘Iﬁlecrgkment would not exempt mortgage servicers from any other requirement of the

Repealing Overlapping Rules for Purchased Mortgage Servicing Rights

ACB supports eliminating the 90-percent-of-fair-value cap on valuation of pur-
chased mortgage servicing rights. ACB’s proposal would permit insured depository
institutions to value purchased mortgage servicing rights, for purposes of certain
capital and leverage requirements, at more than 90 percent of fair market value—
up to 100 percent—if the Federal banking agencies jointly find that doing so would
not have an adverse effect on the insurance funds or the safety and soundness of
insured institutions.

Loans to Executive Officers

ACB recommends legislation that eliminates the special regulatory $100,000 lend-
ing limit on loans to executive officers. The limit applies only to executive officers
for “other purpose” loans, that is, those other than housing, education, and certain
secured loans. This would conform the law to the current requirement for all other
officers, that is, directors and principal shareholders, who are simply subject to the
loans-to-one-borrower limit. ACB believes that this limit is sufficient to maintain
safety and soundness.

Decriminalizing RESPA

ACB recommends striking the imprisonment sanction for violations of RESPA. It
is highly unusual for consumer protection statutes of this type to carry the possi-
bility of imprisonment. Under the ACB’s proposal, the possibility of a $10,000 fine
would remain in the law, which would provide adequate deterrence.

Bank Service Company Investments

Present Federal law stands as a barrier to a savings association customer of a
Bank Service Company from becoming an investor in that BSC. A savings associa-
tion cannot participate in the BSC on an equal footing with banks who are both cus-
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tomers and owners of the BSC. Likewise, present law blocks a bank customer of a
savings association’s service corporation from investing in the savings association
service corporation.

ACB proposes legislation that would provide parallel investment ability for banks
and savings associations to participate in both BSC’s and savings association service
corporations. ACB’s proposal preserves existing activity limits and maximum invest-
ment rules and makes no change in the roles of the Federal regulatory agencies
with respect to subsidiary activities of the institutions under their primary jurisdic-
tion. Federal savings associations thus would need to apply only to OTS to invest.

Eliminating Savings Association Service Company Geographic Restrictions

Currently, savings associations may only invest in savings association service
companies in their home State. ACB supports legislation that would permit savings
associations to invest in those companies without regard to the current geographic
restrictions.

Streamlining Subsidiary Notifications

ACB recommends that Congress eliminate the unnecessary requirement that a
State savings association notify the FDIC before establishing or acquiring a sub-
sidiary or engaging in a new activity through a subsidiary. Under ACB’s proposal,
a savings association would still be required to notify the OTS, providing sufficient
regulatory oversight.

Authorizing Additional Community Development Activities

Federal savings associations cannot now invest directly in community develop-
ment corporations, and must do so through a service corporation. National banks
and State member banks are permitted to make these investments directly. Because
many savings associations do not have a service corporation and choose for other
business reasons not to establish one, they are not able to invest in CDC’s. ACB
supports legislation to extend CDC investment authority to Federal savings associa-
tions under the same terms as currently apply to national banks.

Eliminating Dividend Notice Requirement

Current law requires a savings association subsidiary of a savings and loan hold-
ing company to give the OTS 30 days’ advance notice of the declaration of any divi-
dend. ACB supports the elimination of the requirement for well-capitalized associa-
tions that would remain well-capitalized after they pay the dividend. Under this
approach, these institutions could conduct routine business without regularly confer-
ring with the OTS. Those institutions that are not well capitalized would be re-
quired to prenotify the OTS of dividend payments.

Reimbursement for the Production of Records

ACB’s members have long supported the ability of law enforcement officials to ob-
tain bank records for legitimate law enforcement purposes. In the Right to Financial
Privacy Act of 1978, Congress recognized that it is appropriate for the government
to reimburse financial institutions for the cost of producing those records. However,
that Act provided for reimbursement only for producing records of individuals and
partnerships of five or fewer individuals. Given the increased demand for corporate
records, such as records of organizations that are allegedly fronts for terrorist fi-
nancing, ACB recommends that Congress broaden the RFPA reimbursement lan-
guage to cover corporate and other organization records.

ACB also recommends that Congress clarify that the RFPA reimbursement sys-
tem applies to records provided under the International Money Laundering Abate-
ment and Anti-Terrorist Financing Act of 2001 (Title III of the USA PATRIOT Act).
Because financial institutions will be providing additional records under the author-
ity of this new act, it is important to clarify this issue.

Extending Divestiture Period

ACB recommends that unitary savings and loan holding companies that become
multiple savings and loan holding companies be provided 10 years to divest noncon-
forming activities, rather than the current 2-year period. This would be consistent
with the time granted to new financial services holding companies for similar dives-
titure under the Gramm-Leach-Bliley Act. The longer time gives these companies
time to conform to the law without forcing a firesale divestiture.

Restrictions on Auto Loan Investments

Federal savings associations are currently limited in making auto loans to 35 per-
cent of total assets. ACB recommends eliminating this restriction. Removing this
limitation will expand consumer choice by allowing savings associations to allocate
additional capacity to this important segment of the lending market.
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Streamlined CRA Examinations

ACB strongly supports amending the Community Reinvestment Act to define
banks with less than $1 billion dollars in assets as small banks and therefore per-
mit them to be examined with the streamlined small institution examination. Ac-
cording to a report by the Congressional Research Service, a community bank par-
ticipating in the streamlined CRA exam can save 40 percent in compliance costs.
Expanding the small institution exam program will free up capital and other re-
sources for almost 1,700 community banks across our Nation that are in the $250
million to $1 billion asset-size range, allowing them to invest even more into their
local communities.

Credit Card Savings Associations

Under current law, a savings and loan holding company cannot own a credit card
savings association and still be exempt from the activity restrictions imposed on
companies that control multiple savings associations. However, a savings and loan
holding company could charter a credit card institution as a national or State bank
and still be exempt from the activity restrictions imposed on multiple savings and
loan holding companies. ACB proposes that the Home Owners’ Loan Act be amend-
ed to permit a savings and loan holding company to charter a credit card savings
association and still maintain its exempt status. Under this proposal, a company
could take advantage of the efficiencies of having its regulator be the same as the
credit card institution’s regulator.

Protection of Information Provided to Banking Agencies

Recent court decisions have created ambiguity about the privileged status of infor-
mation provided by depository institutions to bank supervisors. ACB recommends
the adoption of legislation that makes clear that when a depository institution
submits information to a bank regulator as part of the supervisory process, the de-
pository institution has not waived any privilege it may claim with respect to that
information. Such legislation would facilitate the free flow of information between
banking regulators and depository institutions that is needed to maintain the safety
and soundness of our banking system.

Conclusion

I wish to again express ACB’s appreciation for your invitation to testify on the
importance of reducing regulatory burdens and costs for community banks. We
strongly support the Committee’s efforts in providing regulatory relief, and look for-
warld to working with you and your staff in crafting legislation to accomplish this
goal.

PREPARED STATEMENT OF DAVID HAYES
PRESIDENT AND CEO, SECURITY BANK DYERSBURG, TN AND
CHAIRMAN, INDEPENDENT COMMUNITY BANKERS OF AMERICA, WASHINGTON, DC

JUNE 21, 2005

Mr. Chairman, Ranking Member Sarbanes, and Members of the Committee, my
name is David Hayes, Chairman of the Independent Community Bankers of Amer-
ica (ICBA)! and President and CEO of Security Bank; a 135 million community
bank in Dyersburg, Tennessee. I am pleased to appear today on behalf of ICBA and
its nearly 5,000 members to testify on proposals to reduce the regulatory burden on
banks, thrifts, and credit unions.

We are especially pleased by the leadership of Senator Crapo, who is drafting leg-
islation for the Committee. Senator Crapo has taken a comprehensive look at all of
the regulatory relief ideas that were recommended to this Committee last year. The
matrix that Senator Crapo developed after that hearing is a useful compendium of
these ideas. This broad approach is essential because other efforts, such as the bill
{;)he kHouse passed last year (H.R.1375) included little true relief for community

anks.

1The Independent Community Bankers of America represents the largest constituency of com-
munity banks of all sizes and charter types in the Nation, and is dedicated exclusively to rep-
resenting the interests of the community banking industry. ICBA aggregates the power of its
members to provide a voice for community banking interests in Washington, resources to en-
hance community bank education and marketability, and profitability options to help community
banks compete in an ever-changing marketplace. For more information, visit ICBA’s website at
www.icba.org.
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To add impetus to the effort to broaden the scope of regulatory relief, ICBA
worked closely with Representative Jim Ryun on his Community Banks Serving
Their Communities First Act. The Communities First Act (H.R.2061) includes regu-
latory and tax relief that is critical to community banks and their customers. It in-
cludes additional provisions that apply to all banks and bank customers. Virtually
all of the regulatory provisions in the bill are included in Senator Crapo’s matrix.
All but one are items that the other financial groups have agreed to include on a
list of 78 consensus items agreed to as part of the regulatory burden reduction
project being led by FDIC Vice Chairman John Reich. ICBA hopes that Senator
Crapo will include many items from H.R.2061 in the bill he is developing for this
Committee.?

Our testimony will focus on the specific proposals in the Communities First Act
and explain why they should be included in this Committee’s new regulatory relief
bill. Before that, I will briefly explain why regulatory relief is so important to com-
munity banks, their customers, and the communities they serve.

Community Banks Need Regulatory Relief

Since 1992, the market share of community banks with less than $1 billion in as-
sets has dropped from about 20 percent of banking assets to 13 percent. And the
market share of large banks with more than $25 billion in assets has grown from
about 50 percent to 70 percent. Community bank profitability also lags large banks.
Obviously part of the reason is due to economies of scale that community banks
have always accepted as a fact of life. However, in recent years, the disproportionate
impact of the ever-mounting regulatory burden is significantly impacting community
bank profitability. I agree with Vice Chairman Reich that it is a leading cause of
consolidation in our industry.

At the same time credit unions, with their unfair tax-exempt advantages and fa-
vorable legislation loosening membership restrictions, have made inroads into small
banks’ market segments. Credit union assets have more than tripled since 1984,
from $194 billion to $611 billion, whereas total small bank assets (less than $1 bil-
lion) have decreased.

An analysis of these trends conducted by two economists at the Federal Reserve
Bank of Dallas concluded that the competitive position and future viability of small
banks is questionable.? The authors suggest that the regulatory environment has
evolved to the point of placing small banks at an artificial disadvantage to the det-
riment of their primary customers—small business, consumers, and the agricultural
community.

While larger banks have hundreds or thousands of employees to throw into the
regulatory breach, a community bank with $100 million in assets typically has just
30 full time employees, a $200 million bank about 60 employees. If my bank is faced
with a new regulation, we must train one or more of our current employees to com-
ply, and complying with the new regulation will take time away from customer serv-
ice. Unlike larger institutions, we cannot just add a new person and pass the costs
on to our customers.

It’s not just smaller community banks that are feeling the pain. Larger commu-
nity banks as well are drowning in paperwork and regulatory burden. They are hir-
ing 2 or 3 full-time employees to do nothing but Bank Secrecy Act compliance. They
have had to expend hundreds of thousands of dollars for Sarbanes-Oxley Act compli-
ance.

This is not just about numbers and costs. I assure you we are not crying “wolf.”
If we do not get meaningful relief soon, more and more community banks will throw
up their hands, and give up their independence.

Why should policymakers care about community banks? First, community banks
play a strong role in consumer financing and an especially vital role in small
business lending. Commercial banks are the leading suppliers of credit to small
business, and community banks account for a disproportionate share of total bank
lending to small business, the primary job-creating engine of our economy. Banks
with less than $1 billion in assets make 37 percent of bank small business loans,
nearly three times their share (13 percent) of bank industry assets. And they ac-
count for 64 percent of total bank lending to farms.

Second, community banks that fund local businesses are particularly attuned to
the needs of their communities and are uniquely equipped to facilitate the local eco-
nomic development process, which can be time-consuming and resource intensive.

2In a similar vein, ICBA plans to work with the Senate Finance and House Ways and Means
Committees on the tax relief components of H.R.2061.

3 Gunther and Moore, “Small Banks’ Competitors Loom Large,” Southwest Economy, Federal
Reserve Bank of Dallas, Jan./Feb. 2004.
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Community bankers provide tremendous leadership in their communities, which is
critical to economic development and community revitalization.

Community bankers serve on hospital boards, attend economic development cor-
poration meetings, and engage in similar activities. You could argue that this is not
an efficient and cost-effective way to spend our time, but for most community banks,
our survival depends on the economic vitality of our communities. Branches of large
megabanks do not provide this same commitment to the community.

Bank Secrecy Act Compliance

While our testimony today does not include legislative recommendations for
changes in the Bank Secrecy Act, this certainly does not mean that community
bankers do not have serious concerns about how the Act is being enforced. In fact,
it is topic 1A when bankers discuss the regulatory burden. However, we believe the
agencies have authority to address most of the problems. These center around
whether or not there is a “zero tolerance” examination climate, as well as uncer-
tainty about what the agencies expect from banks.

ICBA recently filed a comment letter with the banking agencies under the
EiG(li{PRA process with a number of recommendations regarding BSA compliance, in-
cluding:

e Bank Secrecy Act Administration. Issue additional guidelines and provide ref-
erence tools for compliance so that bankers and examiners know what is expected.
(The anticipated June 30, 2005 revised examination procedures and outreach pro-
grams for bankers and examiners should help, but balance is clearly needed.)

e BSA Currency Transaction Reporting. Increase the filing threshold from $10,000

to $30,000 to eliminate unnecessary filing. Improve the CTR exemption process

so banks use it.

Suspicious Activity Reporting. Simplify the filing process and issue easily acces-

sible guidance on when banks should report.

At this point, ICBA strongly urges this Committee to engage in thorough over-
sight to ensure that BSA compliance does not impose an unreasonable and unpro-
ductive burden on the economy and truly achieves its important goals.

The Credit Union Bill is Not Like the Communities First Act

Several weeks ago the credit union industry had introduced what it is calling a
regulatory relief bill. Some representatives of that industry compared their bill
(H.R.2317) with the Communities First Act. The bills are not at all comparable. The
credit union bill is a powers enhancement proposal, while the Communities First
Act includes no new powers for anyone. CFA is strictly designed to lift the regu-
latory and tax burden for community banks and help level the playing field. In con-
trast, the credit union bill would, among other things substantially increase the
ability of credit unions to make loans to businesses. Therefore, ICBA is unalterably
opposed to H.R.2317. Congress should eliminate the credit unions’ unfair tax and
regulatory advantages over community banks, not give them even more new powers.

There is one area that we believe credit unions very much need regulatory burden
relief. Their regulator, the National Credit Union Administration, is undermining
credit unions’ ability to choose to convert to a mutual thrift charter. Recently,
NCUA invalidated a vote by a Texas credit union’s members to convert solely be-
cause of the way the required disclosure was folded. This is just the latest example
of NCUA’s efforts to unreasonably block credit union conversions. We urge Congress
to exercise its oversight role and, if necessary, act to require the NCUA to adhere
to the statutory requirement to allow credit unions to convert their charters.

Industrial Loan Companies

Industrial loan companies (ILC’s) are hybrid financial charters that are exempt
from the Bank Holding Company Act (BHCA). This exemption gives ILC’s certain
preferential authorities over other financial charters, including the authority to be
owned by commercial firms. This violates the long-standing principle of maintaining
the separation of banking and commerce, most recently reaffirmed by the Gramm-
Leach-Bliley Act. ICBA believes that the best way to deal with and eliminate the
mixing of banking and commerce made possible by the ILC loophole is to close it
by bringing ILC’s under the BHCA.

Given that ILC’s already enjoy extraordinary authorities due to their BHCA
exemption, we do not believe these authorities should be expanded. In recent testi-
mony before the House Financial Services Committee, Federal Reserve Board Gov-
ernor Donald Kohn reiterated the Fed’s long-standing support for this position.
“Stated simply, if ILC’s want to benefit from expanded powers and become function-
ally indistinguishable from other insured banks, then they and their corporate par-
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ents should be subject to the same rules that apply to the owners of other full-serv-
ice banks.”4 We strongly support this position.

Specific Legislative Recommendations

ICBA strongly supports the bank regulatory reduction project mandated by the
Economic Growth and Paperwork Reduction Act of 1996 (EGRPRA) and commends
the EGRPRA task force, led by FDIC Vice Chairman Reich, for the excellent job it
has done to identify those banking regulations that are outdated, unnecessary, or
unduly burdensome. Through the public comment process, banker outreach meet-
ings, and the EGRPRA website, the project has generated a large number of
recommendations for reducing the regulatory burden on banks. While the bank reg-
ulators have been working hard to identify burdens they can reduce on their own,
they report to us that there are severe limits on what they can do without help from
Congress. Many burdensome and outdated regulatory requirements are hard-wired
into Federal statute.

The Communities First Act includes a variety of legislative proposals to reduce
the burden of regulation on community banks. Many of the following legislative
changes from H.R.2061 build on the concept of a tiered regulatory and supervision
system recommended by Vice Chairman Reich by targeting relief to institutions
based on their size. Others are of special concern to community banks, but would
apply to all banks, regardless of size. All would go a long way toward improving
community banks’ ability to compete and serve local communities.

Home Mortgage Disclosure Act

The Communities First Act would make several changes to the Home Mortgage
Disclosure Act. Section 101 would increase two reporting exemption levels from $30
million and $34 million5 in assets to $250 million. While this may appear to be a
substantial increase, the vast majority of industry assets would remain covered. In
fact, the FDIC reports that as of March 31, 2004, banks and thrifts with $250 mil-
lion or less in assets held only 6.7 percent of industry assets. The amendment would
index the $250 million level using the existing procedure in HMDA.

Title IT of H.R. 2061 makes several additional changes in HMDA that could apply
to a bank of any size, depending on its activity or location. Section 202 would ex-
empt banks with fewer than 100 reportable loan applications per year per category.
This would lift the burden from banks for which mortgage lending is not a major
business line.

Banks that operate outside Metropolitan Statistical Areas are exempt from
HMDA. Section 202 would also allow the Federal Reserve to develop a definition of
Metropolitan Statistical Area for HMDA purposes, instead of using Census Bureau
definition created for entirely different reasons. Current law requires the use of the
Census Bureau definition, so certain areas that are truly rural are included in met-
ropolitan statistical areas. This may serve the purposes of the Census Bureau, but
the Federal Reserve should have the flexibility to modify these definitions when de-
termining which areas must be covered by HMDA. This would avoid unnecessarily
covering certain rural banks that are relatively close to metropolitan areas.

Finally, Section 202 would benefit all banks that must continue to report HMDA
data by requiring the Federal Reserve to review and streamline the data collection
and reporting requirements every 5 years.

It is important to note that the banking industry has included each of these
HMDA provisions on its list of consensus items for inclusion in a regulatory relief
bill in its response to Senator Crapo.

Reports of Condition (Call Reports) & BHC Policy Statement

Section 102 of the Communities First Act would permit highly rated, well-capital-
ized banks with assets of $1 billion or less to file a short call report form in two
quarters of each year. This would reduce the reporting burden for these banks,
while still providing the banking agencies with the data they need.

Section 204 would benefit all banks by directing the agencies to reduce or elimi-
nate filings that are not outweighed by the benefits to safety and soundness or the
ability of the FDIC and other regulators to accurately determine the financial condi-
tion and operations of the reporting institutions. ICBA believes that this Congres-
sional directive would reverse the repeated increases in the reporting burden
imposed when agency economists and financial analysts seek to add “just one more”
item to the call reports. While many of these items provide interesting information,

4 Statement of Donald L. Kohn, Member, Board of Governors of the Federal Reserve System,
June 9, 2005.

5The $34 million began as a $10 million exemption, but has been increased by statute and
by the Federal Reserve using an inflation-based index.
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we question whether private companies—banks—should have to provide non-
essential information under threat of government sanction.

The current call report instructions and schedules consist of 458 pages. While ex-
tensive and time consuming to produce, these quarterly filings by community banks
are not essential to the agencies. The fact is that in most community banks, the
world just does not change that dramatically between March 31 and June 30 of each
year. The FDIC will not lose track of us if every other quarter we file a short form
instead of the extensive report and Chairman Greenspan will still be able to conduct
monetary policy without our real time data. On the other hand, this would signifi-
cantly reduce the reporting burden for banks like mine, while still providing the
banking agencies with the data they need.

Section 104 of the Communities First Act would direct the Federal Reserve to
make bank holding companies with assets up to $1 billion eligible for the Small
Bank Holding Company Policy Statement on Assessment of Financial and Manage-
rial Factors. To qualify, the holding company must also (1) not be engaged in any
nonbanking activities involving significant leverage, and (2) not have a significant
amount of outstanding debt that is held by the general public. This change would
reduce the paperwork burden on these small, noncomplex, holding companies, while
maintaining the Federal Reserve’s ability to obtain holding company information for
larger institutions.

Again, the banking industry has included each of these recommendations as con-
sensus items on the list for Senator Crapo.

Sarbanes-Oxley Act, Section 404

Section 404 of Sarbanes-Oxley imposes tremendous unexpected costs on virtually
all companies. A recent ICBA survey showed that—including outside audit fees, con-
sulting fees, software costs, and vendor costs—the average community bank will
spend more than $200,000 and devote over 2,000 internal staff hours to comply with
the internal control attestation requirements of Section 404. Section103 of the Com-
munities First Act recognizes that these added costs are unnecessary for community
banks. First, unlike other companies, banks have been under similar requirements
for years, though with an exemption for banks under $500 million in assets. Con-
gress imposed these requirements on banks after the crises of the 1980’s. So, Section
404 is redundant when imposed on the banking sector. Second, unlike other compa-
nies, banks are closely supervised and examined by Federal officials on a regular
basis and the adequacy of their internal controls is assessed by bank examiners.
Companies like Enron and WorldCom were not regulated the same way. Not only
is this burden redundant and unnecessary for community banks, it is a key factor
in undermining their ability to remain independent.

The banking industry has also agreed that this proposal is a consensus item on
the list for Senator Crapo.

Director Interlocks and Loans to Officers

Section 105 of the Communities First Act increases the size of bank eligible for
an exemption from interlocking director prohibitions from $20 million to $500 mil-
lion. It has always been a challenge for the smallest institutions to find qualified
directors. Now that directors’ responsibilities have increased under the Sarbanes-
Oxley Act and other requirements, this has become a challenge even for larger com-
munity banks.

Section 108 of the Communities First Act allows banks with less than $1 billion
in total assets to make loans to executive officers, in the aggregate, up to two times
capital. The current asset size limit is $100 million in deposits. This is not a tenfold
increase, because a bank with $1 billion in assets could have considerably less than
that in deposit liabilities.

Section 205 would help all banks by increasing the special regulatory lending
limit on loans to executive officers for loans other than those for housing, education,
and certain secured loans to $250,000.6 This limit has not been adjusted for over
10 years, so this amendment simply makes an appropriate adjustment for inflation.

These adjustments are all included in the banking industry’s consensus rec-
ommendations to Senator Crapo.

Protection for Community Banks Under SIPC

The Securities Investor Protection Act does not provide immediate protection to
community banks that suffer losses when a securities firm fails. Current law ex-

6 Executive officers would remain subject to the same limit on directors and principal share-
holders, the loans-to-one-borrower limit, and to the requirement that loans to insiders not be
on preferential terms.
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empts commercial banks from SIPC coverage and assumes that all commercial
banks are in a position to fend for themselves in such cases. This may be true for
large commercial banks, but it is less so for community banks.

Section 106 of the Communities First Act would provide banks with assets up to
$5 billion the same protection afforded other investors and other depository institu-
tions for their brokerage account assets under the SIPA.

o This is included in the banking industry’s consensus recommendations to Senator
rapo.

Examination Schedules

Section 107 of the Communities First Act would give Federal regulators flexibility
to determine the examination interval for well-rated, well-capitalized banks with up
to $1 billion in assets. This would replace the current 18-month exam schedule for
banks with less than $250 million in assets. The banking industry supported this
as a consensus recommendation.

Section 110 would increase CRA examination intervals for banks up to $1 billion.”

Both of these changes would help strong, well-run community banks focus on
service to their communities rather than responding to unnecessarily frequent ex-
aminations.

Truth in Lending Right of Rescission

Section 201 of the Communities First Act calls for several changes that would ex-
pedite consumers’ access to their funds without undermining the protection that the
3-day right of rescission provides. They would apply without regard to the size of
the institution involved.

Subsection (a) directs the Federal Reserve to provide exemptions when the lender
is a federally insured depository institution. The right of rescission was imposed to
protect consumers against high-pressure loan sellers often connected with illicit
home improvement operations or similar schemes. The loan programs of federally
insured institutions are, obviously, run on a far different basis and are subject to
regular scrutiny by banking regulators. Our customers know exactly what they have
applied for and are receiving. They are frequently annoyed when they hear they
have to wait an additional 3 days for their funds.

Subsection (b) addresses another source of annoyance for consumers, the fact that
borrowers have to wait 3 days to get the benefit of a refinancing transaction even
if they are not taking any cash out of the deal. It makes no sense to insist that
a consumer wait to begin taking advantage of a lower interest rate or different
term, which are the typical purposes of these kinds of transactions.

Finally, Subsection (c) eliminates the right of rescission when a borrower is open-
ing up an open-ended line of credit. The very design of the product grants con-
sumers a perpetual right of rescission if that is what they want. The consumer can
simply refrain from drawing on the account for 3 days or longer. On the other hand,
consumers who need immediate access to their line of credit should have it.

The banking industry has included the provisions of Section 201 in its consensus
recommendations.

Privacy Notices

One of the most wasteful provisions of the Gramm-Leach-Bliley Act has been the
requirement that financial institutions send annual privacy notices to their cus-
tomers. The law requires them to be written in impossible-to-understand legalese.
The industry and agencies have been working on ways to simplify this language,
but the task is daunting. However, Section 203 of the Communities First Act offers
a measure that would greatly reduce the number of these notices that must be
mailed. It simply says that if an institution does not share information (except for
narrow purposes, such as providing information to an outside data processing firm)
and has not changed its policies, it need not send out the annual notices. While any
size institution could take advantage of this provision, community bankers are espe-
cially interested in having this option. I can tell you that my customers and their
trash collectors would also be grateful.

Like virtually all of the regulatory provisions of the Communities First Act, this
section is a banking industry consensus item.

Impact of New Regulations on Community Banks

Neither we—nor you—can anticipate all of the potential new burdens that future
laws and regulations may impose on community banks. Therefore, Section 109 of

71t is important to note that this examination interval is a separate issue from the question
of examination procedures for banks under $1 billion in assets. The regulatory agencies have
already adopted, or have proposed adopting those streamlined procedures.
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the Communities First Act directs the banking agencies to take into account the ef-
fect any new regulation, requirement, or guideline would have on community banks.
This sends a clear message from Congress to the agencies that the public policy of
the United States is firmly committed to maintaining a strong, vibrant, community
bank sector for our economy.

