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CONSIDERATION OF
REGULATORY RELIEF PROPOSALS

WEDNESDAY, MARCH 1, 2006

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

The Committee met at 10:19 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Senator Michael Crapo, presiding.

OPENING STATEMENT OF SENATOR MIKE CRAPO

Senator CRAPO. This hearing will come to order. This is the hear-
ing of the Banking Committee on Consideration of Regulatory Re-
lief Proposals. We apologize to everyone that we got a late start,
but we had a vote down on the floor, and got tangled up down
there for a few minutes, but we are now under way there. Before
I make my opening statement or get it started, I want to turn the
time over to Senator Enzi from Wyoming, because he has another
urgent joint session of Congress to attend over in the House side,
and we need to get him on his way over there.

So, Senator Enzi, would you like to make any opening statement
that you would like to give?

STATEMENT OF SENATOR MICHAEL B. ENZI

Senator ENzZI. Thank you, Mr. Chairman. Us Italians have to
help out the Prime Minister of Italy.

[Laughter.]

So, I appreciate this opportunity.

Senator CRAPO. Give him my best regards.

Senator ENzI. Okay. I also want to thank you for your hard work
on this issue. I appreciate the way that you have waded through
all the stakeholders’ interests and worked to get some balance, and
also to take care of over 200 different suggestions for ways that we
can improve the banking system for banks and credit unions, and
I really admire the work that you have put in on it.

I would ask that my entire statement be a part of the record.

Senator CRAPO. Without objection.

Senator ENZI. A lot of fantastic comments in here about the way
that (tihis will affect Wyoming that I want to be sure is part of the
record.

Senator CRAPO. Then we will make sure that it is included.

Senator ENzI. But the part that I want to concentrate on this
morning is the part that is important for an industry that is famil-
iar to me, which is the accounting industry. When this Committee
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considered the bill that became the Gramm-Leach-Bliley bill of
1999, we knew it would drastically change the way our financial
industry operated. For example, Title V of the Act enumerated the
obligation of financial institutions to protect their customers’ pri-
vate information, something that had never been done on such a
large scale before.

But for those in the accounting industry, this was old news. Cer-
tified public accountants are bound by privacy laws older and
stricter than Gramm-Leach-Bliley. However, with the passage of
Gramm-Leach-Bliley, CPA’s were required to disclose privacy no-
tices the same way as everyone else. So what difference does that
make? State-licensed CPA’s in all of the States are prohibited from
disclosing personal information unless specifically allowed by the
customer. Now, under Gramm-Leach-Bliley, institutions can share
information unless prohibited by a customer, a much looser stand-
ard. There is a significant difference here, and one that makes an-
nual privacy disclosures for CPA’s unnecessary.

I have been working closely with Congressman Mark Kennedy
from Minnesota on an exemption of this annual disclosure for
State-licensed CPA’s who follow the stricter privacy laws. While the
cost of this annual disclosure can be annoying for larger firms, it
can be deadly for small firms or sole proprietors. An exemption
could save these firms valuable resources, and their clients lots of
dollars.

I look forward to working with my Banking Committee col-
leagues on this issue, and the other meaningful reforms of our Na-
tion’s small financial institutions.

I thank the Chairman for his tremendous work on this, and also
for the opportunity to make my statement early. Thank you.

Senator CRAPO. Thank you very much, Senator, and we appre-
ciate your attention to these issues. I know that even though you
have to leave, you are very engaged on these matters, and we ap-
preciate that.

Senator Shelby will not be able to make the hearing today, and
frankly, this is a very busy time. There is a Joint Session of Con-
gress going on at this very moment, which probably will impact our
attendance here for at least a period of time, as well as many other
matters. I had three hearings myself scheduled at 10 o’clock this
morning. So he has asked me to chair the hearing this morning,
and I was very pleased to be able to do so.

An effective regulatory system appropriately balances due costs
and benefits of public laws and regulations. All of us want to pro-
tect consumers and ensure that the system’s safety and soundness
are protected. However, excessive regulation increases the cost of
producing financial products. It stifles productivity and innovation,
and misallocates resources. Responding to the steady stream of
new regulations, while complying with the existing ones, has been
a challenge for all financial institutions.

Rule changes, particularly for smaller institutions with limited
staff, can be costly, and these changes are inevitably passed on to
consumers. It is also important for us to understand that the re-
sources that are expended working to meet governmental compli-
ance and paperwork requirements are time and effort that are not
available to serve customers and communities.
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In Idaho, one of the specific issues that I have been told that re-
sults in high cost for community banks and credit unions with little
benefit to consumers, is the mailing of annual privacy notices when
the institution does not share information with third parties or
make changes to its privacy policies. One community banker in
Idaho told me that his community bank spends an estimated
$15,000 a year per mailing, approximately 50,000 privacy notices.
In 2004, his bank received one customer call in response to his
bank’s privacy notice mailing, and received no customer responses
at all in 2005. Another community banker in Idaho said that most
customers do not read the annual privacy notices. Most end up in
ichekgarbage. This is one of the obvious provisions that we need to
ook at.

Compliance costs for the financial services industry costs billions
of dollars each year. For smaller institution, one out of every four
dollars in operating expenses goes to pay for the cost of Govern-
ment regulation. While much of this is necessary to assure the
soundness and the safety of our financial system, it is obvious that
there are many unnecessary and outdated provisions that should
be eliminated to reduce the costly burdens imposed on our financial
institutions. If this burden were reduced by even 10 to 20 percent,
and those funds were made available, billions of additional lending
would be made available that would have a direct and positive im-
pact on the economic growth and on consumers.

The bottom line is that too much time and money is spent on
outdated and unnecessary compliance and paperwork, leaving less
time and less resources for actually providing financial services.

The House Financial Services Committee has recognized this
problem, and in December 2005, it passed its own regulatory relief
legislation by a vote of 67 to 0. In 2004, the Banking Committee
held hearings on proposals regarding regulatory relief for banks,
thrifts, and credit unions. The hearing covered all points of view
and was made up of three panels of witnesses, Members of Con-
gress, regulators and trade associations, and consumer groups.

The Office of Thrift Supervision, Director John Reich, as leader
of the Interagency Economic Growth and Regulatory Paperwork
Reduction Act—and we have an acronym for that, EGRPRA—the
task force was asked to review the testimony presented at the
hearing and prepare a matrix which listed all the recommendations
and positions presented to the Committee. The results brought for-
ward 136 burden reduction proposals. By the second hearing held
in June, the list of proposals had grown to 187 items, many of
which are in the House passed bill, H.R. 3505.

This was a huge undertaking, and I appreciate the hard work
and cooperation of so many involved, especially the OTS Director
Reich, for his perseverance in leading this effort.

To ensure transparency in the process, the matrix of 187 items
was then circulated among regulators, trade associations, and con-
sumer groups, and all the various viewpoints have been recorded.
We have hard witnesses’ testimony in two previous hearings, and
numerous meetings have been held with all interested parties
throughout the process. Witnesses have thoroughly detailed the
ever-increasing number of requirements and outdated restrictions
placed on our financial institutions. Each requirement, restriction,
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report, and examination imposed, may individually have been justi-
fied when adopted, but as time passes and markets and consumer
demand changes, the necessity for imposing some of these require-
ments and restrictions become outdated or subsides.

I think that all of us want to try to turn this around, and I know
that the witnesses we are going to hear from today will help us
identify where we can trim the regulatory fat without adversely im-
pacting regulatory oversight.

I look forward to working with all of my colleagues as we quickly
move to a markup after this hearing, and I would encourage them
to identify which proposals they support or oppose. Some Members
have expressed interest in proposals that have both defenders and
detractors here today, and which we will hopefully have an oppor-
tunity to explore with our witnesses.

With that, let me go to the panel. As you can see from the panel,
we have a large panel, and we also have a second panel following
which is even larger, so we have our work cut out for us here
today. I would encourage everybody to remember the instructions
that you have received, and that is, we have asked you to keep
your presentation to 5 minutes. There is a clock in front of you. It
does not have a bell or anything, so you are going to have to try
to be sure to pay attention to it. If I understand how this thing
works, the sum-up button will come on at one minute. So when you
see the light go from green to yellow that means you have one
minute to start summing up. When it hits red, which is stop, we
ask you to finish your thoughts. You will have an opportunity dur-
ing questions and answers to get further into your testimony, and
your written testimony will be presented and made part of the
record, which all of us will review very carefully.

Now let me go to our panel and introduce them. John Reich, who
is the Director of the Office of Thrift Supervision is our first pan-
elist, followed by Gavin Gee, Director of Finance of the Idaho De-
partment of Finance; Donald Kohn, who is a Member of the Board
of Governors of the Federal Reserve System; Douglas Jones, Acting
General Counsel for the FDIC; Julie Williams who is the First Sen-
ior Deputy Comptroller and Chief Counsel for the Office of the
Comptroller of the Currency; JoAnn Johnson, Chairman of the
Board of Directors of the National Credit Union Administration;
and Linda Jekel, Chair and Director of Credit Unions for the Na-
tional Association of State Credit Union Supervisors.

Ladies and gentlemen, we will go through the panel in that
order, and I do not know if I said this already, but if you do start
forgetting the clock, I will just lightly tap this. So that means look
at clock if you hear that sound.

[Laughter.]

Director Reich.

STATEMENT OF JOHN M. REICH
DIRECTOR, OFFICE OF THRIFT SUPERVISION

Mr. REICH. Thank you very much, Senator Crapo. I appreciate
the opportunity to be here, and I deeply appreciate your leadership
on regulatory burden relief in the Senate, and your willingness to
push this along.



5

As the nominal leader of the Interagency EGRPRA Project, I am
gratified that all of the agencies that are represented at this table
are supporting numerous regulatory relief provisions for the insti-
tutions that they supervise, as well as for the industry as a whole.

My written statement highlights several important provisions for
saving associations on behalf of the Office of Thrift Supervision,
where I now sit, and I ask that you consider these, but in my re-
marks today I am going to address the larger picture, and the im-
portance of moving forward on regulatory relief legislation.

I think we all recognize the substantial additional burdens that
have been placed on the industry in recent years with increased re-
sponsibilities under the Bank Secrecy and the USA PATRIOT Act,
as well new accounting adjustments and changes to privacy laws,
to name just a few.

As I have said in previous testimony before this Committee, the
Federal Bank and Thrift Regulatory agencies have promulgated
more than 850 regulations or amendments to existing regulations
since FIRREA was enacted in 1989. In light of this formidable
number, I strongly believe that it is incumbent upon us to carry
out the purpose of the EGRPRA legislation to eliminate any regu-
latory requirements that are outdated, unduly burdensome, and no
longer necessary.

Accumulated regulatory burden is suffocating the industry, de-
spite the fact that the industry is doing and has done so well in
recent years with successively record profits. However, to charac-
terize the entire banking industry as enjoying record profits, in my
opinion, is misleading, in that not readily known is the fact that
only 7 percent of the industry accounts for 87.6 percent of the in-
dustry earnings. That is 670 banks with over a billion dollars in
assets account for 87 percent of industry earnings. The remaining
8,200 institutions represent 93 percent of the number of institu-
tions, and they share in the remaining 12.4 percent of industry
profits.

Furthermore, there are 3,863 community banks under $100 mil-
lion in assets. They represent almost 44 percent of the industry in
terms of total number. They account for less than 1%2 percent of
industry earnings.

Record profits in the industry is a label not shared by smaller
institutions. Community bank return on assets are generally de-
clining over the past 10 years. Their efficiency ratios are relatively
flat during the same period of time, while large bank return on as-
sets are generally increasing with their efficiency ratios declining.

Make no mistake, regulatory burden impacts all institutions,
large and small. I believe it has a potentially greater competitive
impact, however, on smaller institutions. There is considerable an-
ecdotal evidence around the country that regulatory burden has
risen to the top of the list of reasons why banks sell out. Invest-
ment bankers at recent M&A conferences confirm this fact.

To those who say let market forces determine the future of com-
munity banking, my response is that our industry is not a free
market. It is a highly regulated market, and this fact is having a
great influence on market behavior of bank managements and
shareholders of smaller community institutions. Regulatory forces
that unduly impact industry competitiveness are not good for insti-
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tutions of any size when they skew market forces, and that is what
we are faced with today.

It is my fear that smaller institutions will continue to disappear
from our landscape, and local communities and consumers across
the country will be the losers, for they will continue to lose their
local independent banks with their local directors, who are busi-
ness owners with vested interests in their banks and in their local
communities.

The loss of these human resources not only impacts local banking
relationships with small businesses and individuals, but it also re-
duces human resources available for leadership of community serv-
ice organizations on which senior bank officers and directors fre-
quently serve. There is definitely an unquantified social cost to in-
dustry consolidation that is attributable to the weight of accumu-
lated regulatory burden. A growing problem in communities across
the country with implications that I fear are largely ignored by
many policymakers.

Ten years ago, Congress passed the EGRPRA statute, the Eco-
nomic Growth and Regulatory Paperwork Reduction Act, which re-
quired all Federal regulators to review all of our regulations in an
effort to reduce the regulatory burden on the industry. We have
taken this mandate seriously, and are approaching the conclusion
of this effort in the next few months.

Over the past 3 years, the regulatory agencies have published
more than 125 regulations for comment, received more than 1,000
comment letters with suggestions for change, and held 16 banker
and consumer group outreach sessions around the country. Pursu-
ant to Senator Sarbanes’ suggestion the last time I appeared before
this Committee, we made a concerted effort to engage community
and consumer groups in the process. Based on the suggestions re-
ceived, we have made the changes that we could to our own regula-
tions, policies, and procedures to reduce regulatory burden, and
testified on a number of occasions on things that can only be
changed by legislation.

I believe we have a limited window of opportunity this year to
make the most significant progress ever made with regulatory re-
lief legislation. I am committed, as is OTS, to reducing regulatory
burden wherever we have the ability to do so, consistent with safe-
ty and soundness and in compliance with law, and without undue
impact on existing consumer protections.

We strongly support proposed legislation that advances this ob-
jective.

I want to thank you again, Senator Crapo, for your leadership on
this effort, and I look forward to continuing to work with you.

SenaGtror CRAPO. Thank you very much, Director Reich.

Mr. Gee.

STATEMENT OF GAVIN GEE
DIRECTOR OF FINANCE, IDAHO DEPARTMENT OF FINANCE
ON BEHALF OF THE
CONFERENCE OF STATE BANK SUPERVISORS

Mr. GEE. Good morning, Senator Crapo, and thank you for the
opportunity to be here today. I am Gavin Gee, Director of the Idaho
Department of Finance. I am pleased to be here today as past
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Chairman of the Conference of State Bank Supervisors, or CSBS.
Thank you for inviting us to discuss strategies for reducing unnec-
essary regulatory burden on our Nation’s financial institutions.

CSBS is the professional association of State officials who char-
ter, regulate, and supervise the Nation’s approximately 6,240
State-chartered commercial banks and savings institutions, and
nearly 400 State-licensed foreign banking offices nationwide.

My colleagues and I are the chartering authorities and primary
regulators of the vast majority of our Nation’s community banks.
Senator Crapo, we applaud your longstanding commitment to en-
suring that regulation serves the public interest without imposing
unnecessary regulatory burdens on financial institutions.

At the State level, we are constantly balancing the need for over-
sight and consumer protections with the need to encourage com-
petition and entrepreneurship. We believe that a diverse, healthy
financial services system serves the best public interest.

A bank’s most important tool against regulatory burden is its
ability to make meaningful choices about its regulatory and oper-
ating structures. A bank’s ability to choose its charter encourages
regulators to operate more efficiently and effectively, and in a more
measured fashion. A healthy State banking system curbs potential
Federal excesses and promotes a wide diversity of financial institu-
tions.

While our current regulatory structure and statutory framework
recognize some differences between financial institutions, too often
it demands a one-size-fits-all approach. Overarching Federal re-
quirements are often unduly burdensome on smaller or community-
based banks. We suggest that Congress and the regulatory agen-
cies seek creative ways to tailor regulatory requirements for insti-
tutions that focus not only on size, but also on a wider range of fac-
tors that affect consumer needs and business practices. As the
chartering agencies for the vast majority of community banks,
CSBS believes that a State bank regulator should have a vote on
the Federal Financial Institutions Examination Council, or the
FFIEC. The FFIEC’s State Liaison Committee includes State bank,
credit union, and savings bank regulators.

The chairman of this committee has input at FFIEC meetings,
but is not able to vote on policy or examination procedures that af-
fect the institutions we charter and supervise. Because improving
coordination and communication among regulators is one of the
most important regulatory burden initiatives, we ask that Congress
change the State position in FFIEC from one of observer to that
of full voting member.

The Conference of State Bank Supervisors also endorses ap-
proaches such as in Senate Bill 1568, Communities First Act, that
recognize and encourage the benefits of diversity within our bank-
ing system. The CFA includes several of the changes CSBS rec-
ommends to help reduce regulatory burden without undue risk to
safety and soundness.

The first of these is extending the examination cycle for well-
managed banks with less than $1 billion in assets from 12 months
to 18 months, as proposed in Section 107 of the CFA. Advances in
off-site monitoring, combined with the help of the banking indus-
try, make annual on-site examinations unnecessary for the vast
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majority of health financial institutions. Changing the safety and
soundness examination cycle for these banks would have no effect
on the cycles for the Community Reinvestment Act and compliance
examinations, which are scheduled separately.

We also see the benefits of Section 203, which would exempt cer-
tain banks from provision of the Gramm-Leach-Bliley Act that re-
quire banks to send annual privacy notices to all their customers,
the very point that you made about Idaho banks, Senator, a very
important regulatory burden relief issue.

In addition, we support CFA’s provisions in Sections 102 and
204, to allow well-capitalized and well-rated banks with assets of
$1 billion or less to file a short-form call report every other quarter.
In addition to these provisions, my colleagues and I ask that Con-
gress grant the Federal Reserve the necessary flexibility to allow
State-chartered banks to take advantage of State-authorized pow-
ers, codify the home State, host State principles and protocols for
the supervision of multi-State, State-chartered institutions, allow
for pass-through tax treatment for State-chartered banks that orga-
nize, as limited liability corporations, allow all banks to cross State
lines by opening new branches, and review the growing disparity
in the application of State laws to State and nationally chartered
banks and their subsidiaries.

Senator Crapo, the regulatory environment for our Nation’s
banks has improved significantly over the past 10 years, in large
part because of your diligence and other Members of this Com-
mittee and other Members of Congress. As you consider additional
measures to reduce burden on our financial institutions, we urge
you to remember that the strength of our banking system is its di-
versity. This diversity is the product of a consciously developed
State-Federal system. Any initiative to relieve regulatory burden
must recognize this system’s values.

Again, we commend you, Senator Crapo, and the Members of the
Committee for their efforts in this area. Thank you again for the
opportunity to testify before you, and I look forward to answering
any questions that you might have.

Senator CRAPO. Thank you very much, Gavin.

Governor Kohn.

STATEMENT OF DONALD L. KOHN, MEMBER,
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. KonN. Thank you, Senator Crapo, for the opportunity to dis-
cuss regulatory relief. As you noted so nicely, unnecessary regu-
latory burdens hinder the ability of banks to meet the needs of
their customers, operate profitably, innovate, and compete. That is
why the Board periodically reviews its own regulations and why it
is so important for Congress to periodically review the Federal
banking laws to determine whether there are any provisions that
may be streamlined or eliminated without compromising the safety
and soundness of banking organizations, consumer protections, or
other important objectives that Congress has established for the fi-
nancial system.

The Board, working with the other banking agencies, has been
and will continue to be a strong and active supporter of Congress’
regulatory relief efforts. In that process, the Board has reviewed
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numerous proposals that may affect the Federal Reserve or the or-
ganizations we supervise. We now support more than 35 proposals
that we believe would meaningfully reduce regulatory burden, im-
prove the supervision of banking organizations, or otherwise en-
hance banking laws. A complete listing of the proposals supported
by the Board is included in the appendix to my testimony. We be-
lieve these proposals provide an excellent starting point for regu-
latory relief legislation. The Board’s three highest regulatory relief
priorities have remained constant over time. These items would
allow the Federal Reserve to pay interest on balances held at Re-
serve Banks, provide the Board greater flexibility in setting Re-
serve requirements, and permit depository institutions to pay inter-
est on demand deposits. Together these changes would allow for a
substantial reduction in regulatory burdens on banks and small
businesses and an increase in the efficiency of our financial system.

My written testimony highlights some of the other legislative
proposals we believe would provide meaningful relief to banking or-
ganizations, as well as some steps that the Board has taken on its
own to reduce regulatory burden for community banks. Two of the
more important amendments would: Remove outdated barriers to
interstate branching by banks; and raise to $500 million the asset
level at which an insured depository institution may qualify for an
extended 18-month examination cycle.

Interstate branching is good for consumers and the economy, as
well as banks. The creation of new branches results in better bank-
ing services for households and small businesses, lower interest
rates on loans, and higher interest rates on deposits. The Board’s
proposed exam cycle amendment is unanimously supported by the
Federal banking agencies. It would provide regulatory relief to
small, financially strong institutions without compromising safety
and soundness.

Although the Board supports allowing depository institutions to
pay interest on demand deposits and freeing banks to open inter-
state branches, the Board opposes amendments that would grant
these new powers to industrial loan companies that operate outside
the prudential and legislative framework applicable to other in-
sured banks.

Our position on these matters is longstanding and based on the
broad policy issues presented by the special exemption for ILC’s.
This special exemption allows any type of company to acquire an
FDIC-insured bank and avoid the activity restrictions that Con-
gress has established to keep banking and commerce separate. The
exemption also allows a company or foreign bank to acquire an in-
sured bank and avoid the consolidated, supervisory framework that
applies to the corporate owners of other insured banks. Consoli-
dated supervision provides a supervisor the tools needed to under-
stand, monitor, and when appropriate, restrain the risks associated
with an organization’s group-wide activities.

ILC’s have expanded rapidly in recent years outside the pruden-
tial framework established by Congress, and beyond the intent of
the original exemption. We believe that the important principles
governing the Nation’s banking system should be decided by Con-
gress after full debate and consideration, and not in the context of
proposals that would provide needed regulatory relief to many in-
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stitutions, but would also expand the special status of only one
type of institution chartered in a handful of States. Once deter-
mined, Congress’ judgment on these matters should apply to all
banking organizations in a competitively equitable manner.

Thank you for this opportunity. We look forward to working with
the Committee in developing regulatory relief legislation that is
consistent with the Nation’s public policy objectives.

Senator CRAPO. Thank you, Governor Kohn.

Mr. Jones.

STATEMENT OF DOUGLAS H. JONES
ACTING GENERAL COUNSEL,
FEDERAL DEPOSIT INSURANCE CORPORATION

Mr. JONES. Thank you, Senator Crapo and Senator Hagel. I ap-
preciate the opportunity to present the views of the FDIC on regu-
latory burden relief for the financial industry. The FDIC shares the
Committee’s continuing commitment to eliminate unnecessary bur-
den, and to streamline and modernize laws and regulations as the
financial industry evolves.

We would like to thank you, Senator Crapo, and your staff, as
well as the Committee staff who have worked with us to review the
proposals. In addition, the inclusion of consumer groups in review-
ing and commenting on many burden relief proposals has provided
a wider range of perspectives and beneficial analysis.

The Federal bank and thrift regulatory agencies have been work-
ing together over the last few years to identify regulatory require-
ments that are outdated, unnecessary, or unduly burdensome in
accordance with the Economic Growth and Regulatory Paperwork
Reduction Act of 1996, EGRPRA. The agencies have identified nu-
merous proposals to reduce regulatory burden, and the FDIC con-
tinues to work with the other agencies in an effort to achieve fur-
ther consensus and, as required by law, we will submit a final re-
port to Congress with legislative recommendations later this year.

The FDIC and the other regulatory agencies are committed to
improving the quality and efficiency of financial institution regula-
tion and to reducing administratively unnecessary regulatory bur-
den where it is identified and where changes to current practices
do not diminish public protections. We also are examining and re-
vising our regulations, procedures, and industry guidance to im-
prove how we relate to the industry and its customers. My written
statement briefly describes a few examples of recent FDIC and
interagency initiatives which are expected to relieve regulatory
burden, clarify regulatory requirements, or assist financial institu-
tions to improve their operations.

As a result of the interagency EGRPRA effort led by former
FDIC Vice Chairman John Reich, now Director of the OTS, a con-
sensus among the banking agencies has been reached on 12 regu-
latory burden relief proposals. One of these items, reform of the
Flood Insurance Program, has been overtaken by the devastation
and aftermath of Hurricane Katrina. So clearly, the need for com-
prehensive flood insurance reform is apparent and is being ad-
dressed through separate legislative efforts. We withdraw our ear-
lier proposal regarding flood insurance and stand ready to assist
the Committee in their review of the program. Thus, as detailed in
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my written testimony, the FDIC is pleased to join with the other
banking agencies to support 11 specific proposals.

In addition, the FDIC respectfully recommends the consideration
of a number of additional regulatory relief items that would help
improve our supervisory efforts. These items also are detailed in
my written statement.

In conclusion, thank you for the opportunity to present the
FDIC’s views on these issues. The FDIC supports the Committee’s
continued efforts to reduce unnecessary burden on insured deposi-
tory institutions without compromising safety and soundness or
consumer protection. I will be happy to answer your questions on
these matters.

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

Ms. Williams.

STATEMENT OF JULIE L. WILLIAMS
FIRST SENIOR DEPUTY COMPTROLLER AND CHIEF COUNSEL,
OFFICE OF THE COMPTROLLER OF THE CURRENCY

Ms. WiLLiaMS. Mr. Chairman, Senator Hagel, on behalf of the
OCC, I appreciate the opportunity to be here this morning to dis-
cuss unnecessary regulatory burden and its debilitating impact on
our Nation’s banking institutions. I also want to express particular
appreciation to you, personally, Senator Crapo, for your commit-
ment and your dedication to tackling this very real problem.

Senator CRAPO. Thank you.

Ms. WiLLiaMS. Unnecessary burden exacts a heavy price on
banks, bank customers, and our economy. For our Nation’s commu-
nity banks, unnecessary burden can actually imperil their competi-
tive viability.

My written testimony covers in detail some of the initiatives
being pursued by the Federal banking agencies to identify and re-
duce burden on our Nation’s banks. One major initiative is the
EGRPRA process that is being so ably led by OTS Director John
Reich. This 3-year effort is drawing to a close and will result in a
report to Congress later this year.

My written testimony also recognizes that, in certain areas, bur-
den relief cannot be achieved through the regulatory process alone,
but requires action by Congress. And my testimony discusses in de-
tail several of the OCC’s priority legislative items.

This morning, I would like to briefly highlight just three areas.
First, we all need to look for ways to reduce the cost and improve
the effectiveness of consumer disclosure requirements. Today, our
system imposes massive disclosure requirements and costs on our
Nation’s financial institutions, but little is known about whether
these are necessary costs that yield commensurate benefits for con-
sumers.

We believe that it is possible to provide the information that con-
sumers need and want in a concise, streamlined, and understand-
able form, but that requires us to change how we go about estab-
lishing those disclosure requirements. The Federal banking agen-
cies have undertaken an important initiative by employing con-
sumer testing as an integral part of an interagency project to sim-
plify the Gramm-Leach-Bliley Act privacy notices. Through con-
sumer focus groups and testing, consumers have been asked about
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what they most want to know about the treatment of their personal
information, and what style of disclosure is most effective in com-
municating useful information to them. This project has the poten-
tial to be a win-win for consumers and financial institutions, and
also to lay a foundation for other similar initiatives in other areas.

Second, it is important to seek out ways to ease burden on our
community banks. Our proposed legislative amendments include
two provisions that I would like to note briefly here. Both of these
amendments may enhance the ability of community national banks
to take advantage of pass-through tax treatment and eliminate
double taxation—that is, where the same earnings are taxed both
at the corporate level as corporate income, and at the shareholder
level as dividends.

One amendment would expand the availability of Subchapter S
treatment for national banks by allowing directors of national
banks to purchase subordinated debt instead of capital stock to sat-
isfy the directors’ qualifying shares requirements in national bank-
ing law. This may allow more national banks to meet the Sub-
chapter S shareholder limits.

Another amendment would clarify the OCC’s authority to permit
a national bank to organize in an alternative business form, such
as a limited liability company, which may be eligible for pass-
through tax treatment.

A third item that has the potential to provide relief for a mean-
ingful number of national banks is an increase in the asset thresh-
old from $250 million to $1 billion to permit more national banks
to qualify to be examined on an 18-month rather than an annual
exam cycle. Under current law, banks that have $250 million or
less in total assets and that satisfy other strict standards, such as
being well-capitalized, well-managed, and having high supervisory
ratings, may be examined on an 18-month cycle rather than on a
12-month cycle. Increasing the asset threshold to $1 billion, but not
changing any of the other qualifying criteria, would ease the exam-
ination burden and associated examination costs for approximately
340 community national banks.

While we believe that increasing the threshold to $1 billion pro-
vides relief without endangering safety and soundness, we note
that an increase to $500 million, which has also been suggested for
the Committee’s consideration, would still be an important and val-
uable step.

In conclusion, Mr. Chairman, Senator Hagel, we very much ap-
preciate the opportunity to work with you, other Members of the
Committee, and staff, on the important initiatives under consider-
ation to reduce unnecessary regulatory burden. I would be happy
to try to answer any questions you may have.

Thank you.

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

Ms. Johnson.

STATEMENT OF JoANN M. JOHNSON
CHAIRMAN, NATIONAL CREDIT UNION ADMINISTRATION

Ms. JOHNSON. Senator Crapo, Senator Hagel, on behalf of the
National Credit Union Administration, I am pleased to be here
today to present our views on regulatory reform initiatives. The re-
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form proposals being considered by Congress will benefit con-
sumers 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 greatest importance to NCUA.

Prompt corrective action capital requirements 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 Insur-
ance 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. Our 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 leverage requirement for credit unions that aver-
ages 5.7 percent under our proposal, as compared to 5 percent in
the banking system. As you know, we have submitted our proposal
for Congress’ consideration, and it has been included in the new
CURIA proposed legislation in the House of Representatives. I urge
the Senate to include our proposal in any financial reform legisla-
tion 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 solution, and
that such a solution will not impact their standard-setting activi-
ties. Last year, the House unanimously passed a legislative solu-
tion to this problem, H.R.1042, and I urge the Senate to give it
prompt consideration.

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 often forced to pay excessive fees.

The current statutory limitation on member business lending by
federally insured credit unions is 12.25 percent of assets for most
credit unions, which is arbitrary and constraining. Credit unions
have an historic and effective record of meeting the small business
loan needs of their members, and this is of great importance to
many credit unions that are serving consumers, including those in
underserved and low-income communities.
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NCUA’s strict regulation of member business lending ensures
that it is carried out in a safe and sound basis. 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 Com-
mittee may have, or to be a source of any additional information
you may require.

Thank you.

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

Ms. Jekel.

STATEMENT OF LINDA JEKEL
DIRECTOR OF CREDIT UNIONS,
WASHINGTON DEPARTMENT OF FINANCIAL INSTITUTIONS,
DIVISION OF CREDIT UNIONS AND CHAIRMAN,
NATIONAL ASSOCIATION OF
STATE CREDIT UNION SUPERVISORS

Ms. JEKEL. Good morning, Senator Crapo and Senator Hagel. I
am Linda Jekel, Director of the Credit Unions for the State of
Washington Department of Financial Institutions. I appear today
as the Chair of the National Association of State Credit Union Su-
pervisors, NASCUS.

NASCUS’ priorities for regulatory relief focus on the reforms that
will strengthen and further enhance the safety and soundness of
our State credit union supervision.

State-chartered credit unions need capital reform. To begin, cred-
it unions need an amendment to the definition of net worth, in the
Federal Credit Union Act. Currently, net worth for credit unions is
limited to retained earnings.

Additionally, a change would address amendments to FASB
Standards 141, that require the acquisition method for business
combinations, and eliminates the pooling method. The FASB meth-
od creates a potential dilution of statutory net worth, and is an im-
pediment to credit union mergers. Mergers are a safety and sound-
ness tool used by both Federal and State regulators.

The House passed H.R. 1042, legislation amending the definition
of “net worth,” to include the retained earnings of a merging credit
union with that of the surviving credit union. We understand that
H.R. 1042 has been forwarded to this Committee for review. We ask
for your support and passage of this bill.
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NASCUS supports risk-based capital. It is a system that provides
increased capital levels for financial institutions with complex bal-
ance sheets, while reducing the burden for institutions with less
complex assets. We further believe that credit unions should have
access to alternative capital. NASCUS created a white paper dem-
onstrating that alternative capital debt and equity models are via-
ble methods for credit unions to safely build net worth. The white
paper is attached to our NASCUS testimony.

From a regulatory perspective, it makes economic sense for credit
unions to access other forms of capital to improve safety and
soundness. We request your support for capital reform.

NASCUS believe that the Federal Credit Union Act should be
amended to require that one National Credit Union Administra-
tion, NCUA, Board member have State credit union regulatory ex-
perience. We believe that this will result in a stronger and safer
credit union system. About 40 percent of credit unions are State
chartered. The majority have Federal insurance provided by the
Naétiolilal Credit Union Share Insurance Fund, managed by the
NCUA.

NASCUS believes experience regulating State-chartered credit
unions would provide a balanced regulatory perspective. This is not
a new idea. A similar provision requiring State bank supervisor ex-
perience is included in the Federal Deposit Insurance Act. We ask
for y(c)lur support to make that change to the structure of the NCUA
Board.

Federally insured credit unions have access to Federal Home
Loan Banks, while privately insured credit unions do not. Member-
ship in the system should not be predicated on an institutions type
of insurance. Permitting non-federally insured institutions to join
the Federal Home Loan Bank System would not establish a new
precedent.

Finally, we would like to highlight the ongoing debate about
State and Federal powers. I can imagine our Founding Fathers de-
bating how to protect the powers of State. The question confronting
our Founding Fathers back then was how to limit the central gov-
ernment’s power so it did not take away the people’s rights.

Today, preventing Federal preemption of State laws and regula-
tion continue to be a priority for State legislatures and State regu-
lators. NASCUS believes States are in the best position to decide
the laws and regulations for the consumers in their States. Each
time a Federal agency acts to preempt State law, it is a chink in
the armor of State protections that our Founding Fathers sought
to preserve. This threatens the dual-chartering system.

There have been preemption conflicts in the past among Federal
regulators, State regulators, some legislators. Congress should re-
solve conflicts rather than delegate these fundamental issues to the
Federal regulators to determine. One preemption issue confronting
the credit union system is credit union conversions to mutual sav-
ings banks. NASCUS believes State law should dictate the conver-
sion process for State-chartered credit unions. Chartering a State
credit union is an issue determined by State law. Approval author-
ity for conversion is determined likewise by State law. A conversion
is a function of a credit union’s original charter, separate from in-
surance oversight. NASCUS asks for this Committee’s support in
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p}llacing the responsibility of conversion rules within chartering au-
thority.

In conclusion, NASCUS appreciates the opportunity to testify
here today. We present additional provision in the regulatory relief
matrix and in our written testimony that protect and enhance the
viability of the credit union dual-chartering system. We welcome
questions from the Committee Members.

Thank you.

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

We have been joined by Senator Hagel and Senator Carper, and
before we go to questions, I would like to ask if either of the two
of you have an opening statement you would like to make.

Senator Hagel.

STATEMENT OF SENATOR CHUCK HAGEL

Senator HAGEL. Mr. Chairman, thank you. I do have an opening
statement. I would ask that it be included in the record. Thank you
very much.

Senator CRAPO. Without objection.

Senator Carper.

STATEMENT OF SENATOR THOMAS R. CARPER

Senator CARPER. I also have an opening statement, and rather
than enter it in the record, I will just say it briefly.

Thank you all for coming today and for sharing your perspectives
with us, and for the second panel as well.

I want to say to our Chairman, to Senator Crapo

Senator CRAPO. I am sorry. I was talking.

Senator CARPER. I know. I want to thank you for bringing us to-
gether and I know investing a couple of years of your life and your
staff’s life in trying to identify the regulations. Obviously, we have
a heavily regulated financial services industry, and we ought to,
and we also know that it is appropriate from time to time for us
to come back and revisit those regulations and see which ones
make sense, which are duplicative, and which, frankly, do not add
much to safety and soundness, or to the interest of consumers.

So with that in mind, welcome. We have, I think, 187 or so ideas
that have stepped forward, and looking at the size of this room and
the number of people here, I would say there are about 187 people
in the room, just a coincidence.

Senator CRAPO. Each with a new idea too probably.

[Laughter.]

Senator CARPER. Thank you, Mr. Chairman, and to all of our wit-
nesses.

Senator CRAPO. Thank you very much, Senator Carper.

I will start out the questioning. There are literally 187 plus ques-
tions I could probably ask, and do not worry, I will not go into all
of those because we do have another big panel we need to get to.

But one of the big issues that we have dealt with, and which a
number of you raised in your testimony—by the way, let me stop
and say I have reviewed the testimony of each of you, the written
testimony, and I just want to congratulate each of you, that in ad-
dition to putting forward very well-prepared oral statements, the
written testimony that has been provided by each of you is out-
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standing, and has an incredible amount of additional insights, sup-
port, and information that you were not able to go into in your
presentations, but which will be of great help to us. So, thank you
very much for the work that has gone into preparation for your tes-
timony here at this hearing.

One of the issues that a number of you raised, and which is im-
portant to me, is the filing of currency transaction reports as the
top—in fact, that has been identified by a number of financial insti-
tutions as the top regulatory expense issue that they face. U.S.
Treasury regulations implemented in 1994 allow certain exemp-
tions for certain types of customers of currency transactions, and
I understand it, these exemptions allow banks to exempt cor-
respondent banks, Government agencies or departments, public or
listed companies and their subsidiaries, and smaller businesses
that meet specific criteria under FinCEN’s regulation.

And perhaps there need to be more exemptions or clarifications
here, but the question I have is, is there a reason why these ex-
emptions are not widely used by the banks, and can these exemp-
tions be better adjusted to enable banks to economically take ad-
vantage of them? I toss this out to anybody on the panel who is
interested. Any takers?

Director Reich.

Mr. REicH. I will try to address the issue. I think that many
bankers feel that the exemption process is not effective, it is labor
intensive, it is cumbersome, and it is subject to second guessing by
bank examination personnel. Some people have been burned by re-
questing exemptions, and later were admonished for doing so. I
think the exemption process can be improved. Perhaps there is
room for considering it in connection with the seasoned customer
rule that has been proposed, that is, finding a process that is not
so burdensome as the exemption process currently is. But bankers
do not feel that the exemption process is effective.

Senator CRAPO. Do they just feel the risk is too high?

Mr. REICH. I think that is part of it, yes.

Senator CRAPO. Ms. Williams.

Ms. WiLLIAMS. I guess I would just add complexity in the exemp-
tions, in some cases the need to reprogram software systems in
order to comply with the scope of the exemptions, and a recertifi-
cation-type process that needs to occur on a periodic basis.

Senator CRAPO. Anybody else want to jump in on this one? Let
me expand my question just a little bit, and Director Reich ad-
dressed it a little, but what are your thoughts, if any, about the
proposed seasoned customer rule?

Mr. REICH. I am supportive of the seasoned customer rule so long
as FinCEN is supportive of it. It is my understanding that they
are. And we would be supportive of any proposal that would im-
prove the currency transaction reporting process that FinCEN and
law enforcement would support.

Mr. KoHN. The Federal Reserve Board agrees with the senti-
ments of Director Reich. We are supportive of a process in which
FinCEN and law enforcement come to an agreement that both re-
lieves regulatory pressure on the banks and serves the needs of law
enforcement. We think it is important that this process work
through so that law enforcement is comfortable with the results.
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Senator CRAPO. Anybody else want to jump in there?

Ms. Williams.

Ms. WiLLIAMS. I would just echo what Governor Kohn has said.
It is very important that the law enforcement community have a
seat at the table in resolving how we approach this issue.

Senator CRAPO. All right, thank you.

Mr. Gee.

Mr. GEE. Senator Crapo, I would just weigh in that the State
Bank Supervisors also support that exemption. I think one of the
important things for any of these exemptions is that we provide
certainty. One of the big problems in this whole area is when we
create uncertainty, particularly for the smaller institutions, that in
and of itself is a huge regulatory burden, and if the examiners play
“gotcha” or write them up for violations

Senator CRAPO. And the penalty for guessing wrong or making
the wrong decision is too high to risk.

Mr. GEE. Exactly. But we would support that effort.

Senator CRAPO. I assume your comments, Mr. Gee, would apply
not just to the seasoned customer rule, but also to the exemption
issue, and in fact, that is probably more directly what you are dis-
cussing?

Mr. GEE. Yes, that is true, Mr. Chairman.

Senator CRAPO. Let me go on. Governor Kohn, I have one ques-
tion that is probably more specific to you, and so let me get that
one out of the way here before I turn the microphone over to Sen-
ator Carper.

One of the matrix items, actually Item No. 105.1—sounds pretty
regulatory.

[Laughter.]

That matrix item increases the existing HMDA recordkeeping
and reporting exemption to $250 million in assets. While I under-
stand that this proposal is controversial, and there is actually oppo-
sition to the proposed threshold of $250 million, the footnotes in
our matrix indicate that there is also support for a lower increase
in the exemption level. Since the Federal Reserve collects the
HMDA data and supports an increase in the threshold, I was just
going to give you a chance, if you would, to discuss with us what
threshold does the Federal Reserve believe we really should adopt
here?

Mr. KoHN. The Federal Reserve does not have a view as to ex-
actly what the right threshold is to relieve this burden. Another
portion of the matrix talks about relieving reporting requirements
for those institutions that make fewer than 100 mortgage loans.
We agree that there is some relief that is possible here. The HMDA
data are very useful for tracking developments in mortgage mar-
kets, for comparing one lender to its competitors in the same mar-
ket, for looking at disparities in treatment among race, ethnicity,
gender, by loan, by institution, by geographic area that might be
a flag for further investigation. We would be very concerned about
doing something that would undermine the usefulness of the
HMDA data in this regard.