Conclusion

ICBA greatly appreciates this opportunity to testify on this important issue. In
a major way, the future of community banking depends on what you do. The bank-
ing industry is united on the need for regulatory burden relief. Indeed, virtually all
the proposals in Representative Ryun’s Communities First Act are included in the
industry’s recommendations to Senator Crapo. The bill simply highlights those pro-
visions that are important to community banks. We strongly urge Senator Crapo to
include them in his regulatory relief bill. That would provide real benefits to com-
munity banks and the communities and customers that they serve.

PREPARED STATEMENT OF CHRISTOPHER A. KORST
SENIOR VICE PRESIDENT, RENT-A-CENTER, INC.

JUNE 21, 2005

The following written statement is submitted in support of S.603, the Consumer
Rental-Purchase Agreement Act, on behalf of the Coalition for Fair Rental Regula-
tion.

S.603 has been introduced once again in this Congress by Senator Mary
Landrieu, and cosponsored by a number of other Senators, Republican and Demo-
crat alike, including Senators Shelby and Johnson of this Committee. That legisla-
tion, standing alone or as part of an overall regulatory relief package, proposes to
regulate the rent-to-own, or rental-purchase, transaction, for the first time at the
Federal level. In introducing this legislation, Senator Landrieu and her colleagues
have successfully struck a balance between the interests of the consumers on the
one hand and the rental merchants on the other.

For the record, it should be noted that this Committee first passed rental-pur-
chase legislation in 1984. That bill, sponsored by Senators Hawkins and Gorton,
would have required just a few disclosures in rental-purchase contracts, and would
have provided only a minimum of other consumer protections. By way of contrast,
S.603 would mandate 10 contract disclosures, would require the disclosure of key
financial and other information in advertisements and on price tags in store loca-
tions, in addition to the many substantive consumer protections the bill would
establish. In this regard, it is fair to say that if enacted, this legislation would rep-
resent one of the most comprehensive, substantive Federal consumer protection laws
ever enacted.

Introduction to the RTO Industry and S. 603

The rent-to-own, or rental-purchase industry, offers household durable goods—ap-
pliances, furniture, electronics, computers, and musical or band instruments are our
primary product lines—for rent on a weekly or monthly basis. Customers are never
obligated to rent beyond the initial term, and can return the rented product at any
time without penalty or further financial obligation. Of course, customers also have
the option to continue renting after the initial or any renewal rental period, and can
do so simply by paying an additional weekly or monthly rental payment in advance
of the rental period. In addition, rent-to-own consumers have the option to purchase
the property they are renting, either by making the required number of renewal
payments set forth in the agreement, or by exercising an early purchase option, pay-
ing cash for the item at any time during the rent-to-own transaction.

Our companies offering household durables typically provide delivery and set up
of the merchandise, as well as service and replacement products, throughout the
rental period. We do not check the credit of our customers, and do not require down
payments or security deposits. Consequently, this is a transaction that is very easy
to get into and out of, ideal for the customer that wants and/or needs financial flexi-
bility that only this unique, hybrid rental-and-purchase transaction affords.

The rent-to-own transaction appeals to a wide variety of customers, including par-
ents of children who this week want to learn to play the violin, only to find that,
2 weeks later, the child is more adept at—and interested in—fiddling around. Mili-
tary personnel who are frequently transferred from base to base, who want nice
things for their apartments or homes but who often cannot afford, or do not want,
to purchase these items, use rent-to-own. College students sharing apartments or
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dorms rent furniture, appliances, and electronics from rent-to-own companies. The
transaction serves the needs of campaign offices, summer rentals, Super Bowl and
Final Four parties, and other similar short-term needs or wants.

Importantly, however, this transaction is also frequently used by individuals and
families who are just starting out and have not yet established good credit, or who
have damaged or bad credit, and whose monthly income is insufficient to allow them
to save and make major purchases with cash. For these consumers, rent-to-own of-
fers an opportunity to obtain the immediate use of, and eventually ownership if they
so desire, of things that most of the rest of us take for granted—good beds for our
children to sleep on, washers and dryers so they do not have to spend all weekend
at the Laundromat, dropping coins into machines that they will never own. Com-
puters so the kids can keep up in school, decent furniture to sit on and eat at, and
so on. Rent-to-own gives these working class individuals and families a chance,
without the burden of debt, and with all the flexibility they need to meet their some-
times uncertain economic circumstances. This is certainly a more viable alternative
than garage sales, flea markets, and second-hand stores.

Rent-to-own industry statistics indicate that approximately one in four trans-
actions results in the renter electing to acquire ownership of the rented goods. In
the other 75 percent, according to the industry numbers, customers rent for a short
period of time and then return the goods to the store, typically in just a few weeks
or months.

There are approximately 8,000 rent-to-own furniture, appliance, and electronic
stores throughout the country, and in Puerto Rico. Additionally, there are 5,000 or
so musical instrument stores. The majority of companies operating in this business
are “mom-and-pop” family owned businesses, with one or two locations in a par-
ticular city or town, although slightly less than one-half of all stores are owned by
major, multistate corporations.

Over the past 20 years, there has been a healthy and vigorous public debate,
played out primarily at the State level, and to some extent here in Washington as
well, about the appropriate method of regulating this transaction. Some individuals
and groups have argued that rent-to-own is most similar to a credit sale, and con-
sequently should be regulated as such. However, as you have just heard me de-
scribe, this transaction differs from consumer credit in a number of significant
respects, most importantly in that the rent-to-own customer is never obligated to
continue renting beyond the initial rental term, and has the unilateral right to ter-
minate the agreement and have the products picked up at any time, without pen-
alty. This is the critical distinction—under traditional credit transactions, the con-
sumer must make all of the payments or risk default, repossession, deficiency judg-
ments and, in worst cases, damaged credit and personal bankruptcy. By way of
stark contrast, the rent-to-own customer enjoys complete control over his or her use
of the rented goods, and the terms of the rental transaction itself.

Forty-seven State legislatures have enacted rent-to-own specific legislation, begin-
ning with Michigan in 1984. All of these legislative bodies concluded that this
unique transaction is not a form of consumer credit, but instead is something very
different. S.603 is consistent with the approach taken by these various State laws.
However, this proposal would set a floor of regulation, beyond which States would
be free to regulate if the State legislatures saw the need to do so in response to
local concerns and conditions. And in fact, any number of the existing State laws
provide greater consumer protections than those imbedded in this bill, and those
stronger regulatory frameworks would remain controlling in those States if this bill
were to be enacted. Finally, if enacted, this legislation would align Federal con-
sumer protection law with Federal tax law, which treats rent-to-own transactions
as true leases and not as credit sales for income reporting and inventory deprecia-
tion purposes.

Summary of Bill Contents

This bill strikes a balance between the needs of consumers for protection from
overreaching and unscrupulous merchants, and the need to establish and maintain
a fair and balanced competitive marketplace in which honest businessmen and—
women can survive and thrive.

The bill does 5 major things:

e One, it defines the transaction in a manner that is consistent with existing State
rent-to-own laws, as well as Federal tax provisions. As an aside, this definition
is also consistent with the views of both the Federal Reserve Board Staff and the
Federal Trade Commission, as expressed in their testimony before the House Fi-
nancial Services Committee in the 107th Congress.

e Two, it provides for comprehensive disclosure of key financial terms in advertising
and on price cards on merchandise displayed in these stores, as well as in the
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body of the rental contracts themselves. These disclosure requirements were adopt-
ed in part from the recommendation of the FTC in its seminal report on the rent-
to-own industry from 2000. Overall, these requirements significantly exceed the
disclosure mandates under Truth-in-Lending as well as the Federal Consumer
Lease Act.

e Three, the bill establishes a list of prohibited practices in the rent-to-own indus-
try, a list similar in content and substance to the practices prohibited under the
Federal Trade Commission Act, and under most State deceptive trade practices
statutes. These provisions are unique—neither the Truth-in-Lending Act (TILA)
nor the Consumer Lease Act (CLA) contains similar provisions.

e Four, the bill adopts certain universal substantive regulations shared by all of the
existing State rental laws. For example, the bill would mandate that consumers
who have terminated their rental transactions and returned the goods to the mer-
chant be provided an extended period of time in which to “reinstate” that termi-
nated agreement—that is, to come back to the store and rent the same or similar
goods, starting on the new agreement at the same place the customer left off on
the previous transaction.

e Finally, the bill adopts the remedies available to aggrieved and injured consumers
under the Truth-in-Lending Act.

In summary, this legislation would go farther in providing substantive protections
for rent-to-own consumers than does any other Federal consumer protection law on
the books today.

Preemption

If enacted, this legislation would serve only to establish a floor of regulation of
the rent-to-own transaction. State legislatures would have full opportunity to pass
stronger laws and regulations, modify existing statutes, or even outlaw the trans-
action entirely if that is what those bodies believed was appropriate. In this respect,
it must be clear that this bill does not preempt State law. However, it should also
be recognized and understood that this bill would finally establish a Federal or na-
tional definition of the term “rental-purchase,” consistent with the definitions found
in these various existing State statutes and within the Internal Revenue Code. Just
as is the case under other Federal consumer protection laws, including TILA and
the CLA, States would not be permitted to define or “mischaracterize” the rent-to-
own transaction in a manner that would be inconsistent with the definition in this

bill.

The Argument Against APR Disclosures

Some groups have called for any Federal rental-purchase legislation to include the
disclosure of some “imputed annual percentage rate” in these agreements. The in-
dustry believes that this view is misguided, for several reasons. First, in order for
a transaction of any kind to include an interest component, there must be debt—
that is, the consumer must owe a sum certain, and must be unconditionally obli-
gated to repay that sum. That is simply not the case under the typical rent-to-own
transaction. Second, the notion of “imputed interest” misleads as to the true eco-
nomics of the RTO transaction, which has many benefits, services, and options that
traditional credit transactions just do not offer. For example, in addition to the im-
mediate use of the rented merchandise, delivery and set up are included in the
price, as is maintenance on the merchandise throughout the rental. If the item can-
not be repaired at the customers’ homes, then replacement products are delivered
for use while the original rental item is being repaired. Additionally, as noted sev-
eral times, rental customers always enjoy the unfettered right to terminate the
transaction and return the products without penalty, as well as the right to rein-
state such terminated agreements.

All of these additional benefits, services and options have value to the consumer.
As the Federal Trade Commission noted in its seminal report on the rent-to-own in-
dustry in 2000:

Unlike a credit sale, rent-to-own customers do not incur any debt, can return the
merchandise at any time without obligation for the remaining payments, and
do not obtain ownership rights or equity in the merchandise until all payments
are completed.

There are . . . some practical considerations that suggest that an APR disclo-
sure requirement for rent-to-own transactions may be difficult to implement, and
could result in inaccurate disclosures that mislead consumers.

In addition to the cash price of the merchandise itself, the calculation of the
APR also would have to take into account the additional consumer services and
options bundled with the merchandise. Rent-to-own dealers typically include de-
livery, pickup, repair, loaner, and other services in the basic rent-to-own rental
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rate. Many traditional retailers charge extra fees for these services, reflecting
the value to the consumer and the cost to the seller. The return option provided
with rent-to-own transactions also provides value to consumers and imposes
costs on dealers, including the cost of retrieving, refurbishing, restocking, and
rerenting the returned merchandise. In a traditional retail credit sale, addi-
tional fees for these services and options, over and above the cash price of the
merchandise itself, would be considered part of the amount financed, not part
of the service charge. Similarly, additional fees for these services and options
should be considered part of the amount financed for rent-to-own transactions.”

Two things are clear from the FTC Report. One, an imputed APR is an inappro-
priate and misleading disclosure in rental-purchase transactions because there is
simply no debt involved in this transaction. Two, studies by the National Consumer
Law Center and the U.S. Public Interest Research Group, purporting to show “inter-
est rates” in rent-to-own transactions, fail to take into account the totality of the
transaction and its benefits and services, and consequently must be considered mis-
leading at best.

In conclusion, S.603 is strongly supported by the rental-purchase merchants
throughout the country because it represents fair and balanced regulation of the
rent-to-own transaction at the Federal level. This legislation is necessary so that a
uniform public and economic policy is established where these transactions are con-
cerned. States should and would have the ability to enact more stringent regulation
of the transaction in response to local concerns and conditions if the need arises.
However, by defining this transaction under Federal consumer protection law, this
Congress extends its traditional role in consumer regulation, as first established
with the passage of the Truth-in-Lending Act nearly 40 years ago.

PREPARED STATEMENT OF CHRIS LOSETH *
PRESIDENT & CEO, POTLATCH NO.1 FEDERAL CREDIT UNION AND
CHAIRMAN, IDAHO CREDIT UNION LEAGUE GOVERNMENT AFFAIRS COMMITTEE
ON BEHALF OF THE CREDIT UNION NATIONAL ASSOCIATION

JUNE 21, 2005

Chairman Shelby, Ranking Member Sarbanes, Senator Crapo, and other Members
of the Committee, on behalf of the Credit Union National Association (CUNA), I ap-
preciate this opportunity to come before you and express the association’s views on
legislation to help alleviate the regulatory burden under which all insured financial
institutions operate today.

CUNA is the largest credit union advocacy organization, representing over 90 per-
cent of our Nation’s approximately 9,000 State and Federal credit unions and their
86 million members.

I am Chris Loseth, President & CEO of Potlatch No.1 Federal Credit Union and
Chairman of the Idaho Credit Union League’s Government Affairs Committee. Pot-
latch No.1 Federal Credit Union is a low-income community chartered credit union,
serving a total of thirteen counties—eleven in Idaho and two in Washington. Five
of these counties are included in our low-income community charter, while the other
eight counties were added through the Underserved Community designation.

The average unemployment rate in the counties we serve (through March 2005)
is 8.1 percent (with the high being 14.6 percent). We are very aware of these cir-
cumstances and offer several programs to assist our members when they need us
most. For example, we offer checking accounts that have no minimum balance re-
quirement, no monthly fees or transactional fees. We also offer debit cards with no
monthly fees or transactional fees. Our ATM’s charge no fees to our members. Ac-
cording to Callahan and Associates, a national rating service, we rank in the 93rd
percentile for checking account penetration, and in the 92nd percentile for checking
accounts outstanding among credit unions in the United States for March 2005.

Our lending services also have no loan set up fees, no application fees, no annual
fees, and are priced competitively in the marketplace for the benefit of our members.
We rank in the 94th percentile for loans outstanding and in the 90th percentile for
our loan to share ratio among credit unions in the United States (Callahan and As-
sociates, March 2005).

Potlatch No.1 Federal Credit Union offers members free financial counseling
through our trained staff, financial literacy classes on a range of topics for our mem-

* Appendix held in Committee files.
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bers, and provides volunteers to teach in the local elementary, junior and senior
high schools and local colleges to help further financial literacy education. We offer
free AD&D insurance to our members, free life savings insurance, free notary serv-
ices, and low balance certificates of deposit. We also do not have fees for low balance
savings accounts, check cashing, and a many other common nuisance fees that many
financial institutions charge.

Our credit union’s ability to continue serving the financial needs of our current
members and our potential members who need access to our services in Northern
Idaho and Eastern Washington will be significantly reduced without the regulatory
relief this Committee is addressing.

CUNA is pleased that the Committee is moving forward with its efforts to provide
regulatory relief of unneeded and costly burdens. Some might suggest that the Cred-
it Union Membership Access of 19981 (CUMAA) was the credit union version of reg-
ulatory relief. While that law did provide relief from an onerous Supreme Court
decision, it also imposed several new, stringent regulations on credit unions, which,
in spite of assertions to the contrary, are the most stringently regulated of insured
financial institutions.

Credit Unions Are Distinct Financial Institutions

Among its numerous provisions, the CUMAA required the U.S. Department of the
Treasury to evaluate the differences between credit unions and other types of feder-
ally insured financial institutions, including any differences in the regulation of
credit unions and banks.

The study, “Comparing Credit Unions with Other Depository Institutions,” found
that while “credit unions have certain characteristics in common with banks and
thrifts, (for example, the intermediation function), they are clearly distinguishable
from these other depository institutions in their structure and operational character-
istics.”

These qualities, catalogued by the U.S. Treasury in its 2001 study, had been pre-
viously incorporated into the Congressional findings of the Federal Credit Union
Act2 when CUMAA was adopted in 1998.

Recognition and appreciation of such attributes is critical to the understanding of
credit unions, as Congress made it clear when it amended the Federal Credit Union
Act in 1998 that it is these characteristics that form the foundation on which the
Federal tax exemption for credit unions rests. As Congress determined when it
passed CUMAA:

“Credit unions, unlike many other participants in the financial services market,
are exempt from Federal and most State taxes because they are:

¢ member-owned,

democratically operated,

not-for profit organizations,

generally managed by volunteer boards of directors, and

because they have the specified mission of meeting the credit and savings needs
of consumers, especially persons of modest means.”

While other institutions, such as mutual thrifts, may meet one or two of these
standards or display some of these differences, other credit union distinctions listed
here do not necessarily apply. As Treasury noted in its study, “Many banks or
thrifts exhibit one or more of . . . (these) characteristics, but only credit unions ex-
hibit all five together.”3

Other 1998 Congressional findings in CUMAA also emphasize the unique nature
of credit unions:

(1) “The American credit union movement began as a cooperative effort to serve the
productive and provident credit needs of individuals of modest means.”

(2) “Credit unions continue to fulfill this public purpose and current members and
membership groups should not face divestiture from the financial services institu-
tion of their choice as a result of recent court action.”

Since their inception, credit unions continue to share these unique attributes, sep-
arating them from other depository institutions. Despite the frequent attempts of
detractors to present credit unions in a false light and label them as other types
of institutions, the distinct characteristics of credit unions have been recognized in
statute and in analytical reports from the U.S. Treasury and others. Further, de-

1Pub. L. No. 105-219 Sec. 401; 112 Stat. 913 (1998); 12 U.S.C. 1752a note and 1757a note.

2P. L. 105-219, Sec. 2, 112 Stat. 913.

3U.S. Dept. of the Treasury, Comparing Credit Unions with Other Depository Institutions,
(Wash. DC: 2001).
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spite repeated attempts, legal challenges brought by banking groups against the Na-
tional Credit Union Administration’s (NCUA) field of membership policies under
CUMAA have not proved fruitful.

fxsfunique institutions, credit unions today stand distinctly in need of regulatory
relief.

Credit Unions’ Regulatory Burden Is Real And Relief Is Imperative

As cooperative financial institutions, credit unions have not been shielded from
the mounting regulatory responsibilities facing insured depositories in this country.

Last year, Federal Deposit Insurance Corporation (FDIC) Vice Chairman John M.
Reich said in testimony before the House Subcommittee on Financial Institutions
and Consumer Credit, “regulatory burden is a problem for all banks.” His statement
is accurate as far as it goes.

Regulatory burden is an issue for all financial institutions generally, and credit
unions in particular. Indeed, credit unions are the most heavily regulated of all fi-
narllciial institutions. This dubious distinction is the result of several factors, which
include:

e Credit unions operate under virtually the same consumer protection rules, such
as Truth-Lending, Equal Credit Opportunity, Home Mortgage Disclosure, Real Es-
tate Settlement Procedures Act, Truth-in-Savings, Expedited Funds Availability
Act, USA PATRIOT Act, Bank Secrecy, safety and soundness including prompt
corrective action (PCA) regulations reviewed by Treasury, and other rules that
apply to banks. Credit unions will also have to comply with developing rules
under the Fair and Accurate Credit Transactions (FACT) Act and the Check 21
statutory requirements. A list of the 137 rules that Federal credit unions must
follow is attached.

In addition:

(1) Credit unions are the only type of financial institution that have restrictions on
whom they may serve;

(2) Credit unions are the only group of financial institutions that must comply with
a Federal usury ceiling;

(3) Credit unions may not raise capital in the marketplace but must rely on retained
earnings to build equity;

(4) Credit unions are the only group of financial institutions that must meet statu-
tory net worth requirements;

(5) Credit unions face severe limitations on member business lending;

(6) Credit unions have limitations on loan maturities;

(7) Credit unions have stringent limitations on investments;

(8) Credit unions have not been granted new statutory powers, as banks have under
Gramm-Leach-Bliley; and

(9) Credit unions’ operations and governance are inflexible because many aspects
are fixed in statute.

Most importantly for credit unions, time and other resources spent on meeting
regulatory requirements are resources that would otherwise be devoted to serving
their members—which is, after all, their primary objective.

With Few Exceptions, Credit Unions Must Comply with Virtually All Bank
Rules

Despite unfounded banker charges to the contrary, federally insured credit unions
bear an extraordinary regulatory burden that is comparable to that of banks in most
areas and much more restrictive in others.

As the Treasury’s 2001 study comparing credit unions with other institutions con-
cluded, “Significant differences (in the general safety and soundness regulation of
banks and credit unions, parenthesis added) have existed in the past, but have been
gradually disappearing.” The Treasury study cited PCA and net worth requirements
for credit unions as a major regulatory difference that was removed in 1998.

Treasury further noted that their “relative small size and restricted fields of mem-
bership” notwithstanding, “Federally insured credit unions operate under bank stat-
utes and rules virtually identical to those applicable to banks and thrifts.”

Credit Unions Must Comply With Substantial Requirements Banks Don’t
Have to Follow

In addition to following rules applicable to the banking industry, credit unions op-
erate under considerable statutory and regulatory requirements that do not apply
to other types of financial institutions.

As Treasury’s study pointed out, credit union statutory net worth requirements
direct federally insured credit unions to maintain a minimum of 6 percent net worth
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to total assets in order to meet the definition of an adequately capitalized credit
union. Well-capitalized credit unions must meet a 7 percent net worth ratio. “(T)his
exceeds the 4 percent Tier 1 level ratio applicable for banks and thrifts (and is stat-
utory as opposed to regulatory),” Treasury stated. Complex credit unions have addi-
tional net worth requirements.

Treasury’s analysis also pointed to the fact that “Federal credit unions have more
limited powers than national banks and Federal saving associations. Most notably,
Federal credit unions face stricter limitations on their (member business) . . . lend-
ing and securities activities. In addition, a usury ceiling prevents them from charg-
ing more than 18 percent on any loan, and the term of many types of loans may
not extend beyond 12 years.”

Credit unions also have statutory and regulatory restrictions as to whom they
may serve. Federal credit unions’ fields of membership must meet the common bond
requirements that apply to an associational, occupational, multigroup or community
credit union. Thus, unlike banks and thrifts, which may serve anyone regardless of
where they live or work, a credit union may only offer its services to individuals
within its field of membership.

Credit unions operate under heavily constrained investment authority as well. A
Federal credit union may invest in government securities and other investments
only as provided under the Federal Credit Union Act and authorized by NCUA.

Credit unions also must comply with limitations on lending, including member
business lending. A Federal credit unions’ member business loan (MBL) may not ex-
ceed the lesser of 1.75 times its net worth or 12.25 percent of total assets, unless
the credit union is chartered to make such loans, has a history of making such loans
or has been designated as a community development credit union. By comparison,
banks have no specific limits on commercial lending and thrifts may place up to 20
percent of their total assets in commercial loans.

It is useful to note that there are other limitations on credit unions’ member busi-
ness lending that do not apply to commercial banks. A credit union’s MBL’s must
generally meet 12-year maturity limits and can only be made to members. Credit
union MBL’s have significant collateral and while not required, often carry the per-
sonal guarantee of the borrower.

Commercial banks have a variety of mechanisms through which they can raise
funds, including through deposit-taking or borrowing funds in the capital markets.
In marked contrast, credit unions may only build equity by retaining earnings. A
credit union’s retained earnings are collectively owned by all of the credit unions’
members, as opposed to a bank that is owned by a limited number of stockholders
or in some cases, by a finite number of individuals or family members.

Thus, a major distinction between credit unions and commercial banks is that
credit unions operate under a number of specific, operational regulations that do not
apply to banks. Bank trade associations attempt to mislead Congress when they er-
roneously argue that credit unions have evolved into banks. The restrictions on
credit union operations and the limitations on their activities drive a stake into the
heart of that argument.

Unlike Banks, Credit Unions Have Not Received New Statutory Powers

Not only have credit unions not received new statutory powers as banks have, se-
vere regulatory constraints on member business lending and under PCA have been
imposed on credit unions for the last several years.

An important study regarding the regulation of credit unions was published in
2003 under the auspices of the Filene Research Institute and addresses the regu-
latory advantages banks have over credit unions.

Authored by Associate Professor of Economics William E. Jackson, III, Kenan-
Flagler Business School, University of North Carolina at Chapel Hill and entitled,
“The Future of Credit Unions: Public Policy Issues,” the study looked at the efforts
of Congress over the last two decades to provide regulatory relief for traditional de-
pository institutions and whether more relief for credit unions is reasonable and ap-
propriate.

The study reviewed sources of funding, investments, and the ownership structure
of banks, thrifts, and credit unions and found that the operational differences
among these types of institutions are “distinctive.” It observed that since 1980, Con-
gress has enacted a number of statutory provisions that have noticeably changed
the regulatory environment in which banks and thrifts conduct business, such as
by deregulating liabilities; removing restrictions on interstate branching; and ex-
panding the list of activities permissible for financial holding companies.

4Jackson, III, William E., University of North Carolina-Chapel Hill. The Future of Credit
Unions: Public Policy Issues, 2003.
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For example, the Gramm-Leach-Bliley Act of 1999 expanded the statutory defini-
tion of the kinds of products and services in which banks may engage. Under the
Act, banking institutions may engage in activities that are merely “financial in na-
ture” as opposed to those that are “closely related to banking.” The bank regulators
have the authority to determine what is permissible as “financial in nature.” Credit
unions were not included in this sweeping, statutory expansion of bank powers.
However, while they received neither benefits nor new powers under the Gramm-
Leach-Bliley Act, credit unions were included in the substantial requirements under
the Act regarding privacy, including requirements to communicate their member
privacy protection policies to members on an annual basis.

The credit union study noted, “Credit unions face stricter limitations on their
lending and investing activities” than other institutions bear. “In general, credit
ulnié)n; have received less deregulation than either banks or thrifts,” the study con-
cluded.

Pending Credit Union Regulatory Improvements Legislation That CUNA
Supports

CUNA strongly supports H.R.2317, the Credit Union Regulatory Improvements
Act (CURIA), which was recently introduced by Representatives Royce and Kan-
jorski in the House of Representatives. In the 108th Congress, CUNA had also en-
dorsed the House-passed Regulatory Relief Act, which was approved by the House
of Representatives on March 18, 2004, by a vote of 392—-25.

In our view, these bills provide an excellent starting point for the Senate Banking,
Housing, and Urban Affairs Committee as it considers real reforms that will provide
regulatory relief to credit unions and other institutions.

While CUNA also supports other statutory changes, we first want to focus on
amendments to the Federal Credit Union Act—all of which CUNA has endorsed—
that are contained in the newly introduced H.R.2317.

H.R.2317—The Credit Union Regulatory Improvements Act

Although this legislation goes beyond what was included in the Regulatory Relief
measure that passed the House last year, it nevertheless provides a sound founda-
tion for this Committee’s consideration of some fundamental problems facing credit
unions today and we ask you to take a close look at these proposed changes as incor-
porated in CURIA. This portion of my testimony will describe the different sections
of CURIA, followed by an explanation of why CUNA strongly supports the proposed
and necessary changes.

H.R.2317, The Credit Union Regulatory Improvements Act of 2005—
Section-by-Section Description

Title I: Capital Reform

CUNA strongly supports this title, which reforms the system of PCA for credit
unions by establishing a dual ratio requirement: A pure leverage ratio and a net
worth to risk-asset ratio. The resulting system would be comparable to the system
of PCA in effect for FDIC insured institutions while taking into account the unique
operating characteristics of cooperative credit unions.

Section 101. Amendments to Net Worth Categories

The Federal Credit Union Act specifies net worth ratios that, along with a risk-
based net worth requirement, determine a credit union’s net worth category. This
section would continue to specify net worth requirements, but at levels more appro-
priate for credit unions and comparable to those currently in effect for banking insti-
tutions.

Section 102. Amendments Relating to Risk-Based Net Worth Categories

Currently, federally insured credit unions that are considered “complex” must
meet a risk-based net worth requirement. This section would require all credit
unions to meet a risk-based net worth requirement, and directs the NCUA Board
to design the risk-based requirement appropriate to credit unions in a manner more
comparable to risk standards for FDIC-insured institutions.

Section 103. Treatment Based on Other Criteria

Current risk-based net worth requirements for credit unions incorporate measures
of interest-rate risk as well as credit risk. The comparable standards for risk-based
capital requirements for FDIC insured institutions of Section 102 deal only with
credit risk. This section would permit delegation to NCUA’s regional directors the
authority to lower by one level a credit union’s net worth category for reasons of
interest rate risk only that is not captured in the risk-based ratios.
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Section 104. Definitions Relating to Net Worth

Net worth, for purposes of PCA, is currently defined as a credit union’s retained
earnings balance under generally accepted accounting principles. The Financial Ac-
counting Standards Board (FASB) is finalizing guidance on the accounting treat-
ment of mergers of cooperatives that would create a new component of net worth,
in addition to retained earnings, after a credit union merger. The unintended effect
of the FASB rule will be to no longer permit a continuing credit union to include
the merging credit union’s net worth in its PCA calculations. This section addresses
that anomaly and defines net worth for purposes of PCA to include the new compo-
nent for post-merger credit unions.

It was our understanding that FASB intended to apply the standard to credit
unions beginning in early 2006, following a comment period, but now may be put-
ting application of the standard off until the beginning of 2007. Such a change, we
believe, will have the unintended consequence of discouraging, if not eliminating,
voluntary mergers that, absent FASB’s policy, would be advantageous to credit
union members involved. In addition, FASB’s application of its proposal to credit
unions will mean that a credit union’s net worth would typically be understated by
the amount of the fair value of the merging credit union’s retained earnings.

This result is not in the public interest. That is why CUNA, along with the NCUA
and others, supports a technical correction that would amend the Federal Credit
Union Act to make it clear that net worth equity, including acquired earnings of
a merged credit union as determined under GAAP, and as authorized by the NCUA
Board, would be acceptable. Senior legal staff at FASB have indicated support for
a legislative approach, and we urge the Committee to likewise support such an ef-
fort, well in advance of the effective date so credit unions will have certainty regard-
ing the accounting treatment of mergers.

Legislation was introduced by Representative Bachus to address this issue in
H.R.1042, the “Net Worth Amendment of Credit Unions Act,” which passed the
House of Representatives on June 13, 2005 by voice vote. The language to correct
this issue is identical in H.R.1042 and H.R. 2317.

Also in this section, the definition of secondary capital for low-income credit
unions is expanded to include certain limitations on its use by those credit unions.
The definition of the net worth ratio is modified to exclude a credit union’s share
insurance fund deposit from the numerator and denominator of the ratio, and the
ratio of net worth to risk-assets is defined, also to exclude a credit union’s share
insurance fund deposit from the numerator.

Section 105. Amendments Relating to Net Worth Restoration Plans

Section 105 would provide the NCUA Board with the authority to permit a mar-
ginally undercapitalized credit union to operate without a net-worth restoration
plan 1if the Board determines that the situation is growth-related and likely to be
short term.

This section would also modify the required actions of the Board in the case of
critically undercapitalized credit unions in several ways. First, it would authorize
the Board to issue an order to a critically undercapitalized credit union. Second, the
timing of the period before appointment of a liquidating agent could be shortened.
Third, the section would clarify the coordination requirement with State officials in
the case of State-chartered credit unions.

The following is a detailed discussion of the need for and logic of PCA reform.

History of Credit Union PCA

The PCA section of CUMAA established for the first time “capital” or “net worth”
requirements for credit unions. Prior to that time, credit unions were subject to a
requirement to add to their regular reserves, depending on the ratio of those re-
serves to “risk-assets” (then defined as loans and long-term investments). The pur-
pose of Section 1790d (PCA) of the Act is “to resolve the problems of insured credit
unions at the least possible long-term loss to the Fund.” The CUMAA instructs the
NCUA to implement regulations that establish a system of PCA for credit unions
that is consistent with the PCA regime for banks and thrifts under the Federal De-
posit Insurance Corporation Improvement Act (FDICIA) but that takes into account
the unique cooperative nature of credit unions.

There are, however, a number of ways that credit union PCA under CUMAA dif-
fers from PCA as it applies to banks and thrifts under FDICIA. Chief among these
is that the net worth levels that determine a credit union’s net worth classification
are specified in the Act rather than being established by regulation as is the case
for banks and thrifts. Further, the levels of the net worth ratio for a credit union
to be classified “well” or “adequately” capitalized are 2 percentage points (200 basis
points) above those currently in place for banks and thrifts, even though credit
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unions’ activities are far more circumscribed that those of banks. In addition, the
system of risk-based net worth requirements for credit unions is structured very dif-
ferently from the Basel-based system in place for banks and thrifts. For example,
the Basel system is credit-risk based while credit union risk-based net worth re-
quirements explicitly account for the difficult-to-quantify interest rate risk. In PCA
as implemented under FDICIA, interest rate risk is instead dealt with through ex-
amination and supervision.

Need for Reform of Credit Union PCA

Net worth requirements were not the original purpose of the CUMAA. The gen-
esis of the Act was the Supreme Court’s field of membership decision of 1998 that
prohibited NCUA from approving credit union fields of membership comprising
more than one group. Since its adoption 7 years ago, NCUA and credit unions have
had sufficient time to experience PCA requirements. Therefore, it is not surprising
that there should be a need for some modifications to PCA now that the NCUA and
the credit union movement have been operating under PCA for several years.

There are two basic problems with the current PCA system.

e High Basic Credit Union Capital Requirements. Credit unions have significantly
higher capital requirements than do banks, even though the credit union National
Credit Union Share Insurance Fund (NCUSIF) has an enviable record compared
to other Federal deposit insurance funds. Indeed, because credit unions’ coopera-
tive structure creates a systemic incentive against excessive risk taking, it has
been argued that credit unions actually require less capital to meet potential
losses than do other depository institutions.

e Risk Based System is Imprecise. The current system of risk-based net worth re-
quirements for credit unions provides an imprecise treatment of risk. It is only
when a portfolio reaches a relatively high concentration of assets that it signals
greater risk and the need for additional net worth. This unartful system weakens
the measurement of the NCUSIF’s exposure to risk, and provides blurred incen-
tives to credit unions on how to arrange their balance sheets so as to minimize
risk. A Basel-type method of applying different weights to asset types based on
the asset’s risk profile would permit a more precise accounting for risk than does
the current credit union system, thus improving the flow of actionable information
regarding net worth adequacy to both regulators and credit unions.

Taken together, these problems have created an unnecessary constraint on
healthy, well-managed credit unions. Credit unions agree that any credit union with
net worth ratios well below those required to be adequately capitalized should be
subject to prompt and stringent corrective action. There is no desire to shield such
credit unions from PCA; they are indeed the appropriate targets of PCA. Because
credit unions themselves fund the NCUSIF, they are keenly aware that they are the
ones that pay when a credit union fails. Therefore, CUNA strongly supports a rig-
orous safety and soundness regulatory regime for credit unions that is anchored by
meaningful and appropriate net worth requirements that drive the credit union sys-
tem’s PCA requirements.

Under the current system of PCA, there are many credit unions that have more
than enough capital to operate in a safe and sound manner, but that feel con-
strained in serving their members because potential reductions in their net worth
category can result from growth in member deposits, even when uninduced by the
credit union. The current law stipulates that a credit union with a 6 percent net
worth ratio is “adequately” capitalized. Considering the risk exposure of the vast
majority of credit unions and the history of their Federal share insurance fund, 6
percent is more than adequate net worth. However, as a result of the effect of poten-
tial growth on a credit union’s net worth ratio under the present system of PCA,
a very well run, very healthy, very safe and sound credit union feels regulatory con-
straints operating with a 6 percent net worth ratio. Without access to external cap-
ital markets, credit unions may only rely on retained earnings to build net worth.
Thus, a spurt of growth brought on by members’ desire to save more at their credit
union can quickly lower a credit union’s net worth ratio, even if the credit union
maintains a healthy net income rate.

We are not here describing credit unions that aggressively and imprudently go
after growth, just for growth’s sake. Rather, any credit union can be hit with sharp
and unexpected increases in member deposits, which are the primary source of asset
growth for credit unions. This can happen whenever credit union members face ris-
ing concerns either about their own economic or employment outlook (as in a reces-
sion) or about the safety of other financial investments they may hold (as when the
stock market falls). The resulting cautionary deposit building or flight to safely
translates into large swings in deposit inflows without any additional effort by the
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credit union to attract deposits. As an example, total credit union savings growth
rose from 6 percent in 2000 to over 15 percent in 2001 despite the fact that credit
unions lowered deposit interest rates sharply throughout the year. The year 2001
produced both a recession and falling stock market, and was topped off with the con-
sumer confidence weakening effects of September 11.

Credit union concern about the impact of uninduced growth on net worth ratios
goes far beyond those credit unions that are close to the 6 percent cutoff for being
considered adequately capitalized. Again, because of the conservative management
style that is the product of their cooperative structure, most credit unions wish al-
ways to be classified as “well” rather than “adequately” capitalized. In order to do
that, they must maintain a significant cushion above the 7 percent level required
to be “well” capitalized so as not to fall below 7 percent after a period of rapid
growth. A typical target is to have a 200 basis point cushion above the 7 percent
standard. Thus, in effect, the PCA regulation, which was intended to ensure that
credit unions maintain a 6 percent adequately capitalized ratio, has created power-
ful incentives to induce credit unions to hold net worth ratios roughly 50 percent
higher than that level, far in excess of the risk in their portfolios. The PCA regula-
tion in its present form thus drives credit unions to operate at “overcapitalized” lev-
els, reducing their ability to provide benefits to their members, and forcing them in-
stead to earn unnecessarily high levels of net income to build and maintain net
worth.

There are two ways to resolve these problems with the current system of PCA.
One would be to permit credit unions to issue some form of secondary capital in a
way that both provides additional protection to the NCUSIF and does not upset the
unique cooperative ownership structure of credit unions. CUNA believes that credit
unions should have greater access to such secondary capital. However, this bill does
not provide access to secondary capital.

The other solution is reform of PCA requirements themselves. Reform of PCA
should have two primary goals. First, CUNA believes any reform should preserve
the requirement that regulators must take prompt and forceful supervisory actions
against credit unions that become seriously undercapitalized, maintaining the very
strong incentives for credit unions to avoid becoming undercapitalized. This is es-
sential to achieving the purpose of minimizing losses to the NCUSIF. Second, a
reformed PCA should not force well-capitalized credit unions to feel the need to es-
tablish a large buffer over minimum net worth requirements so that they become
overcapitalized.

H.R. 2317 would reform PCA in a manner consistent with these two requirements
by transforming the system into one with net worth requirements comparable to
those in effect for FDIC insured institutions, and that is much more explicitly based
on risk measurement by incorporating a Basel-type risk structure.

Under H.R. 2317, a credit union’s PCA capitalization classification would be deter-
mined on the basis of two ratios: The net worth ratio and the ratio of net worth
to risk assets. The net worth ratio would be defined as net worth less the credit
union’s deposit in the NCUSIF, divided by total assets less the NCUSIF deposit.
The ratio of net worth to risk assets would be defined as net worth minus the
NCUSIF deposit divided by risk assets, where risk assets would be designed in a
manner comparable to the Basel system in effect for banks of similar size to credit
unions. The tables below show the ratio cutoff points for the various net worth clas-
sifications. A credit union would have to meet both ratio classifications, and if dif-
ferent, the lower of the two classifications would apply. For example, a credit union
classified as “well capitalized” by its net worth ratio, but “undercapitalized” by its
ratio of net worth to risk assets would be considered undercapitalized.
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Ratio of Net Worth
Net Worth Categories Net Worth Ratio to Risk Assets
Well Capitalized 5% or greater 8% or greater
Adequately Capitalized 4% to < 5% 8% or greater
Undercapitalized 3% to < 4% 6% to 8%
Signif. Undercapitalized 2% to < 3% < 6%
Critically Undercapitalized <2% NA

The net worth cutoff points specified in H.R.2317 are substantially similar to
those currently in effect for FDIC insured institutions, yet, the ratios would have
the effect of being more stringent on credit unions for two reasons. First, not all of
an individual credit union’s net worth is included in the numerator of the ratio; the
NCUSIF deposit is first subtracted. Second, a portion of banks’ net worth can be
met by secondary or Tier II capital. All but low-income credit unions have no access
to secondary capital, so all credit union net worth is equivalent to banks’ Tier I cap-
ital, which has more characteristics of pure capital than does Tier II.

H.R.2317 would require NCUA to design a risk-based net worth requirement
based on comparable standards applied to FDIC insured institutions. The outlook
for those standards as they will apply to banks is currently under review by the
Federal banking regulators. Federal banking regulators have indicated that when
Basel II takes affect for the very largest U.S. banks (approximately 25 banks and
thrifts), some modifications to Basel I for all other U.S. banks will be implemented.

The exact nature of the changes to Basel I for the vast bulk of U.S. banks and
thrifts is as yet unclear, although U.S. banking regulators have stated they do not
intend to permit smaller U.S. banks to be disadvantaged compared to the largest
banks when Basel II lowers net worth requirements for the very large institutions.
Thus, it will be the modified version of Basel I in place for smaller banks that will
be the standard under which NCUA will construct a risk weighting system for credit
unions. Since it will be Basel based, it will focus on credit risk, leaving the treat-
ment of interest rate risk to the supervisory process. The new credit union risk-
based system will provide a much more precise measure of balance sheet risk than
the current risk-based net worth requirement.

H.R.2317 will improve the risk-based components of PCA and place greater em-
phasis on the risk-based measures, while lowering to the same level in effect for
banks, the pure net worth ratio requirements for a credit union to be classified as
adequately capitalized. CUNA believes that in addition to relying on improved risk
measurements, a reduction of the pure net worth levels to be classified as well- or
adequately capitalized is justified for the following reasons:

e One of the original justifications for higher credit union PCA net worth require-
ments (higher than for banks) was the 1 percent NCUSIF deposit. While FASB
and NCUA have both affirmed that the 1 percent NCUSIF deposit is an asset and
thus part of net worth, as a result of the unique funding mechanism of the
NCUSIF (it has been funded solely by credit unions), the 1 percent deposit ap-
pears on the books of both the NCUSIF and insured credit unions. H.R. 2317 has
addressed this issue by defining the net worth ratio as net worth less the 1 per-
cent NCUSIF deposit divided by assets less the 1 percent deposit. Thus, to be ade-
quately capitalized, a credit union must hold net worth equal to about 5.7 percent
(on average) of its assets to meet the 5 percent net worth requirement. This means
that the discretionary and mandatory supervisory actions of PCA will be applied
at higher levels of individual credit union capitalization than for similarly situated
banks and thrifts.

e Another reason given for credit unions’ higher net worth requirements is their
lack of access to capital markets. Credit unions’ only source of net worth is the
retention of earnings, which is a time consuming process. The idea was that since
credit unions cannot access capital markets, they should hold more capital to
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begin with so that they have it available in time of need. There is some merit
to this notion, but a problem with this logic is that is suggests that a poorly cap-
italized bank can easily access the capital markets. However, if a bank’s capital
ratio falls substantially due to losses, investors are likely to be wary of providing
additional capital to it. Other institutions similarly have limited access to capital
markets when they have experienced substantial losses. Thus, the lack of effective
access to outside capital in times of financial stress might not really distinguish
credit unions from banks or other depository institutions as much as it might ap-
pear.

e The other reason that a credit union’s net worth ratio might fall—rapid asset
growth—does not require higher net worth requirements for credit unions either.
Asset growth (which comes from savings deposits) can be substantially influenced
by a credit union’s dividend policies. Under the current PCA system, lowering div-
idend rates creates the dual effects of retarding growth and boosting net income,
both of which raise net worth ratios which would not occur had dividend rates
been lowered. H.R.2317 would permit a credit union to protect a reasonable net
worth ratio with appropriate dividend rate cutting rather than being required to
hold additional net worth.

There is substantial evidence that credit unions actually require less net worth
than do for-profit financial institutions in order to provide protection to the deposit
insurance system.> Credit unions, because of their very cooperative nature, take on
less risk than do for-profit financial institutions. Because credit union boards and
management are not enticed to act by stock ownership and options, the moral haz-
ard problem of deposit insurance has much less room for play in credit unions than
in other insured depository institutions. Evidence of the effects of this conservative
financial management by credit unions is found in the fact that average credit union
ratios for net worth, net income, and credit quality have shown dramatically less
volatility over that past two decades than comparable statistics for banks and
thrifts. Similarly, the equity ratio of the NCUSIF has been remarkably stable, be-
tween 1.2 percent and 1.3 percent, of insured shares while other Federal deposit
funds have seen huge swings, and even insolvency. This is hardly evidence sup-
porting the need of more capital in credit unions than in banks and thrifts.

Reforming PCA as provided in H.R.2317 would preserve and strengthen the es-
sential share-insurance fund protection of PCA and would more closely tie a credit
union’s net worth requirements to its exposure to risk—the reason for holding net
worth in the first place. It would also permit adequately and well-capitalized credit
unions to operate in a manner devoted more to member service and less to the un-
necessary accumulation of net worth.

Title II: Economic Growth

Section 201. Limits on Member Business Loans

This section eliminates the current asset limit on MBL’s at a credit union from
the lesser of 1.75 times actual net worth or 1.75 percent times net worth required
for a well-capitalized credit union and replaces it with a flat rate of 20 percent of
the total assets of a credit union. This provision therefore facilitates member busi-
ness lending without jeopardizing safety and soundness at participating credit
unions.

Section 202. Definition of Member Business Loans

This section would amend the current definition of a MBL to facilitate such loans
by giving the NCUA the authority to exclude loans of $100,000 or less as de mini-
mus, rather than the current limit of $50,000.

Section 203. Restrictions on Member Business Loans

This section would modify language in the Federal Credit Union Act that cur-
rently prohibits a credit union from making any new MBL’s if its net worth falls

5See “The Federal Deposit Insurance Fund that Didn’t Put a Bite on U.S. Taxpayers,” Edward
J. Kane and Robert Hendershott, Journal of Banking and Finance, Volume 20, September 1996,
pp-1305-1327. Kane and Hendershott summarize their paper as “the paper analyzes how dif-
ferences in incentive structure constrain the attractiveness of interest-rate speculation and other
risk-taking opportunities to managers and regulators of credit unions.” See also Differences in
Bank and Credit Union Capital Needs, David M. Smith and Stephen A. Woodbury (Filene Re-
search Institute, Madison, WI. 2001) Smith and Woodbury find that credit unions have lower
loan delinquencies and net-charge off rates than do banks, and that charge-offs at credit unions
are only two-thirds as sensitive to macroeconomic shocks as they are at banks. They also explain
that because of the governance structure in credit unions “economic theory predicts that credit
unions would take less risk than banks.” (p. 5).
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below 6 percent. This change will permit the NCUA to determine if such a policy
is appropriate and to oversee all MBL’s granted by an undercapitalized institution.

Section 204. Member Business Loan Exclusion for Loans to Nonprofit Religious
Organizations

This section excludes loans or loan participations by Federal credit unions to non-
profit religious organizations from the MBL limit contained in the Federal Credit
Union Act, which is 12.25 percent of the credit union’s total assets. This amendment
would offer some relief in this area by allowing Federal credit unions to make
MBL’s to religious-based organizations without concern about the statutory limit
that now covers such loans. While the limit would be eliminated, such loans would
still be subject to other regulatory requirements, such as those relating to safety and
soundness.

We believe that this is really a technical amendment designed to correct an over-
sight during passage of CUMAA. The law currently provides exceptions to the MBL
caps for credit unions with a history of primarily making such loans. Congress sim-
ply overlooked other credit unions that purchase parts of these loans, or participate
in them. This provision would clarify that oversight and ensure that these organiza-
tions can continue meeting the needs of their members and the greater community
at large and ensuring that loans are available for religious buildings as well as their
relief efforts.

Section 205. Credit Unions Authorized to Lease Space in Buildings with Credit
Union Offices in Underserved Areas

This section enhances the ability of credit unions to assist distressed communities
with their economic revitalization efforts. It would allow a credit union to lease
space in a building or on property in an underserved area on which it maintains
a physical presence to other parties on a more permanent basis. It would permit
a Federal credit union to acquire, construct, or refurbish a building in an under-
served community, then lease out excess space in that building.

Having described briefly how CURIA would address credit union member busi-
ness lending concerns, I would like to provide the Subcommittee with a detailed ra-
tionale for these needed changes.

Helping Small Business

Title II, Section 203 of CUMAA established limits on credit union MBL activity.
There were no statutory limits on credit union member business lending prior to
1998. The CUMAA-imposed limits are expressed as a 1.75 multiple of net worth,
but only net worth up to the amount required to be classified as well-capitalized
(tfhat is, 7 percent) can be counted. Hence the limit is (1.75 x .07) or 12.25 percent
of assets.

Need for Reform of Credit Union MBL Limits

Small businesses are the engine of economic growth—accounting for about one-
half of private nonfarm economic activity in the United States annually. Their abil-
ity to access capital is paramount. But this access is seriously constrained by the
double-whammy of banking industry consolidation and the CUMAA-imposed limita-
tions on credit union MBL’s. Recent research published by the Small Business Ad-
ministration reveals that small businesses receive less credit on average in regions
with a large share of deposits held by the largest banks. FDIC statistics show that
the largest 100 banking institutions now control nearly two-thirds of banking indus-
try assets nationally. In 1992, the largest 100 banking institutions held just 45 per-
cent of banking industry assets. Thus, CUMAA severely restricts small business ac-
cess to credit outside the banking industry at a time when small firms are finding
increasing difficulty in accessing credit within the banking industry.

Basic problems with the current MBL limits are:

o The Limits are Arbitrary and Unnecessarily Restrictive. Insured commercial banks
have no comparable business lending portfolio concentration limitations. Other fi-
nancial institutions, savings and loans, for example, have portfolio concentration
limitations, but those limitations are substantially less restrictive than the limits
placed on credit unions in CUMAA.

o The 12.25 Percent Limit Discourages Entry into the MBL Business. Even though
very few credit unions are approaching the 12.25 percent ceiling, the very exist-
ence of that ceiling discourages credit unions from entering the field of member
business lending. Credit unions must meet strict regulatory requirements before
implementing an MBL program, including the addition of experienced staff. Many
are concerned that the costs of meeting these requirements cannot be recovered
with a limit of only 12.25 percent of assets. For example, in today’s market, a typ-
ical experienced mid-level commercial loan officer would receive total compensa-
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tion of approximately $100,000. The substantial costs associated with hiring an
experienced lender, combined with funding costs and overhead and startup costs
(for example, data processing systems, furniture and equipment, printing, postage,
telephone, occupancy, credit reports, and other operating expenses) make member
business lending unviable at most credit unions given the current 12.25 percent
limitation. In fact, assuming credit unions could carry salary expense of 2 percent
of portfolio, 76 percent of CU’s couldn’t afford to be active member business lend-
ers even if they had portfolios that were equal in size to the current 12.25 percent
of asset maximum. Alternatively, assuming credit unions could carry salary ex-
pense of 4 percent of portfolio, 63 percent of CU’s could not afford to be active
member business lenders even if they had portfolios that were equal in size to
the current 12.25 percent of asset maximum.

e The Limits are not Based on Safety and Soundenss Considerations. There is no
safety and soundness reason that net worth above 7 percent cannot also support
business lending. If all net worth could be counted, the actual limit would average
between 18 percent and 19 percent of total assets rather than 12.25 percent of
total assets.

e The MBL Definitions Create Disincentives that Hurt Small Businesses. The cur-
rent $50,000 cutoff for defining an MBL is too low and creates a disincentive for
credit unions to make loans to smaller businesses. Permitting the cutoff to rise
to $100,000 would open up a significant source of credit to small businesses.
These “small” business purpose loans are so small as to be unattractive to many
larger lenders. Simply inflation adjusting the $50,000 cutoff, which was initially
established in 1993 and has not been adjusted since that time, would result in
an approximate 33 percent increase in the cutoff to over $65,000.

While some bankers call credit union member business lending “mission creep”
this is simply a preposterous fiction. Credit union member business lending is not
new—since their inception credit unions have offered business-related loans to their
members. Moreover, credit union member business lending shows a record of safety.
According to a U.S. Treasury Department study, credit union business lending is
more regulated than commercial lending at other financial institutions. In addition,
the Treasury found that “member business loans are generally less risky than com-
mercial loans made by banks and thrifts because they generally require the personal
guarantee of the borrower and the loans generally must be fully collateralized. On-
going delinquencies—for credit unions, loans more than 60 days past due, and for
banks and thrifts, loans more than 90 days past due—are lower for credit unions
than for banks and thrifts. Credit unions’ mid-year 2000 loan charge-off rate of 0.03
percent was much lower than that for either commercial banks (0.60 percent) or
savings institutions (0.58 percent).”

Not surprisingly, the Treasury also concluded that member business lending “does
not pose material risk to the” National Credit Union Share Insurance Fund.