Our preference would be for the Congress to instruct the Federal
Reserve to go through a rulemaking process so that we could weigh
the issues, go out for public comment, find out what the pros and
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cons are of either raising the exemption amount from the current
$34 million and/or exempting a minimum number of loans that in-
stitutions making those loans would not have to report. We do not
know right now what the right balance is, but we agree that the
balance is not correct at this point. We just do not know quite
where to go.

Senator CRAPO. All right, thank you.

Would any of the other regulators like to comment on this issue?
You do not have to, but if you want to, now is your chance?

Mr. REicH. I have spoken in the past of recommending an in-
crease in the minimum from $35 million, where it is today, to
banks over $100 million in assets.

Senator CRAPO. Okay. I have gone well over my time for our first
run at this.

Senator Carper, would you like to ask questions?

Senator CARPER. Yes, I would. Thank you, Mr. Chairman.

The first question I am going to ask, I am going to telegraph my
pitch, and I am going to tell you what my second question is, be-
cause it is going to be for you, and you can be thinking about it
while I ask my first question. But I want to ask you to, in my sec-
ond question, I am going to ask you just to elaborate, if you will,
on some of the steps that have been taken recently to encourage
credit card issuers to increase the minimum payments on the credit
cards. If you would be thinking about that, I would appreciate it.

This could be really for any witness. Director Reich, you may
have heard something about this before. Some of you may have,
some of you may not, but I would be interested in your thoughts.
I recently learned about something that is called, I think it is
called a pretrial diversion for people who write board checks, and
this is not people who bounce checks, but people who write bad
checks, and when notified by the merchant to whom they have
written the bounced check, they simply refuse to make good on the
check, and they have a history of doing this thing.

As I understand it, a for-profit group works with district attor-
neys from around the country in order to collect on bad checks that
have been written to merchants when those checks exceed a certain
dollar amount. The group provides a class, I think it is about $100
per person, to people who have written bad checks, to teach them
about financial and personal responsibility. I think I spoke with
Senator Crapo about this a couple of weeks ago, and I do not know
if it among the 187 ideas that are before the Committee, that will
be before the Committee, but if any of you have heard about this
idea, have any thoughts on it.

I think in order to do anything, provide for—waited to address
this issue across the board rather than on a piecemeal basis, State-
by-State, community-by-community, there may be a need to go in
to take a look at the Fair Debt Collection Practices Act.

So if anybody has a thought on this, I would welcome your
thoughts. If you do not, I will go to my second question for Ms. Wil-
liams. Anybody at all?

[No response.]

All right. Ms. Williams.

Ms. WILLIAMS. Senator, thank you for the heads-up.

Senator CARPER. Sure.
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Ms. WILLIAMS. As you know, the issue of minimum payments on
credit cards is one that all of the banking agencies, not just the
OCC, have been looking at for several years, and one which led to
the interagency account management guidance that was issued
several years ago. It dealt with a package of issues ranging from
minimum payment requirements on cards to work-out programs
and how losses needed to be written off or otherwise dealt with.

In response to the guidance, we at the OCC found that a number
of our credit card issuing banks were in compliance with many of
the requirements very quickly, but were slow to move ahead with
implementation of the requirement to have a minimum payment
that, together with the payment of any fees and charges, would
have some element of reduction in the principal so that the aggre-
gate principal would be repaid within some reasonable period of
time. Over the course of the last 18 months, at least with the na-
tional banks that we supervise, we have gotten banks on tracks to
fully implement that account management guidance. Some of it
was done mid-year last year while some of the adjustments were
concluded at the end of this past year. Because of some systems in-
tegration issues, there are some adjustments that may have just
been finished.

But the goal for us was to get all of the banks that we supervise
in full compliance with that credit card account management guid-
ance, including the minimum payment requirements. What this
does for consumers is to provide a mechanism, in the aggregate
minimum payment that the card issuer requires, that will cause
their principal balance to amortize or pay down over some foresee-
able period of time. It is not necessarily quick, because we are not
requiring a gigantic minimum payment, but it does——

Senator CARPER. What are we requiring?

Ms. WiLLiaMS. It is 1 percent of the principal, plus fees and
charges.

Senator CARPER. So far, how do you feel about how it is going?

Ms. WiLL1AMS. I think that it has been going fairly well. What
we found with different banks is that they have different issues de-
pending on the makeup of their credit card portfolios, and some of
them need to make more adjustments with their customers. We
also have said that banks certainly should work with their cus-
tomers if they need to reduce their fees or make other adjustments
in what they are charging in order to implement this minimum
payment requirement, and that they should be flexible in working
with customers to accomplish that.

Senator CARPER. Are you mindful of any institutions that have
done a particularly good job of reaching out to their customers and
tryir;g to comply with this regulation in an especially admirable
way’

Ms. WiLLIAMS. Well, I would not want to name names here, but
there are institutions that——

Senator CARPER. Could you mention initials?

[Laughter.]

Ms. WiLLiaAMS. There are institutions that both did it promptly,
which is good, and those that used this as an opportunity to pro-
vide better disclosure to their customers, and that is good, and also
institutions that used it as an opportunity to actually change some
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of the terms in their relationship with customers in a way that is
more favorable to customers, and that is good, as well.

Senator CARPER. Good. Anybody else have a view on this matter
before I relinquish the microphone?

Ms. Johnson.

Ms. JOHNSON. Senator, the only thing that I would add is that
the credit unions, in their role of financial education, have made
a concerted effort to bring credit card usage and management into
part of their financial education program, and our understanding
the needs, in particular of young people, of learning that manage-
ment early on, and so it has become a part of the financial edu-
cation programs in many credit unions across the country.

Senator CARPER. Good, good. Thanks.

Thanks, Mr. Chairman.

Senator CRAPO. Thank you, Senator.

I would like to ask a question that relates to the SEC Regulation
B. I suspect a few of you know a little bit about that. As you know,
in Section 201 and 202 of the Gramm-Leach-Bliley Act, we amend-
ed the definition of “broker” and “dealer” under the Securities and
Exchange Act of 1934. And pursuant to these amendments, the
SEC issued proposed regulations that would force many traditional
banking activities out of the bank and into SEC, basically making
them registered brokers.

In March 2005, as I am sure you all know, 13 Senators from this
Committee, including myself and Senator Carper, and frankly, Sen-
ator Enzi and Senator Hagel, who have been here today, sent a let-
ter to Chairman Donaldson objecting, and in that letter restated
that because we wanted to allow banks to continue to perform cer-
tain traditional banking activities involving the purchase and sale
of securities, we replaced the exclusion with a series of statutory
exceptions to the “broker” and “dealer” definitions.

In doing so it was our intention, clearly expressed in the legisla-
tive history of GLBA, that these bank products and services con-
tinue to be available to bank customers, and that banks continue
to engage in these activities without having to seek additional au-
thorization from the Commission. Indeed, that was the very pur-
pose of adopting the statutory exceptions.

And I realize the SEC is not sitting at the table today but we
know that the SEC has not proceeded on the Regulation B, but I
guess the question I have is what is the status of this proposal and
what efforts have any of the financial regulators made to work to-
gether to reach an accommodation on this issue? Where are we?

Mr. KOHN. My understanding, Senator, is that there are ongoing
conversations between the financial regulators and the SEC on this
issue. As you know, the regulators shared the Senator’s concerns
about how GLB was being implemented by the SEC. There have
been some changes at the SEC. Conversations are taking place. I
think from the Board’s perspective, it would be good to let this
process work itself out, at least for now.

Ms. WiLLiAMS. We agree completely with that.

Senator CRAPO. Mr. Jones.

Mr. JoNES. We do as well. We are hopeful that by working to-
gether with SEC, we can come to a resolution that works for every-
body.



22

Senator CRAPO. So we do not need legislation yet?

Mr. KonN. That is correct.

Senator CRAPO. All right. I appreciate that. And I just have one
more kind of general question that—I have a lot of questions, but
in the interest of time, I am not going to go into them all. I just
wanted to toss one question out that is a softball, maybe that
would let people say whatever else you might not have gotten to
say yet. Basically the context of this question is that, as I said in
my opening statement, for smaller institutions, one out of every
four dollars that they spend in operating expenses goes into the
cost of Government regulation, and it is clear that we have a lot
of unnecessary and outdated provisions that need to be fixed.

I guess I am just going to toss it out there. Anybody have some-
thing that you did not get to say that you really want to toss in
right now before we move on then and I go to Senator Carper for
his last round of questions?

Mr. REICH. I would like to take you up on your offer, Senator,
to say a few more words.

Senator CRAPO. Sure.

Mr. REICH. When we kicked off this EGRPRA effort 3 years ago,
roughly, in June 2003, it was kicked off by regulators actually talk-
ing about reducing regulatory burden. That was a novel idea to the
banking industry, that regulators might be pushing this notion. We
were pushing it, however, in response to the Congressional Act
which mandated that we review all regulations.

Our effort initially was greeted by the industry, when we began
our outreach meetings, with a fair degree of skepticism, cynicism,
and certainly, apathy. But as time went by, and we continued our
outreach meetings, and I continued speaking about how I felt that
community banks were threatened because of regulation, the in-
dustry began to get into the notion that maybe this is a serious ef-
fort that will, in fact, result in a serious product to reduce regu-
latory burden on the industry and began to be more participative
and hopeful, less skeptical and more optimistic, and that maybe
now something can in fact be done.

I truly hope that this year something significant will be done, be-
cause if it is not, it will only feed the skepticism and cynicism that
existed initially, and the next time that an EGRPRA effort begins,
presumably 7 years from now, bankers will remember that we have
been through this before, and there is no point in it.

Senator CRAPO. Good comments.

Ms. Jekel.

Ms. JEKEL. Yes. I would like to just say that as regulatory relief
looks at small institutions, whether they are credit unions or
banks, the regulatory burden that they have can create some prob-
lems for them and they may have to merge. For example, in the
State of Washington, 60 percent of my credit unions are under
$100 million. They have less than 50 employees. An extreme exam-
ple is Latvian Credit Union, which has one employee that still is
in a house, in which the ethnic community——

Senator CRAPO. I have been in that kind of a credit union before,
so I know what you mean.
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Ms. JEKEL. So it is difficult. Oftentimes when credit unions are
getting ready to merge, we ask them for the reasons why, and it
is oftentimes the regulatory compliance burden.

Senator CRAPO. All right. Thank you very much.

Mr. Gee.

Mr. GEE. If T could just add a footnote to that, Senator. I really
appreciate all that you are doing on this project and have for so
long. From my perspective, we come from a small State, as you
know, and all we have is smaller community charters, and not only
are we seeing consolidation among those, but we also had a record
of near record number of credit union mergers, for example, last
year.

What we are also seeing is that it is affecting start-ups, that just
the regulatory cost and the burden is affecting the number of start-
ups, at least in a small State like mine. We have hardly any credit
unions, even very few banks that are willing to start up, and I
think a large part because of the regulatory burden. Certainly, the
consolidation in the industry is driven by regulatory burden and
the lack of the ability to compete.

Though I would echo everything that Director Reich has said, I
think there is a real urgency. We would certainly support your
Committee’s markup on this effort as soon as possible because
every day we delay it costs consumers money, it costs financial
services industry in a very significant way, and it hinders economic
development in our communities, in our States, and in our Nation.

Senator CRAPO. Thank you very much.

Anybody else?

Mr. KOHN. Senator, we agree that the burden of regulation falls
disproportionately on smaller institutions who need to gear up to
some regulatory reporting and regulatory compliance, and as a pro-
portion of their total cost, that can be very high, and discouraging.

We also think that this process that you and Director Reich have
led has unearthed a number of changes in which exemptions can
be raised, regulations can be simplified, without sacrificing safety
and soundness, consumer protections or other important objectives
that the Congress has. I would like to identify with Ms. Williams
and her discussion of simplifying consumer reporting requirements.
I think here is a win-win situation in which both the institution
issuing the report and the information to the consumer, and the
consumer, can be made better off by taking a hard look at what
works and what does not work, and how can we simplify and make
things as effective for the consumer as possible, and as cost effec-
tive for the institution as possible.

Senator CRAPO. Thank you.

Ms. Johnson.

Ms. JOHNSON. Senator, throughout this process, over half of our
credit unions are less than $10 million in assets, and the regu-
latory burden is great across the line, from the small and to the
larger institutions as well. We felt it very important to listen to the
institutions because they are the ones that are on the front line
serving their members and delivering the products and services. So
anytime the regulatory burden takes away from that, being able to
actually provide the services, then that is burdensome.
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We have not been able to take all of the suggestions that we
have heard from the industry, but we certainly have listened to all
of those suggestions, and we have—throughout our process, we
have used as many of those that we could without undermining
safety and soundness, to actually put those in practice for those
that actually deliver the services on the front line.

Senator CRAPO. Thank you.

Anybody else?

[No response.]

Before I turn the mic over to Senator Carper, let me just respond
to this by saying I very much agree with the comments that have
been made, and I appreciate the comments that have been made,
and I hope that all the other Members of the Banking Committee
hear the message, that we have a window of opportunity here, and
we must take it. So, I certainly will be pushing for that.

It is also very true that as we have gone through this process,
the field was very fertile. There was a tremendous amount of po-
tential improvement that came up. In fact, 187, the list is growing
today while we are having this hearing.

Senator CARPER. Let us stop it soon.

Senator CRAPO. Yes.

[Laughter.]

There is going to be a cutoff point.

Senator CARPER. Maybe we should not go to that second panel,
Mr. Chairman.

[Laughter.]

Senator CRAPO. And we are going to have that markup, but I am
confident that as soon as we have the markup and get this legisla-
tion through, that there will be probably an opportunity to continue
working and looking at efforts to improve. So it is really a delight
to have the regulating community, the regulators as engaged in
this process as you all are, and we deeply appreciate that.

Senator CARPER. Thanks. Before we do stop it, I have three ques-
tions I want to ask. Again, I am going to mention the last one first
so you all can be thinking about it. We are going to be asked to
look at these 187 ideas or more or less, going to be asked to look
at them and decide which among them really do enhance the safety
and soundness, which of them really do make sure that consumers
get a better break, not the short end of the stick. The last question
I am going to as you to be thinking about while I ask my first two
questions, is just to share your wisdom with us, some things that
we may want to keep in mind as we make those, not Solomon-like
decisions, but as we try to make those decisions which are worth
keeping, which are worth repealing or changing, and which we
should keep.

The first question though I want to ask deals with the implemen-
tation of bankruptcy reform legislation. We passed it about a year
ago. It was implemented roughly 6 months or so ago. I would wel-
come hearing from you as to how you think it is going, and I pre-
sume regulations have been issued. I am not sure just what you
all have been doing on this front, but I know there is a real rush
for a lot of people to file for bankruptcy last year to beat the dead-
line, and we are not hearing a whole lot, at least to date, on what
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effect the new law is having. But I welcome any comments that you
could share with us on its implementation.

[Pause.]

And my second question——

[Laughter.]

Dr. Reich, go ahead.

Mr. REICH. I was just going to say that in my outreach meetings
with bankers, bankruptcy has not come up as an issue of concern
as a result of what was passed last year.

Senator CARPER. Had it ever come up before?

Mr. REICH. Yes, it did.

Senator CARPER. I am sure it did.

Others, please?

Mr. KoHN. I think in some sense, Senator, it is too soon to tell
what the continuing effects will be. There were a huge volume of
bankruptcies filed in anticipation of the change in the law, so a lot
of people who would have done it later, pulled all that forward, and
it will take some time to see what a continuing process looks like
and how it will affect both lenders and borrowers.

Senator CARPER. Thank you.

Anyone else?

Ms. Johnson.

Ms. JOHNSON. Senator, I would just mention that, of course, we
were supportive of the bankruptcy reform, and to a certain degree
it was anticipated of the stepped up number of filings there would
be. I believe that it is being handled appropriately, and ongoing,
the numbers will be reduced. But you have to get to a stage to be
able to get by the abuse, and I think that is where we are at.

Senator CARPER. All right, thank you.

Any other comments? Good, thanks.

I have another hearing going on, and I am sure so does the
Chairman. Secretary Chertoff from Department of Homeland Secu-
rity is two flights down, and I am going to go down and rejoin him
in just a minute. He has been saying grace over a lot of i1ssues of
late, as we know, and one of those is Hurricane Katrina. Several
of us on this Committee communicated, I believe, with the regu-
lators of financial institutions on the heels of Katrina, urging of the
financial institutions demonstrate some forbearance and willing-
ness to delay payments on a wide variety of things, including home
mortgages and car payments, and even credit card bills and that
kind of thing.

I do not know that much more of that forbearance is still ongo-
ing, but I would like to know if there is, what you could tell us
about it, and do you sense that people are starting to pay their
mortgages and their car payments down there a little better, and
what, if anything, should our Committee be doing in this regard?
Thank you.

Ms. WILLIAMS. Senator, it is a very timely question because at
least my principal is headed down to New Orleans maybe even as
we speak.

Senator CARPER. For Mardi Gras, wear those beads?

[Laughter.]

Ms. WiLLiAMS. No. There is a very important interagency meet-
ing, and I think that some people here may be headed in that di-
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rection, to continue the process of getting input from the citizens,
banks, and community organizations down there on the conditions,
what they need, the things that banks can do, and what messages
would be helpful to come from the regulators.

We all have continued to urge the institutions that we supervise
to work with their customers and to try to take a reasonable ap-
proach in terms of the repayment issues. There still are lingering
issues of institutions having trouble locating their customers, and
we have collaborated on public service announcements to get the
word out that you need to get in touch with your lender so that
your lender can work with you. There are issues that pop up that
we try to resolve. We have Q&A’s on an interagency Katrina
website. So there is a lot going on, and we are continuing to urge
the institutions that we supervise to work with their customers,
and we are continuing to try to identify other things that the banks
can do to try to help in the remediation of the situation.

Senator CARPER. Thank you.

Anyone else?

Yes, sir. Director Reich.

Mr. REICH. Senator Carper, I had an outreach meeting with
CEOQO’s of all of our thrifts in the New Orleans area 2 weeks ago.
And there continues to be a surprising disconnect between the ap-
parent health of the institutions and the health of the New Orleans
metropolitan area. Examinations are just beginning. A number of
our agencies had deferred scheduled examinations until the institu-
tions got back on their feet, and are more fully staffed, although
staffing continues to be a problem in the institutions, as many of
the evacuated population were employees and have not returned.

But we do have an interagency forum taking place beginning to-
morrow that Ms. Williams referred to, that several principals will
be attending, and we hope to get more information about what the
needs are, what the conditions are, and I think that as examina-
tions begin to take place, that within the next 6 months we will
have a pretty good idea, a much better idea than we do today about
how the institutions really are faring.

Senator CARPER. Thanks.

Let me go to my last question now, the one you all had several
minutes to think about. And I wanted to ask you just to share your
wisdom and counsel with us as we try to decide what to keep and
what not in this package.

Ms. JEKEL. One of the areas that I would encourage you to con-
tinue to look at is capital reform for credit unions. I know that it
will not be a simple issue to work through, but it is necessary that
we do something for our credit unions to help them stay viable and
competitive in this very dynamic and competitive environment.

Senator CARPER. Thanks, Ms. Jekel.

Ms. JOHNSON. I would echo that. PCA reform, I think, is prob-
ably our primary priority. I would like to make it number 188 on
the matrix.

Senator CARPER. All right. Thank you.

Ms. Williams.

Ms. WILLIAMS. Senator, there are proposals and suggestions at
all levels. Some have more impact than others. I think there are
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literally dozens and dozens that we have indicated that we are sup-
portive of. I would say, do them all.

[Laughter.]

There are also important provisions that are not so much tar-
geted at relieving a particular regulatory burden, but have safety
and soundness enhancement goals, and I would urge you not to
leave those behind. There is a good package of safety and sound-
ness enhancement provisions included in the matrix.

Senator CARPER. Thank you, ma’am.

Mr. Jones.

Mr. JoNES. I agree with Ms. Williams. There is no one item that
we would identify as the most important. There are a number of
important initiatives. I think it goes back to what Director Reich
said. I think the most important thing is that we actually produce
something that is enacted, showing that there is regulatory relief
out there and that this process has led to a positive result.

Senator CARPER. That is good advice.

Governor.

Mr. KOHN. We have all highlighted our high-priority items

Senator CARPER. Again, I am not asking for you to rehighlight
your high priority items. I am looking for some words of wisdom.

Mr. KoHN. I think in the process of going through this, we have
identified some very low-hanging fruit, situations in which the reg-
ulations, when implemented first had very worthy goals and maybe
accomplished those goals, but technology changes, the size of insti-
tutions changes, the pressure and the competitive markets
changes. In some cases, the regulations we are talking about, in
the case of the Federal Reserve, were instituted in the 1930’s, such
as interest on demand deposits, and they are no longer relevant
today, and they no longer accomplish their goals. You can accom-
plish a lot of regulatory relief by picking off this low-hanging fruit
that really will not impair your ability to achieve your public policy
goals at all.

Senator CARPER. Thank you, sir.

Mr. Gee.

Mr. GEE. Yes. Thanks for the question, Senator. I guess if I had
any advice, it would be there are a number—as you look at that
matrix, there are a number of provisions in there where most
groups agree to. Some of them, I would put in the “no brainer” cat-
egory. They provide immediate relief to financial institutions and
I would hope that the Committee could act on those fairly quickly.

Those that are more controversial, that have people on both
sides, I would hope that that is not used as an excuse to delay reg-
ulatory burden on those that can be agreed upon. If we cannot
strike a compromise on those, then I guess my suggestion would be
at least move forward on the ones that people can agree on so we
can get some form of regulatory relief out there and send the right
message to financial institutions and their customers and this in-
dustry that we are serious about reducing regulatory burden wher-
ever we can.

Senator CARPER. Mr. Chairman, the thought comes to me that in
putting this bill together, that like one section could be like low-
hanging fruit.

[Laughter.]
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Another section could be no brainers.

[Laughter.]

I am not sure what the other sections would include. The last
word, Dr. Reich.

Mr. REICH. Mr. Chairman, I loved Ms. Williams’ response, do
them all. It is like asking which of my four children do I like the
best. I like them all. But I would say that the Bank Secrecy Act
is at the top of the list, with modification to the CTR process. Pri-
vacy notices would be at the top of my list. And then in connection
with my new responsibilities at the Office of Thrift Supervision, in
my testimony, there are a number of items that are related to
thrift institutions that I would advocate.

Senator CARPER. I do not know that in the end we will do them
all, but hopefully we will do a lot of the ones that really need to
be done and provide some sense of priority.

Mr. Chairman, this is a good hearing. I apologize to our second
panel of witnesses that are going to come forward now. I have to
slip out, but Hillary Joplin, who is sitting right behind me, is going
to stay and listen to every single word and give me a full report.
Thank you very much.

[Laughter.]

Senator CRAPO. Thank you, Senator, and thank you to this panel.
I know we got a late start and we have taken a little long with this
panel, but it is a very critical issue, and again, I want to thank you
for the work that you have put into your testimony. It is going to
be very helpful. Thank you very much.

We will excuse this panel and call up our second panel, and
while the second panel is coming forward, I will introduce them to
you. I would like to encourage everybody to move out quickly so we
can let the second panel get up to the front here. Second panel, as
you find your way up, please take your seats and let me introduce
who our second panel will be.

Mr. Bradley Rock, President and CEO of the Bank of Smithtown;
Mr. Edmund Mierzwinski, who is the Consumer Program Director
for the U.S. Public Interest Research Group; Mr. F. Weller Meyer,
Chairman, President, and CEO of the Acacia Federal Savings
Bank; Mr. Greg McClellan, President and CEO of the MAX Federal
Credit Union; Mr. Travis Plunkett, Legislative Director for the
Consumer Federation of America; Mr. Steve Bartlett, President
and CEO of the Financial Services Roundtable; Mr. Joe McGee,
President and CEO of the Legacy Community Federal Credit
Union; Ms. Margot Saunders, of Counsel for the National Con-
sumer Law Center; and Ms. Terry Jorde, who is President and
CEO of CountryBank USA.

Obviously, you can see there are a lot of you. We had to fill up
the whole table and some of you are almost falling off the edges
there. I apologize for that.

I would like to remind each of you to please watch the time, and
again, I apologize to you. It is always hard for us to fit everything
in and especially with an issue of this size and magnitude and the
number of people we wanted to have testify. It just becomes in-
creasingly important for you to pay attention to the clock, and I
think there is only one clock on that table, so try to pay attention
up here if you cannot see the one on your table.
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Without anything further, we will begin with you, Mr. Rock.

STATEMENT OF BRADLEY E. ROCK
PRESIDENT AND CHIEF EXECUTIVE OFFICER,
BANK OF SMITHTOWN
ON BEHALF OF THE AMERICAN BANKERS ASSOCIATION

Mr. Rock. Thank you, Mr. Chairman. I am Chairman, President,
and CEO of Bank of Smithtown, a $900 million community bank
founded in 1910 and located in Smithtown, New York. I am also
Vice Chairman of the American Bankers Association.

The cost of unnecessary regulation is a serious, long-term prob-
lem that continues to erode the ability of banks to serve our cus-
tomers and support the economic growth of our communities. I
have included a list of recommended actions with my written testi-
mony, any one of which would provide needed regulatory relief to
banks. Today, I would like to emphasize two in particular.

First, under the Bank Secrecy Act, banks fill out more than 13
million currency transaction reports, or CTR, every year. It is un-
disputed that a vast majority of these reports are filed by publicly
traded companies that are well-known by the banks and the gov-
ernment and have nothing to do with potentially criminal activity.
The time and resource commitment for CTR’s is huge. Even at
FinCEN’s conservative estimate of around 25 minutes per report
for filing and recordkeeping, it means that banks devoted 5.5 mil-
lion staff hours to handling CTR’s in 2005.

Based on our recent survey, the industry paid around $187 mil-
lion in wages for staff time to comply with this single regulatory
requirement.

With three-quarters of the filings for business customers who
have been with the bank for over a year, our industry spent around
four million staff hours and over $140 million last year filing no-
tices on well-established customers. While the CTR costs have
risen, the usefulness of these 35-year-old rules has substantially di-
minished due to several subsequent laws, including suspicious ac-
tivity reporting requirements adopted during the 1990’s, rigorous
customer identification obligations, mandates to match government
lists to bank accounts, and the 314(a) inquiry process implemented
3 years ago as part of the USA PATRIOT Act.

The best approach today would be to establish a seasoned cus-
tomer exemption for business entities, as endorsed by FinCEN in
testimony before Congress last year and supported by all the bank
regulators.

It is important to remember that cash transaction data will not
be lost, but will still reside in the normal bank account data for
each seasoned customer and will be available to law enforcement
through a variety of the previously mentioned means. Moreover,
seasoned customers would continue to be subject to suspicious ac-
tivity monitoring and reporting. The seasoned customer exemption
would help channel resources toward the true public interest,
which is stopping the activities of the real crooks and terrorists.

My second point is this. The 500 shareholder threshold to reg-
ister securities with the SEC should be updated to more accurately
reflect the current size and conditions of the investment market.
The periodic reporting required imposes considerable costs on
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smaller public companies, costs that are borne by the company
shareholders. Importantly, even with updated limits, shareholders
would continue to have ready access to large amounts of informa-
tion about the company, much of which is required under Federal
banking law and regulation. Annual reports and quarterly call re-
ports are two examples.

The cost to small businesses have been staggering. Average au-
diting fees for smaller public companies, those with less than $1
billion in revenue, rose by 96 percent and exceeded over $1 million
per company in 2004, which is the most recent year for which we
have data.

Therefore, the 500 shareholder threshold should be updated.
Such action is not without precedent, as the asset size parameter
has been increased tenfold, from $1 million initially set in 1964 to
$10 million. In contrast, the shareholder threshold has never been
updated since it was initially adopted in 1964.

We thank you, Mr. Chairman, and the Committee for seeking
ways to reduce the regulatory burden on banks.

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

Before I go to you, Mr. Mierzwinski, let me discuss with the
panel a little problem that is starting to brew up here. In about 10
minutes, there are going to be four stacked votes called on the floor
of the Senate, and that is going to take about an hour of time with-
out really much opportunity to conduct much business in between
because the votes are stacked. So, I am going to make a suggestion,
although it might be an inconvenience to some of you, and I do not
want to do that.

We could get as far as we can before they call the votes in taking
testimony and then take a break for an hour and you could all grab
a bite to eat. I know that some of you probably have schedules,
though, that you were planning to meet this afternoon, flights or
whatever else that may be, and doing so may be a significant inter-
rupt to you, and so that could be a problem.

The other thing we could do is go directly to questions and just
start getting into some questions and answers with the panel for
probably 10 or 20 minutes here, and then I would be willing to
come back at that point after the votes for any of you who wanted
to stick around and present your oral testimony at that time.

I guess the question I have for the members of the panel is, are
there any of you who could not come back at, say, one o’clock and
spend an hour here, whose schedules would prohibit you from
doing that? And please, do not be hesitant to say that you have
some kind of another conflict. Everybody could come at one?

Well, then what I propose we do is we will proceed now. Once
the vote is called, I can probably go for another 10 minutes before
I have to run to the vote, and then I am going to be gone for what
will probably be about an hour. At that time, we will adjourn, and
I will say until one o’clock, and I will try to be back here at one.
If it is not at one, we will have somebody here who can tell you
how soon after one it will be. I can probably be back maybe even
a little bit before one, so we will do that at this point, then, and
we will proceed.

Mr. Mierzwinski.
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STATEMENT OF EDMUND MIERZWINSKI
CONSUMER PROGRAM DIRECTOR,
U.S. PUBLIC INTEREST RESEARCH GROUP

Mr. MIERZWINSKI. Thank you, Senator Crapo. I am Ed
Mierzwinski, for the record, of the U.S. Public Interest Research
Group. Along with my colleagues Travis Plunkett of the Consumer
Federation of America and Margot Saunders of the National Con-
sumer Law Center, we are delivering joint shared written testi-
mony also on behalf of some of the other leading consumer and
community groups, including ACORN, the Center for Responsible
Lending, Consumers Union, publishers of Consumer Reports maga-
zine, and the National Community Reinvestment Coalition. Each of
us will talk about some of the highlighted issues that we have
great concerns about in the testimony and our written testimony
goes into greater detail on some of these measures.

There are many measures that the Congress has proposed for
changes to the laws governing financial services. We do support
some of them. We have no positions on others. And we have grave
concerns regarding some others. In the testimony, we only focus on
some of the provisions that we believe are under significant or seri-
ous consideration by the Committee, although we certainly oppose
others and we are happy to comment on any of the others that we
think may be moving later on.

As the Committee evaluates which of these proposals to include
in any bill labeled regulatory relief, we believe that it is critical
that the consumer interests be the focal point of the process. A fair
bill cannot be limited to provisions supported, introduced, or pro-
posed by either the financial regulators or the financial interests
who have 181 or 182 of the 187. I believe four or five come from
previous testimony by any of the consumer groups.

We believe that a fair bill must also exclude any measures that
are unfair to consumers and that would harm consumers. So in our
testimony, we go into details of how the Committee should measure
the various provisions.

I want to talk about two of the provisions that are in the bill that
we believe are a high priority, unfortunately, and then I want to
talk about one that should be in the bill.

First, the rent-to-own industry continues to push something
called S.603. There is nothing that could possibly be construed as
regulatory relief or eliminating regulatory burden in this proposal.
The rent-to-own industry promises consumers dreams of owner-
ship—furniture, televisions, and the like—and then takes those
dreams away, snatches those dreams away with harsh, cruel, un-
conscionable contracts at 200 to 300 percent interest and other un-
fair terms. Yet the industry has succeeded in about 45 States in
obtaining relief from strong consumer protection regulation. It is
the other five States that continue to protect consumers that is the
focus of the bill S.603. The bill would preempt or override the
strong consumer lending protections in New Jersey and other
States. That is the reason we strongly oppose it. We see no reason
that it could possibly be construed as a mere regulatory relief pro-
vision.

The rent-to-own industry is part of a whole ecology of predatory
lenders that includes the payday lenders, that includes predatory
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mortgage lenders, that includes auto title pawn shops. We believe
this industry is in need of stricter, not lesser, regulation. It is prey-
ing on not only the 12 million unbanked Americans, but also on
other Americans, as well. So we would urge, keep that out of the
proposed bill.

Second, on privacy notices, we oppose any proposal to exempt
any privacy notices or change Gramm-Leach-Bliley’s Title V in this
legislation. We believe that the regulators have two open dockets
on privacy notices currently before them. There is the one that
Deputy Comptroller Williams mentioned, where they are trying to
come up with a layered or improved privacy notice. There is also
the new privacy notice that is required by the FACT Act for certain
sharing of information between and among the affiliates of compa-
nies for marketing purposes. We believe it is inappropriate to con-
sider weakening our privacy laws while there are two open dockets
that are considering these very same matters.

Finally, I said that the consumer groups have a number of pro-
consumer items that we believe could be characterized as regu-
latory relief. I will mention one very briefly. When I use my credit
card, I have the strong protections of the Truth in Lending Act, $50
liability limit and also the right to ask the bank to step into my
shoes and protect me if a merchant rips me off. I do not have those
same protections when I use my debit card, even though it may be
branded with a Visa or a MasterCard logo. I do have some protec-
tions with some payroll cards under the law that protects those
with debit cards, but not with all plastic cards. So we go in detail
in our testimony into ways that you should harmonize upward, so
whether you are using a stored value card, a debit card, or a credit
card, you always have the same rights.

Thank you.

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

Mr. Meyer.

STATEMENT OF F. WELLER MEYER
CHAIRMAN, PRESIDENT, AND CHIEF EXECUTIVE OFFICER,
ACACIA FEDERAL SAVINGS BANK, FALLS CHURCH, VA
AND CHAIRMAN, BOARD OF DIRECTORS,
AMERICA’S COMMUNITY BANKERS

Mr. MEYER. Senator Crapo, first, let me begin by thanking you
for your efforts. I am Weller Meyer. I am Chairman, President, and
CEO of Acacia Federal Savings Bank in Falls Church, Virginia.
Acacia Federal is a $1.25 billion community bank with a Federal
Savings Bank charter. I am also the Chairman of the Board of Di-
rectors of America’s Community Bankers. I am pleased to represent
ACB at today’s hearings.

A strong and vibrant community banking system is good for our
country and our communities. The required complexity of the regu-
lations and the precision required to deliver products and services
according to the rules has grown to the point where our employees
and our customers are drowning in minutia. We believe that the
cumulative impact of the regulatory burden has already taken its
toll on community banks.

Over the past decade and a half, the assets under the control of
the 10 largest banks in the United States has more than doubled
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and now stands at 53 percent of all U.S. banking assets. Along that
pathway, many communities lost their community banks. In the
face of the increasingly complex regulatory requirements and the
associated costs, many community banks are seeking mergers with
larger institutions. Community banks stand at the heart of cities
and towns everywhere, and to lose that segment of the industry be-
cause of over-regulation would be crippling to those communities.

On the top of every community banker’s list of regulatory burden
concerns is the implementation of anti-money laundering and cor-
porate governance laws. Community bankers are resolute partici-
pants in the fight against crime and terrorism and we fully support
the goals of the Sarbanes-Oxley Act and other corporate govern-
ance laws. However, we believe that significant changes in both
anti-money laundering and corporate governance requirements are
urgently needed either through regulation or legislation.

In our written statement, we have detailed several suggestions
in two areas. ACB supports many more amendments to current
laws that will reduce unnecessary regulation on industry banks.
Let me mention a few.

First, a modest increase in the business lending limit for Federal
Savings Associations is a high priority for ACB members. Commu-
nity banks operating under Federal Savings Association charters
are experiencing increased demand for small business and agricul-
tural loans. To meet this demand, ACB wants to eliminate the
lending limit restrictions on small business loans and to increase
the lending limit on other commercial loans to 20 percent. Savings
associations could then make more loans to small businesses, farm-
ers, and ranchers.

Second, ACB strongly urges the elimination of the required an-
nual privacy notices for banks that do not share information with
nonaffiliated third parties. Community banks should provide cus-
tomers with an initial notice and be allowed to provide subsequent
notices only when the terms are modified. Redundancy under these
circumstances does not enhance consumer protection.

Third, ACB vigorously believes that the trust businesses of sav-
ings associations should have parity with banks under the Securi-
ties Exchange Act and 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 requirements when engaged in identical
trust, brokerage, and other activities.

Fourth, ACB supports giving banking regulators more flexibility
in scheduling safety and soundness and compliance examinations
for well-capitalized and well-managed depository institutions. We
also support raising from $250 million to $1 billion the threshold
for the 18-month small institution examination cycle. These pro-
posals will reduce the regulatory burden on low-risk institutions
and permit the banking agencies to focus their resources on higher-
risk institutions. These proposals would not alter the schedule for
CRA examinations.

And fifth, now that the Supreme Court has settled the question
of diversity jurisdiction for national banks, Congress needs to give
Federal Savings Associations access to Federal courts based on di-
versity jurisdiction. A written statement includes many other im-
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portant changes, including easing restrictions on residential devel-
opment for Federal Savings Associations.

The work you do here is important. Meaningful regulatory relief
legislation will reduce costs for community banks and ensure their
survival and their continued support for the communities they
serve. We look forward to working with you and your staff and I
will be happy to answer any questions.

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

We are about four minutes into the first vote, so Mr. McClellan,
you will be the last one before we break. Please proceed.

STATEMENT OF H. GREG McCLELLAN
PRESIDENT AND CHIEF EXECUTIVE OFFICER,
MAX FEDERAL CREDIT UNION ON BEHALF OF
THE NATIONAL ASSOCIATION OF FEDERAL CREDIT UNIONS

Mr. McCLELLAN. Thank you, Senator Crapo. My name is Greg
McClellan and I am the President and CEO of MAX Federal Credit
Union, located in Montgomery, Alabama. I am here today on behalf
of the National Association of Federal Credit Unions to express our
views on the need for regulatory relief.

As with all Federal credit unions, MAX Federal Credit Union is
a not-for-profit financial cooperative governed by a volunteer board
of directors who are elected by our member owners. MAX Federal
Credit Union was founded in 1955 and has 106,000 members and
just over $650 million in assets.

America’s credit unions have always remained true to their origi-
nal mission of promoting thrift and providing a source of credit for
provident or productive purposes, yet credit unions continue to be
one of the most highly regulated financial depository institutions.

I am pleased to report to you today that America’s credit unions
are vibrant and healthy and that membership in credit unions con-
tinues to grow, now serving over 87 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 household financial assets, and as a consequence provide little
competitive threat to other financial institutions.

As the Committee prepares to move forward and craft a regu-
latory relief bill, we hope that you will include the credit union pro-
visions outlined in my written testimony and included in the Fi-
nancial Services Regulatory Relief Act currently pending in the
House. We believe those provisions are a positive step for Federal
credit unions.

I want to highlight one provision in particular that would ad-
dress what could become a problem for merging credit unions when
FASB changes merger accounting rules from the pooling method to
the purchase method. Language to address this issue is included in
the House regulatory relief bill and has already passed the House
in the form of the Net Worth Amendment for Credit Unions Act.
We hope that the language from this bill will also be included in
any regulatory relief package introduced in the Senate, as this is
a timely issue that needs action before the FASB rule changes go
into effect.

To be clear, we are not asking you to legislate accounting rules.
Rather, we are asking you to change a definition so that the ac-
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quired equity of merging credit unions is properly included in total
net worth for PCA purposes. FASB, in testimony before the House
last year, recognized that such a change was necessary.

We hope that you will also consider including language from the
Credit Union Regulatory Improvement Act, or CURIA, which has
been introduced in the House, that would modify the prompt cor-
rective action system for federally insured credit unions to include
risk assets as proposed by the NCUA. This would result in a more
appropriate measurement to determine the relative risk of a credit
union’s balance sheet and also ensure the safety and soundness of
credit unions and our shared insurance fund. It simply does not
make sense that the current capital system treats a 1-year, unse-
cured $10,000 loan the same as a 30-year mortgage that is on its
last year of repayment.

It is important to note that this proposal would not expand the
authority for NCUA to authorize secondary capital accounts. Rath-
er, 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 revises the standard net worth or leverage
ratio requirements for credit unions to a level more comparable to,
but still nearly 70 basis points greater than, what is required of
FDIC-insured 1institutions.

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. NACU urges the Com-
mittee to consider the provisions outlined in our written testimony
for inclusion in any regulatory relief bill. Appropriately designed
regulatory relief will ensure continued safety and soundness and
allow us to better serve America’s 87 million credit union members.

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

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

Again, to all the members of the panel, I apologize for this inter-
ruption and inconvenience. It is always hard to predict how fast we
will be able to go through four votes, but I can pretty well tell you
it is not likely to be finished before one o’clock. So what I am going
to do is to recess until one o’clock, or as soon thereafter as I can
get back here. I would encourage you all to be here at one.

And again, I will say, if there are any of you who had other ar-
rangements made or have a flight to take or whatever it may be
that requires that you do that, I will be totally understanding. Just
feel free to do that. If that applies to any of you who have not pre-
sented your testimony yet, I apologize for that, although the writ-
ten testimony is incredibly helpful and we already have that from
you.

With that, what I will do then is recess this and at least maybe
you will have a chance to get a bite to eat, although you probably
had other better lunch plans made. This Committee will be re-
cessed until one o’clock.

[Recess.]

Senator CRAPO. This hearing will come to order.

Ladies and gentlemen, things never work out the way you want.
We are still voting, and so at some point in the next 10 to 20 min-
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utes, I may get called away again. So what I want to try to do is
at least get through the testimony before that happens and then
we will just have to make a judgment at that point as to how we
proceed.

If I remember correctly, Mr. Plunkett, you were next in line, so
please go ahead.

STATEMENT OF TRAVIS PLUNKETT
LEGISLATIVE DIRECTOR,
CONSUMER FEDERATION OF AMERICA

Mr. PLUNKETT. Thank you, Mr. Chairman. My name is Travis
Plunkett. I am the Legislative Director with the Consumer Federa-
tion of America. I applaud you and the Committee for ensuring
that a diverse array of interests, including consumers, are rep-
resented here today.