Updated statistics from full-year 2000 through 2003 indicate that the favorable
relative performance of MBL’s reported in the Treasury study has continued in re-
cent years. Credit union MBL net chargeoffs have averaged just 0.08 percent over
the 4-year period since the Treasury study, while the comparable average net
chargeoff rate at commercial banks was 1.28 percent and at savings institutions it
was 1.11 percent. MBL’s have even lower loss rates than other types of credit union
lending, which themselves have relatively low loss experience.

Credit union member business lending represents a small fraction of total com-
mercial loan activity in the United States. A¢ mid-year 2004, the dollar amount of
MBL’s was less than one-half of 1 percent of the total commercial loans held by U.S.
depositories. Credit union MBL’s represent just 3.1 percent of the total of credit
union loans outstanding and only 17.9 percent of U.S. credit unions offer MBL’s. Ac-
cording to credit union call report data collected by the NCUA, the median size of
credit union MBL’s granted in the first 6 months of 2004 was $140,641.

Currently, only 11 credit unions in Idaho, out of a total of 68 (only 16 percent),
offer MBL’s to their members. The average size MBL is $91,653. The total amount
of business lending by credit unions in Idaho is $17.3 million, while banking institu-
tions in Idaho make $4.3 billion in business loans. In Idaho, credit unions represent
0.4 percent of the market share for business lending, while banking institutions rep-
resent 99.6 percent; and, while credit union business loans represent only 0.66 per-
cent of credit union assets, banking institutions’ business loans represent 78.98 per-
cent of bank assets.

Adjusting credit union MBL limits from 12.25 percent to 20 percent of assets,
which is the equivalent to the business lending limit for savings institutions, would
not cause these numbers to change dramatically.
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This adjustment would help small business. As noted earlier, small businesses are
the backbone of the U.S. economy. The vast majority of employment growth occurs
at small businesses. And small businesses account for roughly half of private non-
farm gross domestic product in the United States each year.

Small businesses are in need of loans of all sizes, including those of less than
$100,000, which many have said banks are less willing to make.

Moreover, large banks tend to devote a smaller portion of their assets to loans
to small businesses. The continuing consolidation of the banking industry is leaving
fewer smaller banks in many markets. In fact, the largest 100 banking institutions
accounted for 42 percent of banking industry assets in 1992. By year-end 2003, the
largest 100 banking institutions accounted for 65 percent of banking industry as-
sets—a 23-percentage point increase in market share in just 11 years.

This trend and its implications for small business credit availability are detailed
in a recently released Small Business Administration paper. The findings reveal
“credit access has been significantly reduced by banking consolidation . . . we be-
lieve this suggests that small businesses, especially those to which relationship
lending is important, have a lower likelihood of using banks as a source of credit.”

In reforming credit union MBL limits, Congress will help to ensure a greater
number of available sources of credit to small business. This will make it easier for
small businesses to secure credit at lower prices, in turn making it easier for them
to survive and thrive.

Title III: Regulatory Modernization

Section 301. Leases of Land on Federal Facilities for Credit Unions

This provision would permit military and civilian authorities responsible for build-
ings on Federal property the discretion to extend to credit unions that finance the
construction of credit union facilities on Federal land real estate leases at minimal
charge. Credit unions provide important financial benefits to military and civilian
personnel, including those who live or work on Federal property. This amendment
would authorize an affected credit union, with the approval of the appropriate au-
thorities, to structure lease arrangements to enable the credit union to channel
more funds into lending programs and favorable savings rates for its members.

Section 302. Investments in Securities by Federal Credit Unions

The Federal Credit Union Act limitations on the investment authority of Federal
credit unions are anachronistic and curtail the ability of a credit union to respond
to the needs of its members. The amendment provides additional investment author-
ity to purchase for the credit union’s own account certain investment securities. The
total amount of the investment securities of any one obligor or maker could not ex-
ceed 10 percent of the credit union’s unimpaired capital and surplus. The NCUA
Board would have the authority to define appropriate investments under this provi-
sion, thus ensuring that new investment vehicles would meet high standards of
safety and soundness and be consistent with credit union activities.

Section 303. Increase in General 12-Year Limitation of Term of Federal Credit Union
Loans

Currently, Federal credit unions are authorized to make loans to members, to
other credit unions, and to credit union service organizations. The Federal Credit
Union Act imposes various restrictions on these authorities, including a 12-year ma-
turity limit that is subject to limited exceptions. This section would allow loan matu-
rities up to 15 years, or longer terms as permitted by the NCUA Board.

All Federal credit unions must comply with this limitation. We are very concerned
that credit union members seeking to purchase certain consumer items, such as a
mobile home, may seek financing elsewhere in which they could repay the loan over
a longer period of time than 12 years. While we would prefer for NCUA to have
authority to determine the maturity on loans, consistent with safety and soundness,
a 15-year maturity is preferable to the current limit. Such an increase in the loan
limit would help lower monthly payments for credit union borrowers and benefit
credit unions as well as their members.

Section 304. Increase in 1 Percent Investment Limit in Credit Union Service
Organizations

The Federal Credit Union Act authorizes Federal credit unions to invest in orga-
nizations providing services to credit unions and credit union members. An indi-
vidual Federal credit union, however, may invest in aggregate no more than 1
percent of its shares and undivided earnings in these organizations, commonly
known as credit union service organizations or CUSQO’s. The amendment raises the
limit to 3 percent .
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CUSO’s provide a range of services to credit unions and allow them to offer prod-
ucts to their members that they might not otherwise be able to do, such as check
clearing, financial planning, and retirement planning. Utilizing services provided
through a CUSO reduces risk to a credit union and allows it to take advantage of
economies of scale and other efficiencies that help contain costs to the credit union’s
members. Further, as Federal credit union participation in CUSO’s is fully regu-
lated by NCUA, the agency has access to the books and records of the CUSO in ad-
dition to its extensive supervisory role over credit unions.

The current limit on CUSO investments by Federal credit unions is out-dated and
limits the ability of credit unions to participate with these organizations to meet the
range of members’ needs for financial services. It requires credit unions to arbi-
trarily forego certain activities that would benefit members or use outside vendors
in which the credit union has no institutional stake. While we feel the 1 percent
limit should be eliminated or set by NCUA through the regulatory process, we ap-
preciate that the increase to 3 percent will provide credit unions more options to
investment in CUSO’s to enhance their ability to serve their members.

CUNA also would support raising the borrowing limitation that currently restricts
loans from credit unions to CUSO’s to 1 percent. We believe the limit should be on
par with the investment limit, which under this bill would be raised to 3 percent.

Section 305. Check-Cashing and Money-Transfer Services Offered within the Field of
Membership

Federal credit unions are currently authorized to provide check-cashing services
to members and have limited authority to provide wire transfer services to individ-
uals in the field of membership under certain conditions. The amendment would
allow Federal credit unions to provide check-cashing services to anyone eligible to
become a member.

This amendment is fully consistent with President Bush’s and Congressional ini-
tiatives to reach out to other underserved communities in this country, such as some
Hispanic neighborhoods. Many of these individuals live from paycheck to paycheck
and do not have established accounts, for a variety of reasons, including the fact
that they do not have extra money to keep on deposit. We know of members who
join one day, deposit their necessary share balance and come in the very next day
and withdraw because they need the money. This is not mismanagement on their
part. They just do not have another source of funds. And sometimes, a $5.00 with-
drawal means the difference between eating or not.

If we are able to cash checks and sell negotiable checks such as travelers checks,
we could accomplish two things: Save our staff time and effort opening new accounts
for short-term cash purposes which are soon closed and gain the loyalty and respect
of the potential member so that when they are financially capable of establishing
an account, they will look to the credit union, which will also provide financial edu-
cation and other support services. Take the example of one of our credit unions in
Pueblo, which attracts migrant workers who live in that area for several months
each year, many who return year after year. It is well-known that this particular
group is taken advantage of because of the language barrier. The Pueblo credit
union has developed a group of bilingual members who are willing to act as trans-
lators when needed and several successful membership relationships have resulted.

Legislation that includes similar provisions is pending in both the House and Sen-
ate on this issue: The International Consumer Protection Act, introduced in the
House (H.R.928) by Representative Gutierrez and in the Senate (S.31) by Senator
Sarbanes. Additionally, the Expanded Access to Financial Services Act (H.R.749),
introduced by Representatives Gerlach and Sherman, contains identical language to
this provision, and passed the House of Representatives on April 26, 2005, by voice
vote. CUNA strongly supports all legislative efforts to pursue this provision and is
grateful to Ranking Member Sarbanes for the introduction of his bill.

Section 306. Voluntary Mergers Involving Multiple Common Bond Credit Unions

In voluntary mergers of multiple bond credit unions, NCUA has determined that
the Federal Credit Union Act requires it to consider whether any employee group
of over 3,000 in the merging credit union could sustain a separate credit union. This
provision is unreasonable and arbitrarily limits the ability of two healthy multiple
common bond Federal credit unions from honing their financial resources to serve
their members better.

The amendment is a big step forward in facilitating voluntary mergers, as other
financial institutions are permitted to do. It provides that the numerical limitation
does not apply in voluntary mergers.
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Section 307. Conversions Involving Common Bond Credit Unions

This section allows a multiple common bond credit union converting to or merging
with a community charter credit union to retain all groups in its membership field
prior to the conversion or merger. Currently, when a multiple group credit union
converts to or merges with a community charter, a limited number of groups pre-
viously served may be outside of the boundaries set for the community credit union.
Thus, new members within those groups would be ineligible for service from that
credit union. The amendment would allow the new or continuing community credit
union to provide service to all members of groups previously served.

Section 308. Credit Union Governance

This section gives Federal credit union boards flexibility to expel a member who
is disruptive to the operations of the credit union, including harassing personnel
and creating safety concerns, without the need for a two-thirds vote of the member-
ship present at a special meeting as required by current law. Federal credit unions
are authorized to limit the length of service of their boards of directors to ensure
broader representation from the membership. Finally, this section allows Federal
credit unions to reimburse board of director volunteers for wages they would other-
wise forfeit by participating in credit union affairs.

There has been more than one occasion when some credit unions would have liked
to have had the ability to expel a member for just cause. It is relatively rare that
things occur that would cause credit unions to use such a provision. However, the
safety of credit union personnel may be at stake. One instance I know of involved
a credit union member who seemed to have a fixation on an employee and had made
inappropriate comments. Another involved an older member who refused to take no
for an answer from a young teller whom he persistently asked to date. We have
heard of an example at another credit union when one member actually told one
of the tellers he would punch her if he ever saw her out in public. Most cases are
not quite that extreme; however, we have had other reports from credit unions of
unruly members who seem to enjoy causing a ruckus.

Credit unions should have the right to limit the length of service of their boards
of directors as a means to ensure broader representation from the membership.
Credit unions, rather than the Federal Government, should determine term limits
for board members. Providing credit unions with this right does not raise super-
visory concerns and should not, therefore, be denied by the Federal Government.

Credit unions are directed and operated by committed volunteers. Given the pres-
sures of today’s economy on many workers and the legal liability attendant to gov-
erning positions at credit unions, it is increasingly difficult to attract and maintain
such individuals. Rather than needlessly discourage volunteer participation through
artificial constraints, the Federal Credit Union Act should encourage such involve-
ment by allowing volunteers to recoup wages they would otherwise forfeit by partici-
pating in credit union affairs.

Whether or not a volunteer attends a training session or conference is sometimes
detgrmined by whether or not that volunteer will have to miss work and not be
paid.

Section 309. Providing NCUA with Greater Flexibility in Responding to Market
Conditions

Under this section, in determining whether to lift the usury ceiling for Federal
credit unions, NCUA will consider rising interest rates or whether prevailing inter-
est rate levels threaten the safety and soundness of individual credit unions.

Section 310. Credit Union Conversion Voting Requirements

This section would change the Federal Credit Union Act from permitting conver-
sions after only a majority of those members voting approve a conversion, to requir-
ing a majority vote of at least 20 percent of the membership to approve a conver-
sion.

Time and time again, Congress has made clear its support for credit unions, in
order to assure consumers have viable choices in the financial marketplace. Yet,
banking trade groups and other credit union detractors have indicated they would
like to encourage credit union conversions, particularly those involving larger credit
unions, in order that they may control the market, thereby limiting consumers’ fi-
nancial options.

Last year, the NCUA adopted new regulatory provisions to require credit unions
seeking to change their ownership structure to provide additional disclosures to
their members to ensure they are adequately informed regarding the potential
change and are fully aware of the consequences of such action. CUNA strongly sup-
ported this action because we feel members should know that their rights and own-
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ership interests would change, particularly if the institution converts to a bank. In
such a situation the institution would “morph” from one in which the members own
and control its operations to an institution owned by a limited number of stock-
holders.

CUNA likewise supports the agency’s ongoing efforts to ensure members are pro-
vided sufficient disclosures and opportunities to present opposing views in relation
to a possible conversion.

Congress addressed conversions in CUMAA and reinforced that a credit union
board which desires to convert must allow its members to vote on its conversion
plan. CURIA would require a minimum level of participation in the vote—at least
20 percent of the members—for a conversion election to be valid. Currently, there
is a requirement that only a majority of those voting approve the conversion. The
legislation would prevent situations in which only a very small number of an insti-
tution’s membership could successfully authorize such a conversion.

Recently, CUNA’s Board adopted a set of principles related to credit union conver-
sions, and we want to share its provisions with the Committee.

Principles Regarding Credit Union Conversions

e We support the right of member/owners to exercise their democratic control of
their credit unions.

e The credit union charter currently provides the best vehicle for serving the finan-
cial needs of consumers.

e CUNA encourages credit unions that are considering conversions to make their
decisions based solely on the best interests of their members.

e Full, plain language, disclosures are essential to furthering the democratic proc-
ess.

e Credit union directors and managers have a fiduciary responsibility to present ob-
jective and honest information as well as reasonable business alternatives (for ex-
ample mergers, liquidations.)

e We believe that the net worth of the credit union belongs to the members and
should remain with them. There should be no unjust enrichment to Directors and
senior management upon later conversion to a bank.

e CUNA supports NCUA and State regulators in the full use of their current au-
thority to ensure members understand the conversion process and that fiduciary
duties of credit union boards are fully enforced.

Section 311. Exemption from Premerger Notification Requirement of the Clayton Act

This section gives all federally insured credit unions the same exemption as banks
and thrift institutions already have from premerger notification requirements and
fees of the Federal Trade Commission.

Section 312. Treatment of Credit Unions as Depository Institutions under Securities
Laws

This section gives federally insured credit unions exceptions, similar to those pro-
vided to banks, from broker-dealer and investment adviser registration require-
ments.

108th Congress: H.R. 1375—Financial Services Regulatory Relief Act (Credit Union
Provisions)

Most of the provisions of H.R.2317, as outlined above, were also included in last
Congress’s H.R. 1375. The single exception is the following section.

Section 301. Privately Insured Credit Unions Authorized to become Members of a
Federal Home Loan Bank

CUNA supports this section which permits privately insured credit unions to
apply to become members of a Federal Home Loan Bank. Currently, only federally
insured credit unions may become members. The State regulator of a privately in-
sured credit union applying for Federal Home Loan Bank membership would have
to certify that the credit union meets the eligibility requirements for Federal deposit
insurance before it would qualify for membership in the Federal Home Loan Bank
system.

Additional Legislative Amendments CUNA Supports

None of the following provisions have been included in CURIA, nor past versions
of regulatory relief legislation, yet represent legitimate burdens faced by credit
unions that are deserving of relief. We encourage the Committee to consider includ-
ing them in any future legislation.
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e Allow community credit unions to continue adding members from groups that
were part of the field of membership (FOM) before the credit union converted to
a community charter but are now outside the community.

Prior to the adoption of amendments to the Federal Credit Union Act in 1998,
community credit unions were able to add new members from groups that they had
previously served but are outside of the community area the credit union serves.
Currently, the credit union may serve members of record but not include additional
members from those groups. CUNA supports legislation that would restore that ca-
pacity to credit unions.

e Allow credit unions to serve underserved areas with an ATM.

The legislative history to the CUMAA indicates that Federal credit unions should
establish a brick and mortar branch or other facility rather than establishing an
ATM to serve an underserved area. This directive makes it far less affordable for
a number of credit unions to reach out even more to underserved areas. While credit
unions serving underserved areas through an ATM should be as committed to the
area as a credit union with another type of facility, this change would facilitate in-
creased service to underserved areas.

e Eliminate the requirement that only one NCUA Board member can have credit
union experience.

Currently, only one member of the NCUA Board may have credit union experi-
ence. Such a limit does not apply to any of the other Federal regulatory agencies
and denies the NCUA Board and credit unions the experience that can greatly en-
hance their regulation. At a minimum, the law should be changed to permit at least
one person with credit union experience on the NCUA Board.

e Accounting Treatment of Loan Participations as Sales.

Many of our members currently engage in loan participations, either as the origi-
nating institution or as an investor, and FASB’s project to review FASB Statement
(FAS) No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, is of great concern to us. Other financial institution
groups, as well as Federal financial regulators, have likewise raised serious ques-
tions about the need for and advisability of the proposed guidance.

For a variety of reasons, participations can be important financial and asset liabil-
ity management tools. They are used increasingly by credit unions, as well as by
other institutions, to control interest rate risk, credit risk, balance sheet growth,
and maintain net worth ratios. Participations enable credit unions to utilize assets
to make more credit available to their membership than they would be able to do
without the use of loan participations.

FASB states that it i1s concerned that in a loan participation in which the bor-
rower has shares or deposits at the originating institution, if that institution is
liquidated, the participating institution would not be able to recover its pro rata por-
tion of the members’ shares/deposits within the originating institution that are
“claimed” by the originating institution to setoff the portion of the debt owed to it.
This outcome is highly unlikely and we are not aware that it has ever occurred in
a credit union.

Nonetheless, FASB is considering amendments to Statement of Financial Account-
ing Standard 140 that would expressly state that because the right of setoff between
the originating institution and the member/depositor/borrower exists (setting up the
potential that the participating institution would not have any claim against the
member/depositors’ funds in the originating institution) the loan transaction does
not meet the isolation requirements of FAS 140. Because of this concern, instead
of transferring the portion of the loan participated off of its books as a sale, it is
our understanding that the transaction would be reflected on the originating credit
union’s financial statements and records as a secured borrowing.

In order for participations to continue being treated as sales for accounting pur-
poses, the amendments would further change the existing accounting standards by
requiring an institution to transfer participations through a qualified special pur-
pose entity (QSPE), if the transaction did not meet “True-Sale-At-Law” test. This
is a needless and costly expense that would make it difficult for credit unions to
use participation loans as a management tool. Further, it would drastically limit the
ability of credit unions to provide low-cost, economical financing for their member-
ship through loan participations.

There are sufficient safeguards already in place that address FASB’s concerns
about isolating the loan participation asset from the reach of the originating credit
union and its creditors in liquidation, without the need for changes to FAS 140 of
the nature FASB is contemplating.
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Conclusion

In summary, Mr. Chairman, we are grateful to the Committee for holding this im-
portant hearing. The Potlatch No.1 Federal Credit Union’s ability to continue serv-
ing the financial needs of our current members and our potential members who
need access to our services in Northern Idaho and Eastern Washington will be sig-
nificantly reduced without the regulatory relief this Committee is addressing. We
strongly urge the Committee to act on this very important issue this year. And, we
strongly urge the Committee to make sure that the provisions in CURIA are a part
of any Congressional action to provide financial institutions regulatory relief. We
strongly believe that our future will be determined by our ability to provide relief
in these important areas. Without this relief, many credit unions will be unable to
respond to the financial needs of millions of Americans.

PREPARED STATEMENT OF EDWARD PINTO
PRESIDENT, COURTESY SETTLEMENT SERVICES, LLC
ON BEHALF OF THE NATIONAL FEDERATION OF INDEPENDENT BUSINESS

JUNE 21, 2005

Good Morning. I am Ed Pinto, President of Courtesy Settlement Services LLC in
Sarasota, FL. Thank you, Chairman Shelby and Ranking Member Sarbanes, for giv-
ing me the opportunity to testify on behalf of the National Federation of Inde-
pendent Business (NFIB) regarding interest bearing checking accounts for small
businesses. Eighty-six percent of NFIB members support allowing business owners
to earn interest on their business checking account balances.

I commend the Committee for conducting this hearing on Regulatory Relief. I am
also pleased that the House has overwhelmingly voted in favor of H.R.1224 by a
vote of 424—1, to overturn this archaic law that prohibits interest on business check-
ing accounts.

The big banks have consistently opposed repealing the ban on interest checking,
and have proposed compromise legislation, a compromise that would delay the im-
plementation of the repeal by 3 or more years. Their efforts to insulate themselves
from free-market competition have hurt small businesses, the acknowledged job cre-
ation engines of this country. This bill is necessary consumer protection legislation,
and every day it is delayed is an injustice to the more than 25 million taxpayers
filing business income tax returns with the IRS!

Let me repeat that number—there are over 25 million business income tax-
payers! 1 This issue may seem like small potatoes—perhaps only an average of $100
or $200 per year per small business—but multiply it by 25 million and consider the
job creation power of our Nation’s small businesses, and the impact will be large.
The House-passed bill, as currently written with a 2-year delay, is already a com-
promise, and NFIB strongly urges the Committee to resist efforts to further length-
en the phase-in period. I urge you not to deny this much needed legislation to these
millions of taxpayers.

While it has been 16 years since I started my first business, I can still vividly
recall my astonishment at being told that a business could not earn interest on a
checking account. I was further astonished to find that my business account not
only did not pay interest, it came with a plethora of fees! My banker said not to
worry, and introduced me to the spellbinding concept of compensating balances.
Boy, was I in for an education, and one that had nothing to do with growing my
business. I remember thinking that all of this seemed quite foreign and not exactly
consumer-friendly. I had been earning interest for years on my personal checking
account, which had a much smaller balance. I recall asking my banker, “Why no
interest?” I was told simply that it was against the law.

Later, as the business prospered, my banker suggested that I set up what she
called a “sweep account”—which, she told me, did not have the benefit of FDIC in-
surance, but did pay interest. And so, that’s what we did. Boy, was it complicated.
First, we analyzed my account history to determine how much to keep in my regular
account so as to “earn” enough to avoid incurring fees on my regular checking ac-
count, my second encounter with compensating balances. Next, we had to project
what would be earned in interest and compare that to the additional fees incurred
to administer my new sweep account. Then I had to authorize an amount to be
swept each night. Here I had a choice: I could either call each afternoon to authorize

1“The Small Business Economy-A Report to the President,” U.S. Small Business Administra-
tion, Office of Advocacy, (2004).
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the transfer or I could set a floor amount and automatically sweep all funds in ex-
cess of that amount. Not being a glutton for punishment, I selected the automatic
option. After this exercise, I barely remembered what business I was in. But that
was just the beginning.

As any new business owner will tell you, there are better ways to spend your time

than calling your banker everyday. But small-business owners, by our nature, break
out in hives at the thought of money sitting in a banking account not earning inter-
est.
What I did not know was that a sweep account is really designed for a larger com-
pany, one with an in-house accounting and financial staff to keep up with the flow
of money from account-to-account. For the small-business owner with a business to
run, it can be a paperwork nightmare. We soon found that the sweep account, while
addressing the noninterest bearing account issue, resulted in a flood of paper from
the bank. Each day we would receive a reconciliation statement to let us know how
the money had been shifted around in the past 24 hours. And because this is done
via the mail, there was always a 2-to-3 day delay in the information flow so we
never had an accurate, up-to-the minute view of the flow of funds among our bank-
ing accounts. Of course, the mail piled up unopened at the rate of 250 letters per
year. To add insult to injury, my sweep account fees were paying for all of this pa-
perwork.

Don’t get me wrong. I am not arguing against sweep accounts. But they are a
bookkeeping hassle for a small business. Wouldn’t these misguided resources be bet-
ter spent on tasks that help grow the business, rather than keeping up with a flood
of paperwork?

For obvious reasons, the make-work nature of the sweep account ended up signifi-
cantly reducing our interest earnings. And if you consider the allocation of staff time
to handling the paperwork and the lack of oversight caused by the sweep solution,
I could argue that we would have been much better off leaving the funds in a non-
interest-bearing account—which is what all too many small-business owners do—a
fact that restricts much-needed job creation capital from those who need it most.

I know that there are many simpler nonbank alternatives to this crazy system,
but is that Congress’ intent? And so, while I have continued to work with a tradi-
tional banking institution (without a sweep account I might add), it makes even less
sense today why this prohibition is continued. I don’t even believe that it makes
sense for banks. Creating by legal fiat a restriction that can be sidestepped with
sweep accounts (even if in an inefficient manner) or does not apply to competitors
of banks, in the long-run will only hurt the banks themselves. I challenge anyone
to present a justification for a result that can only be cited as a textbook example
of the law of unintended consequences run amok.

The Senate has an opportunity to eliminate an archaic law that has run headlong
into the creativity of the free-market. The current law saddles America’s small busi-
nesses with an inefficient alternative that costs small businesses billions in annual
rﬁvenue that could be used to grow these businesses and the jobs that go along with
them.

I support giving banks at least the choice to offer interest-bearing accounts to
small-business owners. I urge this Committee to consider this bipartisan effort and
to resist efforts to further lengthen the phase-in period of this important legislation.
The time is now for the Senate to act. Thank you for allowing me to express my
views before the Committee.

PREPARED STATEMENT OF EUGENE F. MALONEY *
EXECUTIVE VICE PRESIDENT, FEDERATED INVESTORS, INC.

JUNE 21, 2005

My name is Eugene F. Maloney. I am Executive Vice President, Corporate Coun-
sel and a member of the Executive Committee of Federated Investors, Inc. Fed-
erated is a Pittsburgh-based financial services holding company whose shares are
listed on the New York Stock Exchange. Through a family of mutual funds used by
or in behalf of financial intermediaries and other institutional investors, we manage
approximately $200 billion. For the past 20 years, I have been a member of the fac-
ulty of Boston University School of Law where I teach a course entitled Securities
Activities of Banks. Our mutual funds are used by over 1,000 community banks ei-

* Appendix held in Committee files.
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ther within their own portfolios or in behalf of clients of their trust departments.
These institutions are not our customers—they are our friends.

In connection with the proposed removal of Regulation Q, thereby permitting
banks and thrifts to pay interest on business checking, my firm’s position is that
we are strongly in favor of any rule, regulation or legislation that results in our
community bank friends becoming more competitive, more profitable or being able
to operate their businesses more efficiently. We are concerned that the current ini-
tiative to repeal Regulation Q, if not evaluated in an historical context, will result
in the exact opposite. This conclusion is based on my personal experience with the
introduction of ceilingless deposit accounts in 1982 and the impact it had on our cli-
ent base. Friends of long standing lost their jobs, their pensions and their self es-
teem because of the failure by governmental officials and Members of Congress to
fully think through the economic impact of ceilingless deposit accounts to our bank-
ing system and its profitability. This failure cost every man, woman, and child in
the United States $1,500.

In researching the history of ceilingless deposit accounts, which were to be “com-
petitive with and equivalent to money market mutual funds,” we found some fas-
cinating information. At the meeting chaired by the Secretary of the Treasury to
consider the features of the new account, the members were advised that if they set
the minimum account size below $5,000, massive internal disintermediation would
occur, and it would result in pure cost to the banks. The account size was set at
$2,500. We have been to the national archives and declassified the minutes of subse-
quent meetings, and they make for astonishing reading. The members were fully
briefed on the excesses committed by banks and thrifts and elected to do nothing
to stop them. I brought some examples with me (see Exhibits A-1, A-2).

We have seen nothing in the present record to suggest that any effort has been
made to prevent a repeat of the past mistakes.

The legislative record indicates that only slight attention has been given to the
banks’ costs when paying interest on business checking accounts or the resulting
impact on banks’ earnings. The record does not include the type of detailed analysis
that was performed by the staff of the Depository Institutions Deregulation Com-
mittee (DIDC) during the DIDC’s deliberations on whether to allow the payment of
interest on business checking accounts in the early 1980’s. The record also does not
indicate that any significant attention has been given to the relationship between
interest rate deregulation in the early 1980’s and the subsequent thrift crisis.

When this matter was before Congress last year, the House Committee report in-
cluded a detailed estimate of the implications for Federal tax revenues and the
budgetary impact of paying interest on required reserve balances,! but not of the
impact on the earnings or assets of banks.

During the House Committee hearings, in response to questioning as to whether
the legislation would “weaken any player in the market,” Governor Meyer of the
Federal Reserve Board replied, “No.”2 In response to a question as to whether the
Board had any estimate as to the amount of deposits that are lost by banks due
to the current prohibition against the payment of interest on business checking ac-
counts, Governor Meyer replied, “No, I don’t have any numbers to share with you.”3

In anticipation of my appearance before the committee today, we commissioned
a study by Treasury Strategies of Chicago to provide us with their views on the im-
pact of the repeal of Regulation Q (see Exhibit B).

Some of the key findings that we offer for your consideration are as follows:

e Companies now maintain liquid assets of approximately $5 trillion.

o Fifty-seven percent (57 percent) of corporate liquidity is now in deposits or invest-
ments that mature in 30 days or less.

e As we speak, banks are adjusting their balance sheets to mitigate interest rate
risk to maintain their spread revenues.

This is a volatile mix. It becomes obvious that if higher-than-market interest rates
are offered by banks to corporate customers, we risk a repeat of the 1980’s debacle
of massive movement of money to institutions that are ill-equipped to rationally de-
ploy it.

Treasury Strategies (see Exhibit B) has suggested the following options to prevent
this from occurring:

1H. Rep. No. 107-38 at 10-18 (Congressional Budget Office report).
2“Proposals to Permit Payment of Interest on Business Checking Accounts and Sterile Re-
serves Maintained at Federal Reserve Banks,” Hearing before the Subcommittee on Financial
Institutions and Consumer Credit of the Committee on Financial Services, 107th Cong., 1st
Sess. (March 13, 2001) (House Hearing) at 18 (Testimony of Laurence H. Meyer, Member, Board
of 3(}I(évernors of the Federal Reserve System).
. at 24.
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Do not Increase from 6 to 24 the Number of Permissible Transfers per
Month into MMDA Accounts

The House version calls for this increase. However, since MMDA accounts cur-
rently enjoy lower reserve requirements and are not limited in the rates they may
pay, this would become the surviving vehicle. In effect, this would be tantamount
to fuél repeal on day one without any phase-in period or risk management safe-
guards.

Cap the Interest Rates Payable on these Deregulated Accounts during the
Phase-In Period

Our elasticity studies show that medium-sized and small business begin to adjust
their deposit/investment behavior when rate offerings reach 40 percent of the 90-
day Treasury bill rate and complete their adjustments when rates reach 80 percent.
By contrast, larger companies begin their adjustment process at the 80 percent
point and will move virtually all of their short-term investments if rate offerings
reach 110 percent of the Treasury bill rate.

Therefore, an approach to an orderly transition would be to initially allow pay-
ment of interest at up to 40 percent of the 90-day Treasury bill rate. Then, this
could rise 10 percent every 6 months and be phased out after 3 years.

Limit the Amount of Interest-Bearing Business Demand Deposits a Bank
can Hold as a Percentage of its Capital

Bank capital is an excellent protection against risk. As corporate cash moves from
other investments and into banks, banks will have to deploy that cash in the form
of more loans and investments. This could lead to excesses or dislocations if un-
checked. Limits on the amount of deregulated deposits that a bank can initially take
in to a specific percentage of its capital would provide an appropriate safeguard.

One approach in this regard might be to limit deposits in this deregulated account
initially to an aggregate of XX percent of a bank’s total capital. This limit could be
raised by YY percent every 6 months and eliminated altogether after 3 years.

Limit Interest Payments to Just Uninsured Deposits

Bank depositors enjoy the benefit of insurance on the first $100,000 of their de-
posit. Investors in mutual funds or direct money market instruments do not have
the same protections. If the market for “business cash” is deregulated, the playing
field for this cash should be leveled. This would not only allow for effective and
transparent rate competition, but also induce banks to insure that they pursue safe
and sound policies.

There are two possible approaches to implementing this safeguard. One is to allow
for payment of interest on only the uninsured portion of a company’s deposit. The
other 1s to establish a distinct, uninsured account type that could pay interest on
the entire deposit. A phase-in period for the latter option is appropriate.

Collateralize the Deregulated Deposits

Banks are currently required to post collateral to safeguard public sector deposits.
In many cases, banks must set aside U.S. Government securities equal to 100 per-
cent or more of each deposit.

Requiring banks to collateralize these deregulated deposits would ensure their
safe deployment. At the same time, banks could still earn a spread on the rates paid
versus their earnings on the collateral itself.

Money market mutual funds are in fact backed by a specific portfolio of market-
able securities. Collateralization of interest-bearing demand deposits is analogous.

An approach to implementing this could be to begin with the requirement that
each bank back these deposits, in the aggregate, 100 percent with U.S. Government
and agency obligations. This figure could be reduced by 10 percent every 6 months
and phased out after 3 years.

Implement a Phased Approach

Record levels of short-term liquidity relative to bank deposits, the volatility of the
flow of funds among investment instruments, and the balance sheet readjustment
that banks are navigating due to the rising rate environment combine to make this
a less than ideal time to repeal Regulation Q. We would recommend deferring im-
plementation to a more stable environment, perhaps 6 to 12 months following enact-
ment.

Once implemented, some combination of the buffers cited above should be put into
place and phased out over an additional 3-year period. This would allow for a
smooth transition and avert serious market dislocations.

Other anticipated fallout we expect to occur should the repeal go forward are:

1. Increased credit risk that will raise the banks’ rate of loan charge offs; and
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2. Pressure on banks’ profitability and subsequent increases in charges for discrete
services. Some statistics on this point are: (a) profit risk of $4 billion; (b) increased
interest expense of $6 to $7.5 billion per year; and (c) for the banks studied by
Treasury Strategies, it has been determined that in order to break even on their
business customer base, banks will need to grow deposits or raise service charges
by the following:

With Respect to Small Business:

e grow deposits by 80 percent; or
e raise service charges by 34 percent.

With Respect to Mid-size Companies:

e grow deposits by 35 percent; or
e raise service charges by 16 percent.

The reason I am here today is to make a fact-based attempt to prevent history
from repeating itself.

I appreciate being given the opportunity to share my thoughts with the Com-
mittee. I would be pleased to take questions.

PREPARED STATEMENT OF BRADLEY E. ROCK *
PRESIDENT AND CHIEF EXECUTIVE OFFICER,
BANK OF SMITHTOWN, AND CHAIRMAN, GOVERNMENT RELATIONS COUNCIL,
AMERICAN BANKERS ASSOCIATION

JUNE 21, 2005

Mr. Chairman and Members of the Committee, my name is Bradley Rock. I am
Chairman, President and CEO of Bank of Smithtown, a $750 million community
bank located in Smithtown, New York founded in 1910. I am also Chairman of the
Government Relations Council of the American Bankers Association (ABA). ABA, on
behalf of the more than two million men and women who work in the Nation’s
banks, brings together all categories of banking institutions to best represent the
interests of this rapidly changing industry. Its membership—which includes commu-
nity, regional and money center banks, and holding companies, as well as savings
associations, trust companies, and savings banks—makes ABA the largest banking
trade association in the country.

I am glad to be here today to present the views of the ABA on the need to reduce
or eliminate unnecessary, redundant, or inefficient regulatory burdens that increase
costs not only for banks, but also for the customers and businesses that use banks—
and that is nearly everyone.

In my testimony, I would like to make three key points:

e Excessive regulatory burden is not just a problem for banks—it has a significant
impact on bank customers and local economies.

e The regulatory burden is significant for banks of all sizes, but pound for pound,
small banks carry the heaviest regulatory load. The community bank, which has
been the cornerstone of economic growth in this country, is in great danger of
being regulated right out of business.

e The ongoing review of regulatory costs by the Federal bank regulators is very
positive; results are what counts, however, and many bankers are skeptical that
significant relief from the regulators is possible without congressional action.

The Federal banking agencies, which are now in the fourth phase of the 10-year
regulatory review required by the Economic Growth and Regulatory Paperwork Re-
duction Act (EGRPRA), are evaluating ways to reduce unduly burdensome regula-
tions. EGRPRA, which became law in 1996, is the last comprehensive regulatory
relief bill enacted by Congress. In the decade following EGRPRA’s enactment, banks
have struggled to shoulder the effects of some of the most imposing legislation of
the past 100 years. Much of it was prompted by renewed focus on accounting prac-
tices and heightened security in the aftermath of September 11. While the impetus
behind the compliance obligations imposed by the USA PATRIOT Act, the Sarbanes-
Oxley Act, and the privacy provisions of the Gramm-Leach-Bliley Act (GLBA) are
reasonable, too often their enforcement and practical effects are not.

When the cumbersome layering of additional rules, issued by the Securities and
Exchange Commission (SEC), the Financial Accounting Standards Board (FASB),
the Public Company Accounting Oversight Board (PCAOB), and the American Insti-
tute of Certified Public Accountants (AICPA) are also taken into account, it is abun-
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dantly clear that bank resources are being stretched too thin. Obviously, this is not
in the interest of banks, but it also means that banks have fewer resources available
to meet the stated policy goals of lawmakers and regulators.

We have submitted comments to regulators recommending changes that involve
the Bank Secrecy Act (BSA), including discontinuing currency transaction reports
(CTR’s) for seasoned customers, eliminating the verification requirement for cus-
tomers purchasing monetary instruments, and establishing a standard for sus-
pending repetitive SAR filings on continuing activities in which law enforcement has
no interest. Other suggested changes involve such issues as appraisal standards,
real estate lending standards, and annual audit and reporting requirements.

We have long since reached a point where only the active involvement of Congress
can result in a comprehensive reduction of outdated, inefficient, and costly regu-
latory burdens. A more detailed explanation of some of the areas in which ABA is
seeking reform is found at the end of this testimony in the appendix.

Regulatory Burden Has an Impact on Bank Customers and Local
Economies

Reviewing regulations and their impact on our businesses and communities
should be an ongoing process, as the marketplace continues to change rapidly. Out-
dated laws and regulations only squander scarce resources of banks that could oth-
erwise be used to provide financial services demanded by our customers. New laws,
however well-intentioned, have added yet more layers of responsibilities on busi-
nesses like ours. While no single regulation by itself is overwhelming to most busi-
nesses, the cumulative weight of all the requirements is overwhelming. It is like
boxing outside of one’s weight class. Even the best moves will not, in the end, over-
come the disadvantages of being dwarfed by the size of your challenger. New laws
add heft to the regulatory burden. Banks are against the ropes.

The burden of regulation has a significant impact on bank customers and local
economies. Compliance costs are a significant drain on bank resources, taking pre-
cious resources away from meeting the needs of our customers. And every new law,
regulation or rule added means two things: More expensive bank credit and less of
it. This is likely to hurt small businesses the most, as they cannot go directly to
the caillpital markets, yet need low-cost financing. The result is slower economic
growth.

During the past 25 years, the compliance burden has grown so large and is so
pervasive throughout all levels of bank management that it is extremely difficult to
measure. Research done by the ABA and the Federal Reserve! indicates that the
total cost of compliance today for banks would range from $34 billion to $42 billion
per year and this does not include compliance costs due to legislation enacted in the
last 5 years, such as the USA PATRIOT Act and Sarbanes-Oxley. Compliance costs
are expected to grow at an even faster pace in the coming years.

Certainly, some of the regulatory cost is appropriate for safety and soundness rea-
sons. But consider the direct impact on bank lending and economic growth if this
burden could be reduced by 20 percent and redirected to bank capital; it would sup-
port additional bank lending of $69 billion to $84 billion. This would clearly have
a big impact on our economies. In fact, it represents nearly 10 percent of all con-
sumer loans or 11 percent of all small business loans.

Community Banks Are In Danger of Being Regulated Right Out of Business

Regulatory costs are significant for banks of all sizes, but pound for pound, small
banks carry the heaviest regulatory load. For the typical small bank, about one out
of every four dollars of operating expense goes to pay the costs of government regu-
lation. For large banks as a group, total compliance costs run into the billions of
dollars annually.

The cumulative effect of new rules and regulations will ultimately force many
community banks to look for merger partners to help spread the costs; some will
go out of business altogether or consolidate with larger banks. Our members rou-
tinely mention regulatory burden as the first or second critical factor threatening
the viability of his or her community bank. I can tell you, Mr. Chairman, the pres-
sures to comply with all the regulations and still meet the demands of our cus-
tomers are enormous. We feel that we must grow the bank rapidly to generate more
revenues simply to pay for the ever-increasing regulatory cost. The sad part is that
too much time and effort is now devoted to compliance and not to serving our cus-
tomers.

1“Survey of Regulatory Burden,” American Bankers Association, June 1992; Elliehausen, “The
Cost of Banking Regulation: A Review of the Evidence,” Staff Study, Board of Governors of the
Federal Reserve System, April 1998.
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Bankers at all levels, from bank directors and CEQ’s to compliance managers and
tellers, spend endless hours on compliance paperwork. Much of this work falls heav-
ily on tellers. For example, they fill out the more than 13 million CTR’s filed annu-
ally. Yet the 35-year-old rules related to CTR’s have become redundant and lost
their usefulness due to several developments, including formalized customer identi-
fication programs; more robust suspicious activity reporting; and, government use
of inquiry and response processes.

At Bank of Smithtown, every person in every department has major compliance
responsibilities. Because of the complexities involved, my bank pays more than
$100,000 each year to outside firms to help us with the big compliance issues. On
top of this, one person on my staff has a full-time job just to coordinate all the ac-
tivities throughout the bank related to regulatory compliance.

I personally spend about one-and-a-half days per week just on compliance issues.
Some CEO’s tell me that they are now spending nearly half of their time on regu-
latory issues. This means that for banking alone, CEO’s spend over 5.5 million
hours per year on compliance—time that could have been better spent on ways to
expanding their businesses and to meet the changing needs of their customers.

Of course, labor costs are a small part of the entire cost required to meet all the
compliance obligations that we have. In addition, banks spend billions annually on
compliance training, outside compliance support (including accounting firms, con-
sultants and attorneys), compliance related hardware and software, printing, post-
age, and telephone connections.
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Banks that can least afford increasing compliance costs are hit the hardest. Con-
sider a small bank, which can have as few as 20 employees or less. In order to fulfill
their compliance obligations, banks of this size often are forced to hire an additional
full-time employee just to complete reports related to BSA. Not only is this a huge
expenditure of time and money, but bankers wonder if these reports are even being
read. The cost versus benefit analysis fails to make the case for many of the rules
and regulations banks must follow, and the reports that we generate.

In fact, there are more than 3,200 banks and thrifts with fewer than 25 employees;
nearly 1,000 banks and thrifts have fewer than 10 employees. These banks, which
serve primarily small communities in nonurban areas, simply do not have the
human resources to run the bank and to read, understand and implement the thou-
sands of pages of new and revised regulations, policy statements, directives, and re-
porting modifications they receive every year. According to the Small Business Ad-
ministration’s Office of Advocacy, the total cost of regulation is 60 percent higher
per employee for firms with fewer than 20 employees compared to firms with more
than 500 employees due to the fixed costs associated with regulations.2

Banks that are regulated by more than one bank regulatory agency have a par-
ticular challenge, in that opinions about what is correct or adequate with regard to

2Crain and Hopkins, “Impact of Regulatory Costs for Small Firms,” Small Business Adminis-
tration, Office of Advocacy, 2001.
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certain regulatory requirements differ between agencies. Such banks currently lack
one definitive answer about what is required and necessary to comply with any spe-
cific aspect of a regulation. Another challenge facing institutions is the fact that
compliance regulations can come from a variety of sources such as the SEC, FASB,
PCAOB, and AICPA. The system lacks monitoring of the overall increasing regu-
latory and reporting burden on financial institutions. Just over the last few years,
numerous accounting changes have been issued and have cost the industry an enor-
mous amount of valuable staff time and money to implement. A few of the most rec-
ognizable rules include: Fair value disclosures, accounting for derivatives, account-
ing for guarantees, accounting for loan loss reserves, accounting for special purpose
entities, and accounting for purchased loans. These rules are being issued at a very
rapid speed with an extraordinarily short amount of time given to implement them;
this presents a significant challenge to all banking institutions. Moreover, we are
concerned that a significant amount of time, effort and expense has been directed
to rules that have not been demanded by investors and will not be used or even
understood by them.

While we recognize there have been positive benefits of the Sarbanes-Oxley Act,
banks have experienced inordinately large increases in annual auditing fees as a re-
sult of it and new rules developed by the PCAOB. Even nonpublicly traded banks
have been impacted. Many community banks’ accounting fees have more than dou-
bled. One community bank in New York saw its accounting fees jump from $193,000
in 2003 to more than $600,000 in 2004.

Not only have outside auditing fees increased tremendously, but so too have attor-
neys’ fees and insurance costs. Many publicly traded community banks are exploring
whether to de-register under the Securities Exchange Act of 1934 because the huge
regulatory expenses and the doubling—and even tripling—of accounting and legal
costs that result directly from Section 404, Management Assessment Of Internal
Controls, and other provisions of the Sarbanes-Oxley Act. We urge that the Com-
mittee look at the costs versus benefits in the application of some of the Act’s provi-
sions to community banks. We have also asked the SEC to increase the 500 share-
holder registration threshold.

The bottom line is that too much time and too many resources are consumed by
compliance paperwork, leaving too little time and resources for providing actual
banking services. I'm sure I speak for all bankers when I say that I would much
rather be spending my time talking with our customers about their financial needs
and how my bank will fulfill them than poring over piles of government regulations.
The losers in this scenario are bank customers and the communities that banks
serve.

Congressional Support for Burden Reduction is Critical

The agencies have made considerable progress in the last several years in improv-
ing some of their regulations. Nonetheless, not all of the agencies’ regulations have
been so revised, although we certainly recognize that, in many cases, the agencies
are constrained by the language of statutes in reducing the burdens in a meaningful
fashion.

We are hopeful that the current review of bank regulations, required under
EGRPRA, will provide meaningful relief. We applaud the openness of the banking
regulators to the concerns of the industry as they conduct this review. Doubt exists
as to whether this effort will be—or even can be—successful in achieving a meaning-
ful reduction in the burden unless Congress becomes an active partner. Most bank-
ers have seen previous regulatory relief efforts come and go without noticeable
effect, while the overall level of regulatory burden has kept rising. Results are what
matters.

There is a dilemma here: At the same time that the regulatory agencies are un-
dertaking a review of all regulations with an eye toward reducing the overall com-
pliance burden, they must promulgate new rules for the new laws that Congress has
enacted. Simply put, any reduction in existing compliance obligations is likely to be
obliterated by compliance requirements of new regulations implementing new laws.

It should be noted that even when Congress has acted to reduce a burden, the
agencies have at times not followed through. For example, in 1996, Congress
amended RESPA so as to reduce the amount of information that must be provided
to mortgage customers relating to a lender’s sale, transfer or retention of mortgage
loan servicing. This change eliminated the requirement that lenders provide histor-
ical data on the likelihood of this transfer and that customers acknowledge receipt
of this information in writing. HUD has never implemented this statutory change to
RESPA. Thus, since 1996 HUD’s regulation continues to require language in the
disclosure form, which Congress struck from the statute. This creates an unneces-



195

sary burden on banks. ABA pointed this out to Congress years ago and HUD has
still not implemented this 1996 statutory change.

Bankers continue to be concerned about “the uneven playing field” in compliance
between depository institutions and other financial institutions. While bankers
spend increasing amounts of time and money dealing with regulatory red tape,
nonbank competitors, including money market funds and mutual funds, are selling
savings and investment products to bank customers. The same is true of credit
unions and the Farm Credit System, both of which are free from much of the red
tape and expenses imposed on banks. Even when the regulatory requirement is the
same on paper, such as the case with the Truth in Lending requirements, nonbank
competitors are not subject to the frequent, in-depth, on-site examination that banks
are subject to. The result is slower growth for banks, leaving fewer community re-
sources available for meeting local credit needs.

Bankers know that their loans will be examined for consumer compliance at least
once every 2 years. They also know that nonbank lenders will not have their loans
examined, probably ever, because the Federal Trade Commission (FTC) and the
State agencies that have jurisdiction over them do not have the examination and
supervision infrastructure to do so. One solution is to fund, by assessment of the
nonbank lenders, if necessary, a real supervisory examination program to stop some
of the consumer abuse and predatory lending that we hear about constantly. Con-
gress should ensure that the FTC has the resources to actually enforce against
nonbank lenders the consumer protection laws currently in effect.

Importantly, the EGRPRA mandate encompasses more than just regulatory ac-
tion: It calls for the agencies to advise the Congress on unnecessary burdens im-
posed by statute, which the agencies cannot change but the Congress can. As noted,
in many cases, meaningful compliance burden reduction cannot be achieved absent
statutory changes. Mr. Chairman, we hope this Committee will seriously consider
the recommendations made under this effort.

Conclusion

In conclusion, the cost of unnecessary paperwork and red tape is a serious long-
term problem that will continue to erode the ability of banks to serve our customers
and support the economic growth of our communities. We thank you for continuing
to look for ways to reduce the regulatory burden on banks and thrifts, and to restore
balance to the regulatory process. Mr. Chairman, the ABA is committed to working
with you and the members of this Committee to achieve this goal.

PREPARED STATEMENT OF MIKE VADALA
PRESIDENT AND CEO, THE SUMMIT FEDERAL CREDIT UNION
ON BEHALF OF
THE NATIONAL ASSOCIATION OF FEDERAL CREDIT UNIONS

JUNE 21, 2005

Introduction

The National Association of Federal Credit Unions (NAFCU) is the only national
organization exclusively representing the interests of the Nation’s federally char-
tered credit unions. NAFCU is comprised of almost 800 Federal credit unions—
member owned financial institutions across the Nation—representing nearly 26
million individual credit union members. NAFCU member credit unions collectively
account for approximately two-thirds of the assets of all Federal credit unions.
NAFCU and the entire credit union community appreciate this opportunity to par-
ticipate in this discussion regarding regulatory relief for America’s financial institu-
tions.

Historically, credit unions have served a unique function in the delivery of nec-
essary financial services to Americans. Established by an act of Congress in 1934,
the Federal credit union system was created and has been recognized as a way to
promote thrift and to make financial services available to all Americans, many of
whom would otherwise have no access to financial services. Congress established
credit unions as an alternative to banks and to fill a precise public need—a niche
that credit unions fill today for over 86 million Americans. Every credit union is a
cooperative institution organized “for the purpose of promoting thrift among its
members and creating a source of credit for provident or productive purposes.” (12
U.S.C. 1752(1)). While over 70 years have passed since the Federal Credit Union
Act (FCUA) was signed into law, two fundamental principles regarding the oper-
ation of credit unions remain every bit as important today as in 1934:
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e Credit unions remain totally committed to providing their members with efficient,
low cost personal service; and,

e Credit unions continue to emphasize traditional cooperative values such as democ-
racy and volunteerism.

Credit unions are not banks. The Nation’s 8,945 federally insured credit unions
serve a different purpose and have a fundamentally different structure, existing
solely for the purpose of providing financial services to their members. In the 7
years since Congress passed the Credit Union Membership Access Act (CUMAA—
P.L. 105-219) Federal credit unions have added almost 1,000 underserved areas re-
sulting in low cost financial services being made available to over 87 million people.
As owners of cooperative financial institutions united by a common bond, all credit
union members have an equal say in the operation of their credit union—“one mem-
ber, one vote”—regardless of the dollar amount they have on account. These sin-
gular rights extend all the way from making basic operating decisions to electing
the board of directors—something unheard of among for-profit, stock-owned banks.
Unlike their counterparts at banks and thrifts, Federal credit union directors serve
without remuneration—a fact epitomizing the true “volunteer spirit” permeating the
credit union community.

Credit unions have an unparalleled safety and soundness record. Unlike banks
and thrifts, credit unions have never cost the American taxpayer a single dime.
While the Federal Deposit Insurance Corporation (FDIC) and the Federal Savings
and Loans Insurance Corporation (FSLIC) were both started with seed money from
the U.S. Treasury, every dollar that has ever gone into the National Credit Union
Share Insurance Fund (NCUSIF) has come from the credit unions it insures. Fur-
thermore, unlike the thrift insurance fund that unfortunately cost hundreds of bil-
lions of dollars, credit unions have never needed a Federal bailout.

I currently serve as the President and CEO of The Summit Federal Credit Union
headquartered in Rochester, New York, a position I have held for 10 years. Estab-
lished in 1941, The Summit FCU is a multi-SEG credit union with over 600 groups,
approximately 47,000 members and more than $340 million in assets. I have been
involved in the credit union movement for more than 25 years, the last 21 of which
have been at The Summit FCU.

I also presently serve as the Vice-Chair of the National Association of Federal
Credit Unions’ Board of Directors, and will become the Board Chair in July of this
year. I am also a former Chair of the Association’s Legislative and Political Action
Committees. I am a past President of the New York State Telephone Credit Union
Association and still serve on that Board. I am active with Syracuse University as
a member of the School of Management Advisory Council, Alumni Board and Ath-
letic Policy Board. I serve on the local United Way Executive Committee, and am
a former Chairperson of the March of Dimes Walk America.