As the Committee hears one entreaty after another from all sec-
tors of the financial services industry, it is also absolutely essential
that it closely examine whether major regulatory gaps exist for con-
sumers, gaps that in some cases have been engineered by these
same interests. I would like to mention two of these regulatory
gaps to start with and then talk about why it is more important
than ever that the Committee reject proposals to allow industrial
loan corporations to expand.

First, we were extremely disappointed that final rules issued last
year by the Federal Reserve Board covering overdraft extensions of
credit left the abusive features of these loans largely in place.
These so-called “courtesy overdraft” programs encourage consumers
to overdraw their accounts. They do not disclose triple-digit inter-
est rates to these consumers. They take payment in full directly
out of consumers’ next deposit, and they do not ask for affirmative
consent from consumers to borrow from the bank. We urge Con-
gress to step in and require that these loans be treated just like
other extensions of credit under the Truth in Lending Act. This
would require that creditors inform consumers about the true cost
of this credit and receive affirmative consent to loan money.

The second gap involves the growing threat to our Nation’s mili-
tary readiness caused by predatory lenders that target military
families. High interest rates, unaffordable repayment terms, and
the risk of losing valuable assets characterize lending to the mili-
tary. We urge the Committee to look at and enact legislation based
on Senator Dole’s original amendment to the defense authorization
bill to cap rates for loans made to military personnel. We also sup-
port S.418 by Senator Enzi and others that would deal with abuses
in the sales of periodic payment plans to members of the military.

Finally, I would like to once again urge the Committee to reject
legislation that allows industrial loan corporations to expand, ei-
ther by offering business checking services or by branching into
States without their permission. In fact, I strongly urge you to
adopt proposals to shut down ILC’s completely. One of these pro-
posals is listed on the Senate matrix that has been referred to.

In a report issued last fall, the General Accounting Office became
the latest independent authority to raise questions about this ex-
pansion and about the impact of the explosive growth of ILC’s on
the safety and soundness of the deposit insurance system. Since
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Congress granted an exception to the Bank Holding Company Act
in 1987 for small limited-purpose ILC’s in a few States, everything
about ILC’s has expanded. According to the GAO, ILC assets grew
by over 3,500 percent between 1987 and 2004, from $3.8 billion to
over $140 billion. In 2004, six ILC’s were among the 180 largest
financial institutions in the country. Moreover, some of the States
allowed to charter ILC’s are aggressively encouraging new ILC’s to
form, especially Utah. These States are 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 and siphons com-
mercial deposits from properly regulated bank holding companies.
The key problem with ILC regulation is that while the Federal Re-
serve has the power to examine the parent of a commercial bank
and impose capital standards, in an industrial loan company struc-
ture, only the bank can be examined and the FDIC cannot impose
capital requirements on the parent companies. Holding company
regulation is also essential to ensuring that financial weaknesses,
conflicts of interest, malfeasance, or incompetent leadership at the
garint company will not endanger taxpayer-insured deposits at the

ank.

Commercial firms such as GM, General Electric, Volkswagen,
and Volvo own ILC’s, as do huge financial firms like Merrill Lynch,
American Express, and Morgan Stanley. We have significant con-
cerns with ILC ownership by both types of companies. The involve-
ment of investment banking and commercial firms in recent cor-
porate scandals has provided plenty of evidence of the need for rig-
orous scrutiny of these companies as they get more involved in the
banking industry. These firms were rife with conflicts of interest
that caused them to take actions that ultimately harmed their in-
vestors. As for ILC ownership by commercial companies, imagine
if companies like Sunbeam, Enron, WorldCom, Tyco, and Adelphia
had owned ILC’s. Not only would employees, investors, and the
economy have suffered, but also taxpayers, as well.

Finally, let me finish by mentioning the GAO’s major conclusion
here. They concluded that proposals to expand ILC’s, “may make
the ILC charter more attractive and encourage further growth.”
This is the wrong way to go. We encourage the Committee to exam-
ine shutting down the ILC loophole to the Bank Holding Company
Act.

Thank you.

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

Mr. Bartlett.

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

Mr. BARTLETT. Thank you, Mr. Chairman. I am Steve Bartlett,
President of the Financial Services Roundtable, which consists of
100 of the large integrated interstate financial services companies
in America, which we hold virtually all the charters that are under
consideration by the Committee. Like Mr. Plunkett, I also rep-
resent the consumers of America, those 200 million-and-some-odd
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consumers that we call customers. I am here to ask for consumer
relief and for relief of those customers from the effects of the regu-
latory burden that has been placed on them over the course of the
last several decades, and I believe it is the role of this Committee
and then the Senate and the Congress to relieve that burden.

I would like to add one additional item that I think has not been
considered by this Committee in the past and that is a matter of
significant regulatory relief that could be enacted and should be en-
acted by the Congress of the United States, and that is an optional
Federal insurance charter. The State-by-State insurance system of
regulation is profoundly broken and it is time, indeed, it is past
time to modernize that system so that consumers can choose to do
their business on an interstate basis if they choose.

Mr. Chairman, in my written testimony, I have cited about 70
provisions of regulatory burden that should be dealt with by this
Committee. The ones that I would cite in oral testimony would in-
clude interstate branching; the relief of defensive SAR’s, the one
million SAR’s that we think will be filed this year in anti-money
laundering; simplified privacy notices; diversity jurisdiction, SEC
push-outs, and others.

My point in the oral testimony today is to say, Mr. Chairman,
that these items have not unanimous, perhaps, but by and large
universal support within the Members of this Committee and by
the Senate. Many of these items have been long agreed to. They
have been on the table, under discussion, and generally agreed
would help the American economy and the American consumer for
about 6 years. There are some 70 provisions.

It is my view that to continue these regulatory burdens harms
the American consumer, harms small business, and harms the
economy. The time to act on these provisions is now; if not now,
then next Tuesday; if not next Tuesday, then by June 30, but not
2007 and not 2010 and not 2017. The time to act is now. The
American consumer needs relief.

Thank you, Mr. Chairman. I yield back the balance of my time.

Senator CRAPO. Thank you very much, Mr. Bartlett, and I appre-
ciate your yielding back that time.

Mr. McGee.

STATEMENT OF JOE McGEE
PRESIDENT AND CHIEF EXECUTIVE OFFICER,
LEGACY COMMUNITY FEDERAL CREDIT UNION,
BIRMINGHAM, AL
ON BEHALF OF THE CREDIT UNION NATIONAL ASSOCIATION

Mr. McGEE. Thank you, Senator Crapo, and on behalf of the
Credit Union National Association, I appreciate this opportunity to
express CUNA’s views on legislation to help alleviate the regu-
la‘zlory burden under which all insured financial institutions operate
today.

I am Joe McGee, President and CEO of Legacy Community Fed-
eral Credit Union in Birmingham, Alabama. I am proud to speak
on behalf of America’s credit unions today because we are an indus-
try that is good for America. Credit unions are the only financial
institutions that are run solely for the benefit of their members,
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not stockholders. We exist not for charity, not for profit, but for
service.

Credit unions are devoted to providing affordable services to all
members, especially those of modest means. Now we are asking for
the Senate’s help in continuing the not-for-profit, people-oriented,
cooperative work that we do.

One provision that Senator Sarbanes introduced would better en-
able us to meet that goal, and I am referring to his legislation
S.31, which seeks to permit credit unions to provide broader check
cashing and remittance services.

Perhaps the most critical issue on the horizon for credit unions
is the need to reform prompt corrective action. Experience has
proven this policy to be unnecessarily inflexible. CUNA strongly
supports a rigorous safety and soundness PCA regime for credit
unions and agrees that any credit union with a net worth ratio
below the adequately capitalized level should be subject to firm cor-
rective action. CUNA has been in constant communication with the
Treasury on this very important issue. CUNA believes that the
best way to reform PCA would be to transform the system into one
that is explicitly based on risk measurement, as outlined by the
NCUA proposal and embodied in the House-introduced bill
H.R. 2317, the Credit Union Regulatory Improvement Act.

Temporary PCA relief has also been sought after in recent legis-
lation to assist credit unions affected by the hurricanes in 2005.
CUNA wholeheartedly supports these efforts so that credit unions
temporarily affected by the hurricane do not have to deal with on-
erous PCA requirements.

Additionally, FASB is expected to adopt rules effective next year
that would cause significant problems for healthy credit unions in-
volved in mergers. CUNA believes it is essential that Congress act
on this net worth issue immediately. Otherwise, credit unions will
be subject to harmful, unintended consequences.

The other issue I wish to address is the correct capital and mem-
ber business lending. There was really no safety and soundness
reason to impose these arbitrary limits on credit unions in 1998.
In fact, the Treasury deemed these loans were even safer than
other types of credit union loans. CUNA urges the Committee to
include an increase in the member business loan cap from 12%a
percent of assets to 20 percent of assets in the regulatory relief
measure.

Furthermore, the NCUA should be given the authority to in-
crease the current $50,000 threshold 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.

Small business is the backbone of our economy and responsible
for the vast majority of new jobs in America, yet the SBA and the
Federal Reserve Bank of Atlanta studies reveal that small busi-
nesses are having greater difficulty in getting loans in areas where
bank consolidation has taken hold. The 1998-passed law severely
restricts small business access to credit and impedes economic
growth in America. Credit union member business lending is espe-
cially important today as we all try to help rebuild the devastated
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Gulf Coast, where many have lost their jobs and need even more
access to capital.

My written testimony includes an extensive list of amendments
to the Federal Credit Union Act, as well as other laws included in
your matrix that CUNA urges the Committee to address this Con-
gress.

In conclusion, Mr. Chairman, credit unions and their 87 million
members are grateful to the Committee for holding this important
hearing. We strongly urge the Committee to act swiftly to provide
meaningful regulatory relief this year, and I will be happy to ad-
dress any questions you may have. Thank you.

Senator CRAPO. Thank you very much.

Ms. Saunders and Ms. Jorde, I am going to have to impose on
you again. They have called another vote and there is about 3'%
minutes left in the vote, so I am going to recess, run over there and
vote, and this is the last vote, and then I will be back. I think it
will be about 10 minutes and I will be back and then we can con-
tinue with the hearing.

So, I apologize once again, but I will be back. Thank you, and we
are recessed.

[Recess.]

Senator CRAPO. The hearing will come to order, and I thank you
all for your patience. I do not think we will be voting again for a
while, so Ms. Saunders, would you please proceed?

STATEMENT OF MARGOT SAUNDERS
MANAGING ATTORNEY, NATIONAL CONSUMER LAW CENTER

Ms. SAUNDERS. Thank you, Senator Crapo. I appreciate your pa-
tience and perseverance in hearing my testimony. I am here today
on behalf of the National Consumer Law Center’s low-income cli-
ents as well as the other groups that my colleagues Ed and Travis
have explained.

I would like to emphasize that while you are considering all of
these regulatory relief items, you keep in mind that this industry
that is suffering from this “terrible regulatory burden” is also expe-
riencing record profits. At the same time consumers are facing in-
creased foreclosures and escalating debts that are more and more
difficult for them to bear. The entire discussion here today has
been about the impact on institutions. Ed, Travis, and I are here
to remind you that on the other side of these regulatory issues lie
individuals. Many of the consumer protections that are on the table
have significant consumer impacts. Without these consumer protec-
tions people would suffer.

It is often the removal of consumer protection regulations that
will most likely reduce competitive advantage for responsible finan-
cial institutions because those consumer protections are there to
ensure that appropriate competition is fostered. Institutions that
choose to provide more balanced and consumer-friendly products
would find themselves at a competitive disadvantage without ade-
quate regulation.

I want to talk about one affirmative proposal and then explain
why a few proposals are particularly dangerous.

As you move forward, please keep in mind there are many con-
sumer protections that needs to be updated. One stands out even
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more than the rest as a glaring low-hanging fruit for updated con-
sumer protection. The Truth in Lending Act needs to be updated.
It was passed in 1968 and it was meant to apply to all consumer
transactions. All it does is require uniform disclosures that are
made on every consumer transaction in the country. However, at
the moment, approximately half the car loans and many other per-
sonal loans are not covered by Truth in Lending or most State law.
This is because there is a jurisdictional limit of $25,000 for non-
home-secured credit under Truth in Lending. The statutory pen-
alties suffer from a similar lack of escalation along with inflation.
We really encourage you to consider strongly updating this essen-
tial consumer protection as you move forward in this process.

There are many bad provisions that you have on the table and
I will try to very briefly address a few of them. First of all, I know
that there will be several suggestions or have been suggestions
that the Truth in Lending Act’s right of rescission be cut back or
amended in some way. Let me be very clear. The Truth in Lending
Act’s right of rescission is one of the most significant consumer pro-
tections that lawyers representing low-income consumers and vic-
tims of predatory lending use to stop foreclosures. Any cutback on
that right of rescission without substantial new protections to stop
predatory lending or predatory servicing will substantially hurt
consumers and increase the number of foreclosures.

In addition, there are four amendments to the Fair Debt Collec-
tion Practices Act that were included in the Manager’s Amendment
in the House bill and two amendments to the Fair Debt Collection
Practices Act that are considered on your matrix. We oppose all of
them. The one that was mentioned by Senator Carper would check
diversion companies from the Fair Debt Collection Practices Act.
These are private, for-profit companies that enter into contracts
with district attorneys to collect bounced checks for local mer-
chants. You should please keep in mind that the Fair Debt Collec-
tion Practice Act does not prohibit these companies in any way
from doing business. All the Fair Debt Collection Practices Act does
is require that there be no deception, harassment, or unfairness in
the collection of the debt. It prohibits the collection of a debt along
with fees that are not authorized. And it requires a right of
verification.

In addition, there is a mortgage servicers’ amendment that would
remove some important protections for consumers who are the sub-
ject of collection efforts from mortgage servicers I see I running out
of time so I point you to our testimony, where we have explained,
I hope forcefully, why that would be a dangerous proposal.

And finally, I know you are considering a proposal that would
preempt Arkansas’ ability to set usury limits. This provision would
place Arkansas in a position unlike that of any other State in the
country. Only Arkansas would be unable to pass any usury limits.
Only Arkansas would have no control over the interest rates that
could be charged to its consumers. It is a very dangerous provision
and very unfair to that State.

Thank you.

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

Ms. Jorde.
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STATEMENT OF TERRY JORDE
PRESIDENT AND CHIEF EXECUTIVE OFFICER,
COUNTRYBANK USA, CANDO, ND AND
CHAIRMAN-ELECT,

INDEPENDENT COMMUNITY BANKERS OF AMERICA,
WASHINGTON, DC

Ms. JORDE. Thank you, Mr. Chairman. My name is Terry Jorde.
I am President and CEO of CountryBank USA. I am also Chair-
man-Elect of the Independent Community Bankers of America. My
bank is located in Cando, North Dakota, a town of 1,300 people
where the motto is, “You can do better in Cando.” CountryBank
has 29 full-time employees and $39 million in assets. We are a
small but diversified organization.

Before discussing the topic of today’s hearing, I want to thank all
of the Members of the Committee for including deposit insurance
reform in the recently enacted budget reconciliation bill. I want to
extend special thanks to Senators Johnson, Allard, Enzi, and Hagel
for their years of hard work, as well as to Chairman Shelby and
Ranking Member Sarbanes. This new law is tremendously impor-
tant in making FDIC insurance a more stable and fair system for
community banks and for consumers.

In previous testimony before this Committee and others, we have
pointed to a study by two economists at the Federal Reserve Bank
of Dallas that concluded that the competitive position and future
viability of small banks is questionable, in large part due to the
crushing regulatory burden we face. Larger banks have hundreds
or thousands of employees to throw into the regulatory breach. If
my bank is faced with a new regulation, we must train one or more
of our current employees. Complying with a new regulation will
take time away from customer service.

My compliance officer not only has responsibility for overseeing
our compliance program, but she also originates around 60 real es-
tate loans per year for sale on the secondary market. She sits on
our audit and technology committee. She regularly teaches home-
buyer education courses at our community college, and she babysits
for my son at times like this when I am out here begging for relief.
Unlike larger institutions, we cannot just add a person and pass
the costs on to our customers.

Senator Brownback’s Communities First Act, S. 1568, grew out of
that realization. That bill is cosponsored by a Member of this Com-
mittee, Senator Hagel, as well as Senators Roberts, Inhofe, and
Coburn. It has put into legislative language proposals that ICBA
made in our 2004 testimony before this Committee. These pro-
posals are also included in your own comprehensive matrix of regu-
latory relief proposals. I can tell you from my meetings with com-
munity bankers throughout the country that they are very excited
about the Communities First Act. A total of 46 State bank trade
associations have also endorsed CFA.

We are pleased that six provisions from the Communities First
Act are included in the House’s broad regulatory relief bill,
H.R.3505. These provisions would streamline call reports, allow
banks to file a short form call report in two of every four quarters,
reduce the examination burden, simplify reporting for small bank
holding companies, eliminate annual privacy notices for banks that
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do not share information or change their policies, and make it easi-
er for community banks to retain qualified directors.

There is one thing I want to emphasize as strongly as I can. The
House bill is a modest slice of the Communities First Act. Many
of the regulations that are forcing consolidation of our industry, es-
pecially the smaller banks, are those that involve consumer disclo-
sures. Even if you are able to enact the proposals that are on the
table now, the benefits will be quite modest. Banks and consumers
themselves are drowning in required disclosures that no one reads
and that benefit almost no one, except maybe the printing industry.
Congress, the agencies, the industry, and consumer groups should
begin work today on ways to reduce this burden and actually im-
prove consumers’ ability to shop for and understand financial prod-
ucts.

My written statement details provisions in the Communities
First Act that would provide substantial benefits while we under-
take this review. We strongly urge you to include them in your reg-
ulatory relief bill, along with the proposals that are already in the
House version.

ICBA very strongly believes that regulatory relief legislation
must not become a vehicle to expand new activities for industrial
loan companies and credit unions. ILC’s and credit unions already
have unfair regulatory and tax advantages over community banks.
Congress should promptly address these imbalances in the Nation’s
financial system in the context of regulatory burden relief legisla-
tion. We urge you to refrain from making them worse.

In conclusion, ICBA appreciates this Committee’s commitment to
moving legislation that would reduce the regulatory burden of com-
munity banks. I believe the tremendous weight of over-regulation
is crushing the banking system and is rapidly driving the consoli-
dation of our industry. Most regulations probably had a well
thought out purpose when they were originated, but it has been
said that no single raindrop feels it is responsible for the resulting
flood. Community banks in particular are awash in regulatory bur-
den and we need substantial relief before we are washed away with
the flood waters of regulation.

On behalf of my community bank and the nearly 5,000 members
of the Independent Community Bankers of America that I rep-
resent today, I ask you to remember this as you consider legislation
and regulatory relief for our industry. Thank you.

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

Now, we are going to have about 15 minutes or so because I have
to run to something else and close this meeting, so we only have
about 15 minutes for questions and answers, and again, I apologize
for that, but I want to also say to this panel that the quality of the
testimony, the written testimony that has been provided, is out-
standing. The points that you all have made in your oral presen-
tations are very well supplemented by it. We will utilize that very
well.

I just want to start going into some questions. You do not all
have to feel obligated to answer every question, but if you have a
point of view on the issue, please feel free to jump in. Because we
are limited in time and have so many people, I would appreciate
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if you could be as succinct as possible so we can get as far as we
can into the questions.

The first one I have goes back to something that I brought up
in the first panel. In that first panel, Federal Reserve Governor
Kohn recommended that we have a rulemaking to determine the
appropriate HMDA exemption threshold. I was just curious as to
what members of this panel who have an interest in that issue feel
about that suggestion. Does anybody want to jump in on that?

Mr. PLUNKETT. I would like to.

Senator CRAPO. Sure. Mr. Plunkett.

Mr. PLUNKETT. Mr. Chairman, consumer and community groups
have opposed expanding the exception and here is why. Merely
going from approximately $34 million to $250 million may sound
like an insignificant exception, but it would cover approximately 25
percent of all depository institutions and 25 percent of institutions
that file under HMDA currently. In some States, it would cover
even more: Over 70 percent in Alabama, Iowa, Kentucky, Lou-
isiana, and West Virginia. It would significant complicate ongoing
regulatory oversight to ensure that fair and nondiscriminatory
lending occurs under statutes like the Community Reinvestment
Act, the Equal Opportunity Credit Act, and the Fair Housing Act.
That is our concern.

Senator CRAPO. All right. Thank you.

Ms. Jorde.

Ms. JORDE. Mr. Chairman, I know those numbers sound big, but
when you consider moving the limit to $250 million, that would
only cover 6.7 percent of the industry’s assets, and so it is really
a very small percentage of the banking industry. My bank is not
subject to HMDA because we are in a rural area. However, we are
very much subject to Fair Lending exams and we go through a rig-
orous process every time we are examined for Fair Lending. So in-
creasing the exemptions to HMDA will not necessarily take away
concerns about Fair Lending.

Mr. MIERZWINSKI. Mr. Chairman, we do not have a specific posi-
tion on this issue, but I must admit I was struck by the Governor’s
comment regarding the proposed rulemaking and the idea that per-
haps there were other measures that one could look at. I guess just
as an individual banker, I was struck by the idea that numbers do
tell you a story, and perhaps subjecting institutions that are not
making that many mortgage loans from some level of scrutiny
would be appropriate.

Senator CRAPO. Any others who want to weigh in on that issue?

Another issue I want to get to very quickly is also one that I
raised with the first panel and that is the question about currency
transaction reports. It is one of the items on our proposal, or on our
matrix, and the seasoned customer currency transaction report ex-
emption proposal. I do not think I need to explain that. I think ev-
erybody here probably knows what I mean by that. But I would be
interested in the positions of those on the panel on that issue.

Mr. Rock.

Mr. Rock. Mr. Chairman, in response to the question that you
asked Director Reich, you asked him, why don’t banks use the ex-
isting exemption process more.

Senator CRAPO. Right.
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Mr. RocK. Really, two reasons. First of all, it is more costly, time
consuming, and difficult to get the exemption than it is to file the
reports, and you heard that the reports themselves took, by a con-
servative estimate by FinCEN, 5.5 million staff hours of time dur-
ing 2005. And it is more difficult to get the exemptions, so that is
the first reason. More costly, more time consuming.

The second reason is that banks that have sought exemptions
have sometimes encountered field examiners who criticize them for
seeking exemptions with the notion that those banks that seek ex-
emptions are not willing to do their share in identifying money
launderers and terrorists, and no banker really wants to have him-
self in that position of being criticized, because in fact, bankers
want to do their fair share. They just want to spend their time and
money and effort in the way that is most productive for identifying
the real crooks.

Senator CRAPO. Thank you very much.

Mr. Bartlett.

Mr. BARTLETT. Mr. Chairman, this is one of the major points we
made in our testimony. Here is an area that just cries out for Sen-
ate action and for Congressional action because it is a real problem
for law enforcement. It is a real problem for legitimate customers
who are having their accounts closed because of the proliferation
of both CTR’s and its companion SAR’s, and it is a problem that
is created by the current statutory framework.

So our proposal is to create an automatic seasoned customer ex-
emption. If the bank designates it and they last a year and they
are a seasoned customer, they should be treated like a seasoned
customer. Without that, law enforcement continues to be ham-
pered, customers will have their accounts closed, and the costs sky-
rocket.

The number that we found on the whole CTR and SAR’s, by the
way, is we believe it costs the industry a total of about $7 billion
a year to comply with anti-money laundering, and that is money
that is not adding to law enforcement. We think, in fact, it is ham-
pering law enforcement. So make it automatic after a year and
then you will start to see seasoned customer exemption used a lot
more.

Senator CrRAPO. I think the Banking Committee is going to be
hearing from law enforcement to get their point of view on this
issue, but it does sound like there is potentially some room there
for us to help make an improvement.

Does anybody else want to take a stand on this?

Mr. McCLELLAN. We are on a much smaller scale as a credit
union there, but I would echo and support what everybody else has
said here. Just on a small scale, we spend a lot of time and effort
sending reports back and forth, making sure we get them right be-
fore we actually submit those, and it is very time consuming and,
as a result, very costly.

Senator CRAPO. All right. Thank you very much.

Another one I wanted to get into is the exam cycle issue, and 1
know Mr. Mierzwinski, Mr. Plunkett, and Ms. Saunders, I know
that you and your organizations are opposed to increasing, if I un-
derstand it, increasing the small institution exemption. But others
have testified, and I cannot remember if it was this hearing or not,
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but others have made the argument that that proposed exemption
will not actually have an impact on safety and soundness. Are you
aware of that counter-argument that has been made to your posi-
tion, any of you? I just wanted you to discuss that issue with me.
One of you might be more briefed in it. Mr. Plunkett, it looks like
they are going to give you the ball there.

Mr. PLUNKETT. Yes. Well, Senator, I mean, as you know, there
are a number of proposals on the matrix. One would allow banking
agencies to forego or delay banking examinations that are currently
required for banks with less than $1 million in assets. The concern
there is that this will significantly weaken the effectiveness of the
Community Reinvestment Act for communities in need of loans and
investment.

Senator CRAPO. Now, that is the point I wanted to get at, and
I cannot remember where I have seen this argument specifically,
but my understanding is that the regulators contend that that pro-
posal would not have an impact on the CRA. Others can jump in.

Mr. Rock. The proposal was only for safety and soundness
exams. It would not change the cycle for compliance exams. It
would not change the cycle on compliance exams in CRA, on com-
pliance issues. It is only on the safety and soundness portion of the
exam.

Senator CRAPO. So the compliance exam schedule would remain
the same?

Mr. ROCK. Yes.

Mr. PLUNKETT. Our concern would mainly be with an effect on
the CRA compliance exams.

Senator CRAPO. Okay. So then if we made that distinction and
the change was only on the safety and soundness exams, then your
concern would be alleviated?

Mr. PLUNKETT. Yes, Mr. Chairman, if we are talking about the
CSBS proposal, yes.

Senator CRAPO. Okay. One other comment that I would like to
make to everybody on the panel is we have mentioned a dozen
times here today that we have got a matrix with 187 proposals,
and there are other proposals out there that could work their way
into it or that have already been pushed off the matrix. As I would
describe it, there are some proposals that it is really clear every-
body agrees with. They have been described as the low-hanging
fruit. There are some which are extremely controversial, and there
are some that we are not quite sure whether they are controversial
or whether there is a general consensus about them or not because
we have not been able to get everybody to weigh in on every aspect
of the proposal, and I am including everybody. It has been like
pulling teeth with the regulators and the regulated and the con-
sumer interest groups and others just to find out what everybody’s
position is on everything.

And the point is that there may be, out of the 187 proposals,
there may be a whole bunch that you are just not focused on, any
particular group or industry. As we move forward, we are trying
to identify that level of support or opposition that is there for dif-
ferent proposals, and like I say, on the main ones, we know. It is
really clear.
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But I would just encourage you—and you do not have to do it in
this hearing—I would encourage you to let us know, and by the
way, your testimony, all of your testimony has done a good job of
a lot of this, but just to let us know of the areas where you feel
there is high concern about a particular proposal or strong support,
because we are going to be going through and making the final de-
terminations as to what is going to be included in the bill, and I
am not saying that controversial items will be kicked out nec-
essarily, because we will look at them and make a determination
as to whether they should be included or not. But we need to know
if there is controversy and we need to know what the controversy
is.

So, I would just encourage you all, to the extent you have not al-
ready done it in your very well-prepared testimony and in your
other communications with our offices, to let us know, particularly
if there is something that you would strongly oppose being in the
bill, if you have not already let us know that.

With that, like I said to the other panel, there are lots of ques-
tions and areas that I could go into, but we are down to about five
or six minutes left. I think what I am going to do is what Senator
Carper and I did toward the end of the last panel, and I may get
myself in trouble here because I am going to have to shut us all
off in about six minutes, but is there a point that any of you on
a particular item have not been able to make yet that you really
would like to be sure you get a chance to say? It is your chance
to say something.

Mr. Bartlett, very succinctly, please.

Mr. BARTLETT. Mr. Chairman, I have one particular item that I
have emphasized and that is the federally regulated—we have a
problem with SAR’s, with almost—we believe there will be a mil-
lion SAR’s filed this year, up from 76,000 less than 10 years ago—
a million—and that is a problem. It is a huge problem for the econ-
omy.

We think that part of the solution is take the guidance that the
regulatory agencies have already issued, they have issued guid-
ance, and make it into statute. It is informal guidance that our
members cannot rely on because of a well-founded fear of prosecu-
tion. So if it is made into statute, then we can rely on it.

Now, as you do that, we will have some comments about ways
to adjust the guidance and such, but I have to tell you that as long
as it is guidance, they may as well not have it at all.

Senator CRAPO. Point well taken.

Mr. Plunkett.

Mr. PLUNKETT. Senator, you asked earlier about SEC Regulation
B and proposals to exempt banks there.

Senator CRAPO. Yes.

Mr. PLUNKETT. I would just like to talk about that briefly from
the consumer point of view. It is one thing to exempt what I would
call traditional banking products. They are fully insured. It is an-
other thing to exempt those products and the sales practices used
to sell those products, products such as jumbo CD’s that banks are
offering that are increasingly looking like traditional securities
products.
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The golden rule here should be that it should not matter which
agency enforces. If the product has certain characteristics and
those characteristics resemble a securities product more than a tra-
ditional banking product, then it should be regulated in the same
manner, no matter who sells it. That means that the sales of the
product, as the SEC contemplates in Regulation B, should be regu-
lated in the same manner. Otherwise, we would provide an incen-
tive to some banks to offer riskier products because they can get
around regulation of similar products on the security side.

N Se‘l)lator CrAPO. Thank you. Ms. Jorde, were you trying to get in
ere?

Ms. JORDE. I have a general comment on the matrixes. When 1
first read through all of them, I do not think it was until I got to
about 101 where I really found something that would make a dif-
ference in my life in my community bank at home. As you read
through the 187 amendments in there, several of them are tech-
nical in nature, and I know that the OCC’s office put forward a
number of those and other regulatory agencies and things that
probably needed to be changed over the years because the world
has changed since the last time we have taken a look at that. I
know that I served on our State banking board for a number of
years, and every other year when our legislature met, we would
put forward some amendments that needed to be made, and I think
a number of these things are just items that need to be changed.

There are also a number of them that the credit union groups re-
ferred to them as regulatory reform, and then there are probably
a couple dozen of them that I look at as true regulatory burden re-
lief. T would encourage you, as you go through and look at these,
that you focus on the items that will really bring regulatory relief
to the banking industry and to the community banking industry in
particular because they do carry disproportionate burdens for that.

Really, matrixes 101 to 120 are really the ones that, in my bank,
would make a difference and might be the difference on whether
my bank survives in the future.

Senator CRAPO. All right. That is very helpful to note.

Ms. Saunders.

Ms. SAUNDERS. Senator Crapo, I would ask that you first do no
harm and remind you all that until the early 1980’s, the practice
of lending was a highly regulated industry. It is now not very regu-
lated. All we have to protect consumers are disclosures. I agree
with what Julie Williams said of the OCC, that those disclosures
are often not as clear as they could be and there are far too many
consumers to actually be as helpful as they should be. Neverthe-
less, it is all the consumers have. We would, if we had our pref-
erence, would much prefer substantive regulation. But before you
remove disclosures, please recognize that there must be something.

Senator CRAPO. Well taken.

Yes, Mr. McGee.

Mr. McGEE. Senator, I would just like again to thank you for
your efforts and indicate to you, since you asked, that credit unions
are not opposed to any of the relief measures that are in the matrix
for any financial institutions, but I think that there are some re-
form issues there that we feel provide regulatory relief that would
help us better serve our members. If there were one particular that
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we would have an interest in, it would probably be the prompt cor-
rective action reporting that is mentioned in my testimony.

Senator CRAPO. All right. Thank you.

Mr. MEYER. Mr. Chairman.

Senator CRAPO. Mr. Meyer.

Mr. MEYER. I think if you asked everybody at this table, do they
think community banks are important to the communities they
serve, they would all agree that they are. I do not think we can
continue with the world as it is today, so I want to underscore
what I think is the importance of your efforts and the hearings.

In my statistics which I presented, I noted that over the last 15
years, the assets held by the 10 largest banks in this country have
gone from 25 percent of assets to 53 percent. Part of the reason be-
hind that is the regulatory burden that small community banks,
which people have commented about today, can no longer keep up
with it. Unless something is done, we are going to continue to
watch that slow erosion, the slow loss of community banks, and I
happen to strongly believe communities do need community banks.

Senator CRAPO. All right. Thank you very much. I do not see
anybody else jumping in, but—Mr. Bartlett.

Mr. BARTLETT. Mr. Chairman, 30 seconds for a second one. I just
want to remind the Committee that interstate branching is a big
deal for the American consumer. I understand that in and of itself,
it is not controversial. It is controversial only as it relates to other
things. I believe that the Committee can resolve the other things,
but interstate branching is a big deal. It is long overdue and it is
simply nonsense that we would continue to have this prohibition
against companies opening stores where their customers want to do
business.

Senator CRAPO. I appreciate that input, and I hope you are right,
that we can resolve its relationship to other things, but I think we
can, too.

Let me again thank you all for your patience and your under-
standing, and most importantly, for your outstanding testimony,
both what you have said here today as well as what you have pro-
vided in writing, and to encourage you to continue to feel very free
to give us your input. I cannot tell you exactly when we will have
a mark-up, but I believe it will be soon and the bill will be coming
out shortly before that. We want to be able to move forward as ex-
peditiously as possible and take advantage of the window of oppor-
tunity that we have here. So the time is now and you are all doing
this well and I encourage you to keep doing it. Again, I appreciate
your patience and long suffering today.

This hearing is adjourned.

[Whereupon, at 2:04 p.m., the hearing was adjourned.]

[Prepared statements, response to written questions, and addi-
tional material supplied for the record follow:]
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PREPARED STATEMENT OF SENATOR MIKE CRAPO

An effective regulatory system appropriately balances the costs and benefits of
public laws and regulations. All of us want to protect consumers and ensure the sys-
tem’s safety and soundness; however, excessive regulation increases the costs of pro-
ducing financial products, stifles productivity and innovation, and misallocates re-
sources. Responding to the steady stream of new regulations while complying with
exiting ones has become a challenge for all financial institutions. Rule changes, par-
ticularly for smaller institutions with limited staff, can be costly, and these changes
are inevitably passed on to consumers. It is also important for us to understand that
the resources that are expended working to meet government compliance and paper-
work requirements are time and effort that are not available to serve customers and
communities.

In Idaho, one of the specific issues that I have been told that results in high costs
for community banks and credit unions with little benefit to consumers is the mail-
ing of annual privacy notices when the institution does not share information with
third parties or make changes to its privacy policies. One community banker in
Idaho told me his community bank spends an estimated $15,000 per year mailing
approximately 50,000 privacy notices. In 2004, his bank received one customer call
in response to his bank’s privacy notice mailing and received no customer responses
in 2005. Another community banker in Idaho said that customers do not read the
annual privacy notices; most end up in the garbage. This is one of the most obvious
provisions in need of reform.

Compliance costs for the financial services industry cost billions of dollars each
year. For smaller institutions, $1 out of every $4 in operating expenses goes to pay
for the costs of government regulation. While much of this is necessary to assure
the safety and soundness of our financial system, it is obvious that there are any
unnecessary and outdated provisions that should be eliminated to reduce the costly
burdens imposed on financial institutions. If this burden were reduced by even 10
to 20 percent and those funds were made available billions additional lending that
would have a direct and positive impact on economic growth and consumers. The
bottom line is that too much time and money is spent on outdated and unnecessary
compliance and paperwork, leaving less time and resources for actually providing
financial services. The House Financial Services Committee recognized this problem
and in December 2005, passed its own regulatory relief legislation by a vote of 67
to 0.

In 2004, the Banking Committee held a hearing on proposals regarding regulatory
relief for banks, thrifts, and credit unions. The hearing covered all points of view
and was made up of three panels of witnesses: Members of Congress, regulators,
and trade associations and consumer groups. Office of Thrift Supervision Director
John Reich, as the leader of the interagency Economic Growth and Regulatory Pa-
perwork Reduction Act (EGRPRA) task force, was asked to review the testimony
presented at the hearing and prepare a matrix which listed all the recommendations
and positions presented to the Committee. The result brought forward 136 burden
reduction proposals. By the second hearing held in June 2005, the list of proposals
had grown to 187 items, many of which are in the House-passed bill, H.R. 3505. This
was a huge undertaking and I appreciative the hard work and cooperation of so
many involved, especially OTS Director Reich for his perseverance in leading this
effort.

To ensure transparency in the process, the matrix of 187 items was circulated
among the regulators, trade associations, and consumer groups, and all the various
viewpoints have been recorded. We have heard witness testimony in two previous
hearings, and numerous meetings have also been held with all interested parties
throughout this process. Witnesses have thoroughly detailed the ever-increasing
number of requirements and outdated restrictions placed on our financial institu-
tions. Each requirement, restriction, report, and examination imposed may individ-
ually have been justified when adopted, but as time passes and markets and con-
sumer demand changes, the necessity for imposing some of these requirements and
restrictions becomes outdated or subsides. I think that all of us want to try and turn
this around, and I know that the witnesses that we are going to hear from today
will help us identify where we can trim the regulatory fat without adversely impact-
ing regulatory oversight.

I look forward to working with my colleagues as we quickly proceed to a markup,
and I would encourage them to identify which proposals they support or oppose.
Some Members have expressed interest in proposals that have both defenders and
detractors here today, which I intend to explore with our witnesses.
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PREPARED STATEMENT OF SENATOR MICHAEL B. ENZI

Thank you, Mr. Chairman. I would also like to thank Senator Crapo for his hard
work on this issue. Providing regulatory relief for our Nation’s financial institutions,
and the agencies who regulate them, is an important but difficult task. There are
many stakeholders and interests to balance. At last count, the list of proposals was
reaching 200. I am sure by the end of this process we will have even more. I look
forward to reviewing this comprehensive legislative package once it has been intro-
duced.

The reason our Committee is pursuing a regulatory relief proposal is to reduce
the paperwork and administrative burden placed on our financial institutions. And
we must also ensure that they are operating in a safe and sound manner, with their
customers’ best interests in mind. However, these terms can have different mean-
ings, depending on the bank, the customer, and the context.

A standard disclosure process used by a large national bank is sometimes not ap-
propriate for a small community bank, but they are forced into a one-size-fits-all ap-
proach. There are thousands of examples of this all over the country, including my
home State of Wyoming.

Wyoming, like many rural States, has a strong system of community banks and
credit unions. These institutions are often an anchor to our towns. They are commu-
nity centers where Wyoming residents can deposit checks, get a small business loan,
or set up a savings account to save for a child’s college tuition. And usually, the
person sitting across the desk is a friend or neighbor. In Wyoming, banking is done
on a personal level, and that is a great way to do business. So when we examine
the regulatory burden these banks manage, we need to look at it in a different con-
text.

A large amount of money and resources are spent by banks filing transaction re-
ports and disclosures required by their regulator. This includes currency transaction
reports, suspicious activity reports, call reports, and many others. Often they can
assist in investigations and prosecutions that put dangerous felons, even terrorists,
behind bars.

However, some of these reports contain very little information, but are filed for
the sake of compliance. Unnecessary reporting is a drain for law enforcement and
financial institutions alike. Banks spend important resources filing these reports,
and law enforcement agencies spend more time trying to sort the good information
from the bad. This is a classic symptom of the one-size-fits-all approach. And it hits
our small banks the hardest. Community banks often cite the time and cost of filing
these reports as their largest regulatory expense.

We need to take a more commonsense approach to these processes. We need an
approach that allows discretion if the customer is a long-term account holder, or if
this particular activity is an everyday transaction for a customer with special needs.
This would allow agencies to spend more time focusing on catching the criminals.
It would also give banks more time and money to dedicate to their customers.

I have been working on another important issue for an industry familiar to me—
accounting. When this Committee considered the bill that became the Gramm-
Leach-Bliley Act of 1999, we knew it would drastically change the way our financial
industry operated. For example, Title V of the Act enumerated the obligation of fi-
nancial institutions to protect their customers’ private information, something that
had never been done on such a large scale before.

But for those in the accounting industry, this was old news. Certified Public Ac-
countants are bound by privacy laws older and stricter than Gramm-Leach-Bliley.
However, with the passage of Gramm-Leach-Bliley, CPA’s were required to disclose
privacy notices like everyone else.

State-licensed CPA’s in all States are prohibited from disclosing personal informa-
tion unless specifically allowed by the customer. Under Gramm-Leach-Bliley, insti-
tutions can share information unless prohibited by a customer. There is a significant
difference here, and one that makes annual privacy disclosures for CPA’s unneces-
sary.

I have been working closely with Congressman Mark Kennedy from Minnesota on
an exemption of this annual disclosure for State-licensed CPA’s who follow stricter
privacy laws. While the cost of this annual disclosure can be annoying for larger
firms, it can be deadly for small firms or sole proprietors. An exemption could save
these firms valuable resources.

I look forward to working with my Banking Committee colleagues on this issue
and other meaningful reforms for our Nation’s small financial institutions.

Thank you Mr. Chairman.
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PREPARED STATEMENT OF SENATOR CHUCK HAGEL

Mr. Chairman, I want to thank you for holding today’s hearing. I also want to
thank Senator Crapo for his leadership in addressing regulatory reform. Since being
elected to the Senate, I have advocated and introduced legislation to repeal the ban
on banks paying interest on business checking accounts. While this prohibition ap-
plies to all banks and businesses, it targets and discriminates against small banks
and small businesses. That is why I, along with Senators Snowe and Reed, intro-
duced the Interest On Business Checking Act (S. 1586) last year.

Big banks can currently circumvent the prohibition and offer alternative accounts,
called sweep accounts. These sweep accounts allow big banks to effectively provide
their customers with interest-bearing checking accounts. These types of accounts are
generally too expensive for both small banks and small businesses. While I support
business innovation, I do not believe it is fair when any business gains a competitive
edge over another due to government interference through over-regulation.

Passage of this bill will remove one of the last vestiges of an obsolete interest rate
control system and provide America’s small business owners, farmers, and farm co-
operatives with a funds management tool that is long overdue. It will ensure Amer-
ica’s entrepreneurs can compete effectively with larger businesses. My experience as
a businessman has shown me that it is extremely important for anyone trying to
maximize profits to be able to invest funds wisely for maximum efficiencies.

Repealing this ban has passed the Senate Banking Committee in previous Con-
gresses. Unfortunately, there has been some disagreement as to how to address this
legislation with respect to Industrial Loan Companies or ILC’s. Mr. Chairman, the
bill which I introduced last year, leaves the decision to be determined by the bank-
ing regulators.

This is a straightforward bill that will do away with an unnecessary regulation
that burdens American business. It is an important tool to strengthen the Nation’s
engine of job growth—the small businesses that are important customers for small
banks. I urge the Committee to include this proposal in its legislative efforts of reg-
ulatory relief. Thank you.

PREPARED STATEMENT OF SENATOR MEL MARTINEZ

Good morning. Thank you, Chairman Shelby for holding this hearing. I also want
to commend Senator Crapo and his staff for their excellent and thorough work
throughout this regulatory relief legislative process. You have shown strong leader-
ship and command of these issues and I know the Florida Bankers appreciate your
efforts—as do I.

I will keep my comments brief since we have fully vetted these issues several
times before this Committee, but I want to express for the record how important
the provisions related to the Bank Secrecy Act are to the bankers in my State.
When the BSA was passed in 1970, terrorism was something very different than it
is today. It is crucial to aggressively prevent and investigate terrorist financing and
Congress’ intention to track terrorists’ money trails by requiring financial institu-
tions to submit Currency Transactions Reports and Suspicious Activity Reports was
well-intended. However, we may not be obtaining the information Congress origi-
nally sought through CTR’s—or with the frequency and duplicity that they are filed.

We have heard from previous witnesses in this Committee that CTR’s can be a
very useful tool to identify and locate criminals and terrorists, but that many of the
CTR’s filed by financial institutions are of little relevance in investigating financial
crime. Because of this and the fact that compliance with the BSA tends to be the
most expensive regulatory burden on community banks, I believe changes are need-

Legislative changes including increasing the threshold for filing a CTR and ad-
justing it for inflation, allowing banks filing fewer than 50 CTR’s a month to file
quarterly, and allowing banks to exempt “seasoned customers” would all make a tre-
mendous difference in the daily operations of Florida bankers—and I believe would
not take away from our constant effort to deter and intercept terrorist activities.

From the time I hit the campaign trail to the meeting I had with Florida bankers
last month, the examples of the burdens of the BSA are alarming. One example that
stands out is from Eagle National Bank in Miami which has been around since 1957
and currently holds around $300 million in assets. It files approximately 30 CTR’s
each month, the majority of which are for its largest cash customer—the Salvation
Army. Because the Salvation Army operates on a cash basis, Eagle National Bank
provides the necessary banking services it needs to run its Miami locations. The Sal-
vation Army has been one of Eagle National’s customers for years, but they still
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have to file a CTR each time it conducts $10,000 worth of banking transactions on
any given day.

There is no doubt that Florida bankers are doing their part to alert law enforce-
ment and regulators of suspicious banking activity that occurs in their banks. If we
can help them by relieving some of the excessive regulatory burdens that we are
finding are not producing the results Congress was seeking, this is our opportunity
and it is our responsibility to do so. Again, I want to thank Senator Crapo for his
dedication to this effort and I look forward to hearing from our witnesses.

PREPARED STATEMENT OF SENATOR RICHARD C. SHELBY

The Committee meets today on the “Consideration of Regulatory Reform Pro-
posals.” We will be hearing from a number of witnesses including regulators, indus-
try, and consumer groups on regulatory relief proposals for banks, thrifts, and credit
unions. Over the past 2 years, we have received input from all the stakeholders and
have compiled a matrix of suggestions for regulatory reform.

The financial marketplace is ever evolving because of shifts in consumer demand
and changes in technology. These changes occur quickly and can often lead a once
useful regulation to become obsolete and overly burdensome.

This Committee is always mindful of the tensions that sometimes exist between
the desire to deliver an effective product, ensure safety and soundness, and protect
the American consumer. Accordingly, this Committee has attempted to create a
transparent and exhaustive process in order to ensure that these concerns are not
overlooked. Indeed, a key part of this process was instituted in 1996 when Congress
enacted the EGRPRA Act, which directed the agencies to work together to eliminate
outdated, unnecessary, and unduly burdensome regulations.

The purpose of this hearing is in furtherance of this process, but our focus lies
in addressing any areas where legislative change is required.

Before we begin, I would like particularly to thank Senator Crapo and his staff
for their efforts and patience in creating a fair and transparent process to review
these proposals.

I would like to welcome all of our witnesses this morning, and I look forward to
hearing from each of you.

PREPARED STATEMENT OF SENATOR DEBBIE STABENOW

Mr. Chairman, thank you for scheduling this hearing, it certainly is timely. In the
last few months, I have heard from a number of organizations in my State about
regulatory relief. The message is always the same—they need our help to ensure
that their time and money is spent on what they do best, running their businesses.

Just this morning, I spent some time with CPA’s in my State of Michigan. Their
most pressing issue over the last few years has been the burdensome regulations
that have hindered their ability to focus on their business.

As an example, CPA’s have their own strict policies through State licensing and
regulations. The State regulations for CPA’s are stronger and the penalties are more
severe than what is required under the Federal GLB laws. Yet, they are required
to abide by GLB regulations even though this does not add any more protection for
consumers. In fact, the duplicative requirements weaken both regulations and pen-
alties for CPA’s. It just does not make sense.

It is these types of issues that we need to address. We need to make sure that
the regulations do what they were intended to do—protect consumers, provide intel-
ligence, and ensure the integrity of financial transactions. Ultimately, we need to
make sure that regulations pass the common sense test.

I believe we can accomplish this by working with the panelists today and their
organizations in the future to adopt a regulatory structure that is sound and suc-
cessful in protecting consumers and bringing relief to banks, credit unions, and all
other financial institutions who have faced increasing costs of regulation.

I look forward to hearing more about seasoned customers. Specifically, I am very
interested in hearing about improvements to our disclosure requirements that allow
for better intelligence and consumer protection as well as mitigate any unnecessary
information that distorts our ability to analyze transactions.

Thank you again for being here today and working with us to improve current
regulations for all stakeholders.
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I.  Introduction

Good morning, Mr. Chairman, Ranking Member Sarbanes, and members of
the Committee. Thank you for the opportunity to address the issue of regulatory

burden relief.

Mr. Chairman, I wish to commend you, Ranking Senator Sarbanes and the
other distinguished Members of this Committee for your efforts to develop
legislation to remove unnecessary regulatory burden from the banking industry. I
especially want to recognize the tremendous efforts of Senator Crapo and his staff,

who have taken the lead in crafting this important legislation.

Since most of our regulations 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
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Economic Growth and Regulatory Paperwork Reduction Act (EGRPRA), which I
will discuss today, requires us to identify and address unnecessary regulatory

burdens that require legislative action.

Removing unnecessary regulatory obstacles that prevent institutions from
efficiently and effectively serving their customers, stifle innovation, distort
competition in our financial services industry, and impede job creation and
economic growth in the general economy, is an important personal goal of mine

and a continuing objective of the Office of Thrift Supervision (OTS).

Although we have accomplished much in recent years to streamline and
eliminate some of the burdens faced by depository institutions, there remain many
other areas for improvement. We are fully committed to work with you, Mr.
Chairman, Senator Crapo, Senator Sarbanes, and the Members of the Committee to

address these issues.

In my statement, I will discuss the ongoing interagency regulatory burden
relief process, pursuant to EGRPRA, which I have led since 2003. 1 will also
highlight the most pressing industry needs for regulatory relief, and provide you
with an overview of various legislative proposals important to the banking
industry. Finally, I will conclude my remarks with a discussion of the legislative

priorities of OTS. The most important of these include the following:
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e Removing the duplicative oversight and disparate treatment of savings
associations under the federal securities laws by providing the same
exemptions available to banks with respect to investment adviser and
broker-dealer activities that each conducts on otherwise equal terms and

under substantially similar authority.

e 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.

¢ Eliminating the existing arbitrary limits on thrift consumer lending

activities,

e Clarifying the citizenship status of federal savings associations for

federal court diversity jurisdiction.

e Establishing 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 at the end of my testimony, and
describe several other initiatives that we are recommending for enactment. First, I

will summarize our efforts under the EGRPRA Program.
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A. The EGRPRA Program

EGRPRA, enacted in 1996, requires the Federal Financial Institutions
Examination Council (FFIEC) and each of its member agencies to review their
regulations at least once every ten years, in an effort to eliminate any regulatory
requirements that are outdated, unnecessary or unduly burdensome. For the past
three years, I have been leading the interagency effort and I am pleased to report

that we are making progress.

Pursuant to EGRPRA, the agencies are required to categorize their
regulations by type (such as "safety and soundness" or "consumer protection”
rules) and then publish each category for public comment. The interagency task
force divided the agencies' regulations (131 rules in all) into 12 categories and
agreed to publish one or more categories for public comment every six months,
with 90-day comment periods, for the remainder of the review period (which ends

in September, 2006).

The agencies have already jointly published six separate requests for
comment in the Federal Register. Those six requests for comments have covered
more than 120 regulations. In response to these requests, the agencies received
more than 1000 comment letters containing hundreds of recommendations for

change from bankers, consumer and community groups, trade associations and
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other interested parties. Each of the recommendations is being carefully reviewed
and analyzed by the agency staffs. Based on these reviews, the appropriate agency
or agencies is expected to bring forward, and request public comment on,

proposals to change specific regulations.

Industry, 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 process, a description of the agencies' action plan, information
about our banker and consumer outreach sessions and a summary of the top

regulatory burden issues cited by bankers and consumer groups.

The EGRPRA website also provides direct links to the text of each
regulation and comments can be sent to the website. Comments submitted through
the website are automatically transmitted to all of the financial institution
regulatory agencies. Comments are then posted on the website for everyone to
review. The website has proven to be a popular source for information about the

project, with thousands of hits being reported every month.
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While written comments are important to the agencies' efforts to reduce
regulatory burden, it is also important to have face-to-face meetings with bankers
and consumer group representatives so they have an opportunity to directly
communicate their views on the issues. Over the past three years, the agencies
sponsored a total of ten banker outreach meetings in different cities around the
country to heighten industry awareness of the EGRPRA project. The meetings
provided an opportunity for the agencies to listen to bankers' regulatory burden
concerns, explore comments and suggestions, and identify possible solutions.
Banker outreach meetings were held in Orlando, St. Louis, Denver, San Francisco,
New York, Nashville, Seattle, Chicago, Phoenix and New Orleans. More than 500
bankers (mostly CEOs) and representatives from the national and state trade
associations participated in these meetings along with representatives from OTS,
the Federal Deposit Insurance Corporation (FDIC), Federal Reserve Board (FRB),
Office of the Comptroller of the Currency (OCC), the Conference of State Banking
Supervisors (CSBS), and the state regulatory agencies. The banker outreach
meetings have been extremely useful and productive in identifying regulatory
burden concerns. 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.

The first meeting was on February 20, 2004, in Arlington, Virginia, the second on



60

June 24, 2004 in San Francisco and the third on September 23, 2004 in Chicago.
Representatives from a number of consumer and community groups participated in
the meetings along with representatives from the FDIC, FRB, OCC, OTS, CSBS,
and the National Credit Union Administration (NCUA). The meetings provided a

useful perspective on the effectiveness of many existing regulations.

At the June 9, 2005 regulatory burden hearing before this Committee,
Senator Sarbanes, among others, expressed concemn that the banking agencies had
not obtained sufficient input from consumer and community groups in connection
with the EGRPRA process. The Senator also suggested that we hold several joint
meetings with bankers and consumer/community groups. We followed this
suggestion and found the opportunity to meet with a number of community and

national consumer leaders enormously helpful.

In response to these suggestions, the agencies hosted a meeting on July 20,
2005, in Washington, D.C., with representatives of various national consumer and
community organizations to solicit their views on the proposals to reduce
regulatory burden. The agencies also sponsored three joint banker and
consumer/community group focus group meetings on August 25, 2005 in
Washington, D.C., on September 1, 2005 in Los Angeles, and on September 8,

2005 in Kansas City. We subsequently received a document outlining the views of
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the consumer and community organizations on the items on the EGRPRA

Legislative Matrix.

As a result of these efforts, a growing number of legislative items and
issues have gained support. It is my sincere hope that all of this effort has not been
wasted. urge you carefully to consider all of the suggestions that you hear today,
as well as the various items and proposals set forth by each of the agencies in our

written statements.

B. Most Pressing Industry Needs

Before discussing some of the industry’s legislative proposals, it is
important to note that there are two areas not detailed in this statement that many
of our institutions have identified as unduly burdensome—the Bank Secrecy Act

(BSA) requirements and the rules under the Sarbanes Oxley (SOX) Act.

Virtually all institutions raise these two issues as regulatory relief priorities;
however, the impact of these statutory provisions is often most acute for smaller,
community-based institutions that do not have the resources and wherewithal to
implement the type of cost-effective, global programs required to address the
monitoring of activities under these laws. While these laws are also problematic
for larger institutions, smaller institutions are significantly more burdened, by

virtue of their size, to develop and implement cost-effective solutions to address
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BSA and SOX requirements. This, in turn, imposes greater competitive stresses on

smaller institutions relative to their larger competitors.

An item of particular significance is a provision in H.R. 3505, the
regulatory relief bill passed by the House last October, to except from filing certain
currency transaction reports (CTRs) of so-called “seasoned customers.” Eligible
customers would include corporations and organizations that have maintained a
depository account at an institution for at least 12 months, and have engaged
through that account in activities that have triggered multiple CTR filings. Itis our
understanding that the Financial Crimes Enforcement Network (FinCEN) supports

this amendment.

OTS is fully supportive of efforts to provide meaningful BSA relief to the
institutions we regulate consistent with the requirements of the BSA and the needs
of law enforcement. We will support any burden reduction proposal to streamline
existing BSA requirements, provided it is supported by FinCEN, not opposed by
law enforcement, and it provides meaningful relief that outweighs any diminished

utility to the BSA.

Similarly, we are also open to working with the other federal banking
agencies (FBAs), and the Members of this Committee to identify ways to provide

relief to all institutions, but particularly to smaller institutions, under the SOX Act.
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II. Industry Legislative Proposals

EGRPRA requires input from the industry and other interested parties. As
described above, we have made tremendous efforts to get input through the public
notice and comment process as well as through outreach meetings held around the
country. As a result, we have received many promising ideas for true regulatory

burden reduction.

As you will recall, in June of 2004, I testified, along with 17 other
witnesses, before this Committee. At the end of the hearing, Senator Crapo asked
me, as the leader of the interagency EGRPRA task force, to review the testimony
presented at the hearing and extract the various regulatory burden reduction

proposals. 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 together 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.
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Subsequently, each federal banking agency reviewed the 136 items, with
particular emphasis on the 78 industry consensus items, and provided comment.
Review of the agencies positions show that 59 items are supported by at least two
agencies, and that 21 items are opposed by at least one agency. This means that

there are 115 of 136 items that the agencies either support or do not oppose.

After hearing what the industry viewed as outdated or unnecessary
regulatory burdens and numerous interagency discussions analyzing the merits of
the industry requests, we next turned to the consumer/community groups for their
input. As previously described, the agencies first met with these groups to solicit
their input on the matrix items, and then inter-agency meetings were held jointly
with the consumer/community groups and bankers in Washington, D.C., Los
Angeles and Kansas City. The meetings helped to develop greater consensus and
understanding among the parties on the legislative proposals to reduce regulatory
burden, and provided an opportunity to work through the matrix to hear the
insights and concerns of all parties. The meetings were very thoughtful and
interactive and we value the perspective that the consumer and community leaders

provided on these issues.

Recently, the agencies and various industry groups identified 50 more items

that they believe should be under consideration in any regulatory relief legislation.
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The industry and the consumer groups have also provided comment on these items,

and I believe that the agencies are nearing final review of these items as well.

For your convenience, we have grouped the 186 matrix items into the
following categories of significant regulatory relief priorities promoted by the
industry that meet the objectives of the EGRPRA project. These priorities are

grouped as follows:

¢ Bank Secrecy Act amendments (Matrix items 106, 176 and 180)
e Privacy Notices (Matrix items 63, 108, 134, 174 and 177)

¢ Small Institution Examination Flexibility (Matrix items 42, 68, 112 and

169)
e Interest on Business Checking Accounts (Matrix item 3)
e Federal Court Diversity Jurisdiction (Matrix items 28, 58 and 184)
e Cross Marketing Provision (Matrix items 139, 171 and 187)
e Anti-Tying amendment (Matrix items 136 and 185)
e Streamline Call Reports (Matrix item 109)

e Parity for Savings Associations under the Securities Acts (Matrix item

52)



66

¢ Removal of Limitations of Consumer Loans and Small Business Loans

(Matrix items 82 and 53)

e Streamline Depository Institution Merger Applications (Matrix items 5,

6, 61 and 69)

e Increase Limits for Thrifts on Commercial Real Estate Loans (Matrix

item 87)
¢ Insider Lending/Regulation O (Matrix items 4, 93 and 111)

¢ Eliminate Prior Written Consent to Establish Branches by Well-
Managed, Well-Capitalized, Highly-Rated Institutions (Matrix items 62

and 118)

Based on the feedback that I have received from the many people who have
participated in the EGRPRA process, including various meetings with lawmakers,
industry participants, and community leaders, I believe that there is real
momentum behind the effort to reduce regulatory burden in our country, and
particularly in industries, such as financial services, that directly impact American
consumers. [ was gratified to see the House Financial Services Committee address
some of these burden issues and pass H.R. 3505, the Financial Services Regulatory
Relief Act, with unanimous bipartisan support last year. H.R. 3505 includes a

number of significant regulatory relief provisions to reduce regulatory burden.
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III. OTS Legislative Priorities

All of OTS’s top legislative priorities are included in H.R. 3505, although
two of the provisions offer only a partial fix. Section 201 of H.R. 3505 provides
relief to savings associations under the federal securities laws. Section 212 of
H.R. 3505 updates the commercial and small business lending authority of savings
associations. In addition, section 622 establishes statutory succession authority for
the position of the OTS Director. Sections 213 of H.R. 3505, however, provides
only partial relief to savings associations (for auto loans) with respect to the
existing consumer lending limits imposed on thrifts. Similarly, section 208 falls
short of a complete fix by providing that a federal savings association is a citizen
of both its home state and the state of its principal place of business (rather than

just its home state) for purposes of federal court diversity jurisdiction.

A. Eliminating Duplicative Regulatory Burdens for Savings

Associations under the Federal Securities Laws

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
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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
savings associations, the application of the federal securities laws in these two
arcas 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 last
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.l 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.

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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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
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
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. Institutions

should be able to expand and diversify their product lines to meet customer
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demands within the boundaries of their existing charter authorities and without
additional, redundant regulatory burdens, such as those imposed by the IAA and

1934 Act registration requirements,

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 IAA and 1934 Act
registration requirements—as set forth in section 201 of H.R. 3505—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 former SEC Chairman Donaldson in the context of the

discussion on the SEC’s IAA proposal.?

1. 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 JAA.
While the GLB Act slightly narrowed the bank exemption, banks may still provide

investment management and advisory services to all types of accounts without

2. Comment of former 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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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 3, 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 continue to 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 in

May 2004 when the SEC staff advised the Commissioners that none of the savings

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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associations currently registered under the IAA—there are 47 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.

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. IAA 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 last year of most of our largest IAA-registered
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savings associations indicated aggregate annual institution 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 [AA 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
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 [AA registration
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requirements.® Minimizing duplicative regulation, changes reflecting
developments and advances in industry practices, underlying Congressional intent
to carve out certain types of entities from [AA 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 Senate Banking Committee (SBC)) 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. During consideration of the amendment, the SEC represented to the SBC

4. SEC Final Rule: Certain Broker-Dealers Deemed Not To Be Investment Advisers, Release
No. 34-51523 (April 12, 2005).
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that legislation was not needed to resolve this problem since the SEC would be
able to resolve the issue by regulation.’” More than 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 I[AA-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 TAA 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 and SEC Commissioners, including the three past
Chairmen, 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 such as section 201 of H.R.

3505.

5. During deliberations on the Competitive Markets Supervision Act before the Senate Banking
Committee in July 2000, Senator Bayh proposed an amendment to extend the JAA 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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2. 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-
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
released proposed amendments to the interim dealer rule on October 31, 2002, and

the final dealer rule on February 14, 2003. The final dealer rule gives savings
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associations the same exemptions as banks. On June 30, 2004, the SEC published
in the Federal Register a new proposed rule (Regulation B) governing when a bank
or savings association must register as a broker. Originally scheduled to go into
effect on September 30, 2005, the SEC recently extended the effective date for
Regulation B until September 30, 2006 in order to afford time to fully consider the

comments received from the industry and other interested parties.®

Unlike the SEC’s Regulation B, savings associations are not 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 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

6. Order Extending Temporary Exemption of Banks, Savings Associations, and Savings Banks
from the Definition of “Broker” Under Section 3(a)(4) of the Securities Exchange Act of 1934,
Release No. 34-52405 (September 9, 2005).
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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.

B. Eliminating Obstacles to Small Business Lending by Federal

Savings Associations

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—such as that set forth in
section 212 of H.R. 3505—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 these changes make sense for savings associations. 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
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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,
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.

7. 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.
private gross domestic product. U.S. Small Business Administration, Frequently Asked
Questions (March 2004).

8. 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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C. Removing Disparate Standards in Savings Association Consumer

Lending Authority

Another important regulatory burden legislative proposal for OTS is
eliminating an anomaly that exists under HOLA relating to the current 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 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 éctivities 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

burden relief.

Currently, section 208 of H.R. 3505 removes the 35 percent cap for auto
loans made by savings association. For the reasons stated above, we believe

eliminating the 35 percent cap for all types of consumer loans, including auto
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loans, makes good policy sense and we urge that the Committee consider an

amendment that accomplishes this objective.

A related amendment would address a similar anomaly that exists with how
savings associations compute so-called “qualified thrift investments” (QTI) under
the qualified thrift lender (QTL) test. Currently, a savings association may count
100 percent of its credit card loans as QTL, 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.

D. Clarification of Citizenship of Federal Savings Associations for

Federal Diversity Jurisdiction

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. Section 213 of H.R. 3505 provides that, for purposes of
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determining diversity jurisdiction, a federal savings association is a citizen of its
home state and, if different, the state in which its principal place of business is
located. While OTS supports section 213, our preference would be to modify the
provision consistent with the Supreme Court’s recent decision holding that a

national bank is a citizen of only its home state.

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. A provision similar to section 213 of
H.R. 3505 would avoid this result, and 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 ogerating regionally or nationally with depositors across the country would
find it difficult or impossible to establish diversity jurisdiction. A uniform rule
governing federal jurisdiction when a savings association is involved would reduce

confusion and uncertainty.
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E. Agency Continuity — Creating Statutory Succession Authority and

Modernizing Appointment Authority for the OTS Director

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. Section 622 of H.R. 3505 would accomplish this by revising
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.

We believe that this revision is 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 suddenly was incapacitated as a result of an event arising from a national

emergency.
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The OCC has long-standing authority for appointing Deputy Comptrollers,’
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 establishing 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.

9, 12US.C. §4.
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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 on
these and other provisions that will benefit the thrift industry. Before addressing
these items, however, we want to draw the Committee’s attention to a proposal that
has been circulated among some Members of the Committee regarding legislation

to amend the law applicable to mutual holding companies (MHCs).

A. Proposed Mutual Holding Company Amendments

Within the last several months, we have been asked to opine on several
occasions regarding a proposal to amend the statutory and regulatory requirements

applicable to mutual holding companies (MHCs). In particular, a request has been
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made to alter the corporate governance rules for these types of entities in order to
permit the minority shareholders of a savings association to override the interests
of a controlling, majority MHC shareholder (all MHCs are structured in this

manner).

By way of background, a MHC structure is a statutory creation that permits
a mutual savings association to remain community-based by avoiding a full-scale
mutual-to-stock conversion. As we described in a recent letter to Senator Crapo,
“part of the rationale supporting the MHC structure is that it allows for an infusion
of capital into the institution without subjecting the institution to the types of
shareholder pressures that may compromise and/or eventually eliminate the
institution as a separate community banking organization.” We believe that this is

an important objective that should be preserved.

As part of the process, the MHC is initially the sole shareholder at the
outset of a MHC reorganization (owning 100 percent of the outstanding shares of
the underlying institution); pursuant to statute and OTS regulations, the MHC is
required to remain the majority and controlling shareholder throughout its
existence. When an MHC subsequently decides to sell a minority interest to
members of the public (including to the existing depositors of the institution), it
does so under strict rules and procedures set forth by both the Securities Exchange

Commission and OTS. This ensures that minority investors in a depository
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institution controlled by a MHC acquire their minority interest with full notice and
disclosure that the MHC is, and will continue to be, the controlling shareholder of

the underlying depository institution.

The proposal that we have been asked to review would provide the minority
shareholders in a MHC structure greater control over the underlying depository
institution than a majority and controlling MHC. In our view, this is inconsistent
with U.S. corporate governance standards, and would undermine the interests of
the underlying institution’s depositors. Again, as stated in the letter to Senator
Crapo, “[t]he interests of a former [mutual savings bank’s] mutual depositors, as
represented by the MHC in an MHC structure, are paramount in connection with a
MHC reorganization. The minority shareholders of an institution in an MHC
structure are aware of this at the outset of the transaction, and they purchase shares
of the converted institution with this knowledge. Any attempt to provide minority
shareholders with greater rights and interests than the majority MHC undermines
the basic principles of sound corporate governance and corporate ownership rights,

as well as the objective of the mutual-to-stock conversion rules.”

It is our view that any proposal that overrides the controlling interest of a
majority MHC shareholder in favor of the institution’s minority shareholders is
inconsistent with good corporate governance and prevailing U.S. rules related to

the rights of minority sharcholders vis-a-vis majority shareholders in public
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companies. More fundamentally, we are concerned that the proposal poses
significant safety and soundness risks in the operation of MHCs, and also risks the

retention and future use of the MHC structure.

B. Eliminating Duplicative Oversight of Savings Association

Subsidiaries by OTS and the FDIC

Under current law, savings associations are required to provide notice to
both the FDIC and the OTS betore acquiring a subsidiary or conducting any new
activity through a subsidiary. This duplicative notification is burdensome and
unnecessary. OTS supports streamlining the subsidiary notification process by
eliminating the FDIC notification requirement for savings associations that wish to
acquire a subsidiary or engage in any new activity through a subsidiary. The FDIC
would still be able to determine by regulation or order that any specific activity
poses a serious threat the Deposit Insurance Fund; and savings associations would
still be required to provide notice to OTS when engaging in a new activity or

acquiring a new subsidiary.

This proposal would place discretion within OTS, the primary federal
regulator of savings associations, to determine permissible activities conducted by
savings association subsidiaries. There appears to be no sound policy rationale for

having a duplicative oversight procedure for determining what activities are
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permissible for a savings association subsidiary. In this regard, we note that no
similar procedure exists for determining the activities permissible for a national

bank subsidiary.

The proposal is set forth in Matrix Item # 95, which it is my understanding
is supported by the industry, and not opposed by any consumer groups. We urge
inclusion of this provision in any regulatory relief bill considered by the

Committee.

C. Authorizing Federal Savings Associations to Merge and

Consolidate with Non-Depository Affiliates

OTS favors an amendment, such as that set forth at section 203 of IL.R.
3505, providing federal savings associations the authority to merge with one or
more of their non-depository institution affiliates, equivalent to authority 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

10. Section 6 of the National Bank Consolidation and Merger Act (12 U.S.C. § 215a-3).
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associations by permitting mergers with non-depository 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.

D. Amending the International Lending Supervision Act (ILSA) to

Support Consistency and Equal Representation

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 and should be added to any regulatory relief

legislation considered by the Committee.

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
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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:

e Establish special reserves necessary to reflect risks of foreign activities;
and
¢ 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
(SLHCs) have international operations (including several foreign-based holding
companies) that provide opportunities for expanded international operations by the

subsidiary savings association.



93

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 ILSA 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. SLHCs 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, currently with over $9 trillion in outstanding

11
loans.

11. See Mortgage Bankers Association Mortgage Finance Forecast (June 6, 2005).
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OTS currently participates in numerous Basel Committee working groups
and subcommittees. Giving OTS a recognized voice on Basel will help assure that
international bank supervision policies do not inadvertently harm savings

associations or the numerous internationally active SLHCs.

E. Enhancing Examination Flexibility

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 an amendment, such as that set forth in section 607 of H.R. 3505 to
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increase the small institution threshold to $1 billion for well-capitalized, well-

managed institutions.

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

highest risk institutions.

F. Removal of Qualified Thrift Lender Requirements with Respect to

Out-of-State Branches of Federal Savings Associations

OTS also supports an amendment, such as that at section 211 of H.R. 3505,
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.

G. Authority for a Savings and Loan Holding Company to Own a

Separate Credit Card Savings Association

Another unnecessary and burdensome statutory provision is a limitation

imposed on existing SLHCs that limits their activities (to those permissible for a
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multiple 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 BHC under BHC Act.

From a regulatory burden perspective, it makes no sense to subject a SLHC
structure to an additional bank regulator, i.e., supervising the 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. We support an amendment, such as section 216 of H.R. 3505,
providing that a limited purpose credit card savings association is not deemed a
savings association, or is excluded from consideration, in applying the activitics

restrictions imposed on multiple SLHCs under the HOLA.
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H. Modernizing the Community Development Investment Authority

of Savings Associations

OTS supports updating HOLA to give savings associations the same
authority as national banks and state member banks to make investments to
promote the public welfare. A provision, such as section 202 of H.R. 3505, would
enhance 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
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.
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We favor a provision such as section 202 of H.R. 3505 because it closely
tracks the existing authority for banks. Under this provision, 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 15 percent on an exception basis.

I.  Eliminating Geographic and Ownership Limits on Thrift Service

Companies

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
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savings associations and banks to obtain services at lower costs due to economies

of scale or to engage in other approved activities.

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.

Currently, section 406 of H.R. 3505 would provide authority for savings
associations to invest in bank service companies, and section 503 would eliminate
geographic limits on thrift service companies. We support these provisions and
urge the Committee to include these in any bill considered by the Committee in

order to provide for a streamlined and efficient regulatory framework.
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J.  Streamlining Agency Action under the Bank Merger Act

OTS supports streamlining the 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. An amendment
such as that set forth at section 610 of H.R. 3505 would eliminate the need for five
agencies to 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.

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 and urge action by this Committee to
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reduce regulatory burden on the industry at the earliest possible date. I want to
thank you, Mr. Chairman, Senator Sarbanes, Senator Crapo, and the other
Members of the Committee 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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These accounts do not trigger
investment advisor registration

These accounts do not trigger
investment advisor registration

Trust Accounts
(with investment management
or advice responsibilities)

= Personal Trust

* Employee Benefit
Trust

= Charitable Trust

Do not have to register
because of existing exemption

NO CHANGE

These accounts will still
trigger investment advisor
registration

Court Accounts
(with investment management
or advice responsibilities)

* Executor
*  Administrator
= Guardian

»  Conservator

Do not have to register
because of existing exemption

NO CHANGE

These accounts will still
trigger investment advisor
registration

Agency Accounts
(with investment management

or advice responsibilities)

* [ndividuals

= Personal Trusts

* Employee Benefit
Plans and Trusts
Corporate Entities
Charities

Mutual Funds

Hedge Funds
Common Trust Funds
Collective Investment
Funds

Do not have to register
because of existing exemption

(uniess providing investment
advice to a mutual fund, in
which case the department or
division of the bank or trust
company providing the advice
must register as an investment
adviser)

NO CHANGE

These accounts will still
trigger investment advisor
registration
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STATEMENT OF SENATOREVAN BAYH
SENATE COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS
COMPETITIVE MARKET SUPERVISION ACT
SAVINGS ASSOCIATION EXEMPTION FROM THE INVESTMENT ADVISORS ACT
July 13,2000

One of the bills that is before us today is the Competitive Market Supervision Act. This
bill, which I have co-sponsored, does two important things for the people of the United States.
First, the bill reduces securities fees for a large number of Americans. These fees, while
relatively small, put an unnecessary burden on all investors, including those with retirement
funds or pension funds. Second, the bill would provide for pay parity for Securities and
Exchange Commission professional employees, by permitting the SEC to bring their pay in line
with that of employees of other financial regulatory agencies. The SEC is charged with ensuring
that investors receive the highest level consumer protections. This bill would help the SEC to
attract - and retain — the best minds to fulfill its obligations to the American people.

On a separate issue, I have become aware of disparate treatment between savings
associations and banks under the Investment Advisors Act. This Act exempts banks from its
scope but does not exempt savings associations. This differing treatment puts savings
associations at a competitive disadvantage, without reason. A similar disparity used to exist
under a related law, the Investment Company Act of 1940; however, last year the Gramm-Leach-
Bliley Act corrected the discordant treatment.

In the past few months, my staff has had discussions with the Securities and Exchange
Commission and industry representatives. The SEC has determined that it has the statutory
authority to exempt individual institutions and groups of institutions - including savings
associations — from the scope of the Investment Advisors Act. Since the SEC has concluded that
this parity issue may be resolved through rulemaking and has agreed to work with the industry to
reach such resolution, I withhold legislative involvement. [ appreciate their commitment and
look forward to their resolution.

.
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August 18, 2000

The Honorable Arthur Levitt
Chairman

Securities and Exchange Commission
450 Fifth Street, N.W.

Washington, D.C. 20549

Dear Chairman Levitt:

As you are aware, on July 13, 2000, the Senate Banking Committee held a markup on S.
2107, The Competitive Market Supervision Act, among other legislation. Although I was unable
to attend the markup, 1 submitted a written statement for the record. I thought you might be
interested in seeing a copy of the statement, which I attached for you.

In my written statement, as a co-sponsor of S. 2107, I reiterated my belief of the
appropriateness of the legislation and its benefits to Americans. Separately, I commented on the
Securities and Exchange Committee’s rulemaking initiative to exempt savings associations from
the Investment Advisors Act. Savings associations should be provided a level playing field with
banks, which historically have been exemjt from the Act. Because SEC staff detgrmined that
this parity issue may be resolved through rulemaking and agreed to move forward with the
rulemaking process, I withheld legislative action at the July 13 markup. Ilook forward to the
SEC’s timely resolution of this issue. s

If I or my staff may be of assistance in this rulemaking effort or other matters; please do
not hesitate to <all.

Sincerely,

-

Evan Bayh
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Office of Thrift Supervision John E. Bowman
Department of the Treasury Chief Counsel

1700 G Street, N.W., Washington, DC 20552 » (202) 906-6372

January 9, 2006

The Honorable Mike Crapo
239 Dirksen Building
Washington, DC 20510

Dear Senator Crapo:

This letter is in response to language on "Mutual Savings Bank Conversions" that your
office has asked us to review (copy enclosed). I understand that our staff has already provided
informal comments to you on this. The purpose of this letter is to formalize the previous
comments, as well as to highlight the concerns of the Office of Thrift Supervision (OTS) with
respect to the proposal we have reviewed.

Generally, the language we reviewed raises a number of significant issues. The
description also appears confused about the relative rights and ownership interests of mutual
members of a mutual holding company (MHC) and minority shareholders of a mutual savings
bank (MSB) that has converted to stock form in an MHC structure. As detailed below, OTS
believes the proposal would significantly disadvantage the rights and interests of the depositors
of an MSB that reorganizes into an MHC structure.

First, the discussion indicates that OTS currently regulates MSBs. Please note that the
OTS and FDIC both regulate MSBs and have similar rules with respect to the substantive issue
raised in the proposal, i.e., enabling minority shareholders to control a savings association
subsidiary of an MHC. These rules are intended to provide for the MHC structure as an
alternative to an outright mutual-to-stock conversion by a mutual depository institution.

Second, part of the rationale supporting the MHC structure is that it allows for an
infusion of capital into the institution without subjecting the institution to the types of
shareholder pressures that may compromise and/or eventually eliminate the institution as a
separate community banking organization.

Third, when minority shareholders invest in a depository institution owned in an MHC
structure, they understand that they are purchasing a minority ownership interest, which OTS
(and FDIC) rules clearly state and contemplate. Specifically, they understand that the MHC
controls the institution and makes the business decisions regarding it.

Fourth, while many depositors of an MSB may execute "running proxies" that will
continue at the MHC level, depositors always have the ability to rescind these and vote on any
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matter pending at an annual meeting. Regarding the notification rules for an annual meeting by
an institution in an MHC structure, the minority shareholders of the MHC's savings association
subsidiary receive the same notice as required for any stock institution.

Finally, with respect to the reference that the non-public MHC would prevail in a
situation where 100 percent of the public shareholders voted against a management slate that is
approved by the nonpublic MHC, please note that the largest and controlling shareholder of a
converted institution in an MHC structure remains the MHC. The premise of the MHC structure
is that depositors (who are members of the MHC) retain control of the institution. Moreover, to
the extent that such control would pass from the MHC to the minority shareholders, a mutual-to-
stock conversion would effectively occur, without compliance with existing mutual-to-stock
conversion regulations.

The interests of a former MSB's mutual depositors, as represented by the MHC in an
MHC structure, are paramount in connection with an MHC reorganization. The minority
shareholders of an institution in an MHC structure are aware of this at the outset of the
transaction and purchase shares of the converted institution with this knowledge. Any attempt to
provide minority shareholders with greater rights and interests than the majority MHC
undermines the basic principles of sound corporate governance and corporate ownership rights,
as well as the objectives of the mutual-to-stock conversion rules.

If you have any further questions, please feel free to contact me or Kevin Petrasic,
Managing Director for External Affairs, at (202) 906-6452. Thank you.

' Brimo

/
John E. Bowman
Chief Counsel

Enclosure
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PREPARED STATEMENT OF GAVIN GEE
DIRECTOR OF FINANCE, IDAHO DEPARTMENT OF FINANCE
ON BEHALF OF THE
CONFERENCE OF STATE BANK SUPERVISORS
MARCH 1, 2006

Good morning, Chairman Shelby, Ranking Member Sarbanes, and Members of the
Committee. I am Gavin Gee, Director of Finance for the Idaho Department of Fi-
nance, and I am pleased to be here today on behalf of the Conference of State Bank
Supervisors (CSBS). Thank you for inviting CSBS to be here today to discuss strate-
gies for reducing unnecessary regulatory burden on our Nation’s financial institu-
tions.

CSBS is the professional association of State officials who charter, regulate, and
supervise the Nation’s approximately 6,240 State-chartered commercial banks and
sax(flings institutions, and nearly 400 State-licensed foreign banking offices nation-
wide.

As past 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 authori-
ties and primary regulators of the vast majority of our Nation’s community banks.

Chairman Shelby and Senator Crapo, we applaud your longstanding commitment
to ensuring that regulation serves the public interest without imposing unnecessary
or duplicative regulatory burdens on financial institutions. At the State level, we are
constantly balancing the need for oversight and consumer protections with the need
to encourage 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. 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 in-
stitutions because the State-level supervisory environment—locally oriented, rel-
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 balance to curb potentially excessive Federal regulatory
measures, and as a means of promoting a wide diversity of financial institutions.

Second, while our current regulatory structure and statutory framework recognize
some differences between financial institutions, too often it demands a “one size fits
all” approach. Overarching Federal requirements designed to cover all institutions
are often unduly burdensome on smaller or community-based banks.

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 the 6,100 smaller institutions. We see this impact on earnings every day
among the institutions we supervise. Community banks represent a shrinking per-
centage of the assets of our Nation’s banking system, and we cannot doubt that com-
pliance costs are in part driving mergers. These mergers do not always serve the
best interests of our citizens. Even where laws officially exempt small, privately
held banks, as in the case of Sarbanes-Oxley, the principles behind these laws hold
all institutions to increasingly more expensive compliance standards.

Congress has an urgent responsibility to review the impact that these Federal
statutes have had on our Nation’s economy. My colleagues and I see a financial
service industry that is bifurcated, and becoming more so. We see the emergence
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of a line that divides our country’s banking industry into larger and smaller institu-
tions. This process has wide-ranging implications for the economic health of our en-
tire country.

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,
I recognize that federally chartered community banks are equally important to
small business.

The Small Business Administration tells us that 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 are often better-positioned to
offer customized products that meet small businesses’ unique needs.

Unnecessary regulatory burden shifts community banks’ financial and human re-
sources away from these activities to activities whose benefits may not justify their
costs. Reducing this burden will allow banks to focus on their core businesses, pro-
viding the services that fuel our economy.

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 affect consumer needs and business practices. These fac-
tors might include geographic location, structure, management performance, and
lines of business. The largest banks are pushing, understandably, for a comprehen-
sive, national set of rules for their evolving multistate operations. We ask you to
remember, however, that new universal Federal requirements will also cover State-
chartered banks operating in States that do not already have similar rules in place,
because these States have made individual determinations that they are unneces-
sary regulatory burdens.

Third, while technology continues to be an invaluable tool of regulatory burden
relief, it is not a panacea.

Technology has reduced regulatory burden in countless ways. State banking de-
partments, like their Federal counterparts, now collect information from their finan-
cial institutions electronically as well as through on-site examinations. Most State
banking departments now accept a wide range of forms on-line, and allow institu-
tions to pay their supervisory fees on-line. Many State banking departments allow
institutions online access to maintain their own structural information, such as ad-
dresses, 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-
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 to improve the examination process, while making the process less intrusive
for financial institutions. Technology helps examiners target their examinations
through better analysis, makes their time in financial institutions more effective,
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 we should be gathering all of this informa-
tion.