Looking Beyond CUMAA

Credit unions have been the target of criticism by some in the banking industry
for more than two decades. Over the past few years, the banker attacks have only
intensified. The Supreme Court’s decision in 1998 in the AT&T Family Federal
Credit Union field of membership case followed by Congress’ prompt passage of
CUMAA in the summer of 1998, which was seen by many as a significant victory
for credit unions, brought the issue to the forefront. CUMMA overturned in 8 short
{)nori:;hs a decision that had encompassed 8 years of costly litigation initiated by the

anks.

CUMAA was a necessary piece of legislation for credit unions at the time of its
enactment because it codified a number of fundamental credit union concepts em-
braced by both Federal and State-chartered credit unions. These include:

e the multiple-group policy that NCUA had initiated in 1984;

e the “once a member, always a member” principle followed by virtually every credit
union in the country; and,

e the “family member” concept followed by many credit unions.

Yet CUMAA came with some provisions that were added in haste and not widely
supported by the credit union community. These include:

e arbitrary limitations on member business loans;

e imposition of a bank-like Prompt Corrective Action (PCA) requirement that, given
the structure of credit unions, serves in many respects as an overly restrictive
constraint on growth; and

e various other artificial and arbitrary limitations on growth.

Following the passage of CUMAA, NAFCU recognized the need for additional
credit union legislation. As a result, NAFCU convened a task force of Federal credit
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unions and former Federal credit unions (that had either converted to a State char-
tered credit union or mutual savings bank) to begin work on developing well-rea-
soned proposals to enhance the Federal credit union charter and ease the regulatory
burdens of all credit unions.

This group met to discuss their concerns related to the Federal charter in the
post-CUMAA environment. Below are highlights of some of the comments NAFCU
heard at the session and in subsequent meetings:

e NCUA should work to eliminate unnecessary regulations and work with Congress
to repeal laws which are only serving to drive small financial institutions out of
business.

e Mergers seem to be a practical and necessary way of creating financially viable
credit unions that can survive in today’s financial services marketplace.

e It is important that the regulatory environment allow for credit union growth and
not impair the ability of credit unions to remain competitive.

As a result of these meetings, it became clear that both regulatory and legislative
action was needed in the post-CUMAA environment.

The Current Situation

NAFCU is pleased to report to the Committee that credit unions today are vibrant
and healthy. Membership in credit unions continues to grow with credit unions serv-
ing over 86 million Americans—more than at any time in history. At the same time,
it is important to note that over the past 24 years, the credit union market share,
as a percentage of financial assets, has not changed and, as a consequence, credit
unions provide little competitive threat to other financial institutions. According to
data obtained from the Federal Reserve Board, during the 24-year period from 1980
to 2004 the percentage of total financial assets held by credit unions remained con-
stant at only 1.4 percent.

FINANCIAL ASSETS

Banks Other**
312% 33.1%

g, Choms Securities 11.8%
Credit Thrifts  Securities Mutual 13.6% 14%  Thrifts Mutual ;:‘ - es 11.§%
Unions 16.7% Brokers Funds 3.7% Funds 401 q/l'ﬂ
1.4% 0% 3.1% 16.7% 1%
1980 2004

**Qther includes items such as private pension funds, mortgages, asset-backed securities,
finance companies, and investments in bank personal trusts.

Source: Flow of Funds Accounts of the United Stafes, FRB

The above chart only tells part of the story. Credit unions remain small financial
institutions. Today, the average credit union has $71 million in assets, while the
“average” bank and thrift has over $1 billion in assets.
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Furthermore, a number of individual banks have total assets greater than the en-
tire credit union community combined. As shown in the chart above, the annual
asset growth of the commercial bank sector last year exceeded the size of the entire
credit union community, that is total assets—with banks growing in just 1 year by
a magnitude that it took credit unions nearly a century to achieve.

As 1s the case with the banks and thrifts, there has been consolidation within the
credit union community in recent years. The number of credit unions has declined
by more than 61 percent over the course of the past 30 years, from an all-time high
of 23,866 in 1969 to 8,945 this past March. Similar to the experience of all credit
unions, the number of Federal credit unions has declined by just about 56 percent
over that same period, from a high of 12,921 in 1969 to 5,534 today.

NAFCU Meets with Policymakers to Enhance the Federal Charter

Over the past 4 years, NAFCU has been working with former NCUA Board Chair-
man Dennis Dollar, current NCUA Board Chairman JoAnn Johnson, Board Member
Deborah Matz and their respective staffs in an effort to improve the regulatory envi-
ronment for Federal credit unions. We are pleased to see that these efforts have
been productive in several respects.

On the legislative front, NAFCU has been meeting with legislators on both sides
of the aisle to compile a package of initiatives to help credit unions better serve
their members in today’s sophisticated financial marketplace. An important part of
that effort has involved identifying areas in which we believe Congress should pro-
vide what is now overdue regulatory relief. NAFCU has suggested a series of rec-
ommendations designed to enhance the Federal charter, several of which were con-
tained either in whole or in part in previous regulatory relief measures passed by
the House. Credit unions exist in a very dynamic environment where the laws and
regulations dealing with credit union issues are currently in need of review and re-
finement in order to ensure credit unions can continue to respond to changing mar-
ket conditions.

Regulatory Relief Provisions

NAFCU supports the following twelve provisions, all of which were included in
Title III of the Financial Services Regulatory Relief Act of 2004—which passed the
House last year—and are included in the Credit Union Regulatory Improvements
Act of 2005 (CURIA), H.R.2317, introduced in the House during 109th Congress.
(We would note that H.R.2317 includes minor technical changes to the language
and urge that the updated language from H.R.2317 be used in any Senate regu-
latory relief measure.) NAFCU urges that the following provisions be included in
any regulatory relief bill that the Committee considers:
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Leases of Land on Federal Facilities for Credit Unions

NAFCU supports the effort to give credit unions the opportunity to negotiate land
leases on Federal property under the same terms and conditions as credit unions
now able to lease space in Federal buildings under the Federal Credit Union Act
(FCUA). The credit unions that will be impacted by this change are predominantly
defense (military) credit unions that have tried to expand their service to our men
and women in uniform by building (and paying for) their own member service cen-
ters on military facilities. Many credit unions that have expanded their services by
building their own facilities to serve military personnel have had their leases go
from a nominal fee (for example $1.00 a year) to a “fair market value” rate of over
$2,000 a month. For nonprofit cooperative credit unions, this change in leasing costs
will inevitably lead to higher fees and/or fewer services for the men and women they
serve.

Investments in Securities by Federal Credit Unions

NAFCU supports this effort to increase investment options for Federal credit
unions by allowing certain limited investments in securities. The current limitations
in the FCUA unduly restrict Federal credit unions in today’s dynamic financial mar-
ketplace and have the potential of adversely impacting both safety and soundness
in the future. The track record of safe and sound performance by credit unions war-
rants expanded investment authority in accordance with regulations promulgated by
the NCUA Board.

Increase in General 12-year Limitation of Term of Federal Credit Union Loans

NAFCU supports this provision that would increase the general 12-year limit on
Federal credit union loans to 15 years or longer as permitted by the NCUA Board.
The current 12-year limit is outdated and does not conform to maturities that are
commonly accepted in the market today. We believe that it is also important that
the NCUA Board have the discretionary authority to extend this limitation beyond
15 years when necessary in order to appropriately address marketplace conditions.

Increase in 1 Percent Investment Limit in Credit Union Service Organizations

NAFCU supports this provision to increase the 1 percent investment limit in cred-
it union service organizations (CUSO’s). However, in lieu of just raising the limit
to 3 percent, as found in the last version of regulatory relief passed by the House,
NAFCU recommends that Congress give the NCUA Board authority to establish an
appropriate investment limit recognizing that as time goes on, that limit may war-
rant further adjustment.

Member Business Loan Exclusion for Loans to Nonprofit Religious Organizations

NAFCU supports this effort to exclude loans or loan participations by federally
insured credit unions to nonprofit religious organizations from the member business
loan limit.

Check-Cashing and Money-Transfer Services Offered to Those Within the
Credit Union’s Field of Membership

NAFCU supports efforts to allow Federal credit unions to offer check-cashing and
money-transfer services to anyone within the credit union’s field of membership. We
believe this new authority, which would be discretionary and not mandatory, will
allow credit unions to help combat abuses by nontraditional financial institutions
that prey on our Nation’s immigrants and others who live and work in underserved
communities. The House passed stand-alone legislation to this effect (H.R.749) on
April 26, 2005.

Voluntary Mergers Involving Certain Credit Unions

NAFCU supports this clarifying amendment since there is no sound reason for im-
posing a numerical limitation of 3,000 on the size of a group that can go forward
with a credit union merger before considering spinning off the group and requiring
it to form a separate credit union. In addition, the retroactive effective date of Au-
gust 7, 1998 (the date of enactment of CUMAA), is an important part of this section
and must be maintained.

Conversion of Certain Credit Unions to Community Charter

NAFCU supports efforts that give NCUA the authority to allow credit unions to
continue to serve and add members from their select employee groups (SEG’s) after
a credit union converts to a community charter. In addition, a credit union that con-
verts to (or merges into) a community charter should be allowed to retain all em-
ployee groups in its field of membership at the time of conversion. Current law does
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not allow this, penalizing not only the credit union, but also those in its field of
membership.

Credit Union Governance

The Federal Credit Union Act contains many antiquated “governance” provisions
that, while perhaps appropriate in 1934, are outdated, unnecessary, and inappro-
priate restrictions on the day-to-day operations and policies of a 21st century Fed-
eral credit union. We support changes that would remove many of these provisions
from the Federal Credit Union Act and instead allow the NCUA its regulatory
authority to keep these governance issues current. For example, one antiquated pro-
vision prohibits credit unions from expelling disruptive or threatening members
without a two-thirds vote of the membership; we believe the regulator and the credit
union board should have some discretion in such cases. Additionally, NAFCU sup-
ports the following credit union governance proposals which would:

e allow credit unions to limit the length of service of members of the board of direc-
tors to ensure broader representation; and

e allow credit unions to reimburse volunteers on the board of directors for wages
they would otherwise forfeit by participating in credit union-related activities.

Provide NCUA with Greater Flexibility in Responding to Market Conditions

NAFCU supports the proposal to give NCUA the authority to adjust interest rates
depending on market conditions. Under current law, Federal credit unions are the
only type of insured institutions subject to Federal usury limits on consumer loans.
This provision would still keep that limit, but give NCUA greater flexibility to make
adjustments based on market conditions.

Exemption from Premerger Notification Requirement of the Clayton Act

NAFCU supports the inclusion of this language which would exempt credit
unions, just as banks and thrifts are already exempt, from the premerger notifica-
tion requirements of the Hart-Scott-Rodino Act.

Treatment of Credit Unions as Depository Institutions under Securities Laws

Gramm-Leach-Bliley provided banks with registration relief from certain enumer-
ated activities. NAFCU supports providing credit unions regulatory relief along
those same lines, eliminating the requirement that credit unions register with the
Securities and Exchange Commission (SEC) as broker/dealers when engaging in cer-
tain activities.

Additionally, NAFCU supports including the language from The Business Check-
ing Freedom Act of 2005, H.R. 1224, which was passed by the House on May 24,
2005 by a vote of 424—1. Similar language was also included in H.R. 1375 last year
and would allow the Federal Reserve to pay interest on balances held by depository
institutions, including credit unions, at a Federal Reserve Bank.

There are additional provisions in CURIA which were not incorporated in the
Financial Services Regulatory Relief Act of 2004 as it passed the House. NAFCU
encourages the Committee to review CURIA which includes updated legislative lan-
guage. Most notably, Title I of CURIA contains a provision that would alter net
worth requirements for PCA purposes; language which was also introduced as a
stand-alone bill in the House known as the Net Worth Amendment for Credit
Unions Act, H.R. 1042. The House passed H.R. 1042 on June 13, 2005.

Modify the Statutory Definition of “Net Worth” to Include the Retained
Earnings from Other Institutions that have Merged with the Surviving
Credit Union

Currently, credit union mergers are accounted for by using the “pooling method,”
meaning that the net worth of each merging credit union is combined to form the
net worth of the surviving credit union: $2M (net worth of credit union A) + $2M
(net worth of credit union B) = $4M (net worth of credit union AB). However, the
Financial Accounting Standards Board (FASB) has proposed eliminating pooling and
imposing the “purchase method” of accounting on credit union mergers. Using this
method and the current definition of net worth which is “retained earnings” as re-
quired by PCA, the net worth of the surviving credit union is only $2M ($2M (net
worth of credit union A) + $2M (net worth of credit union B) = $2M (net worth of
credit union AB)). Therefore, under the purchase method of accounting, only the
surviving credit union’s retained earnings count as net worth for PCA purposes.
Consequently, the surviving credit union may have trouble meeting PCA require-
ments, unless credit union net worth is redefined. We support including the lan-
guage from H.R.1042, the Net Worth Amendment for Credit Unions Act in any
regulatory relief package. It is important to note that this amendment does not leg-
islate accounting practices; credit unions will be required to use the “purchase meth-
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od” of accounting for mergers in order to receive a clean audit. This amendment
does not grant credit unions that currently lack the authority to offer alternative
capital accounts the authority to do so, nor does it confer upon NCUA the regulatory
authority or discretion to authorize such accounts now or in the future. This amend-
ment is intended to address a narrow and technical accounting issue and in the
process simply maintain the status quo so that, in the case of merging credit unions,
2 + 2 can continue to equal 4.

At a House Subcommittee on Financial Institutions and Consumer Credit hearing
on H.R.1042 this past April, the Subcommittee heard support for the legislation
from NCUA and the National Association of State Credit Union Supervisors
(NASCUS). Additionally, Mr. Robert Herz, the Chairman of FASB, testified at the
hearing that the legislation does not pose an issue to FASB’s standard setting ac-
tivities. The House passed H.R.1042 under suspension of the rules on June 13,
2005.

Risk-Based Capital | PCA Reform

NAFCU supports this effort to modernize credit union capital requirements by re-
defining the net worth ratio to include risk assets. This would result in a new, more
appropriate measurement to determine the relative risk of a credit union’s assets
and improve the safety and soundness of credit unions and the NCUSIF. We urge
inclusion of the proposal put forth by the NCUA and included as Title I of the
CURIA bill in any regulatory relief legislation.

The American Bankers Association (ABA) expressed three concerns regarding
risk-based capital in a letter to NCUA dated November 18, 2004. We believe that
these concerns have been addressed in the actual proposal transmitted to Capitol
Hill and incorporated into Title I of CURIA. Specifically, the ABA said that:

(1) CU’s need a meaningful leverage ratio;

(2) There should be no substantive difference between bank and CU leverage ratio
standards; and,

(3) Secondary capital would undermine the unique character of credit unions.

Neither the NCUA proposal nor Title I of CURIA would expand the authority for
NCUA to authorize secondary capital accounts. As far as leverage ratios are con-
cerned, NCUA’s proposal:

e Advocates a system involving complementary leverage and risk-based standards
working in tandem;

e For the leverage requirement, NCUA advocates a reduction in the standard net
worth (that is, leverage) ratio requirements for credit unions to a level comparable
to what is required of FDIC insured institutions. In order to achieve comparability
between the Federal insurance funds, it is necessary to factor in the NCUSIF’s
deposit-based funding mechanism; and

o The risk-based proposal tailors the risk-asset categories and weights of BASEL II,
as well as related aspects of the FDIC’s PCA system, to the operation of credit
unions. This approach is consistent with BASEL II and the FDIC’s PCA system,
addressing credit and operational risks under the risk-based requirement and ac-
knowledging other forms of risk, such as interest rate risk.

The ABA’s letter of November 18, 2004, also reiterates the recommendation con-
tained in their April 18, 2000 comment letter to NCUA that said:

NCUA should adopt a more bank-like risk-weighted capital system and then
work with the banking agencies within the umbrella of the Federal Financial
Institutions Examination Council to improve the current risk-based capital ade-
quacy standard to better recognize credit quality and the use of internal risk
models to manage financial institution risk.

What NCUA has transmitted to policymakers on Capitol Hill (which is included
in CURIA), in fact, closely resembles the bank-like risk-weighted capital system and
was developed with ample input from the Treasury Department. One difference,
however, is that NCUA’s proposal does not consider any credit union “internal risk
models.” While NCUA may in the future make that part of the risk mitigation cred-
it, we have no assurance that this will be the case, so one could objectively conclude
that the proposed risk-base capital system for credit unions is, in fact, more strin-
gent than that currently applicable to banks and thrifts.

As you may recall, during last year’s (June 22, 2004) Senate Banking Committee
hearing on Regulatory Relief, the panel of industry witnesses discussed the issue
of risk-based capital for credit unions and at the conclusion of that discussion a
bank witness noted his understanding that the credit union industry “would like to
see the leverage ratio eliminated and have only risk-based capital . . . . [while
banks] have several capital ratios that we have to comply with, three to be certain,
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and that includes a leverage ratio. So if they [credit unions] want equality, that does
not amount to eliminating the leverage ratio. They can have the risk-based capital
ratio too, I suppose, and that might be wise, but we are not eliminating the other
ratio.” To which NAFCU witness Bill Cheney responded: “. . . we are not asking
to eliminate it.” (Transcript at page 151).

Limits on Member Business Loans

NAFCU supports elimination of the current asset limit on member business loans
at a credit union from the lesser of 1.75 times actual net worth or 1.75 times net
worth required for a well-capitalized credit union, and replacing it with a flat rate
of 20 percent of the total assets of a credit union, as proposed in Title II of the
House CURIA bill. NAFCU believes this provision would facilitate member business
lending without jeopardizing the safety and soundness of participating credit
unions. While the current cap was first imposed on credit unions as part of CUMAA
in 1998, the law also directed the Treasury Department to study the need for such
a cap. In 2001, the Treasury Department released its study entitled “Credit Union
Member Business Lending” in which it concluded that “credit unions’ business lend-
ing currently has no effect on the viability and profitability of other insured deposi-
tory institutions.” We would urge the Committee to review this study and give it
the weight it deserves when considering these provisions. NAFCU also supports re-
vising the current definition of a member business loan by giving the NCUA the
authority to exclude loans of $100,000 or less as de minimus, rather than preserving
the current threshold of $50,000.

Leasing Space in Buildings with Credit Union Offices in Underserved Areas

NAFCU supports the provision in CURIA that enhances the ability of credit
unions to assist distressed communities with their economic revitalization efforts. It
would allow a credit union to lease space in a building or on property in an under-
served area in which it maintains a physical presence to other parties on a more
permanent basis. It would permit a Federal credit union to acquire, construct, or
refurbish a building in an underserved community, and lease out excess space in
that building.

Conclusion

NAFCU believes that the state of the credit union community is strong and the
safety and soundness of credit unions is unquestionable. Nevertheless, there is a
clear need for easing the regulatory burden on credit unions as we move forward
into the 21st century financial services marketplace. Providing credit unions some
relief from the regulatory burdens that they face will allow credit unions to better
serve their members and meet their needs in a dynamic marketplace. We urge the
Committee to consider the important provisions we outlined in this testimony for
inclusion in any Senate regulatory relief bill. We understand that this legislation
is a work in progress and we urge you to undertake careful examination of any
other measures that fall within the scope of this legislation. We look forward to
working with you on this important matter and would welcome your comments or
questions.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR BUNNING
FROM JOHN M. REICH

Q.1. Do you support passing a regulatory relief bill, especially one
that would help small banks, this year?

A.l1. Yes, I believe the time to take action to address the accumu-
lated regulations that face the banking industry is now. If we all
work together, we can find ways to regulate that are both more ef-
fective and less burdensome, without jeopardizing the safety and
soundness of the industry or weakening important consumer pro-
tections. I hope Congress will accept the recommendations that
have come from the EGRPRA process and incorporate them into a
regulatory relief bill that will provide real relief for the industry,
including community banks.

Q.2. Are you worried about the decline of small banks in this coun-
try?

A.2. T have expressed on many occasions my concern that if we do
not provide relief from regulatory burden, a vital part of the bank-
ing system, namely America’s community banks, may be in jeop-
ardy. Some community bankers have sold their institutions and
there are an increasing number of community bankers who are se-
riously considering selling their institutions because of the impact
that increasing compliance costs are having on their institutions’
profitability. The community banking sector has traditionally been
a vibrant part of this country, providing leadership and financial
support to communities and countless individuals, families, small
businesses, and municipalities. Yet this sector is not necessarily a
permanent part of our financial landscape. The impact of regu-
latory burden on these institutions should not be underestimated,
and it is one of the most compelling reasons why this interagency
effort needs to be successful. I firmly believe that without a change
in the approach by policymakers to small bank supervision, the
community bank may be an endangered species in our society.

Q.3. Are you concerned about the cost of regulatory compliance
that small banks are faced with?

A.3. I am concerned that as community banks bear a dispropor-
tionate impact of regulatory burden they will become less and less
viable as regulations accumulate. A 1998 Federal Reserve study
states “Average compliance costs for regulations are substantially
greater for banks at low levels of output than for banks at high lev-
els of output. This conclusion has important implications. Higher
average regulatory costs at low levels of output may inhibit the
entry of new firms into banking arena and stimulate consolidation
of the industry into fewer, larger banks.”

Q.4. Can any of your suggestions be implemented without legisla-
tion?

A4. My written statement outlines several initiatives the FDIC
has undertaken alone or on an interagency basis that did not re-
quire legislation. We continually strive to improve the way we con-
duct our affairs and always look for more efficient and effective
ways to meet our responsibilities. However, the regulatory/banking
industry consensus recommendations to relieve burden that are
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outlined in my June 21, 2005 testimony will require legislative
changes.

Q.5. Many of the small banks in my State are concerned with com-
pliance with the Bank Secrecy Act. Can changes be made to make
the BSA work better, either administratively or legislatively with-
out jeopardizing the War on Terror or any law enforcement initia-
tives?

A.5. The FDIC is mindful that small banks may perceive the
requirements of the Bank Secrecy Act and the implementing Treas-
ury regulations as onerous. The FDIC is actively involved in ongo-
ing efforts to review the Bank Secrecy Act requirements. The objec-
tive of these efforts is to lessen burdens where practicable, while
enhancing the value of the reports and records generated by finan-
cial institutions. Small banks could potentially benefit by some of
the measures under consideration, such as raising the monetary
threshold for the filing of Currency Transaction Reports. While the
FDIC cannot unilaterally make such regulatory changes, the FDIC
bears in mind the interests of smaller banks, many of which it su-
pervises, while it participates in these discussions with other Fed-
eral entities and with industry.

We ultimately defer to the judgment of the Department of the
Treasury and its Financial Crimes Enforcement Network (FinCEN)
and to that of law enforcement with respect to any changes to the
Bank Secrecy Act to improve its effectiveness. However, we offer
comments below with respect to our efforts to address these issues,
including working in various committees and subcommittees
formed, in part, for those very purposes.

For our part, the FDIC will continue to support proposals and
initiatives that streamline the reporting processes created by the
Bank Secrecy Act, to the extent that those recommendations do not
diminish the strength or effectiveness of the Bank Secrecy Act.
Interagency working groups have been instrumental in developing
and refining effective rules and regulations and for coordinating
consistent regulatory programs among the various Federal banking
agencies. The agencies actively participate in foreign and domestic
initiatives aimed at strengthening anti-money laundering controls
and procedures. A number of interagency working groups have
been formed for task-specific purposes, including drafting risk-
based revisions to the Bank Secrecy Act, issuing interpretive guid-
ance for the financial services community, and developing examina-
tion procedures and training.

The Bank Secrecy Act Advisory Group (BSAAG),! in particular,
is a public-private partnership devoted to the discussion of money
laundering schemes, enforcement of anti-money laundering laws,
and remedies for making all reporting processes more efficient. The
BSAAG, established by Congress in 1994, serves as a forum for fo-
cusing discussion of anti-money laundering efforts for both the pri-
vate and public sectors. The BSAAG serves to advise the Treasury
Department on policy issues related to recordkeeping requirements

1The Bank Secrecy Act Advisory Group is made up of over 40 officials from all Federal bank-
ing agencies, law enforcement, the banking industry; and the securities, insurance, and gaming
industries. The chairman of this working group also is the Chairman of FinCEN, the agency
that administers the BSA.
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of the BSA, including procedures for filing Currency Transaction
Reports (CTR) and Suspicious Activity Reports (SAR), exempting
retail and other accounts, and enhancing examination procedures.

The BSAAG established numerous subcommittees, each tasked
with exploring more effective processes to reduce the burdens im-
posed by the current processes and enhance the information that
financial institutions provide to law enforcement. As members of
the BSAAG, the Federal banking agencies actively participate in
the discussions of the full working group, as well as the various
subcommittees.

Q.6. Would you support eliminating the restriction on the number
of transactions from Money Market Demand Accounts?

A.6. Under Regulation D, depository institutions must limit sav-
ings account and money market deposit account (MMDA) activity
to no more than six withdrawals and transfers per month from a
savings account or MMDA if the transactions are overdraft protec-
tion transfers, automatic bill payments, wire transfers, telephone
transfers, and personal computer banking transfers. Generally, the
FDIC supports changing the restriction on the number of trans-
actions per account by raising the allowable number of transfers for
savings accounts and MMDA’s.