Our Bankers Advisory Board members have expressed particular concern about
Bank Secrecy Act (BSA) requirements, Currency Transaction Reports and Sus-
picious Activity Reports. These collection requirements have become far more exten-
sive in the past 3 years, representing the new importance of financial information
to our national security. Financial institutions recognize that they are in a unique
position to gather this type of financial data, and that this information can prove
to be invaluable. However, as both State and Federal regulators and law enforce-
ment officials become more sophisticated about the types of financial information
that is useful, we hope that Congress can review requirements to assure that banks
collect only essential information. In particular, we urge Congress, FinCEN and the
Federal banking regulators to simplify the BSA reporting forms and look carefully
at potential changes to threshold levels.

Likewise, CSBS has worked diligently with FinCEN and the Federal banking
agencies to develop clear, risk-based BSA examination procedures. We hope these
procedures will alleviate some of the financial industry’s concerns in this area.

Recommendations for Regulatory Burden Relief

Specifically, my colleagues and I recommend that Congress include the following
reforms in any regulatory burden relief legislation.
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Federal Financial Institutions Examination Council

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 on the Federal Financial Institutions Examination
Council (FFIEC) from one of observer to that of full voting member.

The FFIEC’s State Liaison Committee includes State bank, credit union, and sav-
ings bank regulators. The chairman of this Committee participates in FFIEC meet-
ings, but is not able to vote on policy or examination procedures that affect the insti-
tutions we charter and supervise. 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 regulatory policy and procedures. (Matrix number 72)

Regulatory Flexibility for the Federal Reserve

CSBS also believes that the Federal Reserve should have the flexibility it needs
to allow State-chartered member banks to exercise the powers granted by their
Ehagters, as long as these activities pose no significant risk to the deposit insurance
und.

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 member banks, which
has no basis in promoting safety and soundness.

A major benefit of our dual banking system has always been the ability of each
State to authorize new products, services and activities for its State-chartered
banks. Congress has consistently reaffirmed this authority; the Federal Deposit In-
surance Corporation Improvement Act (FDICIA), in 1991, allowed States to continue
to authorize powers beyond those of national banks. Removing unnecessary restric-
tions on State member banks would be a welcome relief. (Matrix number 70)

Coordination of State Examination Authority

CSBS and the State banking departments have developed comprehensive proto-
cols to coordinate the supervision of State-chartered banks that operate branches in
more than one State. Through the CSBS Nationwide State Federal Cooperative
Agreements, in place since 1996, a bank’s chartering State (the home State) works
closely with either the FDIC or Federal Reserve and bank commissioners in the
States where the bank operates branches (the host State) to provide quality, risk-
focused supervision. To bolster these efforts, we strongly recommend that the Senate
include language that reinforces these principles and protocols in any regulatory
burden relief bill.

CSBS believes that Congress should codify the procedures for examining State-
chartered institutions with branches in more than one State. The House included
a provision to make this change in H.R.1375, the regulatory burden relief bill it
passed in the 108th Congress.

This provision, as slightly modified, would recognize the primary authority of the
chartering or home State, while requiring all home and host State bank supervisors
to abide by any written cooperative agreement relating to coordination of exams and
joint participation in exams.

The language adopted by the House also provides that, unless otherwise per-
mitted by a cooperative agreement, only the home State supervisor may charge
State supervisory fees on multistate banks.

The host State supervisor could still examine the branch for compliance with host
State consumer protection laws, with written notification to the home State super-
visor. If the cooperative agreement allows it or if the bank is troubled, the host
State supervisor could also participate in the home State’s examination of the out-
of-State bank, to ascertain that the bank is conducting its branch activities in a safe
and sound manner.

If the host State supervisor determines that a branch is violating host State con-
sumer protection laws, the supervisor may undertake enforcement actions, with
written notice to the home State supervisor. This provision would not limit the au-
thority of Federal banking regulators in anyway, nor would it affect State taxation
authority. (Matrix number 60)

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
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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. (Matrix number 71)

De Novo Interstate Branching

CSBS seeks changes to Federal law that would allow all banks to cross State lines
by opening new branches. While the Riegle-Neal Interstate Banking and Branching
Efficiency Act of 1994 intended to leave this decision in the hands of the States, in-
consistencies in Federal law have created a patchwork of contradictory 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. Creative interpretations from the Comptroller of the Currency have ex-
empted most national banks, as well.

Therefore, we ask Congress to restore competitive equity by allowing de novo
{)nterst)ate branching for all federally insured depository institutions. (Matrix num-

er 26

Additionally, the Conference of State Bank Supervisors endorses approaches, such
as the Communities First Act (S. 1568, introduced by Senator Brownback of Kansas
and cosponsored by Senator Hagel of Nebraska), 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 because one size is not appropriate for every customer, and
one system is not appropriate for every institution. We ask that Congress include
some type of targeted relief for community banks in any regulatory relief legislation.

The Communities First Act (CFA) includes several of the changes CSBS rec-
ommends to help reduce regulatory burden without undue risk to safety and sound-
ness. My colleagues and I have developed these recommendations through extensive
discussions among ourselves and with State-chartered banks, and 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, com-
bined with the health of the banking industry, make annual on-site examinations
unnecessary for the vast majority of healthy financial institutions. Section 107 of
the CFA would extend the mandatory Federal examination cycle from 12 months
to 18 months for healthy, well-managed banks with assets of up to $1 billion, and
CSBS endorses this change.

Raising the threshold for eligibility for the 18-month examination cycle from $250
million in assets to $1 billion in assets will allow for more effective allocation of ex-
aminer resources, as well as relieving unnecessary burden on well-managed institu-
tions.

Changing the safety-and-soundness examination cycle for these banks would have
no effect on the cycles for Community Reinvestment Act (CRA) and compliance ex-
aminations, which are scheduled separately. (Matrix number 169)

Privacy Notices

We recommend that, in certain circumstances, banks be exempted from the provi-
sions of the Gramm-Leach-Bliley Act (GLBA) that require annual privacy notices be
sent to all customers. Section 203 of the CFA would create this exemption for banks
that do not share customer information except as permitted by GLBA exceptions,
do not share information with affiliates under the Fair Credit Reporting Act, and
have not changed their privacy policy since they last mailed privacy notices to their
customers. (Matrix number 63)
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Call Reports

We support CFA’s provisions, in Sections 102 and 204, to allow well-capitalized
and well-rated banks with assets of $1 billion or less to file a short form Call Report
every other quarter. This would reduce the reporting obligations of smaller institu-
tions while still providing the banking agencies with the information we need. In
conjunction with this, we believe that streamlining the information currently by
Call Reports would reduce burden without endangering safety and soundness. Much
of the perceived burden associated with Call Reports is the ever-increasing demand
for more information, not all of which seems essential for regulators to do their jobs.

More broadly, we believe that banks would benefit from the type of sunset provi-
sions on Federal legislations that many States include in their own banking stat-
utes. 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. (Matrix number 109)

Sunset provisions require legislators and regulators to review their laws at reg-
ular intervals to determine whether they are still necessary or meaningful. The pas-
sage of the Fair Credit Reporting Act amendments showed how valuable this review
process can be.

Understanding that we cannot impose a sunset date on the entire Federal bank-
ing code, we urge Congress to apply this approach to as wide a range of banking
statutes as possible.

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, creating a nationwide
financial marketplace, want more coordinated regulation. We share these goals, but
not at the expense of distorting our marketplace, denying our citizens 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 Comptroller’s regulations may reduce burden for our largest, federally char-
tered 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 national 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.

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 diligence.

As you consider additional measures to reduce burden on our financial institu-
tions, we urge you to remember that the strength of our banking system is its diver-
sity. The American banking system has a sufficient number of financial institutions,
of different sizes and with different specialties, to meet the needs of the world’s
most diverse economy and society. While some Federal intervention may be nec-
essary to reduce burden, relief measures should allow for further innovation and co-
ordination at both the State and Federal levels, and among community-based insti-
tutions 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. Any initiative to relieve regulatory burden must recognize this system’s value.
Vibrant, diverse local economies require a responsive and innovative State banking
system that encourages community banking.

History shows that State bank examiners are often the first to identify and ad-
dress economic problems, including cases of consumer abuse. We are the first re-
sponders to almost any problem in the financial system, from downturns in local in-
dustry or real estate markets to the emergence of scams that prey on senior citizens
and other consumers. We can and do respond to these problems much more quickly
than the Federal Government, often bringing these issues to the attention of our
Federal counterparts 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,
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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 continued high earnings levels suggest that whatever regulatory
burdens remain, they are not interfering with larger institutions’ ability to do busi-
ness profitably. The growing gap between large and small institutions, however,
suggests a trend that is not healthy for the industry or for the economy.

The ongoing effort to streamline our regulatory process while preserving the safe-
ty 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 supervisors
continue to work with each other, with our legislators and with our Federal counter-
parts 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
i:)ok forward to any questions that you and the Members of the Committee might

ave.

PREPARED STATEMENT OF DONALD L. KOHN
MEMBER, BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

MARCH 1, 2006

Chairman Shelby, Senator Sarbanes, and Members of the Committee, thank you
for the opportunity to discuss the Federal Reserve’s views on regulatory relief. The
Board commends the Committee for its continued focus and work on this important
issue. In particular, I would like to recognize and thank Senator Crapo and his staff
for their ongoing efforts to coordinate the many regulatory relief proposals that have
been advanced to date by the Federal banking agencies, financial trade associations,
and others.

The regulatory requirements imposed on our Nation’s banking organizations have
grown over time. Often the impact of these requirements falls hardest on our Na-
tion’s community banks, which have fewer resources than larger organizations to
meet the challenges posed by new or additional regulations. Although the individual
requirements and restrictions imposed by Federal law may well have been justified
at the time of adoption, changes in the marketplace, technology, and, indeed, in the
Federal banking laws themselves may well have altered the balance of the cost-ben-
efit analysis that should underlie each requirement and restriction. Unnecessary
regulatory burdens hinder the ability of large and small banking organizations to
meet the needs of their customers, operate profitably, innovate, and compete with
other financial services providers. That is why the Board periodically reviews its
own regulations and why it is so important for Congress to periodically review the
Federal banking laws to determine whether there are any provisions that may be
streamlined or eliminated without compromising the safety and soundness of bank-
ing organizations, consumer protections, or other important objectives that Congress
has established for the financial system.

The Board, working with the other banking agencies, has been, and will continue
to be, a strong and active supporter of Congress’ regulatory relief efforts. In 2003,
the Board provided this Committee with a number of legislative proposals for inclu-
sion in a regulatory relief bill. Since then, in response to requests from Senator
Crapo, the Board has reviewed numerous other regulatory relief proposals included
in the Matrix of Financial Services Regulatory Relief Proposals (Matrix) compiled
by Senator Crapo’s staff that may affect the Federal Reserve or the organizations
we supervise. As a result of that process, I am pleased to report that the Board now
supports more than 35 legislative proposals. These proposals would meaningfully re-
duce regulatory burden, improve the supervision of banking organizations, or other-
wise enhance the Federal banking laws without compromising the fundamental
goals of bank regulation and supervision. A complete listing and summary of the
proposals supported by the Board is included in the appendix to my testimony. We
believe these proposals provide an excellent starting point for any regulatory relief
legislation, and we look forward to working with the Committee as you develop and
perfect such legislation.

In my remarks, I will highlight the three items that are the Board’s highest regu-
latory relief priorities. These proposals would allow the Federal Reserve to pay in-
terest on balances held by depository institutions at Reserve Banks, provide the
Board greater flexibility in setting reserve requirements, and permit depository in-
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stitutions to pay interest on demand deposits. These proposals may well sound fa-
miliar to you and they should. The Board has supported these amendments for
many years because we believe each of them would improve the operation of our
financial system. I should note that these three amendments form the core of
S. 1586, the Interest on Business Checking Act of 2005, which was introduced last
year by Senators Hagel, Reed and Snowe. The Board strongly supports passage of
S. 1586, either independently or as part of a broader regulatory relief bill.

In addition to these priority items, I will highlight a few other legislative pro-
posals that we believe would provide meaningful regulatory relief to banking organi-
zations as well as some steps that the Board has taken on its own to reduce regu-
latory burden. Finally, I will discuss several matters related to industrial loan com-
panies (ILC’s). This topic has been raised by some regulatory relief proposals, but
it has much broader policy implications for the structure and supervision of the
banking industry.

Interest on Reserves and Reserve Requirement Flexibility
(Matrix Nos. 1 and 2)

The first two of the Board’s priority items relate to reserve requirements, which
exist to assist the Federal Reserve conduct monetary policy. Federal law currently
obliges the Board to establish reserve requirements on certain deposits held at de-
pository institutions and mandates that the Board set the ratio of required reserves
on transaction deposits above a certain threshold at between 8 and 14 percent. Be-
cause the Federal Reserve does not pay interest on the balances held at Reserve
Banks to meet reserve requirements, depositories have an incentive to reduce their
required reserve balances to a minimum. To do so, they engage in a variety of re-
serve avoidance activities, including sweep arrangements that move funds from de-
posits that are subject to reserve requirements to deposits and money market in-
vestments that are not. These sweep programs and similar activities absorb real re-
sources and therefore diminish the efficiency of our banking system.

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 has long supported legislation that would authorize the Federal Re-
serve to pay depository institutions interest on the balances they hold at Reserve
Banks. As we previously have testified, paying interest on required reserve balances
would remove a substantial portion of the incentive for depositories to engage in re-
serve avoidance measures, and the resulting improvements in efficiency should
eventually be passed through to bank borrowers and depositors. Having the author-
ity also to pay interest on contractual clearing and excess reserve balances as well
as required reserves would enhance the Federal Reserve’s ability to efficiently con-
duct monetary policy. In addition, it would complement another of the Board’s pro-
posed amendments, which would give the Board greater flexibility in setting reserve
requirements for depository institutions.

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 Federal Reserve 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 contractual clearing balances could potentially provide a demand for vol-
untary balances that would be stable enough for monetary policy to be implemented
effectively through existing procedures without the need for required reserve bal-
ances. In these circumstances, the Board, if authorized, could consider reducing—
or even eliminating—reserve requirements, thereby reducing a regulatory burden
for all depository institutions, without adversely affecting the Federal Reserve’s abil-
ity 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-
ized to pay interest on excess reserves, and did so, the rate paid would act as a min-
imum for overnight interest rates, because banks generally would not lend to other
banks at a lower rate than they could earn by keeping their excess funds at a Re-
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serve Bank. Although the Board sees no need to pay interest on excess reserves in
the near future, the ability to do so would be a potentially useful addition to the
monetary policy toolkit of the Federal Reserve.

Interest on Demand Deposits (Matrix No. 3)

Another priority item for the Board would repeal the statutory restrictions that
currently prohibit depository institutions from paying interest on demand deposits.
Repealing these restrictions would improve the overall efficiency of our financial sec-
tor, assist small banks in attracting and retaining business deposits, and allow
small businesses to earn direct interest on their checking account balances. As a
practical matter, these restrictions currently do not impede the payment of interest
on consumer deposits because depository institutions generally are permitted to
offer individuals interest-bearing negotiable order of withdrawal (NOW) accounts,
which are checkable transaction accounts similar to demand deposits.

To compete for the liquid assets of businesses, however, banks have been com-
pelled to set up complicated procedures to pay implicit interest on compensating bal-
ance accounts and they spend resources—and charge fees—for sweeping the excess
demand deposits of businesses into money market investments on a nightly basis.
Small banks 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 unneces-
sary if institutions were permitted to pay interest on demand deposits directly. The
costs incurred by banks in operating these programs are passed on to their large
and small business customers and many small businesses do not benefit from these
programs.

For these reasons, the Board’s proposed amendment would allow all depository in-
stitutions that have the legal authority to offer demand deposits to pay interest on
those deposits. The amendment would eliminate the need for banks to operate, and
business customers to pay for, sweep and compensating balance arrangements to
pay or earn interest on demand deposits. As I will explain a little later, however,
the Board opposes amendments that would separately authorize ILC’s that operate
outside the supervisory and regulatory framework established for other insured
banks to offer, for the first time, transaction accounts to business customers.

The Board believes that, once enacted, the authorization for depository institu-
tions to pay interest on demand deposits should become effective promptly. S. 1586
would achieve this goal by requiring that the authority to pay interest on demand
deposits become effective no later than 90 days after enactment. The Board, how-
ever, does not advocate the provisions of S.1586 or other bills that would allow
banks to offer a reservable money market deposit account (MMDA) from which
twenty-four transfers a month could be made to other accounts of the same deposi-
tor. These provisions would permit banks to sweep balances from demand deposits
into MMDA’s each night, pay interest on them, and then sweep them back into de-
mand deposits the next day. This type of twenty-four-transfer MMDA likely would
be useful only during the transition period before direct interest payments were al-
lowed. Moreover, as the Board has explained in previous testimonies, this type of
account would represent an inefficient, more costly and less readily available alter-
native to interest-bearing demand deposits.

De Novo Interstate Branching

The Board also strongly supports an amendment that would remove outdated bar-
riers to de novo interstate branching by banks. Since enactment of the Riegle-Neal
Interstate Banking and Branching Efficiency Act of 1994 (Riegle-Neal Act), all fifty
States have permitted banks to expand on an interstate basis through the acquisi-
tion of an existing bank in their State. Interstate banking is good for consumers and
the economy as well as banks. The creation of new branches helps maintain the
competitiveness and dynamism of the American banking industry and improve ac-
cess to banking services in otherwise underserved markets. It results in better
banking services for households and small businesses, lower interest rates on loans,
and higher interest rates on deposits. Interstate branching also increases conven-
ience for customers who live, work, and operate across State borders.

However, the Riegle-Neal Act permitted banks to open a branch in a new State
without acquiring another bank only if the host State enacted legislation that ex-
pressly permits entry by de novo branching (an opt-in requirement). To date, twen-
ty-two States and the District of Columbia have enacted some form of opt-in legisla-
tion, while twenty-eight States continue to require interstate entry through the ac-
quisition of an existing bank.
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This limitation on de novo branching is an obstacle to interstate entry for all
banks and also creates special problems for small banks seeking to operate across
State lines. Moreover, it creates an unlevel playing field between banks and Federal
savings associations, which have long been allowed to establish de novo branches
on an interstate basis.

The Board’s proposed amendment would remove this last obstacle to full inter-
state branching for banks and level the playing field between banks and thrifts by
allowing banks to establish interstate branches on a de novo basis. The amendment
also would remove the parallel provision that allows States to impose a minimum
requirement on the age of banks that are acquired by an out-of-State banking orga-
nization. While the Board supports expanding the de novo branching authority of
banks, the Board continues to believe that Congress should not grant this new
branching authority to ILC’s unless the corporate owners of these institutions are
subject to the same type of consolidated supervision and activities restrictions as the
corporate owners of other full-service insured banks.

Small Bank Examination Flexibility (Matrix No. 68)

The Board also supports expanding the number of small institutions that may
qualify for an extended examination cycle. Federal law currently requires that the
appropriate Federal banking agency conduct an on-site examination of each insured
depository institution at least once every 12 months. The statute, however, permits
institutions that have less than $250 million 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 Insur-
ance Corporation (FDIC) may alternate responsibility for conducting these examina-
tions with the appropriate State supervisory authority if the Board or FDIC deter-
mines 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. Importantly, this change would not exempt any in-
sured depository institution from routine safety and soundness examinations, and
would not lengthen the examination cycle for institutions experiencing financial or
managerial difficulties. This change is unanimously supported by the Federal bank-
ing agencies and potentially would allow approximately an additional 1,200 insured
depository institutions to qualify for an 18-month examination cycle. The Board be-
lieves this change would provide meaningful relief to small, financially strong insti-
tutions without compromising safety and soundness.

The Board’s supervisory experience, however, indicates that institutions with as-
sets approaching $1 billion tend to have more complex risk profiles and are more
likely to operate business lines on a regional or national basis than institutions with
assets of less than $500 million. For these reasons, the Board is not comfortable
raising the asset threshold for an 18-month examination cycle to $1 billion, as items
No. 112 and No. 169 in the Matrix would do. The Board also does not support pro-
posals, such as item No. 42 in the Matrix, that would allow a Federal banking agen-
cy to extend the examination cycle for a potentially indefinite period of time for in-
stitutions of any size. Despite advances in off-site monitoring, the Board continues
to believe that regular on-site examinations play a critical role in helping bank su-
pervisors detect and correct asset, risk-management, or internal control problems at
an institution before these problems result in claims on the deposit insurance funds.
If an agency is experiencing shortages in its examination resources, we believe it
would be better to address these constraints through the supplementation of the
agency’s resources, rather than by extending the mandated frequency of safety and
soundness examinations.

Other Board Legislative Proposals and Actions to Reduce Regulatory
Burden

In addition to these proposals, the Board supports a variety of other regulatory
relief amendments included in the Matrix. These amendments, which are discussed
more fully in the Appendix, would among other things:

e Restore the Board’s ability to determine that nonbanking activities are “closely re-
lated to banking” for purposes of Section 4(c)(8) of the Bank Holding Company Act
(BHC Act) and, thus, permissible for all bank holding companies to conduct di-
rectly or through a nonbank subsidiary (Matrix No. 137(a));

e Streamline the process for insured banks to acquire savings associations and trust
companies in interstate merger transactions (Matrix No. 138);

e Modify the cross-marketing restrictions that apply to the merchant banking and
insurance company investments of financial holding companies (Matrix No. 139);
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e Eliminate certain reporting requirements imposed on banks and their executive
officers and principal shareholders that do not contribute significantly to the mon-
itoring of insider lending or the safety and soundness of insured depository insti-
tutions (Matrix No. 4);

e Streamline the interagency consultation process for transactions under the Bank
Merger Act (Matrix No. 5);

e Shorten the post-approval waiting period for bank acquisitions and mergers where
the Attorney General and the relevant Federal banking agency agree the trans-
action will not have a significant adverse effect on competition (Matrix No. 6);

e Simplify the restrictions governing dividend payments by national and State
member banks in a way that would not adversely affect the safety and soundness
of member banks (Matrix No. 31); and

o Facilitate the flow of information during the supervisory process by clarifying that
depository institutions and others do not waive any privilege they may have with
respect to information when they provide the information to a Federal, State, or
foreign banking authority as part of the supervisory process (Matrix No. 100).

In our discussions with banking organizations about regulatory relief, one topic
that frequently comes up is the Bank Secrecy Act (BSA). We recognize that provi-
sions of the BSA require considerable effort by the banking industry to obtain, docu-
ment and provide information to law enforcement. To further promote the uniform
application of BSA and anti-money laundering (AML) requirements, the Federal
banking agencies, working with the Financial Crimes Enforcement Network of the
Treasury Department, recently issued a joint BSA/AML Examination Manual that
is designed to promote the effective and consistent examination of BSA/AML compli-
ance. The Board will continue to work with our fellow banking agencies and
FinCEN to address key issues related to BSA/anti-money laundering compliance.
With respect to currency transaction reports (CTR’s), we support the efforts of the
Treasury Department and others to develop ways of reducing the burdens imposed
on banks in a manner that would not adversely affect the ability of banks to man-
age their risk or unintentionally impede the investigative tools available to law en-
forcement.

Before moving on, I would like to mention some recent changes that the Board
itself has made to its Small Bank Holding Company Policy Statement (Policy State-
ment) and capital guidelines that we believe should provide significant relief to com-
munity banking organizations. The Board adopted the Policy Statement in 1980 to
help facilitate the transfer of ownership of small, community-based banks. Cur-
rently, the Policy Statement applies to bank holding companies that have consoli-
dated assets of less than $150 million and that meet certain qualitative criteria.
These qualitative criteria are designed to ensure that a small bank holding company
does not qualify for the Policy Statement if it engages in significant activities out-
side its supervised bank subsidiaries. Small bank holding companies that qualify
for, and operate under, the Policy Statement also are subject to several additional
restrictions and conditions that are designed to ensure that they do not present an
undue risk to the safety and soundness of their subsidiary banks.

Last week, the Board approved an amendment that increases to $500 million the
asset size threshold for determining whether a bank holding company may qualify
for the Policy Statement and the related exemption from the Board’s capital guide-
lines for bank holding companies. The Board also has proposed to make conforming
revisions to its regulatory reporting framework, which should further lower report-
ing and compliance costs for small bank holding companies. The Board believes
these actions properly balance the goals of facilitating the transfer of ownership of
small banks, on the one hand, and ensuring capital adequacy and access to nec-
essary supervisory information on the other hand. The Board, however, does not
support amendments, like item No. 116 in the Matrix, that potentially would re-
iluire the Board to raise the asset size threshold in the Policy Statement to $1 bil-
ion.

Industrial Loan Companies

As I noted earlier, the Board strongly supports amendments that would allow de-
pository institutions to pay interest on demand deposits and allow banks to open
de novo branches on an interstate basis. The Board, however, believes that, because
the corporate owners of ILC’s operate outside the prudential and legislative frame-
work applicable to the corporate owners of other types of insured banks, ILC’s
should not be authorized to offer transaction accounts to business customers or
branch de novo across State lines. Our position on these matters is long-standing
and based on the broad policy issues presented by the special exemption in current
law for ILC’s chartered in certain States.
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ILC’s are banks; specifically, they are State-chartered FDIC-insured banks. How-
ever, due to a special exemption in the Federal BHC Act, any type of company, in-
cluding a commercial or retail firm, may acquire an ILC in a handful of States—
principally Utah, California, and Nevada—and avoid the activity restrictions and
consolidated supervisory requirements that apply to bank holding companies.

ILC’s were first established early in the 20th century to make small loans to in-
dustrial workers. When the special exemption for ILC’s initially was granted in
1987, ILC’s were still mostly small, local institutions that had only limited deposit-
taking and lending powers. For example, in 1987, most ILC’s had less than $50 mil-
lion in assets and the largest ILC had assets of less than $400 million. Moreover,
in 1987, the relevant States were not actively chartering new ILC’s. Utah, for exam-
ple, had a moratorium on the chartering of new ILC’s at the time the exemption
was enacted.

However, as the Government Accountability Office (GAO) recently documented,
the ILC exemption has been actively exploited in recent years, resulting in a signifi-
cant change in the character, powers, and ownership of ILC’s. For example, one ILC
operating under the exception now has more than $60 billion in assets and more
than $52 billion in deposits, and an additional nine exempt ILC’s each have more
than $1 billion in deposits. The aggregate amount of estimated insured deposits held
by all ILC’s has grown by more than 500 percent since 1999, and the total assets
of all ILC’s has grown from $3.8 billion in 1987 to $140 billion in 2004. Several
large, internationally active commercial companies now own ILC’s under this excep-
tion and use these banks to support various aspects of their global commercial oper-
ations.

While only a handful of States have the ability to charter exempt ILC’s, there is
no limit on the number of exempt ILC’s these grandfathered States may charter in
the future. In addition, due to the limited restrictions that apply under Federal law
to the ILC’s operating under this exemption, an exempt ILC legally may engage in
the full range of commercial, mortgage, credit card, and consumer lending activities;
offer payment-related services, including Fedwire, automated clearing house (ACH)
and check clearing services, to affiliated and unaffiliated persons; and accept time
and savings deposits, including certificates of deposit (CD’s), from any type of cus-
tomer.

Why does this growth and potential further expansion of ILC’s matter? Simply
stated, it has the potential to undermine several important policies that Congress
has established for the banking system. Let me explain.

Congress has established a prudential framework for banking organizations in the
United States that is based both on the supervision of insured banks and the super-
vision of their corporate owners on a group-wide or consolidated basis. Consolidated
supervision refers to the legal framework that provides a supervisor the tools it
needs—such as reporting, examination, capital and enforcement authority—to un-
derstand, monitor and, when appropriate, restrain the risks associated with an or-
ganization’s consolidated or group-wide activities. Consolidated supervision of the
organizations that control banks not only helps prevent bank failures, it also pro-
vides important tools for managing and resolving bank failures if and when they
do occur. In fact, following the collapse of Bank of Commerce and Credit Inter-
national (BCCI), which lacked a single supervisor capable of monitoring its diverse
and global activities, Congress amended the BHC Act in 1991 to require that foreign
banks demonstrate that they are subject to comprehensive supervision on a consoli-
dated basis prior to acquiring a bank in the United States.

For a variety of reasons, Congress also has long sought to maintain the general
separation of banking and commerce in the United States. This position was re-
affirmed by Congress in the Competitive Equality Banking Act of 1987 and again
in the GLB Act of 1999. In fact, in each of these acts the Congress took affirmative
action to close the main loophole then being used by commercial firms to acquire
FDIC-insured depository institutions—the so-called “nonbank bank” loophole in
1987 and the unitary thrift loophole in 1999.

ILC’s have developed and expanded in recent years outside this framework that
governs banking organizations generally. Because of their special exemption in Fed-
eral law, any type of company may acquire an FDIC-insured ILC that is chartered
in certain States without regard to the activity restrictions that Congress has estab-
lished to maintain the general separation of banking and commerce. The exemption
also allows a company to acquire an FDIC-insured bank and avoid the consolidated
supervisory framework—including consolidated capital, examination and reporting
requirements—that applies to the corporate owners of other full-service insured
banks under the BHC Act. In addition, the exemption allows a foreign bank to ac-
quire a U.S. bank engaged in retail banking activities without meeting the require-
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ment under the BHC Act that the foreign bank be subject to comprehensive super-
vision on a consolidated basis in its home country.

As insured banks, each ILC is supervised by the FDIC as well as by its chartering
State. The Board has never questioned either the need for, or the adequacy of, this
supervision of an ILC. However, experience has led Congress to determine that su-
pervision of a full-service insured bank is not sufficient, by itself, to protect the tax-
payer and the financial system when the bank operates as part of a larger corporate
organization. The FDIC does not have the authority to supervise the corporate own-
ers of ILC’s and their affiliates in the same manner that bank holding companies
and their nonbank affiliates are supervised under the BHC Act. The GAO recently
concluded that, due to these differences in authority, exempt ILC’s may pose more
risk to the deposit insurance funds than banks operating in a bank holding company
structure.

The exemption for ILC’s in the BHC Act also permits a diversified securities, in-
surance or financial firm to acquire an FDIC-insured bank without complying with
the enhanced capital, managerial and Community Reinvestment Act (CRA) require-
ments established by Congress in the GLB Act for financial holding companies. In
addition, although the USA PATRIOT Act requires the Board to consider the effec-
tiveness of a company’s policies in combating money laundering prior to approving
the company’s application to acquire a bank, this requirement does not apply to
companies that seek to acquire an exempt ILC.

Affirmatively granting ILC’s the ability to offer transaction accounts to business
customers or open de novo branches nationwide would significantly expand the pow-
ers of exempt ILC’s, increase the attractiveness of the current loophole, and elimi-
nate any vestige of a distinction between ILC’s and 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. These proposals individually and
collectively also would exacerbate the competitive advantage that the corporate own-
ers of ILC’s have over other banking organizations that operate within the super-
visory framework established by Congress.

The Board believes that the important principles governing the structure of the
Nation’s banking system—such as the separation of banking and commerce, consoli-
dated supervision, and the supervisory criteria applicable to companies that seek to
own or control a bank—should be decided by Congress and, once established, should
apply to all organizations that own a bank in a competitively equitable manner. We
are concerned that the expansion and exploitation of the ILC exemption is under-
mining the prudential framework that Congress has carefully crafted and developed
for the corporate owners of insured banks. Importantly, these changes also threaten
to remove from Congress’ hands the ability to determine the direction of our Na-
tion’s financial system with regard to the mixing of banking and commerce.

Congress should not permit the Nation’s policy on these important issues to be
decided for it on a de facto basis through the expansion of a loophole that is avail-
able to only one type of institution chartered in a handful of States. Rather than
expanding the powers of ILC’s that operate under this special exemption in a regu-
latory relief bill, we believe it is important for Congress separately to conduct a
thorough review of the special exemption for ILC’s and its potential to change the
landscape of our financial system and create an unlevel competitive playing field.

Conclusion

I appreciate the opportunity to discuss the Board’s legislative suggestions and pri-
orities concerning regulatory relief. The Board looks forward to working with the
Committee and your staffs in developing and advancing meaningful regulatory relief
legislation that 1s consistent with the Nation’s public policy objectives.

PREPARED STATEMENT OF DOUGLAS H. JONES
ACTING GENERAL COUNSEL, FEDERAL DEPOSIT INSURANCE CORPORATION

MARcH 1, 2006

Chairman Shelby, Ranking Member Sarbanes, and Members of the Committee, I
appreciate the opportunity to present the views of the Federal Deposit Insurance
Corporation (FDIC) on proposed legislative initiatives to provide regulatory burden
relief to the financial services industry while insuring appropriate safety and sound-
ness and consumer protections are retained. The FDIC shares the Committee’s con-
tinuing commitment to eliminate unnecessary burden and to streamline and mod-
ernize laws and regulations as the financial industry evolves. Also, we would like
to thank Senator Crapo and his staff as well as the Committee staff who have
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worked with us to review the proposals. In addition, the inclusion of consumer
groups in reviewing and commenting on the many burden relief proposals has pro-
vided a wider range of perspectives and beneficial analysis.

The Federal financial institution regulatory agencies (regulatory agencies) have
been working together over the last few years to identify regulatory requirements
that are outdated, unnecessary, or unduly burdensome, in accordance with the re-
quirements of the Economic Growth and Regulatory Paperwork Reduction Act of
1996 (EGRPRA). The agencies have identified numerous proposals to reduce regu-
latory burden. We continue to work with the other agencies in an effort to achieve
greater consensus and, as required by law, we will submit a final report to Congress
with legislative recommendations later this year.

In my testimony today, I will briefly describe a few examples of burden reduction
and operational efficiencies undertaken by the FDIC, or implemented as interagency
initiatives, which are expected to relieve regulatory burden, clarify regulatory re-
quirements or assist financial institutions to improve their operations. Next, I will
identify a number of legislative burden relief proposals that are supported by all of
the Federal regulatory agencies. Finally, I will address specific legislative provisions
that the FDIC has proposed to improve our performance.

Recent Interagency and FDIC Actions

The FDIC and the other regulatory agencies are committed to improving the qual-
ity and efficiency of financial institution regulation and to reducing administratively
unnecessary regulatory burden where it is identified and where changes to current
practices do not diminish public protections. We are also examining and revising our
regulations, procedures, and industry guidance to improve how we relate to the in-
dustry and its customers. Included among the changes we have made recently are
the following items.

HURRICANE RECOVERY

The regulatory agencies worked cooperatively with State regulatory agencies and
other organizations to determine the status of financial institutions located in the
areas affected by Hurricanes Katrina, Rita, and Wilma. The agencies established a
taskforce to address policy issues that arose due to the severity of these natural dis-
asters. The agencies quickly released regulatory relief guidance to help rebuild areas
affected by the hurricane and encouraged bankers to work with consumers and busi-
ness owners experiencing difficulties due to the storms. Exercising their authority
under Section 2 of the Depository Institutions Disaster Relief Act of 1992 (DIDRA),
the agencies made exceptions to statutory and regulatory requirements when the ex-
ceptions would facilitate recovery from the disaster and would be consistent with
safety and soundness.

CALL REPORT MODERNIZATION

The FDIC, Federal Reserve Board and Office of the Comptroller of the Currency
implemented the Central Data Repository (CDR) designed to modernize and stream-
line how the agencies collect, process, and distribute bank financial data. The CDR
system took effect beginning with the third quarter 2005 Call Report Data. Under
this new system, institutions file their Call Report data via the internet using soft-
ware that contains edits by the Federal Financial Institutions Examination Council
(FFIEC) for validating Call Report data before submission.

CALL REPORT REVISIONS

In September, the FDIC, Office of the Comptroller of the Currency and Federal
Reserve Board requested comments on proposed revisions to the Call Report, rep-
resenting the first set of revisions to the content since March 2002. The proposed
changes would affect banks of all sizes and would take effect as the March 31, 2006
report date. The proposed revisions would enhance the agencies’ on- and off-site su-
pervision activities, which should alleviate some overall regulatory burden on banks.

FDICCONNECT

FDICconnect is a secure website that allows FDIC-insured institutions to conduct
business and exchange information with the FDIC. FDICconnect supports examina-
tion file exchange and electronic distribution of Special Alerts. FDICconnect reduces
regulatory burden by providing a more efficient means for insured institutions to
interact with the FDIC and various States. This is accomplished by improving proc-
esses to enable more efficient and effective communication and customer support.
For example, institutions may obtain quarterly certified statement invoices for de-
posit insurance assessments online, thus reducing burden on institutions by elimi-
nating the requirement that institutions sign and return corrected invoices. In 2005,
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the number of electronic bank applications that can be filed was expanded from
three to six. There are now 20 business transactions available through FDICconnect.

RELATIONSHIP MANAGER PROGRAM

On September 30, 2005, the Corporation implemented the Relationship Manager
Program for all FDIC-supervised institutions. The Program, which was piloted in
390 institutions during 2004, is designed to strengthen communication between
bankers and the FDIC, as well as improve the coordination, continuity, and effec-
tiveness of regulatory supervision. Each FDIC-supervised institution is assigned a
relationship manager who will serve as a local point of contact over an extended
period, and will often participate in or lead examinations for their assigned institu-
tion.

EGRPRA Interagency Consensus Items

Through the interagency EGRPRA effort led by former FDIC Vice Chairman John
Reich, now Director of the Office of Thrift Supervision, consensus among all of the
Federal regulatory agencies was reached on twelve regulatory burden relief pro-
posals. One of these proposals addressing possible reforms to the flood insurance
program has been overtaken by the devastation and aftermath of Hurricane
Katrina. Clearly, the need for comprehensive flood insurance reform is apparent and
is being addressed through separate legislative efforts. We withdraw our earlier pro-
posal regarding flood insurance and stand ready to assist the Committee in their
review of the program.

The FDIC joins with the other Federal regulatory agencies in supporting inclusion
?f g;he remaining eleven interagency consensus proposals for regulatory burden re-
ief:

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.

The Federal regulatory agencies have found that these particular reports do not
contribute significantly to the monitoring of insider lending or the prevention of in-
sider abuse. Identifying insider lending is part of the normal examination and su-
pervision process. The proposed amendments would not alter the restrictions on in-
sider loans or limit the authority of the Federal regulatory agencies to take enforce-
ment 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 regulatory agency must request a competitive factors
report from the other three Federal regulatory 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.

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. regulatory agency
obtained the information under an information sharing arrangement or other proce-
dure established to administer and enforce the financial institution laws. This
amendment would reassure foreign supervisors that may otherwise be reluctant to
enter into information sharing agreements with U.S. regulatory 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 would facilitate information sharing necessary to supervise institutions oper-
ating internationally, lessening duplicative data collection by individual national
regulators. The regulatory agency, however, cannot use this provision as a basis to
withhold information from Congress or to refuse to comply with a valid court order
in an action brought by the United States or the agency.
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Provide an Inflation Adjustment for the Small Depository Institution Exception
under the Depository Institution Management Interlocks Act

This proposal increases the threshold for the small depository institution excep-
tion 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 would increase the MSA thresh-
old, which dates back to 1978, to $100 million.

Call Report Streamlining

This proposal requires the Federal regulatory 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.
Currently, banks must report substantial amounts of financial and statistical infor-
mation with their Call Report schedules that appear to many bankers to be unnec-
essary to assessing the financial health of the institution and determining the
amount of insured deposits it holds. This amendment would require the agencies to
review their real need for information routinely so as to reduce that burden.

Enhance Examination Flexibility

Currently, the FDI Act requires the regulatory agencies to conduct a full-scale,
on-site examination of the insured depository institutions under their jurisdiction at
least once every twelve months. The FDI Act provides an exception for small institu-
tions—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 quali-
fying smaller institutions are required at least once every 18 months. This inter-
agency proposal raises the total assets ceiling 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. This would
reduce regulatory burden on low-risk, smaller institutions and permit the regulatory
agencies to focus their resources where the great majority of the industry’s assets
and deposits are.

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

This proposal would amend the Bank Holding Company Act and the FDI Act to
shorten the current 15-day minimum post-approval waiting period for certain bank
acquisitions and mergers when the appropriate Federal regulatory agency and the
Attorney General agree that the transaction would not have significant adverse ef-
fects on competition. Under those circumstances, the waiting period could be short-
ened to 5 days. However, these amendments would not shorten the time period for
private parties to comment on the transaction prior to approval under the public
notice requirements.

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.

Authorize the Federal Reserve to Pay Interest on Reserves

This proposal would give the Federal Reserve Board express authority to pay in-
terest on balances that depository institutions are required to maintain at the Fed-
eral Reserve 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, insti-
tutions have tried to minimize their reserve requirements. Allowing the Federal Re-
serve 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 helpful in ensuring that the Federal Reserve will be able to continue to imple-
ment monetary policy with its existing procedures.
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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 would eliminate current statutory min-
imum reserve requirements for transaction accounts, thereby allowing the Board to
set lower reserve requirements, to the extent such action is consistent with the ef-
fective implementation of monetary policy.

Authorize Member Banks to Use Pass-Through Reserve Accounts

This proposal 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 reserve
balances. It extends to these member banks a privilege that was granted to non-
member institutions at the time of the Depository Institutions Deregulation and
Monetary Control Act of 1980.

Provisions to Increase FDIC Efficiency

The FDIC has also developed several proposals that will help the FDIC become
more efficient and effective in its regulation of insured institutions as described
below.

JUDICIAL REVIEW OF CONSERVATORSHIP AND RECEIVERSHIP APPOINTMENTS

This proposal specifies the time period during which the appointment, in certain
circumstances, of the FDIC as conservator or receiver of a failed insured depository
institution could be challenged. Moreover, this provision provides greater certainty
to the receiver’s activities and to those doing business with the receiver.

Currently, some provisions of Federal law specify a 30-day period for challenges
after appointment of a receiver. In contrast, other provisions of the FDI Act that
govern appointment of a conservator or receiver by the appropriate Federal regu-
latory agencies for a State-chartered institution under prompt corrective action pro-
visions and the FDIC’s appointment of itself as conservator or receiver for an in-
sured depository institution are silent on the limitations period for challenges to
those appointments. At least one court has previously held that the Administrative
Procedure Act applied because the National Bank Receivership Act was silent re-
garding the time period for challenging such an appointment. The court held that
the national bank had 6 years from the date of appointment to challenge the action.
The proposed legislation remedies the silence in the National Bank Receivership Act
and in the FDI Act consistent with the parallel provisions in Section 5 of the Home
Owners’ Loan Act and another appointments provision of the FDI Act.

ENFORCEMENT OF AGREEMENTS AND CONDITIONS

This proposal enhances the safety and soundness of insured depository institu-
tions and protects the deposit insurance funds from unnecessary losses. The pro-
posed amendment provides that the Federal regulatory agencies may enforce (i) con-
ditions imposed in writing, and (ii) written agreements in which an institution-affili-
ated party agreed to provide capital to the institution. The proposal similarly would
clarify existing authority of the FDIC as receiver or conservator to enforce written
conditions or agreements entered into between insured depository institutions and
institution-affiliated parties and controlling shareholders.

In addition, the proposal eliminates the requirement that an insured depository
institution be undercapitalized at the time of a transfer of assets from an affiliate
or controlling shareholder to the insured institution in order to prevent a claim
against a Federal regulatory agency for the return of assets under bankruptcy law.
Under Section 18(u) of the FDI Act, protection against a claim for the return of as-
sets would still require that, at the time of transfer, the institution must have been
subject to written direction from a Federal regulatory agency to increase its capital
and, for that portion of the transfer made by a broker, dealer, or insurance firm,
the Federal regulatory agency must have followed applicable procedures for those
functionally regulated entities.

AMENDMENT CLARIFYING FDIC’S CROSS GUARANTEE AUTHORITY

This proposal will correct a gap in current law regarding cross guarantee liability.
As part of the Federal Financial Institutions Reform, Recovery, and Enforcement
Act of 1989 (FIRREA), Congress established a system that permits the FDIC to as-
sess liability for FDIC losses caused by the default of an insured depository institu-
tion. Cross guarantee liability, however, is currently limited to commonly controlled
insured depository institutions as defined in the statute. Because the statutory defi-
nition does not include certain types of financial institutions such as credit card
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banks that are controlled by nonbank holding companies, liability may not attach
to insured institutions that are owned by the same nonbank holding company.

Over the years, a growing number of companies have acquired, either directly or
through an affiliate, one or more credit card banks, trust companies, industrial loan
companies, or some combination of those types of institutions. Because these compa-
nies do not fall within the scope of depository institution holding companies for com-
mon control purposes, in the event of default, the FDIC may not be able to assess
cross guarantee liability as envisioned in the statute. The proposal corrects lan-
guage to strengthen the FDIC’s efforts to protect the deposit insurance funds when
it is determining whether and to what extent to exercise its discretionary authority
to assess cross guarantee liability. The assessment of liability would continue to be
only against the insured depository institution under common control with the de-
faulting institution.

AMENDMENT CLARIFYING THE FDIC’S GOLDEN PARACHUTE AUTHORITY

This proposal amends Section 18(k) of the FDIC Act to clarify that the FDIC could
prohibit or limit a nonbank holding company’s golden parachute payment or indem-
nification payment. In 1990, Congress added this section to the FDI Act and author-
ized the FDIC to prohibit or limit prepayment of salaries or any liabilities or legal
expenses of an institution-affiliated party by an insured depository institution or de-
pository institution holding company. Such payments are prohibited if they are
made in contemplation of the insolvency of such institution or holding company or
if they prevent the proper application of assets to creditors or create a preference
for creditors of the institution. Due to the statutory definition of depository institu-
tion holding company, it is not clear that the FDIC is authorized to prohibit these
types of payments made by nonbank holding companies. Some examples are compa-
nies that own only credit card banks, trust companies, or industrial loan companies.

The lack of clear authority for the FDIC to prohibit payments made by nonbank
holding companies to institution-affiliated parties frustrates the purpose of the legis-
lation by allowing nonbank holding companies to make golden parachute payments
when an institution is insolvent or is in imminent danger of becoming insolvent to
the detriment of the institution, the insurance funds, and the institution’s creditors.
The proposed amendment strengthens the FDIC’s efforts to protect the insurance
funds and ensure that an insured institution does not make these payments to the
detriment of the institution.

CHANGE IN BANK CONTROL ACT AMENDMENTS

This proposal amends the Change in Bank Control Act to address an issue that
arises when a “stripped charter” institution is the subject of a change-in-control no-
tice. A stripped charter is essentially a bank charter with insurance, but without
any significant ongoing business operations. Such “stripped charters” can result
after a purchase and assumption transaction where the assets and liabilities of an
institution are transferred to an acquiring institution, but the charter remains and
may have value attached to it.

The Change in Bank Control Act provides the appropriate Federal regulatory
agency with authority to disapprove a change-in-control notice within a set period
of time. The availability of stripped charters for purchase in the establishment of
new financial institution operations is sometimes used as an alternative to de novo
charter and deposit insurance applications. Change-in-control notices are subject to
strict time periods for disapproval and extensions of time beyond the 45 days for
review. These time frames place significant pressures on the agencies when they are
required to analyze novel or significant issues or complex or controversial business
proposals. For example, issues presented by change-in-control notices proposing con-
trol by nonresident foreign nationals, or i1ssues presented where third parties are
proposed to have significant participation in the financial institution’s operations,
generally require additional scrutiny to satisfy safety and soundness concerns. This
proposal clarifies the bases for which such notices may be disapproved and expand
the bases for extensions of time for consideration of certain notices raising novel or
significant issues. The provision is a safety and soundness measure that would
greatly increase the agencies’ ability to adequately consider the risks inherent in a
proposed business plan and to use that information in determining whether to dis-
approve a notice of change-in-control.

RECORDKEEPING AMENDMENT

This proposal modifies the requirement for retention of old records of a failed in-
sured depository institution at the time a receiver is appointed. Currently, the stat-
ute requires the FDIC to preserve all records of a failed institution for 6 years from
the date of its appointment as receiver, regardless of the age of the records at the
time of the failure. After the end of 6 years, the FDIC can destroy any records that
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it determines to be unnecessary, unless directed not to do so by a court or a govern-
ment agency or prohibited by law. Consequently, the FDIC must preserve for 6
years very old records that have no value to the FDIC, the public interest, or to any
pending litigation.

The proposed provision allows the FDIC to destroy records that are 10 or more
years old at the time of its appointment as receiver that are not relevant to any
pending or reasonably probable future litigation, unless directed not to do so by a
court or a government agency or prohibited by law. This change benefits the FDIC
and/or acquirers of failed institutions by reducing the storage costs for these out-
dated records.

PRESERVATION OF RECORDS BY OPTICAL IMAGING AND OTHER MEANS

This proposal permits the FDIC to rely on records preserved electronically, such
as optically imaged or computer scanned images, as well as the “preservation of
records by photography” currently provided by the statute.

Under present law, the FDIC is permitted to use “permanent photographic
records” in place of original records for all purposes, including introduction of docu-
ments into evidence in State and Federal court. The substance of the statute has
been unchanged since 1950. Because of the advent of electronic information systems
and imaging technologies that do not have any photographic basis, this amendment
would significantly aid the FDIC in preservation of documents by newer methods.
In addition, it can be expected that the technology in this area will continue to de-
velop. This amendment 1s intended to provide the FDIC with the flexibility to rely
on appropriate new technology, while retaining the requirement that our Board of
Directors prescribe the manner of the preservation of records to ensure their reli-
ability, regardless of the technology used.

CLARIFICATION OF SECTION 8(g) PROHIBITION AUTHORITY

Section 8(g) of the FDI Act provides the appropriate Federal regulatory agency
with the authority to suspend or prohibit individuals charged with certain crimes
from participation in the affairs of the depository institution with which they are
affiliated. This proposal clarifies that the agency may suspend or prohibit those indi-
viduals from participation in the affairs of any depository institution and not solely
the insured depository institution with which the institution affiliated party is or
was associated. The provision will make clear that a Federal regulatory agency may
use the Section 8(g) remedy even where the institution that the individuals were
associated with ceases to exist.

AUTHORITY TO ENFORCE CONDITIONS ON THE APPROVAL OF DEPOSIT INSURANCE

This proposal amends Section 8 of the FDI Act to provide each of the other three
appropriate Federal regulatory agencies with express statutory authority to take en-
forcement action against the financial institutions they supervise based upon a vio-
lation of a condition imposed by the FDIC in writing in connection with the approval
of an institution’s application for deposit insurance.

The FDIC frequently imposes written conditions when approving deposit insur-
ance to a de novo bank or thrift pursuant to Section 5 of the FDI Act (application
for deposit insurance). Because of a drafting anomaly under current law, the other
three appropriate Federal regulatory agencies cannot enforce violations of deposit
insurance conditions by their supervised institutions. Currently, our only recourse—
for institutions that we do not serve as primary regulator—is to commence deposit
insurance termination proceedings. This provision would provide express enforce-
ment authority for the involved institution’s appropriate Federal regulatory agency.

CLARIFICATION OF SECTION 8 ENFORCEMENT AUTHORITY THAT CHANGE-IN-CONTROL
CONDITIONS ARE ENFORCEABLE

The FDIC recommends language that clarifies the appropriate Federal regulatory
agencies’ authority to take enforcement action against the banks they supervise
based on a violation of a condition imposed in writing in connection with any action
by the agency on an application, notice, or other request by an insured depository
institution or institution-affiliated party. The agencies frequently provide conditions
on applications, notices, or other requests, and the proposed change to Section 8 of
the FDI Act would expressly provide that this enforcement authority applies equally
to conditions imposed in connection with notices and to applications, notices, or
other requests by an institution-affiliated party.

DEPOSIT INSURANCE RELATED TO THE OPTIONAL CONVERSION OF FEDERAL SAVINGS
ASSOCIATIONS

Under a provision adopted in the Gramm-Leach-Bliley Act (Section 739), Section
5(1)(5) of the Home Owners’ Loan Act permits Federal savings associations with
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branches in one or more States to undergo a conversion into one or more national
or State banks. Such conversions require the approval of the OCC and/or the appro-
priate State authorities. However, Section 739 does not specifically mention either
deposit insurance or the FDIC.

The FDIC supports an amendment to Section 739 clarifying that conversions
under that section, which result in more than one bank, would continue to require
deposit insurance applications from the resulting institutions, as well as review and
approval by the appropriate Federal regulatory agency. A one-to-one conversion does
not change the risk to the deposit insurance funds because it involves one institu-
tion simply changing charters. However, a “breakup conversion” presents a potential
increase in risk to the insurance funds because two or more institutions are created
with risk profiles that are likely to differ from the original institution.

BANK MERGER ACT AND BANK HOLDING COMPANY ACT—CONSIDERATION OF
POTENTIAL EFFECTS ON DEPOSIT INSURANCE FUND

The FDIC supports amendments to the Bank Merger Act and Bank Holding Com-
pany Act to require consideration of the potentially adverse effects on the deposit
insurance fund of any proposed bank merger transaction or holding company forma-
tion/acquisition. As presently written, these laws do not require that any specific
consideration be given to a transaction’s possible impact on the deposit insurance
fund. The omission is noteworthy and potentially damaging to the financial viability
of the fund.

Language specifying consideration of risks to the deposit insurance fund already
exists for consideration of other transactions. For example, regarding change in con-
trol of insured financial institutions, the FDI Act provides authority to the appro-
priate Federal regulatory agency to disapprove any proposed acquisition if the agen-
cy determines that the proposed transaction would result in an adverse effect on the
deposit insurance fund.

In addition, Section 207 of FIRREA amended Section 6 of the FDI Act to include
a new factor—“the risk presented by such depository institution to the Bank Insur-
ance Fund or the Savings Association Insurance Fund”—that must be considered in
granting deposit insurance. Additional parallels can also be found in Sections 24
and 28 of the FDI Act.

Given the potential insurance risks inherent in transactions involving large diver-
sified financial services organizations, the addition of an “adverse effect on the de-
posit insurance fund” assessment factor as a requirement under the Bank Merger
Act and Bank Holding Company Act would seem warranted. As with the other fac-
tors, each of the agencies would be required to make a separate “adverse effect on
the deposit insurance fund” evaluation during its review of the proposed trans-
action. The intent would be to ensure that the financial integrity of the deposit in-
surance fund is a prime consideration in any proposed combination. As indicated,
there is precedent in other financial institution application reviews and we believe
a compelling case can be made for its inclusion in both the Bank Merger Act and
the Bank Holding Company Act.

RECEIVER’S OR CONSERVATOR’S CONSENT REQUIREMENT

This proposal would require the consent of the receiver or conservator before a
party to a contract to which the depository institution is a party could exercise any
right or power to terminate, accelerate, or declare a default under any contract, or
to obtain possession of or exercise control over any property of the institution or af-
fect any contractual rights of the institution. Currently a conservator or receiver has
the power to seek a 45- or 90-day stay of legal actions following appointment of the
receiver, which must be granted, by any court with jurisdiction of such action or pro-
ceeding. However, parties to contracts with the depository institution are able to
take unilateral action based on contractual rights without the foreknowledge of the
receiver or conservator. The proposal would require the consent of the receiver or
conservator before a party could exercise such contract provisions.

The FDIC also suggests including language that will:

e Provide for the FDIC in its role as receiver of failing institutions to gain access
to individual FICO scores to improve the FDIC’s ability to evaluate assets and
recommend transaction structures for failing banks;

o Clarify the provision of the FDI Act relating to the resolution of deposit insurance
disputes in the case of failed insured depository institutions;

e Clarify that the FDIC is a “covered agency” for purposes of sharing confidential
information among the Federal regulatory agencies and other “covered agencies”
without losing the work-product, attorney-client, or other privileges recognized
under Federal or State law.
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Conclusion

Thank you for the opportunity to present the FDIC’s views on these issues. The
FDIC supports the Committee’s continued efforts to reduce unnecessary burden on
insured depository institutions without compromising safety and soundness or con-
sumer protection. We continually strive for more efficiency in the regulatory process
and are pleased to work with the Committee in accomplishing this goal.

PREPARED STATEMENT OF JULIE L. WILLIAMS
FIRST SENIOR DEPUTY COMPTROLLER AND CHIEF COUNSEL
OFFICE OF THE COMPTROLLER OF THE CURRENCY

MARCH 1, 2006

Introduction

Chairman Shelby, Ranking Member Sarbanes, and Members of the Committee, I
appreciate this opportunity to appear before you today on behalf of the Office of the
Comptroller of the Currency (OCC) to further the goal of reducing unnecessary regu-
latory burden on America’s banks. I also want to take this opportunity to again ex-
press our appreciation to Senator Crapo for his continuing dedication to this issue.

The OCC welcomes the opportunity to offer suggestions for reforms that would af-
fect all depository institutions, and to discuss particular proposals affecting national
banks and the national banking system. We appreciate your holding this hearing
today and we welcome this initiative to pursue regulatory burden relief legislation.

The impact of unnecessary burdens is not one-dimensional—it is 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 bur-
den also can become an issue of competitive viability, particularly for our Nation’s
community banks. Over-regulation neither encourages greater competition nor im-
proved 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, as regu-
lators we need to recognize that we have a responsibility to ensure that our regula-
tions effectively protect safety and soundness, foster the integrity of bank oper-
ations, and safeguard the interests of consumers, and do not impose regulatory bur-
dens that exceed what is necessary to achieve those goals. We should be guided by
these principles when we adopt new rules, and when we review and revise existing
ones.

We also need to recognize that not all the regulatory burdens imposed on banks
today come from regulations. Another source of regulatory burden is mandates of
Federal legislation. Relief from some manifestations of unnecessary regulatory bur-
den requires action by Congress. My testimony contains a number of recommenda-
tions for legislative changes to reduce unnecessary regulatory burden by adding pro-
visions to law to provide new flexibilities, modify requirements to be less burden-
some, and in some cases, eliminate certain requirements currently in the law.

My testimony will:

e Summarize how the Federal banking agencies are working together under the
able leadership of Director Reich of the Office of Thrift Supervision (OTS) through
the process required by the Economic Growth and Regulatory Paperwork Reduc-
tion Act of 1996 (EGRPRA) to identify unnecessary regulatory burdens, highlight
several regulatory initiatives that the OCC is pursuing with the other Federal
banking agencies to reduce burden, and summarize important regulatory burden
implications of actions of other agencies; and

e Summarize several of the OCC’s priority legislative items for regulatory burden
relief, provide an overview of some other legislative items that the OCC supports,
and note additional comments about other legislative proposals.

Regulatory Initiatives to Address Regulatory Burden

EGRPRA Process

The OCC has been and continues to be an active participant in and supporter of
the regulatory burden reduction initiative being led by OTS Director Reich. Under
Director Reich’s capable and dedicated leadership, the Federal banking agencies
have been working together since 2003 to complete the regulatory review required
under Section 2222 of EGRPRA. On a 10-year cycle, Section 2222 requires the Fed-
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eral Financial Institutions Examination Council and each Federal banking agency
to identify outdated, unnecessary regulatory requirements and, in a report to Con-
gress, to address whether such regulatory burdens can be changed through regula-
tion or require legislative action. The agencies are required to complete the publica-
tion and review cycle by September 2006 and then will submit the report to Con-
gress shortly thereafter.

The Federal banking agencies—the OCC, the Board of Governors of the Federal
Reserve System (Fed), the Federal Deposit Insurance Corporation (FDIC), and
OTS—divided their regulations into thirteen categories for purposes of publishing
those regulations for review as part of the EGRPRA process. In six public notices
published between mid-2003 and the beginning of 2006, the agencies have requested
public comment in all categories of their rules. The comment period for the last no-
tice published in early January 2006 requesting public comment on rules pertaining
to Prompt Corrective Action and the Disclosure and Reporting of CRA-Related
Agreements does not close until April 4. To date, we have received over 800 com-
ments on our notices. Every comment received will be considered in formulating the
agencies’ recommendations for specific regulatory changes as well as legislative rec-
ommendations.

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 10 banker outreach meetings in different cities and re-
gions throughout the country to hear first-hand the bankers’ concerns and sugges-
tions to reduce burden. In addition, the agencies have held four outreach meetings
with consumer and community groups in different parts of the country and three
joint outreach meetings with both bankers and consumer/community groups.
Through the public comment process and these meetings, the agencies have made
every effort to ensure that there is ample opportunity for consumers and the indus-
try to participate in this process.

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, has undertaken an unprece-
dented initiative to improve and streamline the privacy notices required under
GLBA, consistent with current law. In an Advance Notice of Proposed Rulemaking
in December 2003, the agencies asked for comments on whether to consider amend-
ing 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 no-
tices that they believe work well for consumers. Most significantly, the agencies
f)ledged to engage in consumer testing before proposing changes to the privacy regu-
ations.

The OCC and a number of the other agencies then engaged experts in plain lan-
guage disclosures and consumer testing to assist in conducting focus groups and
comprehensive, in-depth consumer interviews to find out what information con-
sumers need to understand and compare privacy practices, and the most effective
way to disclose that information to them. The object of the testing is to assess weak-
nesses with current notices, suggest alternatives that correct these weaknesses, and
test these alternatives with consumers. This project has the potential to be a win-
win for consumers and financial institutions. Shorter, more focused notices will less-
en the burden on banks. And such notices will enable consumers to make more in-
formed decisions about their personal information. The agencies expect to make
public the results of this testing soon, as well as their decision about the need for
additional testing. The results of this testing will provide the basis for the agencies’
next steps in advancing the use of simplified notices.

Reducing CRA Burden on Small Banks. Another important burden-reduction ini-
tiative recently undertaken by the OCC, Fed, and the FDIC was amendments to our
Community Reinvestment Act (CRA) regulations. The joint final rule became effec-
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tive on September 1, 2005. The joint final rule made significant changes to the agen-
cies’ regulations that will benefit community banks. Prior regulation defined a
“small bank” for purposes of CRA as a bank with assets of up to $250 million.
Banks above that asset threshold were categorized as “large” banks for CRA pur-
poses and were subject to a three-part test that separately assesses their lending,
services, and investments in their assessment areas.

For purposes of CRA, the new joint final rule creates a new class of “intermediate”
small banks, namely those with assets between $250 million and $1 billion. “Inter-
mediate” small banks are subject to the streamlined small bank lending test and
a flexible new community development test that considers a mix of community de-
velopment 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. “Intermediate” small banks also are no longer subject to certain data collec-
tion and reporting requirements.

The new rule also provides additional flexibility with respect to qualifying “com-
munity development” activities. The new rule revises the “revitalize or stabilize” cat-
egory of “community development” to provide that activities that revitalize or sta-
bilize designated disaster areas or areas designated by the agencies as “distressed
or underserved nonmetropolitan middle-income geographies” qualify as community
development activities. Notably, banks’ qualifying revitalization and stabilization ac-
tivities to provide assistance to communities in the Hurricanes Katrina and Rita
designated disaster areas are eligible for CRA credit under the rule. This change
benefits banks of all sizes and the communities in the disaster areas that they
serve.

The agencies’ joint rule carefully balances the goals of reducing unnecessary regu-
latory reporting burdens with achieving the goals of the CRA. The agencies expect
to issue final questions and answers that provide additional guidance on these new
provisions within the next several days.

Other Burden Reduction Areas of Concern

We also appreciate the Committee’s interest in examining all sources of regulatory
burdens imposed on banks today, including those that do not arise from regulations
promulgated by bank regulators. We welcome the continued interest of the Com-
mittee in issues such as regulatory implementation of the Bank Secrecy Act and
anti-money laundering standards. This area presents particular challenges for bur-
den reduction initiatives because the interests of law enforcement must be carefully
weighed, and may outweigh, in some cases, the burden reduction benefits of par-
ticular proposals.

We also welcome the Committee’s interest in ensuring that any broker rules pro-
mulgated by the Securities and Exchange Commission (SEC) to implement the so-
called “push-out” provisions of the Gramm-Leach-Bliley Act (GLBA) are faithful to
the law’s intent and not so burdensome as to drive well-established banking func-
tions out of banks.

In addition, we note that the Committee may consider ways to reduce the dis-
proportionate burden that is being imposed on smaller banks and bank holding com-
panies that are subject to the reporting requirements of Section 404 of the Sar-
banes-Oxley Act of 2002. As you know, Section 404 directed the SEC to adopt rules
requiring all registered companies to include information in their annual reports on
management’s responsibility for internal controls over financial reporting and also
required independent auditors to attest to, and report on, management’s assess-
ment.

Recently, the SEC’s Advisory Committee on Smaller Public Companies released
a draft of its final report on its website that addresses, among other things, Section
404’s high compliance costs for small companies. This draft of the report concludes
that “relief is urgently needed” for smaller public companies so that they may cope
with the unanticipated escalating costs of complying with Section 404 that have dis-
proportionately affected smaller companies.

Legislative Proposals to Address Regulatory Burden

The OCC has supported a package of legislative amendments that we believe will
help reduce unnecessary regulatory burden on national banks and other depository
institutions. These items generally are included in the matrix that Senator Crapo
was instrumental in assembling. My testimony today will highlight some of those
items.?

1Please refer to the appendices attached to my testimony before the Committee on June 21,
2005 for detailed explanations of the OCC supported items.
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National Bank Operations

Expanding the Eligibility for the 18-Month Examination Cycle. The OCC supports
amending the Federal Deposit Insurance Act (FDIA) to increase the small bank
threshold from $250 million to $1 billion so that more small banks may qualify to
be examined on an 18-month rather than an annual cycle. Under current law, in-
sured depository institutions with total assets of $250 million or less that are well
capitalized, and, as of the most recent examination, are well managed and have a
composite condition of “1” or “2” under the banking agencies’ uniform rating system
may be examined on an 18-month, rather than an annual cycle in a full-scope, on-
site examination.2 The proposal would change only the asset threshold and would
not change any of the other requirements in the law.

For national banks, increasing this threshold to $1 billion would mean that ap-
proximately 340 more national banks may qualify for the 18-month cycle. Today, ap-
proximately 58 percent of all national banks are eligible for the 18-month cycle but,
if the law were amended to raise the threshold to $1 billion, approximately 76 per-
cent of all national banks could qualify. This change would ease the examination
burden and associated costs for a meaningful number of qualifying national banks
without raising safety and soundness concerns. Only the top-rated banks would be
eligible for the extended cycle, and we would continue our active off-site monitoring
oversight of these banks, as well as accelerating the timing of an on-site examina-
tion whenever developments warranted.

Repealing State Opt-In Requirements for De Novo Branching. Repeal of the State
opt-in requirement that applies to national banks that choose to expand interstate
by establishing branches de novo would remove a significant unnecessary burden
imposed on national banks that seek to establish new interstate branch facilities to
enhance service to customers. Under the Riegle-Neal Banking and Branching Effi-
ciency Act of 1994 (Riegle-Neal), interstate expansion through bank mergers gen-
erally is subject to a State “opt-out” that had to be in place by June 1, 1997. Inter-
state bank mergers are now permissible in all 50 States. De novo branching, how-
ever, is permissible only in those approximately 23 States that have affirmatively
opted-in to allow the establishment of new branches in the State. Approximately 17
of these 23 States impose a reciprocity requirement.

In many cases, in order to serve customers in multistate metropolitan areas or
regional markets, national banks must structure artificial and unnecessarily expen-
sive transactions in order to establish a new branch across a State border. The OCC
supports an amendment that would relieve these unnecessary and costly burdens.

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
complex, antiquated, and unnecessary for purposes of safety and soundness. The
amendment supported by the OCC would make it easier for national banks to per-
form this calculation, while retaining safeguards in the current law that provide
that national banks need the approval of the Comptroller 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 would continue to
have the opportunity to deny any dividend request that may deplete the net income
of a national bank that may be moving toward troubled condition. Other safeguards,
such as Prompt Corrective Action, which prohibit any insured depository institution
from paying any dividend if, after that payment, the institution would be under-
capitalized (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

2In addition, the law requires that an eligible institution cannot currently be the subject of
an enforcement action or the target of a change-in-control transaction during approximately the
last year. Moreover, the statute does not prohibit a Federal banking agency from conducting an
examination more frequently than required if deemed necessary.

3The same rules apply to State member banks but, in the case of State member banks, the
Federal Reserve has approval authority.
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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, con-
sistent with safety and soundness. Except as provided by these organizational char-
acteristics, all national banks, notwithstanding their form of organization, would
have the same rights and privileges and be subject to the same restrictions, respon-
sibilities, and enforcement authority.

Organization as a limited liability national association may be a particularly at-
tractive option for community banks. Subject to applicable Federal and State tax
rules, the bank may be able to take advantage of pass-through tax treatment for
entities organized as limited liability companies (LLC’s) under certain tax laws and
eliminate double taxation under which the same earnings are taxed both at the cor-
porate 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 costs associated with establishing such additional
accounts to avoid the restrictions.

Giving National Banks More Flexibility in Main Office Relocations. The OCC sup-
ports two amendments to national banking law that will give national banks more
flexibility in making main office relocation business decisions. The amendment will
reduce unnecessary burdens on a national bank seeking (1) to relocate its main of-
fice as part of a merger or consolidation transaction with another bank or banks
in the same State, or (2) to relocate its main office to a branch location in the same
State. These amendments are consistent with current law and would not permit a
national bank to establish or retain a branch at any location within a State where
it could not do so today.

The first such 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 Riegle-Neal which applies only to interstate mergers and consolida-
tions), has the same opportunity 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 national 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. This is the same result that Congress authorized for interstate
mergers in Riegle-Neal, over 10 years ago.

Under the second amendment, national banking law would be amended to give
any national bank more flexibility when relocating its main office to an already ex-
isting branch location within the same State. However, the amendment would per-
mit the former main office to be operated as a branch only if a branch at the same
location could be established and operated under 12 U.S.C. §36(c). Under 12 U.S.C.
§36, a national bank would be able to retain branches or operate a former main
office as a branch when engaging in transactions or relocations covered by these

4This provision was included in H.R. 1224, the Business Checking Freedom Act of 2005, as
passed by the House on May 24, 2005.



131

amendments only if a State bank could establish and operate a branch at the same
location. Thus, the amendments would not override State “home office protection”
types of laws that restrict branch locations.

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 to promote the public welfare either directly or by
purchasing interests in an entity engaged in making these qualifying investments,
such as a community development corporation (CDC). We recommend increasing 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’ utilization of this authority is in
investments in community development entities engaged in low-income housing de-
velopment projects. Losses associated with such projects have been very low. Bene-
fits, in terms of provision of affordable housing stock and economic revitalization,
have been significant. Allowing certain adequately capitalized national banks to
modestly increase their community development investments subject to the require-
ments of the statute will enable them to expand investments that have been profit-
able, low-risk, and beneficial to their communities.

The OCC evaluates all investments made under this authority, whether made by
the bank directly or indirectly through its CDC, on a case-by-case basis to determine
if the investment has a primary public welfare purpose. In practice, we “look
through” the CDC to apply the same primary public welfare test as if the bank were
making the investment directly. This approach ensures that the increased invest-
ment authority is focused on investments that promote the public welfare purpose
of the statute.

Repealing the Geographic Limits on Bank Service Companies. The OCC supports
removing the geographic restrictions on bank service companies (BSC). In light of
the advent of interstate banking and branching under Riegle-Neal, it no longer
makes sense to restrict the general operations of BSC’s to the State where the BSC’s
bank shareholders or members are located and to require that all insured bank
shareholders or members must be located in the same State. We support amending
the statute to permit bank service companies to perform any services at any location
where its bank shareholders or members could perform the same services. Our pro-
posal, however, does not change the requirement in current law that a BSC may
conduct activities that are not otherwise authorized and that are closely related to
banking under the Bank Holding Company Act only with Fed approval.

OCC Operations

Improving Ability to Obtain Information from Regulated Entities. The OCC sup-
ports efforts to improve our ability to obtain information from regulated entities. In
particular, we would like to call your attention to two specific amendments that we
believe would significantly enhance the free flow of information between the OCC
and the institutions that we supervise.

First, the OCC strongly supports an amendment that would ensure that no appli-
cable privilege is waived when a person provides information to a Federal, State,
or foreign banking regulator as part of the regulator’s supervisory process.> There
are conflicting court decisions on this issue that may impede a regulator’s access to
important supervisory information about a regulated banking institution. An
amendment would be enormously beneficial to resolve the uncertainty so as to en-
sure that banks may freely provide information to regulators without fear that any
applicable privilege may be waived. Amendments such as this one that enhance the
dialogue between banks and regulators improve the supervisory process with added
safety and soundness benefits.

Second, the OCC supports an amendment that would permit all of the Federal
banking agencies—the OCC, FDIC, OTS, and the Fed—to establish and use advi-
sory committees in the same manner. Under current law, only the Fed is exempt
from the disclosure requirements 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 non-
public information about the impact of supervisory or policy issues. Because of the
potentially sensitive nature of this type of information, the public meeting and dis-
closure requirements under FACA may inhibit the supervised institutions from pro-

5Such legislation, however, should specifically provide that the privilege cannot be asserted
against the banking regulator to whom the information is provided, in order to allow the regu-
lator to use the information as necessary to carry out its supervisory responsibilities.
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viding 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 sugges-
tions to regulators that issues are raised under FACA. An amendment would cure
this anomaly.

Safety and Soundness

The OCC also supports a number of amendments that would promote and main-
tain safety and soundness and facilitate the ability of regulators to address and re-
solve troubled 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, such as a controlling company, 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, than 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.

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. The
OCC supports an amendment to the IBA to allow the OCC to set the capital equiva-
lency deposit (CED) for Federal branches and agencies to reflect their risk profile.
We prefer an amendment that would allow the OCC, after consultation with the
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Federal Financial Institutions Examination Council, to adopt regulations setting the
CED on a risk-based institution-by-institution basis. This approach would closely re-
semble the risk-based capital framework that applies to both national and State
banks.

Other Recommendations from the EGRPRA Process

As a result of the dialogue between the Federal banking agencies—the OCC, the
Fed, the FDIC, and the OTS—and the banking industry as part of the EGRPRA
process and other discussions over the last several years on regulatory burden relief
legislation, it has become apparent that we all support amendments that would:

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

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; 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.

Other Comments

We would like to take this opportunity to also make you aware of our views on
another legislative proposal that may be under consideration.

Maintaining Parity Between Permissible Securities and Stock Investments of Na-
tional Banks and State Member Banks. One amendment that has been suggested
to the Committee would be to repeal 12 U.S.C. §335.7 While the amendment has
been described as removing limitations on the powers of State member banks, it
would, in fact, liberalize the authority of State member banks to invest in stock and
other investment securities. Repealing 12 U.S.C. §335 would result in permitting
State member banks to invest in stock and investment securities that are impermis-
sible for national banks.

This change would undo the long-standing parity that similarly limits national
banks’ and State member banks’ permissible investments in stock and investment
securities—a parity framework that dates back to the 1933 Glass-Steagall Act and
was carefully maintained when GLBA was enacted in 1999. Portions of § 335 were
enacted in 1999 as part of the GLBA compromise relating to financial subsidiary
activities. Consistent with the parity framework, this key language in § 335 provides
that State member banks’ financial subsidiaries are subject to the same limitations
and prudential safeguards that apply to national banks’ financial subsidiaries. This
sentence was the result of a carefully crafted compromise to ensure that parallel
firewalls, safeguards, and rules were applied to financial subsidiaries of national
and State member banks.

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

6 Some of the amendments to the FRA discussed above were included in H.R. 1224, the Busi-
ness Checking Freedom Act of 2005, as passed by the House on May 24, 2005.
712 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-
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
Uni}:ed States [12 U.S.C. §24a] and subject to the same conditions and limitations provided in
such section.”
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burden on the industry in a responsible, safe and sound manner. We are pleased
to continue 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 JoANN M. JOHNSON
CHAIRMAN, NATIONAL CREDIT UNION ADMINISTRATION

MARCH 1, 2006

Chairman Shelby, Ranking Member Sarbanes, 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 relief initiatives being considered
by Congress. NCUA’s longstanding view on this issue is that enactment will provide
a tangible benefit to America’s consumers by giving them access to more modern,
up to date, and efficient financial institutions. An equally important benefit will be
an overall improvement in regulatory efficiency by removing outmoded, duplicative,
and unnecessary regulations while maintaining a focus on the primary safety and
soundness responsibility that Congress has conferred on the Agency.

Regulatory Relief and Efficiency

In June 2005, 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 im-
portant to Federal credit unions in furthering their efforts to serve those of lim-
ited income or means in their field of membership. These individuals, in many in-
stances, do not have mainstream financial services available to them and are
often forced to pay excessive fees for check cashing, wire transfer and other serv-
ices. 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, intro-
duced by Senator Sarbanes and other Members of the Committee includes a simi-
lar provision;

o 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 (CUSO’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;

e 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;

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;

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.

Additionally, NCUA encourages this Committee to consider changes to the current
credit union member business lending regimen that would improve the ability of
credit unions to provide a source of needed credit to small businesses.

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 insure: Leases
of land on Federal facilities for credit unions; exclusion of member business loans
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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 is aware that the Financial Accounting Standards Board (FASB) has ex-
tended its expected date to publish a final rule requiring the acquisition method of
accounting for mergers of credit unions to 2007. This new rule would eliminate the
“pooling” method and require the “acquisition” or “purchase” method to be used.!
When this change to accounting rules is implemented it will require that, in a merg-
er, the net assets on a fair value basis of the merging credit union as a whole be
carried over as “acquired equity.” The Federal Credit Union Act does not recognize
“acquired equity” as part of capital rather defining capital in terms of “retained
earnings.” Retained earnings does not include acquired equity. This FASB policy
has been in place since mid-2001 for most business combinations and the delay by
FASB in implementing it for credit unions, as well as other cooperative organiza-
tions, 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 federally insured credit
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. Not only
would this inaccurately depict the actual net worth of the new, merged credit union,
a lower net worth ratio also has adverse implications under the statutory “prompt
corrective action” (PCA) regulation. This result will discourage voluntary mergers
and on occasion make NCUA assisted mergers more difficult and costly to the Na-
tional Credit Union Share Insurance Fund (NCUSIF). Absent a legislative remedy,
an important NCUA tool for reducing costs and efficiently managing the fund will
be unavailable. NCUA encourages this Committee to include language in legislation
to allow NCUA to redefine “net worth” to include the premerger retained earnings
of the merging credit union for purposes of regulatory capital calculation and
prompt corrective action. Credit unions would continue to be required to prepare fi-
ninscial reports consistent with generally accepted accounting principles including
FAS 141.

A solution was passed unanimously by the House last June, H.R. 1042, the “Net
Worth for Credit Unions Act,” and I strongly encourage this Committee to include
that bill language in any regulatory relief legislation that you introduce.

Reform of Prompt Corrective Action System for Federally Insured Credit
Unions

The Credit Union Membership Access Act of 1998 mandated a system of Prompt
Corrective Action (PCA) for credit unions designed to ensure problems in federally
insured credit unions are resolved at the least long-term cost to the NCUSIF. PCA,
and the focus it creates on active management of capital levels, has proven very val-
uable to NCUA’s management of the National Credit Union Share Insurance Fund
(NCUSIF) and the overall health of the credit union system. NCUA continues to
strongly support a robust, statutorily mandated PCA system that fosters healthy
capitalization levels and effective capital management in federally insured credit
unions.

However, the current statutory requirements for credit unions are too inflexible
and establish a structure based primarily on a “one-size-fits-all” approach, relying
largely on a high leverage requirement of net worth to total assets. This creates in-
equities for credit unions with low-risk balance sheets, limits NCUA’s ability to have
a risk-based requirement that governs more often, without requiring unduly high
capital levels, and fosters accumulation of capital levels well in excess of what is
needed for most credit unions’ safety and soundness and strategic needs.

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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Credit unions enjoy very strong capital levels, with 98 percent of credit unions
categorized as well-capitalized under PCA. Credit unions’ conservative nature and
limited ability to manage compliance with capital standards has resulted in their
accumulating a cushion of capital well in excess of PCA requirements, with the ag-
gregate level of capital at 11.24 percent of total assets. Though high capital levels
afford the insurance fund with additional protection and the institution with various
benefits, it does not come without a cost. Consider that 85 percent of credit unions
maintain a leverage ratio (net worth to total assets) in excess of 9 percent. As the
table below illustrates, this results in net worth in the credit union system of $15.2
billion above this level. If credit unions had more flexibility to manage their compli-
ance with PCA, they could still maintain a good cushion above regulatory require-
ments while safely returning more earnings to the members and expanding member
services and other outreach programs.

Based on December 31, 2005, Data

Total Federally-Insured Credit Unions (FICUs) 8,965
Number of FICUs with Net Worth Ratio > 8% 7.604
% of FICUs with Net Worth Ratio > 9% 84.8%
Total Net Worth at 11.24% of assets (billions) $76.3
Amount of Net Worth in Excess of 9% of assets (billions} $15.2

Further, as the Federal bank and thrift regulators are in the process of imple-
menting changes to the capital standards their regulated institutions operate under,
it becomes even more important that capital standards for credit unions are able
to be updated to remain comparable and incorporate relevant improvements in ap-
proaches to measuring risk and allocating capital. Thus, reform of PCA standards
for federally insured credit union remains a vital issue.

NCUA'’s purposes in seeking PCA reform is to achieve greater comparability with
other federally insured financial institutions, provide a good balance between sound
protection for the insurance fund and reasonable constraints on insured institutions,
and to make our capital requirements more risk-sensitive. We recognize that some
credit unions will be provided with greater flexibility in managing capital levels as
a result, which is largely a function of their relatively low risk profiles and strong
capital levels. On the whole we believe reforms to our system can strike an effective
balance between maintaining robust standards while providing additional flexibility
where warranted. Also, we very much appreciate that there are inherent limitations
in risk-based capital techniques, and thus the leverage ratio plays an important part
in a good regulatory capital system given. It is important to have the right inter-
action between the leverage and risk-based requirements to ensure the risk-based
requirement is effective in influencing risk management decisions of institutions
and more closely relates required capital levels to institution specific risk profiles.

In March 2005, NCUA published specific PCA reform recommendations designed
to achieve these goals. The reform proposal is intended to provide enough details
to enable a thoughtful consideration of the impact of any such reform, as well as
to establish a basis for specific statutory language that would be needed to accom-
plish our reform objectives. In order to achieve greater comparability and a more
risk-based system, we have proposed some reduction in the standard net worth (that
is, leverage) ratio requirement for credit unions. Adjustment of the leverage ratio
for credit unions will enable it to effectively complement the risk-based requirement,
not overshadow it. Credit unions will have to more actively manage the risk they
take in relation to their capital levels. It will reduce any competitive disadvantage
that results from being held to a higher capital standard than other federally in-
sured institutions when the higher standard is not warranted.

NCUA recognizes that there are some differences between the types of federally
insured financial institutions that need to be taken into account, and we will con-
tinue to consult with the Department of the Treasury on comparability issues. For
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example, credit unions do have limitations on their ability to raise capital. However,
they also have a relatively low risk profile given greater restrictions on powers com-
pared to other financial institutions, as evidenced by their low loss history. We rec-
ognize the need to account for the 1 percent deposit method of capitalizing the
NCUSIF given its effect on the overall capital in the share insurance fund and the
credit union system. Thus, our reform proposal incorporates a revised method for
calculating the net worth ratio for PCA purposes by adjusting for the deposit credit
unions maintain in the share insurance fund. 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.

This reform proposal also outlines improvements we believe are needed to make
our risk-based net worth requirement more risk-sensitive and relevant. We intend
to have a well designed risk-based system that maintains comparability with FDIC’s
risk-based capital requirements for non-BASEL II insured institutions. For potential
impact analysis purposes, we designed a risk-based model using elements of BASEL
I and the standard approach of BASEL II. However, since we issued our proposal,
there have been further developments related to risk-based capital standards for
other federally insured financial institutions. We continue to closely monitor devel-
opments in risk-based capital standards for other insured financial institutions and
will modify our risk-based requirement model and impact analysis as needed.

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 will at times reflect a need for capital levels higher than regulatory mini-
mums.

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
efficiently to better serve their members while maintaining safety and soundness
and protecting the share insurance fund. A well-designed risk based system would
alleviate regulatory concerns by not penalizing low risk activities and by providing
credit union management with the ability to manage their compliance through ad-
justments 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 man-
agement principles.