Q.7. What do you think of the Securities and Exchange Commis-
sion’s (SEC) Regulation B proposal for the Gramm-Leach-Bliley
Act?
A.7. Under Title II of the Gramm-Leach-Bliley Act (GLBA), Con-
gress intended that banks continue to provide certain traditional
banking services that were covered under the bank broker-dealer
exceptions in GLBA. As issued in June 2004, the SEC’s Regulation
B Proposal would restrict or prohibit various traditional bank secu-
rities activities that the FDIC believes are protected by GLBA.
Regulation B would impose a new, SEC-created set of complex re-
quirements and restrictions on such traditional bank services as
trust, securities custody and safekeeping activities, and networking
arrangements with securities brokers. In particular, the following
provisions present significant compliance burdens that may prevent
banks from continuing to provide trust, fiduciary, and custody serv-
ices to the public.

e “Chiefly compensated” requirement—The “chiefly compensated”
test should be measured on a broadly defined line-of-business or
department-wide basis rather than on an account-by-account
basis, as generally required by the SEC. An account-by-account
test would force banks to build expensive new reporting systems.
Although the SEC proposed an alternate line-of-business ap-
proach to determining compliance with the “chiefly compensated”
requirement, the 11 percent ceiling on “sales” compensation lim-
its the number of banks that can use this approach, especially if
12b—1 fees are classified as “sales” compensation. The FDIC be-
lieves that the ratio of total “sales” compensation to total trust
or fiduciary compensation, determined on a bank-wide or line-of-
business basis, should be used to determine compliance with the
“chiefly compensated” requirement. The FDIC believes that the
ceiling on the amount of “sales” compensation should be less
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than 50 percent, but that, in any event, the ceiling needs to be
substantially higher than the 11 percent proposed by the SEC.

e Banks have for many years provided custodial and administra-
tive services to 401(k) and related retirement and employee ben-
efit plans, including securities order-taking for such plans.
Despite Congress’s protection of such traditional bank activities
in GLBA, the SEC’s Regulation B Proposal would restrict or pro-
hibit such securities order-taking services for general bank cus-
tomers, as well as retirement and employee benefit plans. The
FDIC believes that banks must be permitted to: (1) take orders
for securities transactions from all custodial customers; and (2)
charge securities movement fees that do not differ based on
whether the order was taken by the bank directly from the cus-
tomer or from the customer’s broker. The FDIC would support
rele;sonable limits on the ability of banks to solicit custodial order-
taking.

e GLBA permits banks to establish and maintain “networking” ar-
rangements with a broker-dealer, under which bank customers
may be referred to the broker-dealer for securities services. The
Act also permits nonregistered bank employees to receive a nomi-
nal fee for these types of referrals. The proposed Regulation B
would establish a restrictive definition of what constitutes a
“nominal” cash referral fee. Also, as proposed, Regulation B seeks
to regulate bank bonus plans. The FDIC believes that bank
bonus plans should not be affected by a prohibition on paying re-
ferral fees to unregistered bank employees unless the bonus plan
is clearly a conduit for paying impermissible referral fees. “Nomi-
nal” referral fees, which are permissible, should not be defined
by reference to a fixed dollar amount or formula. The FDIC be-
lieves that the standards of reasonableness that have been used
by bank examiners to determine whether a referral fee is “rea-
sonable” should be incorporated into the regulation, since what
dollar amount constitutes a “nominal” referral fee will continue
to depend on various circumstances that will change over time.
Banks should be allowed to pay nonnominal referral fees to un-
registered bank employees for the referral of certain corporate,
institutional, governmental, and not-for-profit customers.

In summary, the FDIC believes that the SEC’s proposed Regula-
tion B will present banks with significant compliance burdens that
might prove to be so restrictive as to endanger the provision of the
traditional banking products and services that Congress intended
to protect. We believe that the staff of the SEC’s Division of Market
Regulation should work more closely with the Federal banking reg-
ulatory agencies in order to craft a regulation that will allow banks
to continue to offer their traditional products and services, while at
the same time protecting the interests of investors.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR BUNNING
FROM JULIE L. WILLIAMS

Q.1. Do you support passing a regulatory relief bill, especially one
that would help small banks, this year?

A.1. Yes. In the written statement that I submitted to the Com-
mittee on Banking, Housing, and Urban Affairs in connection with
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the June 21 hearing, I recommended a number of legislative
changes that would help reduce unnecessary regulatory burden on
national banks.! Many of these would benefit community national
banks. For example, the OCC supports amendments that would
provide greater flexibility for national banks wishing to operate as
Subchapter S corporations; modernize corporate governance by
eliminating the outdated requirement in current law for mandatory
cumulative voting in elections of national bank directors; and mod-
ernize the corporate structure options available to national banks.
In addition, the Federal banking agencies, including the OCC,
jointly have recommended that certain legislative amendments to
reduce burden that have been identified as part of the regulatory
review process required by Section 2222 of the Economic Growth
and Regulatory Paperwork Reduction Act of 1986 (EGRPRA).
These amendments also were included in my written statement.
We urge the Committee to include these amendments in the regu-
latory burden relief legislation currently being prepared, and we
look forward to continuing to work with the Committee and its
staff as the legislative process moves forward.

Q.2. Are you worried about the decline of small banks in this coun-
try?

A.2. As described in the testimony of Vice Chairman John Reich,
on behalf of the FDIC, before the Committee at the June 21 hear-
ing, there has been a decline in the number of community banks,
especially small community banks, in the United States over the
past 20 years.2 This decline reflects the fact that there has been
substantial consolidation in the banking industry during that pe-
riod, based principally on economic and demographic factors, par-
ticularly in smaller communities.

However, the decline in the number of community banks does not
indicate that their importance is diminished. Our banking system
works best with a variety of types and sizes of financial institutions
available to consumers, and community banks are an integral part
of this system. The OCC is fully committed to ensuring that the
community banks we supervise continue to play a vital role in the
financial services market. We devote a very significant proportion
of our resources to the supervision of community banks and, as my
answer to the following question shows, we have pursued regu-
latory and supervisory strategies that reduce regulatory burden on
these smaller institutions, while ensuring that they remain safe
and sound.

Q.3. Are you concerned about the cost of regulatory compliance
that small banks are faced with?

A.3. Yes. Unnecessary regulatory burden has become an issue of
competitive viability, particularly for our Nation’s community
banks. Our experience as community bank supervisors makes us
keenly aware of the burden of regulation shouldered by community
banks. The time and effort community bankers spend working to
meet government compliance and paperwork requirements is time

18See hitp:/ /www.occ.treas.gov / ftp [ release | 2005-60b.pdf.
2See Testimony of John M. Reich, Vice Chairman, FDIC, before the Senate Committee on
Banking, Housing, and Urban Affairs, June 21, 2005, p. 6.
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and effort unavailable for community bankers to serve their cus-
tomers and communities.

The OCC has advocated a number of measures designed to make
regulation more efficient, less costly, and less demanding on com-
munity banks. For example, when we heard from community bank-
ers that higher State legal lending limits were placing them at a
competitive disadvantage, we introduced a new regulatory legal
lending limit program, recently expanded and extended, that raised
lending limits for community banks, consistent with safety and
soundness, so that they could compete more effectively in these
States.3 The amendments to the Community Reinvestment Act
(CRA) regulation, recently finalized by the OCC, together with the
Federal Reserve Board and the FDIC, are another example of
modifications to our regulations in order to reduce burden on com-
munity banks.4

We also have implemented more efficient ways for national
banks to file corporate applications. Our electronic filing system,
called E-Corp, is available to national bankers through the OCC’s
website. E-Corp enables most applications to be submitted elec-
tronically and processed more expeditiously than ever before.

In addition, the OCC has advocated reform of the regime of con-
sumer compliance disclosures in order to reduce confusion on the
part of bankers and consumers alike, and to reduce compliance
costs for financial institutions. An important example is the work
of the OCC and the other Federal banking agencies on a project to
simplify the privacy notices required by the Gramm-Leach-Bliley
Act. Here, for the first time, we are using consumer testing to find
out what consumers want to know and what style of disclosure is
most effective in communicating that information to them. This
project has the potential both to produce more effective and mean-
ingful disclosures for consumers and to reduce burden on the banks
that prepare and distribute privacy notices.

Finally, the OCC supports the community banks we supervise by
working proactively to enhance their sound operation through the
advice and direction provided by our experienced examiners,
through a fair and balanced application of laws and regulations,
and through the outreach programs that we regularly conduct.
These programs are designed to bring key information and guid-
ance to bankers on important topics of current interest. We use a
variety of formats, including telephone seminars, which provide a
cost-effective method of giving guidance on a wide range of super-
visory issues. For example, the OCC has conducted telephone semi-
nars on topics like Bank Secrecy Act and anti-money laundering
compliance, credit risk issues, and corporate governance concerns.

Q.4. Can any of your suggestions be implemented without legisla-
tion?

A.4. All of the items submitted for the Committee’s consideration
at the June 21 hearing require legislative action. However, as part
of the EGRPRA regulatory review process, we are working with the
other Federal banking agencies to identify rules that could be

3See 12 CFR §32.7. This is the provision of our rules that sets the standards for participation
in this program.

4The OCC approved these amendments on July 19, 2005. The final rule is available at:
http:/ [www.occ.treas.gov/ ftp [ release /| 2005-71a.pdf.



209

modified to reduce burden. In addition, I note that as part of our
general rulemaking process, the OCC has a longstanding commit-
ment to avoid regulatory burdens that exceed what is necessary to
ensure that our regulations effectively protect safety and sound-
ness, foster the integrity of bank operations, and safeguard the in-
terests of consumers.

Q.5. Many of the small banks in my State are concerned with com-
pliance with the Bank Secrecy Act (BSA). Can changes be made to
make the BSA work better, either administratively or legislatively
without jeopardizing the War on Terror or any law enforcement ini-
tiatives?

A.5. The BSA establishes the primary mechanism for detecting and
punishing money laundering and related financial crimes per-
petrated against and through domestic financial institutions.
Among other things, the recordkeeping and reporting requirements
of the BSA provide law enforcement and other supervisory agents
with information that is highly beneficial to investigations related
to various financial crimes. As a supervisory agency responsible for
implementing the BSA, however, the OCC must ensure that any
modifications to the financial recordkeeping and reporting rules
will not impede criminal investigations. The OCC, along with the
other Federal banking agencies, however, recognizes that the BSA
requires the banking industry to dedicate time, personnel, and
equipment, at a tangible cost, to support these criminal investiga-
tions by law enforcement. These costs can weigh heavily on com-
munity banks. The OCC will continue to work closely with the
other Federal banking agencies and the Financial Crimes Enforce-
ment Network (FinCEN), the administrator of the BSA, to explore
ways to streamline the reporting processes created by the BSA
without diminishing the value of the information produced.

The OCC has taken a number of actions to assist national banks
in complying with BSA requirements, thereby making BSA/AML
compliance less burdensome and confusing for financial institu-
tions. For example, the Federal Financial Institutions Examination
Council (FFIEC) last month issued the Bank Secrecy Act/Anti-
Money Laundering Examination Manual (FFIEC BSA/AML Exam-
ination Manual), which was the result of a collaborative effort of
the Federal banking agencies, FinCEN, and the Office of Foreign
Assets Control. The manual is a compilation of existing regulatory
requirements, supervisory expectations, and sound practices in the
BSA/AML area and marks an important step forward in the effort
to ensure the consistent application of the BSA to all banking orga-
nizations. The guidance and procedures contained within the Man-
ual will assist banking organizations in understanding relevant
laws and regulations. The Federal banking agencies and FinCEN
have planned a series of nationwide conference calls and regional
outreach meetings to assist banking organizations in further un-
derstanding the Manuals.5

In addition, in response to concerns about unregistered and unli-
censed money services businesses (MSB’s), the Federal banking
agencies, NCUA and FinCEN issued in April 2005 interpretive
guidance to banking organizations regarding the Bank Secrecy Act

5The Manual can be found at wwuw.ffiec.gov / pdf/bsamanual.pdf.
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and MSB’s.6 That same month the Federal banking agencies, the

NCUA, and the Treasury Department published updated fre-

quently asked questions (FAQ’s) regarding the application of the

ggencies’ 7customer identification rules, set forth at 31 CFR
103.121.

Q.6. Would you support eliminating the restriction on the number
of transactions from Money Market Demand Accounts?

A.6. The OCC has not taken a position on this issue. We note how-
ever, this issue arises in connection with the repeal of the statutory
prohibition that prevents banks from paying interest on demand
deposits. We support the repeal of that prohibition.® This prohibi-
tion was enacted approximately 70 years ago for the purpose of de-
terring large banks from attracting deposits away from community
banks, but it is no longer effective or necessary. The development
of innovations in financial products, such as sweep services, allow
banks and their customers to avoid the statutory prohibition. The
repeal of this prohibition would reduce burden on consumers, in-
cluding small businesses, and reduce costs associated with estab-
lishing additional accounts.

Q.7. What do you think of the SEC’s Regulation B proposal for the
Gramm-Leach-Bliley Act (GLBA)?

A.7. The OCC believes that the SEC’s proposed Regulation B re-
flects a fundamental misinterpretation of the language and pur-
poses of the “broker” exceptions in GLBA. The SEC’s proposed
rules would require banks to make substantial changes in the way
they conduct well-established and already highly regulated lines of
banking business and would impose a new, SEC-created regime of
extraordinarily complex requirements and restrictions on long-
standing banking functions and relationships. Far from imple-
menting the “exceptions” for banks adopted by Congress, we believe
that proposed Regulation B would insert the SEC to an unprece-
dented and unforeseen degree in the management of banks’ inter-
nal operations. Our views are more fully expressed in the comment
letter to the SEC, dated October 8, 2004, that the OCC submitted
jointly with the Federal Reserve Board and the FDIC. I have en-
closed a copy of that letter for your information.*

RESPONSE TO WRITTEN QUESTIONS OF SENATOR BUNNING
FROM MARK OLSON

Q.1. Do you support passing a regulatory relief bill, especially one
that would help small banks, this year?

A.1. The Board strongly supports the development and adoption of
a regulatory relief bill that provides meaningful relief to banking
organizations, including small banks, in ways that do not com-
promise the safety and soundness of banking organizations, con-
sumer protections, or other important objectives that Congress has
established for the financial system. To help achieve this goal, the

6“Interagency Interpretive Guidance on Providing Banking Services to Money Services Busi-
nesses Operating in the United States,” OCC Bulletin 20005-19 (April 26, 2005).

7See OCC Bulletin 2004-3 (April 28, 2005).

8This provision was included in H.R.1224, the Business Checking Freedom Act of 2005, as
recently reported by the House Financial Services Committee and as passed by the House on
May 24, 2005.

*Held in Committee files.
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Board has supported a number of regulatory relief proposals, in-
cluding several that would provide important benefits to small
banks.

For example, the Board strongly supports an amendment that
would repeal the provisions in Federal law that currently prohibit
depository institutions from paying interest on demand deposits. As
I explained in my testimony, this amendment should assist small
banks in attracting and retaining business deposits. In addition,
the Board supports an amendment that would raise, from $250
million to $500 million, the statutory asset threshold below which
an insured depository institution may qualify for an extended 18-
month examination cycle. This amendment potentially would allow
an additional 1,100 small depository institutions to benefit from an
extended examination cycle while preserving the important benefits
provided by the existence of mandatory exam cycles.

Q.2?. Are you worried about the decline of small banks in this coun-
try*

A.2. While the number of banks in the country has been decreasing
gradually in recent years, that trend does not signal a decline ei-
ther in the profitability of the community banking business or in
the value community banks provide to the economy and their local
communities.

At the end of 2004, there were approximately 7,200 insured com-
mercial banks with less than $1 billion in assets, representing
more than 94 percent of all insured commercial banks. While the
total number of banks with less than $1 billion in assets has de-
clined by about 200 each year for the past 5 years, the net change
does not tell the whole story. First, a number of institutions grow
out of this category through internal growth or acquisitions. Sec-
ond, despite the consolidation in the sector, entrepreneurs and in-
vestors continue to find opportunities in small banks, a point that
is illustrated by the steady demand for new bank charters. Over
the past 5 years, for every five banks that disappeared through
consolidation, another two new charters were granted.

If you look at their balance sheets and income statements, you
will see that smaller banks are thriving. Capital, earnings, and
asset quality are improving for banks of all sizes, but particularly
for banks with less than $1 billion in assets. In 2004, nonper-
forming assets, net charge-offs, and loan-loss provisions for these
banks were at long-term lows. The continuing strength of the fi-
nancial sector is also visible in supervisory ratings. At year-end
2004, less than 1 percent of banks in this category nationwide were
rated below the threshold for problem institutions.

This country reaps substantial benefits from its tradition of
small, locally oriented banks. Small banks help assure that diverse
funding sources are available for small businesses and they provide
retail banking customers with convenient locations and personal
service. Surveys conducted by the Board indicate that the single
most important factor influencing a customer’s choice of banks is
the location of the institution’s branches. Once a household has
chosen a particular depository institution as the location for its
main checking account, there is a strong tendency to stick with
that institution. These patterns and the data described above bode
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well for the future of community banking. And, judging by the fact
that about 10 percent of bank holding companies with less than $1
billion in assets are also financial holding companies, it seems ap-
parent that community banks have been active in positioning
themselves to diversify their business base.

Q.3. Are you concerned about the cost of regulatory compliance
that small banks are faced with?

A.3. Compliance costs, like other types of costs borne by financial
institutions, can result in increased prices for consumers or re-
duced profitability for institutions. Compliance costs can present
special challenges for small institutions, which, by definition, have
fewer resources than larger competitors. For these reasons, it is
very important for Congress and supervisors to carefully weigh the
benefits of new laws and regulations against their potential costs
to institutions, consumers, and the economy as a whole.

At the Federal Reserve, we strive to review each of our regula-
tions at least once every 5 years to identify those provisions that
are out of date or otherwise unnecessary. Furthermore, we con-
tinue to work with our regulatory colleagues in the ongoing regu-
latory review process being conducted by the Federal banking agen-
cies pursuant to the Economic Growth and Regulatory Paperwork
Reduction Act (EGRPRA). EGRPRA requires the Federal banking
agencies, at least once every 10 years, to review and seek public
comment on the burden associated with the full range of the agen-
cies’ regulations that affect insured depository institutions. The
agencies already have solicited comments on four broad categories
of regulations including those governing applications, activities,
money laundering, and consumer protection in lending transactions
and have conducted outreach meetings throughout the country to
encourage public participation in the EGRPRA process. In response
to these efforts, the agencies have received comments from more
than 1,000 entities and individuals on ways to reduce the regu-
latory burden on banking organizations. The Board will consider
and incorporate the comments relevant to our regulations as we
move forward with our own regulation review efforts.

Q.4. Can any of your suggestions be implemented without legisla-
tion?

A.4. The Board strives to review each of its regulations at least
once every 5 years to identify those provisions that are out of date
or otherwise unnecessary. Through this process, the Board already
has taken a number of important steps to streamline its regula-
tions and eliminate or reduce regulatory burden when such action
is appropriate and within the Board’s regulatory or supervisory au-
thority.

Congress, however, also plays a critical role in the regulatory re-
lief process. The vast majority of the regulatory relief proposals
supported by the Board would require statutory changes to imple-
ment. These include the Board’s proposals authorizing depository
institutions to pay interest on demand deposits, providing the Fed-
eral Reserve greater flexibility in establishing reserve requirements
for depository institutions, and raising the asset threshold below
which an insured depository institution may qualify for an ex-
tended 18-month examination cycle.
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The Board has supported an amendment that would require the
banking agencies to review the agencies’ call report forms at least
once every 5 years to determine whether any of the form’s report-
ing requirements could be eliminated or modified. This amend-
ment, which is supported by the other Federal banking agencies,
was developed as a result of input received from banking organiza-
tions and others through the on-going EGRPRA review process.
The Board and the other banking agencies could implement this
amendment without any legislative changes and, indeed, the Fed-
eral banking agencies already review periodically the call report
forms to determine if these reporting forms may be streamlined.
The amendment, however, would ensure that this review takes
place no less frequently than once every 5 years.

Q.5. Many of the small banks in my State are concerned with com-
pliance with the Bank Secrecy Act. Can changes be made to make
the BSA work better, either administratively or legislatively with-
out jgopardizing the War on Terror or any law enforcement initia-
tives?

A.5. The Federal Reserve, in coordination with the other Federal
banking agencies and the Financial Crimes Enforcement Network
(FinCEN) of Treasury, has taken several steps to improve and
streamline the BSA compliance process. Most notably, on June 30,
2005, the Federal Reserve and the other Federal banking agencies
released an interagency BSA/AML examination manual. The man-
ual provides a single set of comprehensive BSA/AML examination
procedures (replacing and updating those that each agency had re-
leased on its own over the years) and comprehensive guidance on
the underlying regulatory requirements. By providing clear guid-
ance to banking organizations and promoting consistency among
the agencies in the BSA examination process, the manual should
help address some of the concerns raised by banking organizations
regarding the BSA.

Importantly, the examination manual emphasizes risk manage-
ment and the need for banks, and their supervisors, to use a risk-
based approach to implementing and monitoring BSA/ AML compli-
ance programs. This should assist many small banks that have a
low BSA/AML risk profile. These banks should expect a simpler
BSA/AML examination process.

The Federal Reserve also continues to work with FinCEN, law
enforcement, regulatory agencies, and industry through the Bank
Secrecy Act Advisory Group and other forums to improve the BSA/
AML process. For example, the Federal Reserve supports FinCEN’s
efforts to streamline and improve the exemptions process for Cur-
rency Transaction Reports, and has encouraged law enforcement,
which is the primary user of BSA reports, to provide the banking
industry, with greater feedback on the reports’ usefulness.

Q.6. Would you support eliminating the restriction on the number
of transactions from Money Market Demand Accounts?

A.6. Section 19(b) of the Federal Reserve Act (12 U.S.C. §461(b))
currently requires the Board to impose reserve requirements for
monetary policy purposes on “transaction accounts,” which are ac-
counts that are used for the purposes of making payments and
other transfers to third parties. The Board therefore must distin-
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guish between transaction accounts and nontransaction accounts in
implementing reserve requirements.

Under the Board’s Regulation D (12 CFR Part 204), money mar-
ket deposit accounts (MMDA’s) are not treated as “transaction ac-
counts” and, thus, are not subject to reserve requirements provided
that (i) the depositor cannot make more than six convenient trans-
fers per month from the account, and (ii) no more than three of
those transfers may be made by check, draft, debit card, or similar
order payable to third parties. Eliminating the restrictions on the
number of permissible transfers from MMDA’s would turn these
deposits into transaction accounts. In such circumstances, it would
be imperative that these accounts be subject to reserve require-
ments, as they would be under the current provisions of the
Board’s Regulation D. Allowing depository institutions to offer
MMDA’s that were both nonreservable and transaction accounts
would essentially repeal reserve requirements and could severely
undermine the Board’s ability to effectively conduct monetary pol-
icy.

The Board supports an alternative approach that is more cost ef-
fective for small banks and addresses concerns about reserve re-
quirements. Currently, Federal law prohibits depository institu-
tions from paying interest on demand deposits, which are a type
of transaction account. See, e.g., 12 U.S.C. §371a. This prohibition
affects business customers most directly because business cus-
tomers are not eligible to hold interest-bearing negotiable order of
withdrawal (NOW) accounts, which are another form of transaction
account. The Board has long supported amendments that would
eliminate the provisions in Federal law that currently prohibit de-
pository institutions from paying interest on demand deposits.
Doing so would permit businesses to have interest-bearing checking
accounts without confusing the distinction between MMDA’s and
reservable transaction accounts and without undermining the
Board’s ability to effectively conduct monetary policy.

Q.7. What do you think of the SEC’s Regulation B proposal for the
Gramm-Leach-Bliley Act?

A.7. The SEC’s proposed Regulation B would implement the excep-
tions for banks from the definition of “broker” in the Securities Ex-
change Act of 1934 that were adopted by Congress in the Gramm-
Leach-Bliley Act (GLB Act). The exceptions in the GLB Act were
designed and intended to allow banks to continue to effect securi-
ties transactions for their customers as part of their traditional
trust, fiduciary, custodial, and other bank functions.

Regulation B, if implemented, would significantly disrupt the
normal functions and customer relationships of banks that the
GLB Act was intended to protect and preserve. Moreover, the regu-
lation would impose substantial and unnecessary costs on banks
and their customers and limit customer choice by preventing or dis-
couraging banks from providing certain services that customers
have come to expect and demand from their banking institution.
The Board believes these results would not occur if the exceptions
in the GLB Act are implemented in a manner consistent with the
statute’s language and purpose.
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In October 2004, the Board, the Federal Deposit Insurance Cor-
poration, and the Office of the Comptroller of the Currency sub-
mitted a joint comment letter to the SEC on proposed Regulation
B that sets forth in detail the banking agencies’ concerns with the
proposed regulation. This comment letter continues to represent
the Board’s view on Regulation B. The joint comment letter is
available on the Board’s website at http:/ /www.federalreserve.gov /
boarddocs [ press/bcreg /2004 /20041008 | default.him.

The Board continues to have discussions with the SEC on ways
to address the concerns of the SEC and the banking agencies on
implementation of the GLB Act.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR BUNNING
FROM RICHARD M. RICCOBONO

Q.1. Do you support passing a regulatory relief bill, especially one
that would help small banks, this year?

A.1. OTS supports passage of a regulatory relief bill this year, and
we will continue to work with Congress and the other Federal
banking agencies (FBA’s) to enact this legislation. As part of our
efforts pursuant to the Economic Growth and Regulatory Paper-
work Reduction Act (EGRPRA), we have identified numerous, su-
perfluous regulatory obstacles that hinder profitability, innovation,
and competition in the financial services industry. Some of these
provisions also impede job creation and economic growth in the
general economy. Small institutions, in particular, need relief from
these unnecessary burdens in order to remain competitive and to
continue effectively to service consumers and small businesses in
their local communities.

Q.29. Are you worried about the decline of small banks in this coun-
try?

A.2. Yes, very much so. The number of small OTS-regulated thrifts
decreased significantly during the 15-year period from March 31,
1990 through March 31, 2005. Many small thrifts merged or other-
wise grew into larger thrifts during this period. Partially offsetting
these structural shifts was an increase in new small thrifts char-
tered in recent years. Nevertheless, thrifts with assets less than
$500 million fell 72 percent to 691 in the first quarter of 2005 from
2,466 15 years earlier, roughly matching the decline in the number
of all thrifts, which dropped 69 percent from 2,874 to 880 during
the same period. Small thrifts represented 79 percent of all thrifts
as of March 2005, compared to an 86 percent ratio in March 1990.

There are many reasons for the decline in small thrifts and inde-
pendent community banks; chief among these being industry con-
solidation based on changes in market forces. What particularly
concerns us, however, are policies and practices that have produced
an accumulation of regulatory burden that disadvantages smaller
institutions vis-avis their larger competitors.

There are a number of reasons why market changes have, to
some extent, reduced the competitive advantages held by small,
local institutions and led to the decline in small thrifts. Increased
competition from insured and noninsured financial institutions,
and from credit unions due to relaxed common bond requirements,
have made it more difficult for small community banks and thrifts
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to compete profitably for loans and deposits. Advances in tech-
nology and interconnected lending markets have enabled previously
distant financial institutions to expand their contact with cus-
tomers in small institutions’ local markets. Internet banking,
branching, ATM expansion, and the increased use of loan brokers
have also facilitated direct access to the local markets of small com-
munity banks and thrifts.

Technology aided advances in financial markets and tools have
also reduced the advantages of local lenders. Credit scoring and
data-mining tools enable nonlocal lenders quickly and efficiently to
identify creditworthy borrowers without personal contact. The in-
creased use of the secondary loan markets and loan securitizations
have also increased loan liquidity and made lending expansion into
different markets more feasible and profitable for nonlocal lenders.

Regulatory burden and compliance costs have also contributed to
the decline in small thrifts. Small thrift managers have indicated
to us in conversations that increasing compliance costs make it dif-
ficult to operate profitability as a small, local institution. While we
as regulators can do little about the change in market forces im-
pacting small thrifts, we can work to reduce needless and excessive
regulatory burden. We will continue to work on identifying areas
where we can ease the regulatory burden facing small thrifts and
banks in order to reduce compliance and related regulatory costs.

Q.3. Are you concerned about the cost of regulatory compliance
that small banks are faced with?