Reform of Credit Union Member Business Lending
NCUA recommends improvements in the current credit union member business

lending regimen that would provide an enhanced ability to make those loans while

maintaining a strong focus on safety and soundness.
Specifically, NCUA would support legislative changes that would:

e Remove the limit on assets a credit union can place in member business loans,
currently calculated at 1.75 times actual net worth, and substitute a flat rate of
20 percent of the credit union’s total assets.

o Eliminate the current $50,000 threshold for defining a loan as a MBL, and grant
NCUA authority to exclude member business loans under $100,000.

Given the extensive regulations under which credit union member business lend-
ing is done, NCUA believes that both the 12.25 percent cap and the $50,000 limit
present an unnecessary barrier to a type of lending that experience has shown to
be exceptionally safe and sound.

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.
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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.

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.

¢ 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
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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.

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
molilest 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.

e 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 Advisers 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.
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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
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.

NCUA’s VIEWPOINT REGARDING OTHER ITEMS UNDER CONSIDERATION

NCUA has reviewed additional items in order to determine whether it would also
be advisable to maintain parallel treatment under the Federal Credit Union Act
with our fellow financial regulators should the Committee include any of these sug-
gestions in a legislative proposal. The proposals where NCUA would seek parallel
treatment, and language to achieve that, follows.

ITEM 144. TECHNICAL AMENDMENT TO SECTION 8(i) OF THE FDI AcT

This item clarifies that a Federal banking agency may take enforcement action
against a person for conduct that occurred during his or her affiliation with a bank-
ing organization even if the person resigns from the organization, regardless of
whether the enforcement action is initiated through a notice or an order.

Section 206(k)(3) of the FCU Act parallels § 8() of the FDI Act. If § 8(i) is amend-
ed, we recommend the same amendment to the FCU Act.

Suggested Language:
Section 206(k)(3) of the Federal Credit Union Act (12 U.S.C. 1786(k)(3)) is amend-
ed by inserting “or order” after “notice” each place such term appears.

ITEM 147. CLARIFICATION THAT CHANGE IN CONTROL CONDITIONS ARE ENFORCEABLE

This item amends section 8 of the FDI Act (12 U.S.C. 1818) to clarify the appro-
priate Federal banking agencies’ authority to take enforcement action against the
institutions they supervise based on violations of conditions imposed in writing in
connection with any action by the agency on an application, notice, or other request
by an insured depository institution or institution-affiliated party (IAP).

Section 206 of the FCU Act has parallel sections to the portions of §8 of the FDI
Act this amendment changes. If the FDI Act is amended in this way, we recommend
the same amendment to the FCU Act.

Suggested language:

Section 206 of the Federal Credit Union Act (12 U.S.C. 1786) is amended—

(a) in subsection (b) (1), in the first sentence, by striking “the granting of any ap-
plication or other request by the credit union” and inserting “any action on any ap-
plication, notice, or other request by the credit union or institution-affiliated party,”;

(b) in subsection (g)(1)(A)Q)(III), by striking “the grant of any application or other
request by such credit union” and inserting “any action on any application, notice,
or request by such credit union or institution-affiliated party”; and

(¢) in subsection (k)(2)(A)(ii), by striking “the grant of any application or other
request by such credit union” and inserting “any action on any application, notice,
or other request by the credit union or institution-affiliated party.”
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ITEM 153. PARITY IN STANDARDS FOR INSTITUTION-AFFILIATED PARTIES

This item deletes the phrase “knowingly or recklessly” from the definition of “in-
stitution-affiliated party” in the Federal Deposit Insurance Act (12 U.S.C.
1813(u)(4)). The FCU Act has an identical definition section, which should be simi-
larly amended.

Suggested language:
Section 206(r)(3) of the Federal Credit Union Act (12 U.S.C. 1786(r)(3)) is amended
by striking “knowingly or recklessly.”

ITEM 155. RECEIVER’S OR CONSERVATOR’S CONSENT REQUIREMENT

This item would require the consent of the receiver or conservator before a party
to a contract to which the depository institution is a party could exercise any right
or power to terminate, accelerate, or declare a default under any contract, or to ob-
tain possession of or exercise control over any property of the institution or affect
any contractual rights of the institution.

Section 207(c)(12) of the FCU Act (12 U.S.C. 1787(c)(12)) parallels the section of
the FDI Act this amendment changes. If the FDI Act is amended in this way, we
recommend similar changes to the FCU Act.

Suggested language:

Section 207(c)(12) of the Federal Credit Union Act (12 U.S.C. 1787(c)(12)) is
amended by adding the following new subparagraph—

“(C) Consent Requirement.—

(i) In general.—

Except as otherwise provided by this section, no person may exercise any right or
power to terminate, accelerate, or declare a default under any contract to which the
credit union is a party, or to obtain possession of or exercise control over any property
of the credit union or affect any contractual rights of the credit union, without the
consent of the conservator or liquidating agent, as appropriate, for a period of 45
days from the date of the appointment of the conservator, or for a period of 90 days
from the date of the appointment of the liquidating agent.

(ii) Certain exceptions.—

No provision of this subparagraph shall apply to a director’s or officer’s liability
insurance contract or a credit union bond, or to the rights of parties to certain quali-
fied financial contracts pursuant to subsection (c)(8), or shall be construed as permit-
ting the conservator or liquidating agent to fail to comply with otherwise enforceable
provisions of such contract.

(iit) Rule of Construction.—

Nothing in this subparagraph shall be construed to limit or otherwise affect the
applicabtlity of title 11 of the United States Code.”.

ITEM 156. ACQUISITION OF FICO SCORES

This item would amend the FCRA to define an FDIC request for FICO scores as
part of its preparation for a resolution as a permissible purpose, enabling the FDIC
to obtain FICO scores of bank borrowers by contacting credit reporting agencies and
to obtain current consumer credit reports. The explanation states that this power
is necessary so that FDIC can gain access to information that is helpful in evalu-
ating the asset portfolios of troubled institutions.

Although this has not yet been an issue for NCUA, we believe it would be helpful
to include NCUA in this amendment.

Suggested language: (additions to FDIC language bolded)

Section 604(a) of the Fair Credit Reporting Act (15 U.S.C. 1681b(a)) is amended
by adding a new paragraph after paragraph (5) as follows:

“(6) To the Federal Deposit Insurance Corporation or the National Credit Union
Administration as part of its preparation for its appointment or as part of its exercise
of powers as conservator, [or] receiver or liquidating agent for an insured depository
institution or insured credit union under the Federal Deposit Insurance Act or the
Federal Credit Union Act or other applicable Federal or State law or in connection
with the resolution or liquidation of a failed or failing insured depository institution
or insured credit union.”.

ITEM 157. ELIMINATION OF CRIMINAL INDICTMENTS AGAINST RECEIVERSHIPS

This item would amend the Federal Deposit Insurance Act to require that any
criminal indictment against a bank be dismissed, if the FDIC is appointed receiver
of that bank.

This has not yet been an issue for NCUA but it would be prudent to have a simi-
lar amendment to the FCU Act. The FCU Act does not have a parallel section to
the section of the FDI Act being amended in this item, but we suggest adding simi-
lar language to the end of § 206.
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Suggested language:

Section 206 of the Federal Credit Union Act (12 U.S.C. 1786) is amended by add-
ing the following new subsection after subsection (v):

“(w) The Administration shall be exempt from all prosecution by the United States,
any State, county, municipality, or local authority for any criminal offense arising
under Federal, State, county, municipal, or local law, which was allegedly committed
by a credit union, or persons acting on behalf of a credit union, prior to the appoint-
ment of the administration as liquidating agent.”.

ITEM 158. RESOLUTION OF DEPOSIT INSURANCE DISPUTES

This item would amend § 11(f) of the FDI Act to clarify that the APA standard
of review, the 60-day limitation period, and U.S. District Court jurisdiction apply
to the FDIC’s final determination of insurance coverage whether made pursuant to
procedural regulations or not. The explanation states that the current version of the
statute creates uncertainty about whether the statute of limitations applies in the
absence of FDIC regulations and whether appellate or district courts have original
jurisdiction to review FDIC’s decisions about insurance coverage.

Section 207(f) of the FCU Act (12 U.S.C. 1787(f)) parallels §11(ﬁ of the FDI Act.
If § 11(f) is amended, we recommend a similar amendment to the FCU Act.

Suggested language:

Paragraphs (3), (4), and (5) of section 207(f) of the Federal Credit Union Act (12
U.S.C. 1787(f)(3)) are amended to read as follows:

“(3) RESOLUTION OF DISPUTES.—The Administration’s determination regard-
ing any claim for insurance coverage shall be treated as a final determination for
purposes of this section. In its discretion, the Board may promulgate regulations pre-
scribing procedures for resolving any disputed claim relating to any insured deposit
or any determination of insurance coverage with respect to any deposit.

(4) REVIEW OF BOARD’S DETERMINATION.—A final determination made by
the Board shall be a final agency action reviewable in accordance with chapter 7 of
title 5, United States Code, by the United States district court for the Federal judicial
district where the principal place of business of the credit union is located.

(5) STATUTE OF LIMITATIONS.—Any request for review of a final determina-
tion by the Board shall be filed with the appropriate United States district court not
later than 60 days after such determination is issued.”.

ITEM 160. RECORDKEEPING AMENDMENT

This item would permit the FDIC to destroy records that are 10 or more years
old at the time of its appointment as receiver, unless directed not to do so by a court
or a government agency or prohibited by law.

This provision amends section 11(d)(15)(D) of the FDI Act, which parallels section
207(b)(15)(D) of the FCU Act. If the FDI Act is amended in this way, we recommend
similar changes to the FCU Act.

Suggested language:

Section 207(b)(15)(D) of the Federal Credit Union Act (12 U.S.C. 1787(b)(15)(D))
is amended—

(1) by striking “Recordkeeping requirement.—After the end of the 6-year period”
and inserting

‘g’) Indgeneral.—Except as provided in clause (ii), after the end of the 6-year pe-
riod’; an

(2) by adding at the end the following new clause:

“(it) Old records.—-In the case of records of an insured credit union which are at
least 10 years old as of the date the Board is appointed as liquidating agent of such
credit union, the Board may destroy such records in accordance with clause (i) any
time after such appointment is final without regard to the 6-year period of limitation
contained in such clause.”.

ITEM 161. PRESERVATION OF RECORDS BY OPTICAL IMAGING AND OTHER MEANS
(§605 orF H.R. 1375)

This item would allow FDIC to rely upon records preserved electronically, such
as optically imaged or computer scanned images.

This has not yet been an issue, but if FDIC has this option, we recommend explic-
itly granting this option to NCUA as well in case electronic imaging becomes more
cost-effective. The provision of the FDI Act being amended does not have an exact
parallel in the FCU Act. Our suggested language adds the new provision to section
206(s) of the FCU Act.

Suggested language:

Section 206(s) of the Federal Credit Union Act (12 U.S.C. 1786(s)) is amended by
inserting at the end the following new paragraph:
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“(9) Preservation of Records.—

“(A) In general.—The Board my cause any and all records, papers, or documents
kept by the administration or in the possession or custody of the administration to

“(i) photographed or micrographed or otherwise reproduced upon film; or

“(ii) preserved in any electronic medium or format which is capable of

“(a) being read or scanned by computer; and

“(b) being reproduced from such electronic medium or format by printing or any
other form of reproduction of electronically stored data.

“(B) Treatment as original records.—Any photographs, micrographs, or photo-
graphic film or copies thereof described in clause (A)(i) or reproduction of electroni-
cally stored data described in clause (A)(ii) shall be deemed to be an original record
for all purposes, including introduction in evidence in all State and Federal courts
or administrative agencies and shall be admissible to prove any act, transaction, oc-
currence, or event therein recorded.

“(C) Authority of the administration.—Any photographs, microphotographs, or pho-
tographic film or copies thereof described in paragraph (9)(A) or reproduction of elec-
tronically stored data described in paragraph (9)(B) shall be preserved in such man-
ner as the administration shall prescribe and the original records, papers, or docu-
ments may be destroyed or otherwise disposed of as the administration may direct.”.

ITEM 164. ISSUE OF MORE THAN ONE NCUA BOARD MEMBER WITH CREDIT UNION
EXPERIENCE

This not strictly a regulatory matter in that it does not involve specific functions
of the NCUA as they relate to credit union supervision or insurance. NCUA does
note, however, that it is the only Federal financial regulator with this restriction
on board members with industry experience. This could be interpreted as a negative
assessment of the ability of an individual with credit union experience to perform
the duties of an NCUA board member in a fair and impartial manner.

Conclusion

Thank you for the opportunity to appear before you today on behalf of NCUA to
discuss these important and needed regulatory enhancements efficiency for NCUA,
credit unions and 85 million credit union members across America. I am pleased to
respond to any questions the Committee may have or to be a source of any addi-
tional information that may assist you in this worthwhile endeavor.

PREPARED STATEMENT OF LINDA JEKEL
DIRECTOR OF CREDIT UNIONS
WASHINGTON DEPARTMENT OF FINANCIAL INSTITUTIONS
D1visioN OF CREDIT UNIONS AND
CHAIRMAN, NATIONAL ASSOCIATION OF STATE CREDIT UNION SUPERVISORS

MARCH 1, 2006

NASCUS History and Purpose

Good morning, Chairman Shelby, and distinguished Members of the Committee
on Banking, Housing, and Urban Affairs. I am Linda Jekel, Director of Credit
Unions for the Washington Department of Financial Institutions and the Chair of
the National Association of State Credit Union Supervisors (NASCUS). I appear
today on behalf of NASCUS, which represents the 48 State and territorial credit
union agencies that charter and supervise the Nation’s more than 3,600 State-char-
tered credit unions. NASCUS is advised by the NASCUS Credit Union Advisory
Council, composed of more than 500 State-chartered credit union chief executive of-
ficers dedicated to defending the dual chartering system for credit unions.

Since its inception in 1965, the mission of NASCUS has been to enhance State
credit union supervision and regulation and to promote policies that ensure a safe
and sound State credit union system. NASCUS is the sole organization dedicated
to the promotion of the dual chartering system and to advancing the autonomy and
expertise of State credit union regulatory agencies. We achieve these goals by serv-
ing as an advocate for a dual chartering system that recognizes the traditional and
essential role that State government plays in the national system of depository fi-
nancial institutions.

NASCUS appreciates this Committee’s commitment to regulatory relief for finan-
cial institutions. We believe it is an important part of ensuring a safe and sound
environment for credit unions and the consumers they serve.
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We have provided input for the financial services regulatory relief matrix, started
during the 108th Congress. We are pleased to have this additional opportunity to
share our priorities for regulatory relief. When drafting regulatory relief legislation,
we encourage Committee Members to consider the provisions we present.

NASCUS Priorities for Regulatory Relief

The financial services regulatory relief matrix details regulatory relief provisions
that further the safety and soundness of credit unions. NASCUS priorities for regu-
latory relief focus on reforms that will strengthen the State system of credit union
supervision and enhance the capabilities of State-chartered credit unions. The ulti-
mate goal is to meet the financial needs of consumer members while assuring that
the State system is operating in a safe and sound manner.

In this testimony, I address regulatory relief provisions that are vital to the future
1grow‘ch and safety and soundness of State-chartered credit unions. They are as fol-
ows:
¢ Reforming credit union capital.

e Providing for representation on the NCUA Board by an individual with State
credit union regulatory experience.
e Allowing non-federally insured credit unions to join the Federal Home Loan

Banks (FHLB’s).

e Expanding member business lending provisions to 20 percent of total assets of a
credit union, furthering the goal to provide loans for consumer members.

e Amending the definition of a member business loan (MBL) from $50,000 to at
least $100,000.

e Providing Securities and Exchange Commission (SEC) regulatory modernization
for credit union parity with other financial institutions;

e Preserving the dual chartering system and protecting against the preemption of

State laws.

e Converting a State-chartered credit union to another financial institution charter
is a matter that should be determined by State law and regulation, not dictated
in Federal legislation.

Credit Union Capital Reform

Credit unions need capital reform in three distinct areas. First, the definition of
net worth in the Federal Credit Union Act (FCUA) should be changed to include
more than just retained earnings; second, credit unions need access to risk-based
capital; and third, credit unions should have access to alternative capital. From a
State regulatory perspective, capital reform that addresses these three issues makes
logical sense for the safety and soundness of credit unions and the members they
serve.

Amending the Definition of Net Worth in the FCUA

To begin, credit unions need an amendment to the Prompt Corrective Action
(PCA) provision of the FCUA. This amendment would obligate federally insured
credit unions to include all forms of capital when calculating the required net worth
ratio. Under the current Federal statute, credit union net worth is defined as and
limited to retained earnings.

The exclusive reliance on retained earnings limits a credit union’s ability to imple-
ment new programs or expand services to meet the changing needs of American con-
sumers within its membership. The failure to authorize these credit unions to in-
clude all forms of capital in their PCA net worth calculation distorts the credit
union’s actual financial position. NASCUS believes this change has been necessary
since 1998, when the current PCA standards for credit unions were established in
Federal statute. We have consistently noted this important provision in prior testi-
mony, as well as in the financial services regulatory relief matrix.

NASCUS is encouraged by the May 2005 American Institute of Certified Public
Accountants (AICPA) letter to the NCUA acknowledging the disparity in regulatory
reporting among insured institutions. AICPA correctly recognizes that credit unions
may use only retained earnings when calculating net worth. Further, it noted that
all other Federal agencies recognize total equity as determined in accordance with
GAAP, as a basis for calculating regulatory capital. In addition, the AICPA further
states that retained earnings are only one component of GAAP equity.

NASCUS supports this position and firmly believes that the equity section of a
credit union’s balance sheet should include more than just retained earnings.
NASCUS asks for this Committee’s support in amending the definition of net worth
in the FCUA to include more than retained earnings. This would provide consist-
ency in capital standards with the other federally insured depository institutions.
In addition, it would allow credit unions to better serve their members.
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Addressing the Unintended Consequences of FASB Standard No. 141

Another benefit to amending the definition of net worth is that it will cure the
unintended consequences for credit unions of the Financial Accounting Standards
Board (FASB) amendments to business combination accounting rules. FASB’s Fi-
nancial Accounting Standard No. 141 would require the acquisition method for busi-
ness combinations and effectively eliminate the pooling method for the combinations
of mutual enterprises.

In brief, the acquisition accounting method would require the valuation of the tar-
get credit union at fair value, the recognition of identifiable intangibles, when rel-
evant (that is, core deposit intangibles and/or goodwill), and the application of a
market-based acquisition model to a nonbargained transaction. The retained earn-
ings of the merging institution would no longer be combined with those of the con-
tinuing credit union. This creates a potentially significant dilution of statutory net
worth and an unintended impediment to credit union mergers. Mergers are a safety
and soundness tool both Federal and State regulators use to protect funds deposited
by American consumers and to preserve the National Credit Union Share Insurance
Fund (NCUSIF).

NASCUS is pleased by the introduction of H.R. 1042, and its passage in the House
of Representatives. The legislation amends the definition of net worth to include the
net retained earnings of a merging credit union with that of the surviving credit
union. We understand that H.R.1042 has been forwarded to the Senate Committee
on Banking, Housing, and Urban Affairs for review. Similar language is also in-
cluded in provision number 24 in the regulatory matrix.

There are important reasons to address the consequences of FASB Standard
No. 141. As a regulator, it concerns me that credit unions cannot be merged due to
PCA concerns caused by the inability to add the capital of a merged credit union.
This may cause credit unions in a weakened condition to face liquidation. There
may also be more requests for NCUA to provide financial assistance in merger
transactions. An increase in liquidations may cause greater reputation risk, severe
loss of confidence for the credit union industry, greater losses to the NCUSIF, and
increased costs to the industry and ultimately to consumers. It eliminates an impor-
tant tool for regulators when we have to determine the most appropriate method
to handle a troubled credit union; a method that has the least impact on American
consumers.

The entire credit union community agrees on the importance of this provision. It
is also included in Section 104 in H.R.2317 and in Section 314 of H.R.3505. We re-
spectfully request this Committee introduce similar provisions in the regulatory re-
lief bill that is currently being drafted. Hopefully, the consequences of FASB 141
will soon be resolved.

Risk-Based Capital

NASCUS has a long-standing policy supporting risk-based capital for credit
unions. Risk-weighted capital reform should be flexible. NASCUS believes that any
new regulations should be progressive and not designed to regulate to the lowest
common denominator.

We believe risk-based capital is a sound and logical approach to capital reform
for credit unions. Today, every insured depository institution, with the exception of
credit unions, uses risk-based capital to successfully build and monitor capital lev-
els. In fact, after more than 15 years of successfully applying risk-based capital, the
financial community is devising methods to make risk-based capital an even better
tool. Risk-based capital enables financial institutions to measure capital adequacy
and to avoid additional risk on their balance sheets. It is a system that acknowl-
edges diversity of complexity in financial institutions. It provides for increased cap-
ital levels for financial institutions that choose to maintain a more complex balance
sheet, while reducing the burden of capital requirements for institutions with less
complex assets.

NASCUS supports a risk-based capital plan. We believe additional enhancements
that work in tandem with risk-based capital would be prudent and provide even
greater safety and soundness for credit unions. NASCUS’ support of risk-based cap-
ital is reflected in the financial services regulatory relief matrix.

Alternative Capital for Credit Unions

We support capital reform beyond risk-weighted capital and a FASB merger fix.
NASCUS believes that an important part of capital reform is providing credit
unions access to alternative capital. We believe that alternative capital authority
and a risk-based system are complementary capital reforms. The combination of cur-
rent PCA requirements and a potentially changing economic landscape create a reg-
ulatory dilemma for many State-chartered credit unions. As noted above, the FCUA
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defines credit union net worth as retained earnings. The NCUA has determined that
it lacks the regulatory authority to broaden the net worth definition to include other
forms of capital as a part of PCA calculations. Thus, credit unions require an
amendment to the FCUA to rectify this statutory deficiency.

NASCUS has long supported the concept of alternative capital for credit unions.
After study, NASCUS created a white paper illustrating both equity and debt mod-
els for alternative capital. NASCUS believes that alternative capital is a viable
method for credit unions to build net worth. The white paper demonstrates this be-
lief. (Please find a copy of the white paper at the end of the NASCUS testimony.)

Additional Reasoning for Alternative Capital

Some State-chartered credit unions have indicated that alternative capital is nec-
essary for them to continue meeting the financial needs of their members in a
changing financial environment. This is especially true for credit unions striving to
understand and meet specific member needs. These needs can include financing for
homeownership, financial education, and even credit counseling, each an important
component of managing one’s personal finances.

We believe that even with the lower leverage ratio and risk-based capital pro-
posed in H.R. 2317, some State-chartered credit unions may not be able to rely sole-
ly on retained earnings to meet the capital base required by PCA standards. As
credit unions expand and serve the needs of more consumers, their assets grow.
When assets grow, credit unions experience reduced net worth ratios as earnings
retention lags growth in assets.

From a regulatory perspective, it makes sound economic sense for credit unions
to access other forms of capital to improve their safety and soundness. We need to
take prudent steps to strengthen the capital base of this Nation’s credit union sys-
tem. NASCUS requests your support in providing credit unions with access to alter-
native capital. Alternative capital for credit unions should be included in regulatory
relief legislation proposed by this Committee.

Strong capital reform requires that State and Federal regulators work together.
In 1998, the Credit Union Membership Access Act (CUMAA), H.R.1151, provided
that NCUA consult and cooperate with State regulators when constructing PCA and
member business lending (MBL) regulations, as required by the FCUA. NASCUS
always stands ready to discuss and assist in the implementation of new regulations
affecting State-chartered credit unions. We firmly believe that cooperation results
in better regulation and a stronger and safer credit union system.

Representation on the NCUA Board

NASCUS included a provision in the financial services regulatory relief matrix
that would amend the FCUA to require that one NCUA Board member shall have
State credit union regulatory experience.

We believe this will result in better regulation and a stronger and safer credit
union system. About forty percent of credit unions are State-chartered. The majority
of them have Federal insurance provided by the NCUSIF. This fund is managed by
the NCUA. We believe that comprehensive experience in regulating State-chartered
credit unions would provide a more balanced perspective when overseeing the
NCUSIF. In addition, as the NCUA promulgates regulations to further safety and
soundness, a person with State-chartered credit union supervisory experience will
greater understand how proposed regulations will impact State-chartered, federally
insured credit unions.

This is not a new idea. A similar provision requiring State bank supervisory expe-
rience is included in Section 1000 of the Federal Deposit Insurance Act.

We believe a person with State regulatory experience will create an even stronger
and safer credit union system, and we would appreciate your support for this provi-
sion.

Privately Insured Credit Unions Should Be Eligible to Join Federal Home
Loan Banks

As NASCUS has noted since the creation of the financial services regulatory relief
matrix, not all credit unions operate with access to the same benefits. Federally in-
sured credit unions have access to the Federal Home Loan Banks (FHLB’s), while
privately insured credit unions do not. NASCUS supports non-federally insured
(I:inelgtﬁ; 311117110ns being eligible to join the FHLB’s. This provision is included in

Today, there are approximately 200 credit unions that are non-federally insured.
These credit unions are regulated and examined by State regulatory agencies to en-
sure they are operating in a safe and sound manner. Regulatory functions are a pri-
mary determinant of the safety and soundness of the credit union system. The func-
tion of the credit union regulator is to assure consumers that their deposits are safe
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and sound. This is accomplished through regulatory action, the examination process
and by taking enforcement actions, when necessary.

Nine State legislatures have made private insurance available to their State-char-
tered credit unions. NASCUS promotes the rights of State legislators to determine
what is in the best interest for State-chartered credit unions in their State.

If a State determines that State-chartered credit unions should have access to pri-
vate insurance, NASCUS supports its decision. NASCUS does not advocate for pri-
vate insurance; however, we do believe in the rights of State legislators to determine
if State-chartered credit unions in their State should have access to private insur-
ance.

These credit unions should be allowed access to the same privileges as their feder-
ally insured counterparts (the competition down the street with Federal insurance).

Both Federal and private share insurance systems have been established to pro-
tect credit union shareholders. To manage and price insurance risk, each share in-
surer relies significantly on the examination reports of the institution’s primary reg-
ulator. Nearly all State credit union agencies use the NCUA Automated Integrated
Regulatory Examination Software (AIRES) examination platform when they exam-
ine State-chartered credit unions for safety and soundness purposes. NASCUS agen-
cies participate in the development and testing of NCUA’s AIRES examination pro-
gram and procedures. In short, there is an excellent working relationship between
NASCUS agencies and the NCUA, as well as substantially similar examination
standards for both Federally and State-chartered credit unions.

In addition, the Federal Deposit Insurance Corporation Improvement Act of 1991
(FDICIA) established a series of safety and soundness requirements for both entities
that offer private deposit insurance to credit unions and for credit unions which
would opt for private deposit insurance.

FDICIA also dictates the manner and extent to which institutions opting for pri-
vate deposit insurance disclose fully that their deposits are privately insured. There-
fore, there should be no concern that these credit unions are not operated in a safe
and sound manner.

Permitting non-federally insured institutions to join the FHLB System would not
establish a new precedent. When the Federal Home Loan Bank Act of 1932 was
passed, insurance companies were allowed access to the system. At the time, they
were a means to mortgage lending. Insurance companies continue to have access to
FHLB system. Insurance companies have never been federally insured; they are
State chartered and regulated by State governments without Federal oversight or
insurance.

As of December 31, 2005, 111 insurance companies enjoyed access to the FHLB
system. There are no federally insured insurance companies, negating the argument
that insurance status is the reason institutions may or may not have access to the
FHLB system.

Access to the FHLB system brings many safety and soundness benefits, including
the ability to borrow funds and better manage assets and liabilities. And, providing
access to State-chartered privately insured credit unions does not inflict any new
or unusual exposure on the FHLB system.

Moreover, it provides an additional layer of financial analysis and market dis-
cipline for privately insured credit unions. The FHLB system performs ongoing cred-
it analysis of members, particularly for those who borrow. Each FHLB has a sophis-
ticated credit screening system to assure that any borrower, Federally insured or
not, is credit worthy. In addition, every advance is secured by marketable collateral.
Indeed, even during the savings and loan debacle, we understand that no FHLB suf-
fered a loss on advances extended to their members.

NASCUS believes that credit unions in States that allow private insurance should
not be disadvantaged by a lack of access to the FHLB System and the benefits it
provides. A credit union’s choice of insurance should not determine its access to a
wholesale lending system that would allow it to best serve its members.

In the past, Congress has expanded the membership eligibility for the FHLB sys-
tem to help local financial institutions meet the housing and homeownership needs
of their communities. Enabling State-chartered, privately insured credit unions to
be eligible to join the FHLB System, is merely one more step in making homeowner-
ship a reality to credit union members. We urge the Committee to include this pro-
vision to help achieve our Nation’s housing and homeownership goals.

Expanding Member Business Lending Authority

Regulatory relief is important for credit unions in the area of member business
lending. NASCUS has a vision of providing well-thought-out member business lend-
ing regulations to best position credit unions to serve their members. The financial
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service regulatory relief matrix includes the following provisions, which are also in-
cluded in H.R.2317.

Title II of H.R. 2317 provides an opportunity for economic growth for credit unions
through member business lending. Credit unions should be given greater authority
to meet their member business lending needs; this better positions them to service
consumers. Raising the statutory limit on credit union MBL’s to 20 percent of total
assets, as proposed in Section 201 of H.R. 2317, facilitates member business lending
without jeopardizing safety and soundness at participating credit unions.

Further, we support Section 202 of H.R.2317, which amends the current defini-
tion of an MBL by granting NCUA the authority to exempt loans $100,000 or less.
This increases the definition of business loans subject to the current amount of
$50,000 to $100,000. We urge that the statutory definition of a credit union MBL
be changed from the current $50,000 limit contained in the FCUA. In fact, we sup-

ort redefining credit union MBL’s to the Fannie/Freddie conforming loan limit of

417,000, increased in January 2006. We believe this is a safe and sound, well es-
tablished and readily understandable index that has served lenders and the public
interest well for many years.

Both of these provisions provide credit unions with regulatory relief as it concerns
member business lending. We request that these provisions be included in regu-
latory relief bill drafted by this Committee. Additionally, you will find these provi-
sions in the financial services regulatory relief matrix.

Regulatory Modernization

It is time to update regulations to reflect parity of treatment between credit
unions and other financial institutions. It makes sound business sense and provides
for equitable competition. NASCUS supports the following provisions, as included in
the financial services regulatory relief matrix.

NASCUS believes that all federally insured credit unions should have the same
exemptions as banks and thrift institutions from Federal Trade Commission
premerger notification requirements and fees, a requirement of the Clayton Act. In
fact, we believe this provision should be expanded to include all State-chartered
credit unions. This provision is in Section 311 of H.R.2317 and in Section 312 of
H.R. 3505.

Additionally, NASCUS supports providing federally insured credit unions parity
treatment with commercial banks with regard to exemptions from SEC registration
requirements. Banks were provided these exemptions in the Gramm-Leach-Bliley
Act. NASCUS is pleased this provision is included in Section 312 of H.R.2317 and
in Section 313 of H.R. 3505.

If State-chartered credit unions are not accorded the same SEC treatment as com-
mercial banks and savings institutions, we believe the powers granted to credit
unions by State legislatures and State regulators might be unnecessarily preempted
by SEC regulation. Unless appropriate regulatory relief is provided, credit unions
offering these services may be subject to redundant and costly examination. We urge
that credit unions be accorded similar regulatory treatment as other financial insti-
tutions.

Federal Preemption of State Regulation

The debate about State and Federal powers is not a new discussion. I can imagine
our Founding Fathers in 1787 at the Constitutional Convention participating in
many healthy debates about how to protect the powers of the States. The question
confronting our Founding Fathers was how to limit the central government’s power
so it could not take away from people’s rights.

Today, we are confronted by this same issue. In fact, preventing Federal preemp-
tion of State laws and regulations continues to be a priority for State legislatures
and State regulators. Federal preemption overrides States’ rights in several funda-
mental ways. It preempts State legislatures from creating laws for the citizens of
a State. Potentially, laws that override State laws and regulations affecting the con-
sumers in a State could be decided by individuals not elected by the citizens of a
State. Preemption does not stop here; it has the potential to stop a State’s Governor,
a State’s Attorney General and a State’s financial regulators from making decisions
for their State. NASCUS believes States are in the best position to decide the laws
and regulations for consumers in their States.

NASCUS is uncomfortable with Federal rulemaking that preempts State author-
ity or the trend of Federal banking authorities to preempt State consumer protec-
tion. Such initiatives have been touted as establishing exclusive national standards
for regulating almost all aspects of consumer lending practices. We believe it over-
rides State law and provides less protection for consumers. NASCUS is concerned
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that there may be a contagion impact on the credit union dual chartering system
as the powers of the State banking regulators are curtailed.

Each time a Federal agency acts to preempt State law, it is a chink in the armor
of State protections that our Founding Fathers sought to preserve. It threatens the
dual chartering system as we know it. Congress should resolve the conflicts rather
than delegate these fundamental issues to the Federal financial institution regu-
lators to determine.

When I think of dual chartering of financial institutions, I think of strong commu-
nities. I think of economic enhancements and job creation. Dual chartering and the
State supervision that comes with it have been essential elements of the credit
union system since its beginning. State credit union regulatory agencies have been
instrumental in making new rules and regulations that have influenced even the
Federal credit union system. States have rightfully been called the laboratories for
innovation. Federal preemption takes away innovations created by the State system.

One current issue confronting the credit union system is credit union conversions
to mutual savings banks. NASCUS believes that State law should dictate the con-
version process for State-chartered credit unions, as well as the terms and condi-
tions that allow State-chartered credit unions to terminate Federal insurance.

The chartering of a State credit union is an issue determined by State law. Ap-
proval authority for a conversion is determined, likewise, by State law, which typi-
cally authorizes the State chartering authority to determine if a credit union may
convert and the processes for a conversion. A conversion is a function of a credit
union’s original charter, separate from insurance oversight. As we have learned
from recent events, NCUA regulations dictate disclosures and approval authority for
State-chartered credit union conversions.

NASCUS asks for this Committee’s support in changing conversion rules that
would place the responsibility on the chartering authority. The authority for Federal
credit unions resides with the Federal regulator; likewise, the authority for State-
chartered credit unions should reside with State regulators.

Conclusion

. Ifn conclusion, NASCUS strongly supports the following issues for regulatory re-

ief:

e NASCUS supports amending the definition of net worth in the FCUA to include
more than just retained earnings.

o NASCUS supports amending the definition of net worth to include the retained
earnings of a merging credit union with that of a surviving credit union, as in-
ﬂu}({le?il5 Oin both H.R.1042, Section 104 of H.R.2317 and in Section 314 of

.R. 5.

e NASCUS supports a risk-based capital regime for credit unions.

e NASCUS believes credit unions should be permitted to issue alternative capital.
NASCUS proposes three alternative capital models in its white paper that pre-
serve the not-for-profit structure of credit unions.

e NASCUS supports representation on the NCUA Board by an individual with
State credit union regulatory experience.

. gﬁEgUS believes non-federally insured credit unions should be eligible to join the

’S.

e NASCUS supports expanding member business lending provisions to 20 percent
of total assets of a credit union, furthering the goal to provide loans for consumer
members. This is also included in Section 201 of H.R. 2317.

e NASCUS supports amending the definition of a member business loan from
$50,000 to at least $100,000, as included in Section 202 of H.R.2317.

e NASCUS supports that all federally insured credit unions should have the same
exemptions as banks and thrift institutions from FTC premerger notification re-
quirements and fees. Additionally, we support expanding this provision to include
all State-chartered credit unions. This provision is in Section 311 of H.R.2317 and
in Section 312 of H.R. 3505.

e NASCUS supports amending the definition of bank in the SEC Act of 1934 to pro-
vide federally insured credit unions with the same registration exemptions as
those provided to commercial banks. This provision is included in Section 312 of
H.R.2317 and in Section 313 of H.R. 3505.

e NASCUS encourages Congress to intervene and block the continuing preemption
of State laws.

e NASCUS believes that the process for converting a State-chartered credit union
to another financial institution charter is a matter that should be determined by
State law and regulation, not dictated by Federal legislation.

NASCUS appreciates the opportunity to testify today and share our priorities for
regulatory relief. The provisions discussed are outlined further in the financial serv-
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ices regulatory relief matrix. In addition, we attached a copy of the NASCUS white
paper about alternative capital at the end of our testimony.*

We urge this Committee to protect and enhance the viability of the dual char-
tering system for credit unions by acting favorably on the provisions we have pre-
sented in our testimony. We welcome questions from Committee Members.

Thank you.

PREPARED STATEMENT OF BRADLEY E. ROCK
PRESIDENT AND CEO, BANK OF SMITHTOWN
ON BEHALF OF THE
AMERICAN BANKERS ASSOCIATION

MArcH 1, 2006

Mr. Chairman and Members of the Committee, my name is Bradley Rock. I am
Chairman, President, and CEO of Bank of Smithtown, an $900 million community
bank located in Smithtown, New York, founded in 1910. I am also the Vice Chair-
man 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 community, 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 elimi-
nate unnecessary, redundant, or inefficient regulatory burdens that increase costs
for banks and reduce the amount of credit available to our communities. By now,
it should not come as news that banks are struggling under the weight of increasing
levels of regulatory burdens, many of which do not serve the objective of making
the Nation’s banks operate more soundly or to provide meaningful protections to
consumers. These regulatory burdens raise the cost to banks and, consequently,
place an unnecessary strain upon banks’ abilities to efficiently serve their cus-
tomers.

The USA PATRIOT Act, the Sarbanes-Oxley Act, and the Gramm-Leach-Bliley
Act are all valuable pieces of legislation that strive to serve the public interest.
However, overly complex or redundant compliance requirements render these laws
far less effective than they would be otherwise. Banks, particularly community
banks, are strained to the breaking point under the weight of thousands of pages
of regulation, guidance, and other mandates. When the cumbersome layering of ad-
ditional requirements, issued by the Securities and Exchange Commission (SEC),
the Financial Accounting Standards Board (FASB), the Public Company Accounting
Oversight Board (PCAOB), the American Institute of Certified Public Accountants
(AICPA), and the Internal Revenue Service (IRS) are also taken into account, it is
abundantly clear that bank resources are being stretched too thin.

The ABA would like to take this opportunity to thank the many Members of the
Senate Banking Committee that signed a joint letter to then-SEC Chairman Don-
aldson, expressing serious concerns with the SEC’s proposed regulations imple-
menting the “push-out” provisions of Title II of the Gramm-Leach-Bliley Act and
urging the SEC not to finalize those regulations. As the Committee is aware, the
proposal would create costly and unnecessary regulatory burdens on banks that
offer traditional banking products and services. To date, the SEC has not issued
final regulations and we, in the banking industry, are hopeful that the SEC will fol-
low the guidance outlined by Members of this Committee to work with the bank reg-
ulators to propose a new regulation for public comment that is consistent with Con-
gressional intent and that does not “impose burdensome and wholly unjustifiable
compliance costs on the entire banking industry.”

In addition, ABA has submitted comments to regulators on a wide range of regu-
latory relief priorities, which would make a real difference in the vitality of our Na-
tion’s banks. We are pleased the regulators have acted on some of our recommenda-
tions and that our message is apparently being heard. For example, I am particu-
larly pleased with regulators’ support for changes that involve the Bank Secrecy Act
(BSA), including discontinuing cash transaction report (CTR) requirements for sea-
soned customers—changes that would not only provide relief to banks and our reg-

*Held in Committee files.
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ular customers, but also increase the security of our banking system by identifying
criminal activity with greater precision. More can, and needs to be done, however.
In my testimony, I would like to make three key points:

o Excessive regulatory burden 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 is in great
danger of being regulated right out of business.

e There are many important regulatory issues that Congress should address this
year, but several are especially pressing to maintain the competitive vitality of my
industry. These include eliminating unnecessary CTR’s, increasing the 500-share-
holder threshold which triggers periodic reporting requirements that impose con-
siderable financial and opportunity costs on smaller public companies; and pre-
venting credit union capital erosion and widening credit union authority in
higher-risk lending.

Excessive Bank Regulation Harms Consumers, Communities’ Economies

Outdated laws and regulations divert scarce resources of banks that could other-
wise 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 mine. While no single regulation by itself is overwhelming, the cumu-
lative weight of all the requirements is overwhelming.

The burden of regulation has a significant impact on bank customers and local
economies. Every new law, regulation or rule added means two things: More expen-
sive bank credit and less of it. This is true for large and small businesses—likely
hurting small businesses the most, as they need low-cast financing but cannot go
directly to the capital markets. 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—excluding compliance costs due to legisla-
tion enacted in the last 5 years, such as the USA PATRIOT Act and Sarbanes-
Oxley—would range from $36 billion to $44 billion per year. 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 $72 billion to $88 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 Hit Especially Hard

Regulatory costs are significant for banks of all sizes, but small banks carry the
heaviest regulatory load. For the typical small bank, about $1 out of every $4 of op-
erating expense goes to pay the costs of government regulation. For large banks as
a group, total compliance costs run into the billions of dollars annually.

The cumulative effect of new rules and regulations is already leading many com-
munity banks to look for merger partners to help spread the costs; some will go out
of business altogether or consolidate with larger banks, as some have already done.
Our members routinely mention regulatory burden as the first or second critical fac-
tor threatening the viability of their community banks. I can tell you, Mr. Chair-
man, the pressures to comply with all the regulations and still meet the demands
of our customers are enormous. We feel that we must grow the bank rapidly to gen-
erate 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 serv-
ing our customers.