A.3. Yes, we are very concerned with the cost of regulatory compli-
ance facing small banks and thrifts. In discussions with managers
of small thrifts, the cost of compliance is increasingly burdensome.
We are particularly concerned that increasing compliance costs
may be forcing some thrift managers to consider selling to larger
competitors or changing their business strategy in order to take on
additional risk to improve income and offset increased costs. It is
unhealthy for our banking system to have regulatory compliance
costs influencing strategic and economic decisions in this manner.

Q.4. Can any of your suggestions be implemented without legisla-
tion?

A4. The items that OTS has submitted to the Senate Banking
Committee for inclusion in regulatory relief legislation, generally,
require statutory changes in the law. The one exception is our top
regulatory relief priority of removing the duplicative oversight bur-
den and disparate treatment of savings associations under the Fed-
eral securities laws. In our view, savings associations should have
the same exemptions as banks with respect to investment adviser
and broker-dealer activities that each conducts on otherwise equal
terms and under substantially similar authority. Several years of
discussions with the SEC on this issue have been ineffectual, and
we continue to grapple with proposed regulations that treat banks
and savings associations differently with regard to investment ad-
viser and broker-dealer activities. As a result of that experience, we
believe that legislation is necessary to ensure needed reforms in
this area. We will, however, continue to pursue a regulatory solu-
tion with the SEC on this issue.
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Q.5. Many of the small banks in my State are concerned with com-
pliance with the Bank Secrecy Act. Can changes be made to make
the BSA work better, either administratively or legislatively with-
out jgopardizing the War on Terror or any law enforcement initia-
tives?

A.5. OTS and the other FBA’s are aware of the burdens imposed
on small institutions by the Bank Secrecy Act (BSA). The FBA’s
are actively reviewing existing BSA requirements in an effort to re-
duce burdens where practical, while enhancing the value of BSA
reports and records generated by financial institutions. Our hope is
that small institutions, in particular, will benefit from various
measures currently under review.

The FBA’s have been exploring ways to address the growing con-
cerns of the banking industry related to the BSA recordkeeping
and reporting requirements imposed by its regulations at 31 CFR
§103. The FBA’s recognize that BSA provisions require consider-
able effort from the financial services industry to obtain, document,
and provide relevant financial information to support criminal in-
vestigations by law enforcement. We will continue to work with the
other FBA’s, the Treasury Department and its Financial Crimes
Enforcement Network (FinCEN), which administers and oversees
the provisions of the BSA, to improve BSA effectiveness.

Industry concerns regarding BSA implementation and adminis-
tration underscore the need for further discussion and guidance in
this area. BSA serves as the primary regulatory instrument pro-
viding transparency of financial transactions conducted through do-
mestic financial institutions. Revisions to BSA recordkeeping and
reporting rules should be pursued cautiously to ensure that modi-
fications do not undermine the efforts of law enforcement in this
area.

The FBA’s and FinCEN continue to work diligently with the pri-
vate and public sectors to carry out the objectives of the BSA.
Interagency working groups have been instrumental in developing
and refining effective rules and regulations, and for coordinating
consistent regulatory programs among the FBA’s. The agencies con-
tinue to participate in foreign and domestic initiatives aimed at
strengthening anti-money laundering controls and procedures. A
number of interagency working groups have been formed for task
specific purposes, including drafting risk-based BSA revisions,
issuing interpretive guidance for the financial services community,
and developing examination procedures and training.

The BSA Advisory Group (BSAAG) is a public-private partner-
ship devoted to the discussion of money laundering schemes, en-
forcement of anti-money laundering laws, and remedies for making
all reporting processes more efficient. The BSAAG, established in
1994 pursuant to a Congressional mandate, is a forum focusing dis-
cussion of anti-money laundering efforts for both private and public
sectors. Since its inception, the BSAAG has advised the Treasury
Department on policy issues related to the BSA, including proce-
dures for filing Currency Transaction Reports (CTR) and Sus-
picious Activity Reports (SAR), exempting retail and other ac-
counts, and enhancing examination procedures.

The BSAAG has established numerous subcommittees, each
tasked with exploring more effective processes to reduce BSA bur-
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dens and enhance the information that financial institutions pro-
vide to law enforcement. The FBA’s are members and active par-
ticipants’ of the BSAAG, including its various subcommittees.

Q.6. Would you support eliminating the restriction on the number
of transactions from Money Market Demand Accounts?

A.6. OTS supports efforts to eliminate restrictions on the number
of transactions from Money Market Demand Accounts, as described
in Senate Banking Committee Matrix number 113. That provision
is described as expanding the number of permissible transfers from
money market deposit accounts from 6 to 24 per month. Although
we have not seen the legislative language for this provision, we
favor increasing the number of permissible transactions. We will
review this provision when it becomes available.

Q.7. What do you think of the SEC’s Regulation B proposal for the
Gramm-Leach-Bliley Act?

A.7. The SEC’s Regulation B proposal does not extend the same
treatment to savings associations accorded to banks with respect to
three newly created exemptions. Under the proposal, savings asso-
ciations will not receive the general custody exemption in Exchange
Act Rule 760, the proposed new ERISA exemption in Exchange Act
Rule 770, nor the proposed Regulation S exemption in Exchange
Act Rule 771 (the three exemptions).

The basis for the disparity in the treatment of savings associa-
tions under the proposal is unclear. In our view, a final rule should
treat savings associations and commercial banks the same. Accord-
ing to the preamble to. the Regulation B proposal, the reason that
the three exemptions were not extended to savings associations is
that the SEC was unable to obtain sufficient information to deter-
mine whether savings associations directly engage in the types of
securities activities covered by the three exemptions. In fact, sav-
ings associations do engage in the types of activities covered by the
three exemptions and have been engaged in these activities for
quite some time.

Since the release of the Regulation B proposal, savings associa-
tions have provided the SEC with information about activities that
would be covered under the three exemptions. OTS has also pro-
vided information to the SEC regarding savings association activi-
ties covered under the three exemptions via a September 1, 2004
comment letter, as well as in numerous subsequent e-mails.

We believe this provides a sound basis for extending the three
exemptions to all savings associations without regard to whether
they are currently engaged in the securities activities covered by
the three exemptions. This is the same approach taken with banks.
OTS strongly feels that any final rule on Regulation B should pro-
vide complete parity between savings associations and commercial
banks.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM JOANN M. JOHNSON

Q.1. Would you please explain why Congress should modify the
statutory definition of net worth?

A.1. NCUA is requesting two changes to the Federal Credit Union
Act regarding how credit union capital is defined and measured.



219

Most immediately, an amendment to the Federal Credit Union
Act is necessary to cure the unintended consequences of business
combination accounting rules the Financial Accounting Standards
Board (FASB) will apply to the combinations of mutual enterprises
such as credit unions. Under the new rules, the merging credit
union’s capital would not flow forward as capital to the combined
continuing credit union. Instead, the merging credit union’s “re-
tained equity” (capital) becomes “acquired equity” (not capital) for
the continuing credit union. The resulting drop in the acquiring
credit union’s capital could subject it to prompt corrective action
sanctions and thus create a disincentive to otherwise desirable
credit union mergers. This disincentive to merge will make it more
difficult for NCUA to carry out the public interest in managing and
minimizing losses to the National Credit Union Share Insurance
Fund through the merger option.

The FASB has expressed support for a legislative solution and
has indicated that a legislative redefinition of capital (net worth)
will not affect their standards-setting activities. NCUA respectfully
requests expedient action on legislation such as H.R. 1042, which
was approved by the House of Representatives June 13. H.R. 1042
would redefine “net worth” to include the retained earnings balance
of a credit union (as determined under generally accepted account-
ing principles, as under current law), together with any amounts
that were previously retained earnings of any other credit union
with which the credit union has combined.

NCUA is also seeking changes to the FCU Act in order to move
to a system of risk-based net worth requirements for purposes of
implementing prompt corrective action (PCA). The Credit Union
Membership Access Act of 1998 established a statutory system of
capital standards and PCA for federally insured credit unions. The
guiding principle behind PCA, a principle NCUA strongly supports,
is to resolve problems in federally insured credit unions at the least
long-term cost to the National Credit Union Share Insurance Fund
(NCUSIF). However, the current statutory net worth structure es-
tablishes a system based largely on the ratio of net worth to total
assets, without rating assets by their relative risk. Also, the cur-
rent leverage ratios established under the PCA are much higher for
credit unions than for other types of financial institutions and
these ratios should be adjusted in conjunction with establishing a
risk-based system. The elements of NCUA’s proposal for credit
union capital reform are included in H.R. 2317.

The central focus of our proposal is to provide for a more risk-
based PCA system. A well-designed risk-based system would allow
NCUA to account for higher- and lower-risk activities, and elimi-
nate the inequities that currently exist for credit unions with low-
risk balance sheets. A risk-based system would also reinforce the
relative risks of various activities to credit union managers, and
enable them to manage their compliance by adjustments to their
assets and activities. Accordingly, a risk-based system would better
achieve the objectives of PCA, because it would more quickly iden-
tify credit unions with the highest-risk activities and allow NCUA
to focus its supervisory efforts on ensuring such credit unions have
sufficient net worth to account for these risks.
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NCUA also urges a reduction in the leverage requirements, com-
parable to those required for FDIC-insured institutions. Presently,
to be “well-capitalized,” a credit union must have a 7 percent lever-
age ratio, compared to the threshold of 5 percent for FDIC-insured
institutions. The 5 percent requirement has proven adequate to
protect the banks insurance fund, and with credit unions’ more lim-
ited powers and conservative nature, there is no reason to impose
a higher requirement on credit unions.

It is important to note in this connection that NCUA’s proposal
accounts for the deposit method of capitalizing the NCUSIF, by de-
ducting an individual credit union’s NCUSIF deposit from both its
capital and asset base in determining the credit union’s PCA lever-
age ratio. The effect on the average would be a required total cap-
ital to total assets ratio in the range of 5.7 percent. This treatment
addresses concerns of the Treasury Department and others about
possible double consideration of the NCUSIF capitalization deposit
when considering credit union system-wide capital. It would apply
to the PCA leverage ratio only, and not to the GAAP capital of the
credit union.

A meaningful risk-based system working in tandem with a lower
leverage requirement would provide incentives for credit unions to
manage the risk they take in relation to their capital levels, and
allows them to do so by reflecting the composition of their balance
sheets in their risk-based PCA requirements. For these reasons,
NCUA urges prompt enactment of credit union capital reform.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR BUNNING
FROM JOANN M. JOHNSON

Q.1. Do you support passing a regulatory relief bill, especially one
that would help small banks, this year?

A.1. NCUA supports the principle of regulatory relief and has sup-
ported legislation, such as HR. 1375, that passed the House of Rep-
resentatives last Congress and addressed reforms for all Federal
financial regulatory agencies and the institutions they regulate.
NCUA is prepared to support, after review, a similar bill when in-
troduced in the Senate. NCUA supports our recommended sugges-
tions, and does not have a safety or soundness problem with the
other credit union provisions mentioned in our testimony that did
not originate with NCUA. On June 30, 2005, the agency sent a let-
ter to Senator Crapo stating no objection (with one drafting sugges-
tion) to the new suggestions appearing in Section IV of Senator
Crapo’s matrix dated June 14, 2005 and we are continuing to re-
view these from the perspective of regulating federally insured
credit unions.

Of particular importance to the continued safety and soundness
of the credit union system, NCUA urges passage of legislation that
would establish a more risk-based capital regime for all insured
credit unions. Not only would such legislation enhance overall safe-
ty and soundness, but it would also revise overly restrictive lever-
age capital ratio requirements for credit unions engaged in low-risk
activities, as most small credit unions are. NCUA’s proposals for
reform of credit union capital requirements are reflected in a bill
that has been introduced in the House of Representatives this term
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as H.R.2317. NCUA urges consideration of similar legislation by
the Senate and passage of capital reform for credit unions.

NCUA also strongly supports the other credit union regulatory
relief proposals that were considered by both Houses of Congress
last year and that are addressed in Senator Crapo’s matrix. Provi-
sions of special interest to small credit unions would: Increase the
maximum permissible loan term; revise the definition of member
business loan so that fewer loans are covered by the burdensome
and limiting business loan provisions of the Federal Credit Act;
allow small credit unions to join together to offer additional serv-
ices to members by increasing the permissible investment in credit
union service organizations; and allow credit unions to cash checks
and provide money transfer services to all persons in their field of
membership.

Q.2?. Are you worried about the decline of small banks in this coun-
try*

A.2. NCUA is aware that some representatives of the banking in-
dustry portray credit union growth as a threat to the well-being of
small banks. The data reveal, however, that credit unions are not
gaining market share at the expense of banks. While the number
of insured institutions is similar—8,939 federally insured credit
unions versus 8,942 FDIC-insured institutions—total credit union
assets are only a fraction of total assets for FDIC-insured institu-
tions and are within historical norms. Over the past 10 years, the
percent of federally insured credit union assets to the assets of
FDIC-insured institutions has ranged between 5.78 percent and
6.72 percent, with the current level equaling 6.44 percent.

The large majority of credit unions are of modest asset size, espe-
cially in comparison to banks and thrifts. More than 46 percent of
federally insured credit unions have less than $10 million in assets,
and 87 percent of credit unions have less than $100 million in as-
sets. Further, credit union assets are much more concentrated in
small institutions than are bank assets, as credit unions with less
than $1 billion in assets hold 66.2 percent of credit union assets,
while FDIC-insured institutions with less than $1 billion in assets
hold only 13.8 percent of industry assets.

Credit unions also face significant limitations on their powers
and activities to which small banks are not subject. Some examples
of these limitations, which will remain even if every credit union
geglgulatory provision under consideration were enacted, are listed

elow.
¢ Credit unions can only serve those within their fields of member-
ship. Thus, while a credit union member can use any bank he or
she finds convenient, a bank customer cannot use any credit
union.
e Federal credit unions are subject to a usury limit, currently 18
percent.
e Federal credit unions have a limit on maximum loan maturities
and a total prohibition on prepayment penalties.
e Federally insured credit unions’ member business loans are lim-
ited by statute.
e Federal credit unions have limited investment authority.
e Federal credit unions do not have general trust powers.
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e Federal credit unions have limited borrowing authority.

e Federal credit unions can only compensate one member of the
board of directors for service as a director; other directors and
committee members must serve as volunteers.

e Federal credit unions by statute cannot invest in the shares of
an insurance company or control another financial depository in-
stitution. Thus, they cannot be part of a financial services hold-
ing company and cannot become affiliates of other depository in-
stitutions or financial companies.

The cumulative impact of all these limitations on credit unions
should reveal to all objective observers that credit unions continue
to operate under much more limited authority than do commercial
banks. These member-owned cooperatives pose no threat—now or
in the future—to the health and stability of small banks.

Q.3. Are you concerned about the cost of regulatory compliance
that small banks are faced with?

A.3. NCUA realizes that smaller credit unions may lack the staff
and resources to manage compliance, and makes special efforts to
assist these credit unions with compliance issues. NCUA’s Office of
Small Credit Union Initiatives (OSCUI) oversees a variety of pro-
grams designed to promote successful, financially healthy small
credit unions and stimulate economic activity within the commu-
nities they serve. OSCUI oversees 13 economic development spe-
cialists, located in NCUA’s regional offices, and 30 small credit
union subject matter examiners. This team of specially designated
and trained staff stands ready to provide guidance and support to
small credit unions struggling with compliance issues. In addition,
the small credit union experts on OSCUI’s staff have worked to de-
velop partnerships with local credit union associations and other
organizations to assist small credit unions.

In 2004, NCUA’s regional offices sponsored 59 workshops at-
tended by more than 1,500 credit union officials, most of whom rep-
resented small credit unions. These workshops offered advice on
regulatory compliance, as well as expanding service to underserved
areas and helping members build wealth.

Q.4. Can any of your suggestions be implemented without legisla-
tion?
A.4. NCUA is continually engaged in a review of its regulations
and policies in an effort to eliminate unneeded and burdensome re-
quirements. NCUA reexamines one-third of its regulations every
year, so each regulation is reviewed at least once every 3 years.
While NCUA is committed to doing everything possible to reduce
the regulatory burden on credit unions where appropriate and con-
sistent with safety and soundness, the changes that would have the
biggest impact, such as revising credit union net worth require-
ments and implementing a risk-based prompt corrective action sys-
tem, require legislation.

Q.5. Many of the small banks in my State are concerned with com-
pliance with the Bank Secrecy Act. Can changes by made to make
the BSA work better, either administratively or legislatively with-
out jeopardizing the War on Terror or any law enforcement initia-
tives?
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A.5. NCUA believes that consistency in enforcement, combined
with clear guidance about expectations for financial institutions
under the BSA, are the keys to achieving the BSA’s goal of com-
bating financial crimes, including potential terrorist financing,
while imposing the fewest possible regulatory burdens. NCUA con-
tinues to work with other financial institution regulators on BSA
implementation and in providing guidance to credit unions on BSA
compliance. Last year, NCUA sponsored a series of workshops
around the country targeted at small credit unions; BSA and Office
of Foreign Assets Control (OFAC) compliance information was a
key part of these workshops.

Two areas that are under review are the requirements for filing
Currency Transaction Reports (CTR’s) and Suspicious Activity Re-
ports (SAR’s). The $10,000 threshold for filing CTR’s has been in
place for many years. Also, clarifications of and additions to the
types of entities that are exempt from filing CTR’s may be appro-
priate. We are aware of concerns regarding “defensive” filing of
SAR’s and agree that additional guidance to financial institutions
on what constitutes a suspicious activity might be useful in certain
situations. We are also aware of concerns about the need for uni-
form enforcement of CTR and SAR filing requirements. It is our
understanding that these issues could be addressed through Treas-
ury regulations and agency guidance.

NCUA has been an active participant in discussions regarding
these issues by virtue of its membership in the Bank Secrecy Act
Advisory Group (BSAAG). The BSAAG includes industry represent-
atives as well as financial institution regulators and meets twice
per year to discuss concerns regarding BSA enforcement and com-
pliance. The BSAAG also has numerous subcommittees, two of
which are focused on CTR and SAR requirements, and NCUA rep-
resentatives participate in both of these subcommittees.

Q.6. Would you support eliminating the restriction on the number
of transactions from Money Market Demand Accounts?

A.6. NCUA takes no position on the demand accounts provisions of
H.R. 1224, the “Business Checking Freedom Act of 2005.” However,
NCUA strongly supports provisions of H.R. 1224 that would permit
the Federal Reserve to pay interest on Regulation D reserves main-
tained by credit unions, banks, and thrifts. Under H.R. 1224, the
Federal Reserve could pay the equivalent of short-term market
rates on Regulation D reserves. H.R. 1224 would also give the Fed-
eral Reserve increased flexibility to set reserve requirements and
allow credit unions and other depository institutions to pay interest
on demand deposits.

Q.7. What do you think of the SEC’s Regulation B proposal for the
Gramm-Leach-Bliley Act?

A.7. The SEC’s proposed Regulation B would provide a limited ex-
emption from the definitions of “broker” and “dealer” under the Se-
curities and Exchange Act of 1934 for certain activities conducted
by credit unions. Specifically, the proposed regulation would except
credit unions from the definition of “broker” for certain networking
and sweep account arrangements and “dealer” for certain invest-
ment, trustee and fiduciary transactions. The proposed regulation
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also grants additional exemptions from the definitions of broker
and dealer to banks and thrifts.

As I indicated in my comment letter regarding the proposed reg-
ulation, NCUA appreciates the extension of these exemptions to
credit unions, but requests that the Commission extend to credit
unions all the exceptions from the definitions or broker and dealer
that are available to banks and thrifts. In particular, we urge the
SEC to extend the safekeeping and custody exemptions to credit
unions. Like the other activities exempted, safekeeping and custody
activities do not pose safety and soundness or investor protection
concerns. The requirement to register with the SEC to conduct ac-
tivities that are permissible under the Federal Credit Union Act
and NCUA’s Regulations places credit union at a competitive dis-
advantage compared to banks and thrifts.

Amending the securities statutes to grant credit unions the same
exemptions now given to other types of financial institutions would
be a more comprehensive approach and also would provide greater
certainty to credit unions that their treatment under securities
laws will not be subject to future regulatory changes by the SEC.
Accordingly, NCUA’s preferred solution is to incorporate changes to
the Federal securities statutes, such as those included in Section
312 of H.R.2317.

The statutory changes proposed in Section 312 of H.R.2317 pro-
vide credit unions exemptions that are similar, but not identical to,
exemptions enjoyed by banks and thrifts. Credit union powers are
limited by their chartering statutes, and credit unions do not have
certain powers, such as general trust powers, available to banks
and thrifts. The requested amendments would apply only to those
activities otherwise authorized for credit unions under applicable
credit union chartering statutes, currently including third-party
brokerage arrangements, sweep accounts and certain safekeeping
and custody activities.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM ERIC MCCLURE

Q.1. Do you support passing a regulatory relief bill, especially one
that would help small banks, this year?

A.1. Unequivocally yes, CSBS would support passing a regulatory
relief bill this year, especially one that would help small banks.
This is a crucial time for Congress to take the next step in review-
ing the impact that Federal statutes have had on our Nation’s com-
munity banks and the affect this has had on the economy of this
great country. My colleagues and I see growing disparity in our Na-
tion’s financial services industry between large and small institu-
tions. Congress must recognize this reality, and the impact this bi-
furcation has on our economy. Regulatory burden always falls
hardest on smaller institutions. Our community banks do a large
share of our Nation’s small business lending which helps to drive
our economy. Regulatory burden relief for these institutions would
be a booster shot for the Nation’s economic well-being.

Q.2. Does the decline of small banks in this country concern you?

A.2. Community banks represent a shrinking percentage of the as-
sets of our country’s banking system, and we cannot doubt that
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compliance costs are in part driving mergers. Even where laws offi-
cially exempt small, privately held banks, as in the case of Sar-
banes-Oxley, the principles behind these laws hold all institutions
to increasingly more expensive compliance standards. Stifling eco-
nomic incentives for community banks with excessive statutory
burdens slows the economic engine of small business in the United
States. Driving these community banks out of business dries up the
availability of capital to small businesses in these communities
thereby contributing to the decline of small towns in rural America.

Q.3. Are you concerned about the cost of regulatory compliance
that small banks are faced with?

A.3. Our current regulatory structure and statutory framework
may recognize some differences between financial institutions, but
too often mandate overarching “one size fits all” requirements for
any financial institution that can be described by the word “bank.”
These requirements are often unduly burdensome on smaller or
community-based institutions. Regulatory burden always falls
hardest on smaller institutions. There can be no doubt that compli-
ance costs are in part driving mergers which are leading to a de-
cline in the percentage of assets in community-based institutions.
As the largest banks are pushing for a purely national set of rules
for their evolving multistate and increasingly retail operations,
keep in mind that this regulatory scheme will also impose new re-
quirements on many State-chartered banks operating in the major-
ity of States that do not already have similar rules in place.

Q.4. Can any of your suggestions be implemented without legisla-
tion?

A.4. A limited liability corporation is a business entity that com-
bines the limited liability of a corporation with the pass-through
tax treatment of a partnership. The FDIC has determined that
banks organized as LLC’s are eligible for Federal deposit insurance
if they meet established criteria designed to insure safety and
soundness and limit risk to the deposit insurance fund. Only a
handful of states now allow banks to organize as LLC’s, including
Maine, Nevada, Texas, Vermont and, most recently, Utah. More
States may consider this option, however, because the structure of-
fers the same tax advantages as Subchapter S corporations but
with greater flexibility. Unlike Subchapter S corporations, LLC’s
are not subject to limits on the number and type of shareholders.
Unfortunately, an Internal Revenue Service regulation currently
blocks pass-through tax treatment for State-chartered banks. The
Committee should encourage the IRS to reconsider its interpreta-
tion of the tax treatment of banks structured as LLC’s.

Q.5. Many of the small banks in my State are concerned with com-
pliance with the Bank Secrecy Act. Can changes be made to make
the BSA work better, administratively or legislatively, without
jeopardizing the War on Terror or any law enforcement initiatives?
A.5. CSBS has worked diligently with FinCEN and the Federal
banking agencies to develop clear, risk-based BSA examination pro-
cedures. We hope these procedures will alleviate some of the finan-
cial industry’s concerns in this area. Federal law enforcement agen-
cies need to work with State and Federal regulators to ensure clear
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guidance is provided to the industry with regard to prosecution. We
also urge Congress, FinCEN, and the Federal banking regulators
to simplify the BSA reporting forms and look carefully at potential
changes to threshold levels. We must all work hard to make sure
that our regulatory approach in this area is smart, focused, and
reasonable.

Q.6. Would you support eliminating the restriction on the number
of transactions from the Money Market Demand Accounts?

A.6. CSBS has no official position on this issue at this time.

Q.7. What do you think of the SEC’s Regulation B proposal for the
Gramm-Leach-Bliley Act?

A.7. CSBS has expressed concern over the SEC’s Regulation B pro-
posal in a detailed comment letter to the SEC (see attachment).*
We are concerned over what we believe are unnecessary and chal-
lenging administrative hurdles the regulation sets up that banks
must comply with in order to retain exceptions from the definition
of “broker.” The CSBS comment letter focuses on two exemptions
in the rule to the definition of “broker” concerning networking and
trust and fiduciary activities. CSBS recommends a more coordi-
nated effort between State and Federal banking and securities reg-
ulators in the hopes of leading to a reduced need for new regu-
latory requirements while still addressing the concerns that the
SEC may have regarding certain practices.

RESPONSE TO A WRITTEN QUESTION OF SENATOR CRAPO
FROM MICHAEL VADALA

Q.1. Would you explain why you believe check cashing and money
transfer services should be offered within the field of membership?

A.1. Thank you Senator Crapo for the question. NAFCU supports
efforts to allow Federal credit unions to offer check-cashing and
money-transfer services to anyone within the credit union’s field of
membership. We believe this new authority, as proposed in the
House regulatory relief bill last year—which would be discretionary
and not mandatory—will allow credit unions to help combat abuses
by nontraditional financial institutions that prey on our nation’s
immigrants and others who live and work in underserved commu-
nities. By being able to reach out to the un-banked populations in
their field of membership, credit unions would have the oppor-
tunity to educate and build a relationship with these individuals,
hopefully establishing a level of trust that will allow them to de-
velop a relationship with the credit union and use other financial
services that the credit union provides and enter into the financial
services mainstream. In the 7 years since the passage of the Credit
Union Membership Access Act, credit unions have added over 1,000
underserved areas to their fields of membership, and we at The
Summit have added five ourselves. This provision would help credit
unions continue to reach the un-banked populations in these areas
that have been traditionally underserved. The House passed stand-
alone legislation to this effect (H.R.749) earlier this year on April
26, 2005 and we hope that a provision such as this would be in-
cluded in any Senate regulatory relief package.

*Held in Committee files.