Bankers at all levels, from bank directors and CEQ’s to compliance managers and
tellers, spend endless hours on compliance paperwork. 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 activities throughout the bank related to regu-
latory 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 regulatory issues. In addition, banks spend billions annually on com-

1“Survey of Regulatory Burden,” ABA, June 1992; Elliehausen, “The Cost of Banking Regula-
tion: A Review of the Evidence,” Staff Study, Board of Governors of the Federal Reserve System,
April 1998.
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pliance training, outside compliance support (including accounting firms, consult-
ants and attorneys), compliance related hardware and software, printing, postage,
and telephone connections.
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Banks that can least afford increasing compliance costs are hit the hardest. There
are more than 2,491 banks and thrifts with fewer than 20 employees; nearly 900
banks and thrifts have fewer than 10 employees. In order to fulfill their compliance
obligations, banks of this size often are forced to hire an additional full-time em-
ployee just to complete government-mandated reports. According to the Small Busi-
ness Administration’s Office of Advocacy, the total cost of regulation is 45 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 The
cost versus benefit analysis fails to make the case for many of the rules and regula-
tions banks must follow and the reports that we generate.

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 am sure I speak for all bankers when I say that I would much
rather spend my time talking with our customers about their financial needs and
how my bank might fulfill them than poring over piles of government regulations.
The losers in this scenario are bank customers and the communities that banks
serve.

CTR’s, Shareholder Thresholds for Reporting Requirements, and Credit
Union Expansions

In the appendix to this testimony is a list of recommended actions, every one of
which would provide meaningful and much needed regulatory relief to banks. There
are three issues in particular that I would like to emphasize.

ELIMINATE CTR FILINGS FOR SEASONED CUSTOMERS [MATRIX 176]

ABA and its members strongly believe that the current cash transaction reporting
program has been rendered virtually obsolete by several developments: Enhanced
customer identification programs, more robust suspicious activity reporting, and the
use of the more focused and intensive 314(a) inquiry/response process. We believe
that the current CTR screen at the current level generates too many reports that
capture extensive immaterial activity wasting law enforcement time and resources
that could be spent more effectively on detection and investigation of criminal and
terrorist activity.

In fact, as published in the U.S. Money Laundering Threat Assessment released
earlier this year, the number of CTR’s filed on an annual basis now tops 13.1 mil-
lion with no signs of abating. Even at FinCEN’s conservative estimate of around 25
minutes per report for filing and recordkeeping, it means that the banking industry
as a whole devoted around 5% million staff hours of work to handling CTR’s in
2005. Based on our recent survey, the industry paid around $187 million in wages
for this staff time.

Based on that same survey, three-quarters of the filings were for business cus-
tomers who had been with the bank for over a year. That means that the industry
spent around four million staff hours and over $140 million last year filing notices
on well-established customers!

A typical bank with $2 billion of assets filed 1,400 CTR’s in 2005. The filings took
583 staff-hours. And 438 of the staff-hours were simply to report on long-standing
customers.

2 Crain, “Impact of Regulatory Costs for Small Firms,” Small Business Administration, 2005.
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This trend is only likely to accelerate and demand more and more staff to report
on more and more transactions further burying the real needles of money laun-
dering under an exponentially growing mound of the hay of legitimate business
transactions mindlessly recorded at great expense and increasing opportunity cost.

CTR’s have been Superseded by SAR’s and 314(a) Inquiries

When establishing the BSA regulatory regime, Congress sought to require reports
or records when they have “a high degree of usefulness” for the prosecution and in-
vestigation of criminal activity, money laundering, counter-intelligence, and inter-
national terrorism. ABA and its members strongly believe that the current CTR re-
porting standards have long departed from this standard of achieving a high degree
of usefulness.

To continue to require CTR filings for business customers whose identity has been
verified under a bank’s Customer Identification Program (CIP) and tested under a
period of experience with the bank and that remain subject to risk-based suspicious
activity reporting is an inefficient use of resources by bankers and law enforcement.
It also diverts scarce examiner resources by focusing on compliance with technical
reporting standards, rather than evaluating bank internal controls for detecting
transactions that possess a likelihood of involving money laundering and terrorist
financing.

Exempt Seasoned Customers from CTR’s

Accordingly, we believe that the best way to improve the utility of cash transaction
reporting is to eliminate the routine reports being filed on legitimate American busi-
nessmen and businesswomen. This can be achieved by establishing a seasoned cus-
tomer exemption for business entities, including sole proprietorships, as endorsed by
FinCEN last year in testimony before Congress.

It is important to remember that cash transaction data will not be lost, but rather
will continue to reside in the normal bank account data for each seasoned customer.
It will, therefore, be available to law enforcement whenever sought in connection
with an inquiry from government enforcement entities. In particular, by using the
USA PATRIOT Act 314(a) inquiry process, law enforcement will be able to obtain
information in far greater detail on the accounts of suspects. Of course, all seasoned
business customers would continue to be subject to suspicious activity monitoring
and reporting, thereby alerting law enforcement to the kind of conduct that has
been investigated and affirmatively considered as having a heightened potential for
being illegal.

Eliminating CTR filings for seasoned customers would have the following benefits:
e The vast majority of the over 13 million CTR’s filed annually would stop, saving

many hours a year in filling out forms and law enforcement resources devoted to

processing them.

e There would be an improvement in the quality of SAR’s, eliminating those that
are filed on routine, legitimate cash transactions that approach but do not reach
current CTR levels. Banks would be able to focus their energies on detecting
genuinely suspicious handling of currency regardless of artificial thresholds.

e We would make an enormous stride forward in focusing our anti-money laun-
dering efforts—by both law enforcement and the banking industry—on the real
crooks and terrorists with far greater likelihood of detecting and stopping their
activities.

The redundancy of CTR filings for seasoned customers with transaction accounts
and the need to eliminate this inefficient use of resources by bankers and law en-
forcement was echoed by the Financial Crimes Enforcement Network (FinCEN) and
all the bank regulators in Congressional testimony over the last year.

Simplifying the CTR Exemption Process Falls Short

ABA has worked cooperatively with FinCEN and the Federal banking regulators
to encourage institutions to make better use of statutory exemptions when they
were changed in the late 1990’s. Our Association did extensive outreach to our mem-
bers, and while many institutions adjusted their CTR filing policies and utilized the
two-tier exemption process, the general response was lukewarm at best.

Unfortunately, the compliance technicalities for, and examiner second-guessing of,
banker use of the exemption and the renewal processes have discouraged many in-
stitutions from utilizing the tier-two exemptions. ABA has even received reports
from members that examiners have threatened penalties and other formal criticisms
for simple late filing of biennial renewal forms, a regulatory climate that demands
overhaul. We do not believe that improvements to this process will make a signifi-
cant dent in the overwhelming number of CTR’s filed each year that do little more
than record the legal transactions of law-abiding citizens, thereby drawing attention
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and resources away from the effort to catch and stop criminal activity. Con-
sequently, in adopting a seasoned customer exemption, we must ensure that the
regulatory process and requirements that follow do not frustrate the goal of reduc-
ing unnecessary CTR filing.

INCREASE SHAREHOLDER THRESHOLD FOR REGISTRATION

Currently, Section 12(g) of the Securities Exchange Act of 1934 requires a com-
pany with $10 million in assets and 500 shareholders to register its securities with
the SEC. Once registered with the SEC, a company comes under a significant
weight of Federal securities regulation, including requirements to file with the SEC
annual and quarterly reports, and insider and beneficial owner reports, and to com-
ply with the SEC’s proxy and information statement rules. The 500 shareholder
threshold has never been updated since it was initially set in 1964; in contrast the
asset requirement has been updated incrementally from $1 million to $10 million
since 1964.

These periodic reporting requirements impose considerable financial and oppor-
tunity costs on smaller public companies—costs that are ultimately borne by the
company’s shareholders and the Nation as a whole as the job and economic cre-
ativity of small businesses are unnecessarily burdened. For example:

e Average auditing fees for smaller public companies, defined as companies with
less than $1 billion in revenue, rose from $532,000 in 2003 to $1,044,000 in 2004,
a 96 percent increase. Large public companies also face very large increases in
auditing fees—58 percent from $3,631,000 to $5,734,000.

e Three-fourths of community banks surveyed by Grant Thornton last year indi-
cated that director and officer liability insurance had increased significantly in
2003.

e The legal costs of public companies have increased dramatically, disproportion-
ately impacting smaller public companies that do not have the requisite legal staff
to draft committee charters, corporate governance principles, codes of ethics, di-
rector independence surveys, and board of director and committee assessments.

e Significant opportunity costs have dampened the growth of business as capital
that is currently used to fund unnecessary compliance programs is not available
to fund expansion, including the opening of bank branches. In addition, lost pro-
ductivity as a result of complying with these reporting requirements is estimated
at $1 million per year for companies with revenues of less than $1 billion.

To reduce these costs and burdens, the 500-shareholder threshold should be in-
creased to more accurately reflect the current size and conditions of the investment
market. As noted above, updating the benchmarks for SEC registration is not with-
out precedent as the asset size parameter has been increased to $10 million from
$1 million initially set in 1964. Good public policy suggests that the shareholder
threshold should be correspondingly increased. According to SNL Financial data,
raising the threshold to 3,000 would exempt about 6 percent of the banking industry
in terms of assets, or six hundred and eighteen bank holding companies. Even up-
dating the threshold to 1,500 shareholders would exempt about 5 percent of the
banking industry in terms of assets, or about five hundred bank holding companies.

The SEC regulations also provide that a company cannot seek to de-register until
the number of shareholders of record is below 300. Sections 12(g)(4) and 15(d) of
the Securities Exchange Act of 1934 should be similarly updated to place the thresh-
old for de-registration within the range of 900 to 1,800 shareholders of record.

REJECT EFFORTS TO EXPAND CREDIT UNION BUSINESS LENDING AUTHORITY

ABA strongly opposes the use of regulatory relief legislation to expand the com-
mercial lending authority and/or prudent regulation of capital levels of credit
unions. Such changes would reduce the safe and sound supervision of credit unions
while fueling even more rapid extension of the government subsidies for an ever-
increasing segment of the credit union industry, especially when the industry has
failed to demonstrate that it is using its subsidies to benefit the underserved.

A fundamental change has occurred within the credit union industry that has di-
vided the industry into two distinct groups—diversified conglomerate credit unions
that act like and advertise themselves as commercial banks, and traditional credit
unions that are more likely to embody credit unions’ mission to serve people of mod-
est means. Today, more than 100 credit unions surpass $1 billion in assets. These
credit unions are much larger than the typical community bank in their local mar-
ket, which has a median asset size of $106 million as of September 2005. The cur-
rent government subsidies for these diversified credit unions and lack of equivalent
regulation have created huge competitive inequities in the local marketplace and
represents an ever-increasing abuse of the credit union tax subsidy. Moreover, large-



155

scale business lending is inconsistent with Congress’s original charge that credit
unions serve “people of small means” and should not be encouraged further.

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.
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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 Travis Plunkett of the Consumer
Federation of America,! Margot Saunders of the National C'onsumer Law C “enter” on behalf of its low
income clients, and Edmund Mierzwinski of the U.S. Public Interest Research Group®. We thank you
for the opportunity to provide comments on the many issues that may arise as you consider proposals for
financial services regulatory reform. This testimony is also provided to you on behalf of ACORN,” the
Center for Responsible Lendi *Co s Union,’ and the National Community Reinvestment
Coalition.’

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 number of others. However, in this testimony, we only focus on
provisions we understand to be under serious consideration by the committee;® we do not comment on all
187 or more items in the so-called “regulatory reform matrix,” although we certainly oppose others.

The Consumer Federation of America is a nonprofit association of about 300 pro-consumer groups, with a
combined membership of S0 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 people. We work with thousands of legal services, government and private attorneys, as well as community groups and
organizations, from all states who represent low-mcome and elderly mdividuals 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.

* 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.

'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 profil, nonpartisan organization focused on policy research
and advocacy to stop predatory lending practices. CRL is an affiliate of Sel(-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
consumers with information, education and counsel about goods, services, health, and personal finance; and to initiate and
cooperate with individual and group efforls 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

"National Community Reinvestment Coalition (NCRC) is the nation's trade association for econamic justice whose
members consist of local community based organizations. 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 arecas.

8 For example, many of the undersigned organizations also strongly oppose changes to Section 404 of Sarbanes-Oxley
(Matrix item 175)
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As the Committee evaluates which of these many proposals to include in a bill labeled
“Regulatory Relief,” it is critical that the consumer interest be the focal point of the process. A fair bill
cannot be limited to proposals requested by financial institutions. A fair bill must include regulatory
measures that would benefit consumers. In particular, our organizations urge you to take the long-
overdue step of updating the jurisdictional limits and statutory damages allowed under the Truth in
Lending Act (TILA) and the Consumer Leasing Act.

A fair bill must also exclude measures that would harm consumers. An analysis of the proposals
suggested by the financial services industry indicates that many would do substantial harm to consumers
by overriding important state laws with weak substitutes, undermining key consumer protections under
federal law, and jeopardizing the safety and soundness of the deposit insurance system. Of particular
concern are proposals that would:

¢ LExempt check diversion companies from consumer protections required under the Fair Debt
Collection Practices Act, allowing these for-profit collection companies to operate outside the
limitations of federal consumer protection and force consumers to pay fees that are not authorized
by state law in order to avoid criminal prosccution.

+ Lxpand the ability of Industrial Loan Companies to offer new products, such as business
checking, and branch into states without permission, threatening the safety and soundness of the
banking system and taxpayers.

o Override the interest rate ceilings put in place by the people of Arkansas, removing the state’s
ability to impose any limilts on any loans in the state.

o LExempt financial institutions from providing some important privacy notices, and

s Override the few remaining states that prevent rent-to-own stores from overcharging consumers.

In this process, federal agencies and lmancial institutions oflen argue that various consumer
protection regulations have an adverse impact on competition. Actually, it is the removal of consumer
protection regulations that would most likely reduce the competitive advantage of responsible financial
institutions in the marketplace. Consumer protection requirements are imposed on depository institutions
not only for the benefit of consumers, but also to ensure that competition is appropriately fostered.
Without the minimum consumer protections required by federal law, institutions that choose to provide
more balanced and consumer friendly products would find themselves at a competitive disadvantage
compared to institutions that choose not to treat consumers as fairly.

The consumer protections provided by such laws as the Truth in Lending Act, the Fair Debt
Collection Practices Act, the Electronic Fund Transfer Act and others are often the only tools available to
consumers to balance their bargaining power with influential federally chartered and insured financial
institutions. After all, the broad range of consumer protections traditionally provided by state law in
consumer transactions may no longer be applicable to federally chartered or insured financial
institutions.”

It has been recognized for centuries that borrowers and lenders often do not enter credit contracts
on an equal footing. The absence of equal bargaining power may manifest itself in different ways. It is a

“See Regulations of the Office of Comptroller of the Currency, 12 C.I' R. Parts 7 and 34; and Regulations of the
Otftice of Thrift Supervision, 12 C.F.R. part 560.
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fact of the modern consumer credit market that creditors, not borrowers, draft loan documents, and that
the terms of credit contracts offered to consumers are basically non-negotiable. A potential borrower can
“take it or leave it” and go elsewhere, though sometimes the “elsewhere” is not so easy 1o find or involves
identical terms. Moreover, the increased complexity of credit makes it difficult for consumers to do any
meaningful comparison shopping to determine whether it is best to “leave it” or not. The ubiquity of
adhesive credit contracts, combined with the ignorance of almost all consumers about the implications of
the fine print contained in these contracts, leads to opportunities for the exploitation of typical borrowers
that are just as great as those present with the classic desperate borrower.

The consumer protections provided by the federal laws under consideration in the present review
generally provide the only antidote for consumers to protect them from overcharging and adhesion
contracts with complex terms. In fact, as the refrain “predatory lending” should be quite familiar to this
Committee, everyone should agree that the current panoply of federal consumer protections is clearly
insufficient. As a result, to promote safety and soundness, ensure fairness and protect consumers, we urge
the Committee to adopt pro-consumer legislation.

Additionally, any proposed reduction in federal consumer protections must be justified not only by
the clearest showing that the burden on the financial services industry is unreasonably high, but also by an
equivalent finding that the benefit to consumers provided by the protections being reduced is de minimus.

L IMPORTANT PROPOSALS TO UPDATE FEDERAL LAWS TO PROTECT CONSUMERS
A. Update Truth in Lending Act and Consumer Leasing Act (Senate matrix Item 129).

TILA’s jurisdictional limit for non-dwelling secured consumer credit transactions was set when
the law was first passed in 1968 at $25,000. That amount was more than sufficient at that time to ensure
that most automobiles and credit card transactions were included within TILA’s umbrella. However, the
value of $25,000 in 1968 dollars is $142,456.90 in today's money. 1% As a result, today most car loans as
well as other consumer credit transactions are not protected by TILA."

The same issue exists for statutory damages under TILA. The equivalent for the statutory
damages amount of $1,000 in 1968 would be almost $6,000 today. The numbers in the current statute
need to be updated, and an inflation factor built in. The Consumer Leasing Act requires similar

12
treatment.

B. The application of the Truth in Lending Act to overdraft “bounce™ loans should be clarified
(Senate matrix Item 127).

O5ee http://data bls.gov/cgi-bin/cpicale.pl

" Amendment: Amend Section 104(3) of the Truth in Lending Act (15 U.S.C. § 1603(3)) and Section 181(1) of the
Consumer Leasing Act (15 U.8.C. § 1667(1)) by deleting "$25,000" wherever it appears and replacing it with "$150,000"

12 Amendment: Amend Section 130 of the Truth in Lending Act (15 US.C. §1640) by deleting "$100" or “$200”
wherever either appears, and replacing both items with "$500", and by deleting "$1,000" or “$2,000” wherever either appears
and replacing both items with "$5,000".
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The Federal Reserve Board issued [inal rules last year to cover overdrafl extensions of credit
under the Truth in Savings Act, Reg DD, instead of recognizing that “bounce loan protection™ should be
regulated under the Truth in Lending Act as the extension of credit that it clearly is. The Board’s rule is a
completely inadequate response to the 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 and get affirmative consent to borrow
money through use of a debit card at an ATM or point of sale terminal or by writing checks that overdraw
the account.

Bounce “protection™? is a new form of overdraft protection that over 90 percent of banks are
using to boost their non-interest revenue.'' A 2005 study by the Center for Responsible Lending
conservatively estimates that consumers paid over $10 billion in a year for overdraft loans.'”® As we
wrote to this Committec last year, banks that use “courtesy overdraft” programs charge steep fees, take
payment in full directly out of consumers’ next bank deposit, and encourage consumers to overdraw their
accounts, unlike traditional overdraft protection that consumers apply for and that guarantees 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 NSF 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. Some regulators even
allow their banks to deceive consumers about how much money they have in their accounts when they
request an account balance inquiry.'” Banks that advance cash at the ATM or point of sale when

PBounce “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 to Write Bad Checks (2003), available at
www.consumerlaw org/initiatives/test_and_comm/appendix.html.

13 Center for Responsible Lending, “Underregulated & Overpriced: The $10 Billion Overdraft Toan Market,” May
26, 2005

"*For example, a $100 overdraft will incur at least a $20 fee. Tf the consumer pays the overdraft back in 30 days, the
APR 15 243 percent. If the consumer pays the overdralt bank in 14 days, which 1s probably more typical [or a wage eamer, the
APR is 521 percent. 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.

Y7 The brochure issued by the OCC: last summer entitled “Writing a Check: Understanding Your Rights." warns
consumers: "Be sure that the available account balance you're counting on does not include funds from your bank's ‘overdraft
protection’ program.” See http://www.occ.treas.gov/ftp/release/2005-75a.pdf (last visited 25 February 2006). The OCC
brochure intends to explain all check rights; we are not aware that OCC allows national banks to deceive consumers in this
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consumers overdraw bank accounts turn consumers’ debit cards into credit cards without the benefit of
credit card protections. The Office of the Comptroller of the Currency has recognized that bounce loans
are credit as defined by TILA."® Some state regulators have reached the same conclusion.” All federal
bank regulators, except the Office of Thrift Supervision, acknowledge that overdrafis are credit. The
Joint Guidance on Overdraft Protection Programs, issued by most federal bank regulatory agencies early
last year, acknowledges that “When overdralls are paid, credit is extended.”™™" Yet consumers do not get
credit protections.

Overdraft loan fees clearly meet Regulation Z’s definition of a finance charge. Section
226.4(c)(3) of Regulation Z, 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 is
“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 is not necessary, and consumers ofien are held accountable for fees
unilaterally imposed by banks.

A 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 in account
agreements that permits those banks to make overdraft loans through automated teller machines and at the
point of sale.?’ These overdrafl loans go bevond 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 setoff.

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 get affirmative consent for overdrafi loans and to warn consumers when ATM and debit card

manner.

¥ Daniel P. Stipano, Deputy Chief Counsel, Office of the Comptroller of the Currency, Interpretive Letter #914,
September 2001.

Blndiana Department of Financial Tnstitutions, 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 (in response to
referral from the Administrator for the Colorado Uniform Consumer Credit Code)

20 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

2
! Consumer Federation of America, “Overdrawn: Consumer Face Hidden Overdraft Charges From Nation's Largest
Banks,” June 9, 20035
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transactions will overdraw an account and trigger a fee. They should also be required to provide
affordable repayment terms when making these loans.

C. Expand the Flectronic F'und Transfer Act to apply to all forms of electronically processed
pavments (Senate matrix Item 130).

Payment methods are increasingly converging, but the consumer rights available differ vastly
depending on how the payment is processed. A consumer who pays by debit card, for example, has the
protections of the federal Flectronic Tund Transfer Act, including a 10 business 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 and no promise of how long it can take to return the disputed funds
to the consumer. Even though image exchange is an electronic processing method, the EFTA 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 timely return of disputed funds. When the check is processed using a
substitute check, the Check 21 Act provides a 10 business day right of recredit, but the Federal Reserve
Board's narrow interpretation of the availability of this right in its regulations restricts this right to those
consumers who were provided with a physical substitute check, and the final regulations do 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 include all checks which
are processed in whole or in part by the transmission of electronic information.

D. Prohibit the misuse of banks and bank accounts by high priced payday lenders (Senate matrix
Ttem 128).

The Federal Deposit Insurance Corporation, the only bank regulatory agency to permit its banks to
partner with payday lenders, has recently taken steps to curtail the role of banks in facilitating payday
lending. Tast year, the FDIC issued a cease and desist order that led County Bank of Rehoboth Beach,
DE to withdraw from the payday loan business. According to company announcements and filings with
the SEC, the FDIC has asked the remaining “rent-a-banks” to stop partnering with payday lenders to
make single-payment and installment loans. Last week, First Bank of Delaware announced that it will
cease making these loans. Since the FDIC does not make public the content of supervisory letters, we do
not know whether all banks will permanently be barred from renting their charters to storefront and online
payday lenders.

The FDIC is the last of the federal bank regulators to take firm regulatory action to stop the use of
“rent-a-bank” arrangements, designed to allow payday lenders to evade state usury and small loan laws.?

2See repart 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 Carporation to protect
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Last year the FDIC revised its guidelines, directing banks to halt payday lending once consumers had
been in debt three out of the prior twelve months. The 11% Circuit decision in BankI¥est v. Baker™ found
that the Federal Deposit Insurance Act does not preempt state laws that attempt to regulate banks’ pavday
loan partners. To close this misuse of banks once and for all, we urge vou to clarify that bank charters are
not for rent by enacting 8. 1878, Senator Akaka’s “Predatory Payday Loan Prohibition Act of 2005.”

In addition to prohibiting rent-a-bank payday lending, this bill prohibits the relatively new practice
of'holding a check as security for a loan. Using the check as security for the payment of a payday loan is
the key to the coercive collection tactics used by the lenders. As the lender holds the check, at the end of
the short term loan, the consumer is generally forced to choose among three untenable options: 1)
allowing the check to be debited from their bank account where it will deplete money needed for food and
other living necessities, 2) allowing the check to bounce, exposing the borrower to coercive collection
tactics when lenders threaten civil or criminal liability for unpaid checks, and from the risk of losing their
bank account or check-writing privileges, or 3) renewing the loan at the original high cost. Loans based
on personal checks drawn on the borrower’s bank account that will be deposited to repay the loan on the
next payday is the modern version of lending secured by wage assignments, a credit practice long
recognized as inherently unfair which violates FTC rules.

The Senate should not condone predatory lending based on enticing cash-strapped consumers to
write checks without money in the bank to cover them.

E. Protect members of the military from predatory loans targeted at them.

One of the major problems that the Congress has considered, but failed to complete action on, is
the growing threat to our nation’s military readiness caused by predatory lenders largeting military
families. Iligh interest rates, unaffordable repayment terms, and the risk of losing valuable assets
characterize lending to the military. Military personnel must live under the terms of the Uniform Code of
Military Justice and security and evaluation criteria that place a premium on sound financial management.

We are particularly alarmed about payday lenders that entice military personnel, who are required
to have a bank account in order to receive direct deposit of their pay, to borrow money by handing over
personal checks for the loan and the finance charge. These quick cash loans cost over three hundred
percent annual interest and must be repaid in full on the borrower’s next payday. Payday loan users are
often trapped in a cycle of debt, paying the finance charge every payday to keep checks afloat but unable
to make the balloon payment required. A study recently published in the Ohio State Law Journal
conclusively demonstrates that payday lenders target military personnel. A survey of twenty states,
including nearly 15,000 payday loan outlets and over a hundred military bases, found that payday lender
locations show greater concentrations per capita near military populations. An Army Times investigation
documented that there are four times as many payday loan outlets per 100,000 population near Fort Lewis
and McChord Air Force Base than in the rest of Washington.

As Navy Master Chief Petty Officer Terry D. Scott testified before a House Ways and Means
subcommittee in February, “T am not being dramatic in my strong belief that loans from predatory lenders

consumers and the safety and soundness of state-chartered, federally-insured banks that partner with store front payday lenders.

22005 WI. 1367795 (11th Cir. Tune 10, 2005)
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to our troops are a threat to our military readiness and our ability to fight effectively the Global War on
Terror. Our country does not need Sailors distracted by the debt incurred from predatory loan
establishments. In addition, the security risks from Sailors in debt who could be compromised are
significant; the biggest factors in Sailors losing security clearances crucial to doing their jobs in the
defense of our country are financial problems.”

Two positive steps you could take would be to enact S. 418, by Senator Enzi and several other
members of the Committee as well as other Senators, and also to enact legislation based on Senator
Dole’s original amendment to the Defense Authorization bill to cap rates for loans made to military
personnel. As noted already, we also endorse Senator Akaka’s S. 1878 to prohibit loans based on checks
or debits drawn on the borrower’s bank account.

S. 418, the Military Personnel Financial Services Protection Act, is a good response to abuses in
the sales of periodic payment plans - both mutual funds and other investments, such as investments
disguised as insurance products -- to military personnel. These abuses have been documented in the New
York Times over the last several years. The bill would ban the sale of the most egregious products and
would clarify that state insurance commissioners have jurisdiction over violations on military bases. The
NASD already has this jurisdiction.

While the House has passed H.R. 458, that bill unfortunately suffers from a number of
unacceptable deficiencies. Title II, Lending to Armed Forces Personnel, was presented as a consumer
protection against payday lending. Due to the narrow coverage of the bill, it actually does not apply to
many payday lenders or payday loan transactions made to military borrowers. TFor example, the only
lenders covered are those that make over 10 percent of their loans to service members. Advance
America, the country’s largest payday loan chain, filed a challenge to Jacksonville’s payday loan
ordinance in 2005 and stated that less than five percent of its customers were members or spouses of
military in Jacksonville, home of the Naval Base.

ILR. 458 appears to protect military borrowers, but is actually likely to cause harm by
undermining existing protections for excluded borrowers, lenders, and loans.

» H.R. 458 is likely to reduce existing rights for members of the military. As it only covers a
small portion of the predatory loans actually made to military personnel, transactions not covered
may be less protected than under current law. The bill purports to prohibit some bad things
(waiver, garnishment, assignment of wages) for only some loans, made by only some lenders. Yet
under current law, the terms this bill would prohibit are generally already illegal. Tor example, if
the “protections™ only apply if the loans are made by lenders who target military borrowers, by
inference these provisions would not apply to all other military borrowers, other loans or other
lenders. By failing to protect all military borrowers from all predatory loans from all lenders, the
effect if likely to provide credence to arguments that the prohibited terms are legal for all other
loans.”

* The “rule of construction™ in the amendment does not adequately protect from these negative inferences. Tf the rule
were effective, it would render the underlying protections in the bill meaningless. The basic rules of statutory construction
require that a law have some real effect. It the amendment adds any protections, then that must mean that in those situations
that are not covered by the amendment, those protections would not be applicable. As a result, either the protections listed in
the amendment are new - and thus inapplicable to non-covered transactions (which reduces existing protections) - or the
amendment is meaningless.
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e The effect of the notice required for some loans would facilitate predatory lending, rather
than reduce it. The notice that would be provided to some military personnel by some lenders in
some loans could mislead the members reading it into believing that there are meaningful
protections applicable to those loans, when in fact there are not. This is likely to alleviate
concerns that the member might otherwise have about entering into such a loan - although the
bill’s provisions provide no valuable protection from the dangers of such a loan.”®

o  Generally most of the “protections” offered in IL.R. 458 already exist in current law or
Department of Defense regulations. These provisions include:

o]

Prohibition against garnishment of wages — vel federal law already provides significant
protections against garnishment of wages for enlisted personnel.”® High cost lenders
typically use check holding or vehicle titles to ensure repayment, rather than using the
courts to collect on payday and title loans.

Prohibition against assignment of wages — vet federal law already prohibits the assignment
of wages of enlisted members.”’

Prohibition against a covered lender contacting or threatening to contact the borrower’s
chain of command to collect a covered loan -- yet officers are directed by DOD not to
assist creditors in collecting “exorbitant” debts.®

Prohibition against including any waiver of rights under federal or state law including the
Servicemembers Civil Relief Act -- yet such waivers are already generally prohibib:d.29
Prohibition against lenders claiming to be endorsed by the Armed Forces or Department of
Defense -- yet DOD regulations already prohibit endorsement by officials or the use of

% In the limited instances the notice would be provided, military borrowers would not be warned about harmful
consequences of predatory payday and title loans, such as repeat presentment of checks that trigger bounced check fees or loss
of the vehicle whose title is signed over for a short term loan. Merely waming some borrowers about repeat borrowing does
not protect against predatory products or coercive collection tactics,

26 These restrictions exist under DOD regulations (32 C.F.R. Part 112), which include restrictions on the amount of
wages that can be gamished, ensure that the member has the opportunity to contest the garnishment, ensure that all of the
provisions of the Servicemembers Civil Relief Act have been complied with, and ensure that the exigencies of military duty do
not provide a basis for prohibiting the garnishment. Garnishments may only follow a court decision against the borrawer.

7 Assignment of pay for all enlisted personnel is void. 37 U.S.C.A. Section 701. Also, the I'TC Credit Practices Rule
prohibits the assignment of wages. 24 CI'R Part 444. Military allotments to repay debt are categorized as discretionary and
voluntary according to DOD Financial Management Regulation Vol. 7A, Chapter 41. Arguably, an allotment used to repay
predatory loans can be terminated at any time by the military borrower.

B DOD Directive 1344 9, par. 4.3.2. gives the commander contacted by a creditor discretion in assisting the creditor,
within the context and rules of the state, and specifically states that assistance shall not be provided to creditors “whose claims
are obviously exorbitant.” Payday loans at 400% APR and car title loans at 300% APR should be considered “exorbitant.”

% The SCRA prohibits the waiver of rights when the member enters into the contract. 50 U.S.C. App. § 517.
However, the protections of the SCRA do not apply to loans entered into during the period of active duty. As a result the
prohibition against this waiver in H.R. 458 purporting to deal with predatory loans made to active duty personnel is
meaningless. Most state and federal consumer protection laws do not permit waivers.
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organization names to suggest official endorsement or preferential treatment of any non-
30
federal entity.”

F. Credit unions should be permitted to provide check cashing and remittance services to anyone
in their field of membership (Senate matrix Item 9).

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 percent 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 svstem: check cashing stores,
rent-to-own stores,”” refund anticipation loan purvcyors,“ payday loan companies, and wire transfer or
remittance operators. Some products from banks, such as over-priced, deceptively 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.

30 oD 5500 7-R. Joint Lthics Regulation, par. 3-209. A commercial entity that advertised military endorsement is
covered by the Federal Trade Commission Act and state consumer protection laws against unfair and deceplive practices.

M See “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 ol America,
March 1998, available at http://www.consumerfed.org/bankchgpr.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. Tts 2003 report is available at http:/www federalreserve.gov/boarddocs/rptcongress/2003fees. pdf and
previous reports can be accessed at http://www.federalreserve.gov/boarddocs/rptcongress/. H.R. 1224, the Business Checking
Freedom Act, which has passed the House, includes a provision reinstating and improving the now lapsed requirement that the
Federal Reserve Board conduct annual fees surveys. We support the fee study provision only, but as discussed in detail in the
testimony, strongly oppose the underlying bill, HR. 1224, which grants unacceptable authority to Industrial Loan Companies

32 For an archive of materials on rent-to-own stores see http:/fwww.pirg.org/consumer/rtoloan htm.
33 See “All Drain, No Gain: Refund Anticipation I.oans Continue to Sap the ITard-Earned Tax Dollars of Low-Income
Americans,” Consumer Federation of America and National Consumer Law Center, January 2004, available at
http://www.consumerfed. org/Refund AnticipationLoanReport. pdf

3" See “Bounce Protection: How Banks Turn Rubber into Gold by Enticing Consumers to Write Bad Checks, An
Examination of Bounce Protection Plans.” April 2003, Consumer Federation of America and National Consumer Law Center,
available at http:/www.nclc.org/initiatives/test_and_comm/appendix.shtml/.
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Remittances. The problem of the high cost of remittances especially affects immigrant families.
According to now-Federal Reserve Chairman 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.™*

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 percent, 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 3 percent 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 1s that these consumers, frustrated by high bank fees, would be atiracted 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 Flectronic Fund 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 resolution 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, if 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.

* “Financial Access for Immigrants: The Case of Remittances.” Remarks by Governor Ben S. Bernanke at the
Financial Access for Immigrants: Learning from Diverse Perspectives conference, Federal Reserve Bank of Chicago, Chicago,
Tllinois, April 16, 2004, available at hitp://www federalreserve.gov/boarddocs/speeches/2004/200404162/default htm

% 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 werk at
ATMs but are not connected to bank accounts. Employers lower their check transaction costs and the un-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 altemative. See, e.g., “Questions [or Employees to Ask About Payroll
Cards.” By Gail Hillebrand, 2004, available in English at
http://www.consumersunion.org/pub/core_[inancial_services/000920.html and in Spanish at
http:/www.consumersunion, org/pub/core_financial services/000921. html
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These consumers pay significant fees — ranging from 1-20 percent 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—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 become members. We also believe that while credit unions provide
these essential services to non-members they must also continue to meet their charter obligations to
provide facilities and services in underserved communities.

G. Other important pro-consumer regulatory reforms should be enacted:

1. Repeal the CRA “Sunshine Law” (Senate matrix Item 7) (Section 48 of the FDI Act, 12
U.S.C. Section 1831y). This is an example of an extremely ill-conceived and misguided provision
adopled into law. It imposes undue burdens on lenders, community and consumer groups, and regulators
—that is why there is support from all quarters for its repeal.

2. End federal preemption of state regulation of consumer protection practices (Senate
matrix Item 75). In passing their respective rules preempting the application of state consumer
protections 1o national banks and federally chartered savings associations, as well as their operating
subsidiaries, the OCC and OTS have seriously hampered the protection of consumers. While some federal
agencies — the Federal Trade Commission and the Federal Reserve Board — are specifically charged with
this task as well, nowhere in the National Banking Act is there any mention of the role of the OCC or the
OTS to protect consumers. The states have traditionally paved the way for the protection of their citizens
by creating state-specific laws designed to balance the needs of the credit industry with the need to ensure
that consumers are protected from overly aggressive lending tactics.

National banks and federal savings associations, their subsidiaries and their affiliates are in
business to make money. Many insured depository institutions and their affiliates profit from predatory
lending in numerous ways, including;:

making direct loans;
investing in loan portfolios that contain predatorv loans;
providing securitization services for trusts which contain predatory loans.

Unfortunately, many predatory practices are not illegal under federal law. This is why many states
have stepped in and declared certain practices to be illegal. However, the OCC and the OTS have
exempled national banks and federal thrifts and their operating subsidiaries from the obligation to comply
with state laws, thus leaving consumers who borrow money from non-exempt lenders potentially more
protected than those who borrow money from banks. The experiment of deregulation and preemption of
state consumer protection laws has resulted in a huge increase in foreclosures, bankrupteies and escalating
consumer debt.

3. Improve liability coverage and other consumer protections for non-credit card payment
mechanisms (debit cards, stored value cards and similar access devices). In 2003, consumers in the
United States conducted more transactions with debit cards than with credit cards for the first time in
history. When the Electronic Fund Transfer Act was passed in the 1970s, debit cards were only used as
ATM cards, not used as substitutes for credit cards. Many other forms of stored value cards, including
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payroll cards, Electronic Benefits Transfer (EBT) cards, specialized temporary EBT cards such as Katrina
relief cards, pre-paid debit cards and merchant or bank gift cards did not even exist.

‘When a consumer uses a credit card, he or she is protected by a broad array of Truth in I.ending
Act rights, including its $50 liability 1imit38 and its Fair Credit Billing Act® rights to dispute mistakes
and fraudulent charges. Conversely, debit cards are governed by the weaker Electronic Fund Transfer
Act, which does not include Fair Credit Billing rights and has three tiers of liability, from $50, to $500, to
all the money in a consumer’s checking or savings account plus in any linked overdrafl accounts. As the
Federal Reserve warns consumers: “It’s important to be aware of the potential risk in using an EFT card,
which differs from the risk on a credit card. On lost or stolen credit cards, your loss is limited to $50 per
card. On an EFT card, your liability for an unauthorized withdrawal can vary.”*

The EFTA’s protections are inadequate for debit cards, which are increasingly used as if they are
credit cards. Consumers should not face higher liability when they use these cards, especially because the
usc of the cards is being aggressively promoted at this time through the use of rewards.*! Tn addition,
some of the other cards are covered by neither law. While the Federal Reserve Board recently announced
positive changes to EFTA’s Regulation E to extend its coverage to payroll cards, gift cards, certain pre-
paid debit cards and other stored value cards are not covered by either the TILA or the EFTA.

As card types continue to converge, as non-credit cards are increasingly used on the Internet and
in other transactions where the risk of loss or liability is high, and as new uses are developed for existing
card platforms and new access devices, it becomes more critical that protections be harmonized upward
and universally.

4. Shorten check hold times. Under both the new Check 21 Law and the fast-spreading practice
of converting paper checks to electronic payments, the checks consumers write can clear much faster, but
financial institutions do not have to give consumers quicker access to their deposits. The mismatch
between checks clearing faster and the continued delays on check deposits increases the risk of bouncing
a check, which comes with high consumer fees. The Federal Reserve Board has the authority to reduce
check hold periods by regulation as check clearing speed increases. It has not, however, acted.

®TILA Part B, §133, ISU.S.C. §1643.

* Several of our crganizations, in recent comments to the Federal Reserve Board, make detailed comments on ways to
improve Fair Credit Billing Act rights. See http://www.federalreserve.gov/SECRS/2005/March/20050329/R-1217/R~
1217 _153_L.pdf (last visited 25 February 2006).

40 Consumer Handbook To Credit Protection Laws, see
http://www federalreserve.gov/pubs/consumerhdbk/electronic.htm (last visited 25 February 2006).

# See testimony of Edmund Mierzwinski, on behalf of U.S. PIRG and the Consumer Federation of America, hearing
on The “The Law and Economics of Interchange Fees,” House Committee On Energy and Commerce, Subcommittee on
Commerce, Trade and Consumer Protection, 15 February 2006,
http:/energycommerce.house.gov/108/Hearings/021 52006hearingl 774/Mierzwinski2 730.htm (last visited 25 February 2006).
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II. HARMTFUL PROPOSALS TO CONSUMERS
H. No amendments to the Fair Debt Collection Practices Act are appropriate.

The matrix used by the Committee includes two proposals to amend the Fair Debt Collection
Practices (“FDCPA”™) Act in a way that would harm consumers: Items 79 and 91. Additionally, the
House inancial Services Committee included at the last minute four harmful amendments to the FDCPA
in the Manager’s Amendment to H.R. 3505. Al of these amendments would hurt consumers.

1. Check diversion exemption. The first provision in the Manager’s Amendment (Sec. 901)
would exempt private, “check diversion companies™ operating under contracts with local prosecutors
from all provisions of the FDCPA. This amendment would undermine decades of consumer protection
laws restricting unfair, deceptive and illegal collection of bad checks. It would harm consumers because it
would allow these for-profit companies to threaten criminal prosecution if consumers fail to pay not only
the bad check, but also high fees (often $100 to $200) that are not authorized by state law for classes
which may not provide a benefit to consumers. Also, the FDCPA’s important 30-day right to
verification of the debt would not be applicable to these collection efforts.

Check diversion companies are debt collectors that 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.

The federal 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 from it 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, an 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 into paying as much as $100 to
$200 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 that all debt collectors collecting bounced
checks are able to comply with and still successfully collect. Specifically, check diversion companies
have consistently been found by the courts, or have settled cases alleging three types of illegal conduct:

o Deceptive behavior. The check diversion companies’ letters to consumers are deceptive because
they look like they actually came from the District Attorney and imply that the DA had determined
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the consumer had committed a crime. In fact no DA ever reviews the individual 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.

e 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.

e 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, finding
alternative, far less abusive ways to enforce 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 of the exorbitant additional fees charged by the check diversion
companies, they simply advise of the process involved when a payee of a check which has bounced brings
the case to the criminal court. These DAs find that even without employing private companies that 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.

The provisions in H.R. 3505 do not replace the protections of the FDCPA. H.R. 3505
provides no meaningful right to verify the debt; it permits the collection companies to charge fees
which are not authorized by state law, and there is no prohibition against harassment, or unfair or
deceptive collection practices. 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.
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2. Three Other Amendments to FDCPA in House Manager’s Amendment. Without a public
hearing, three additional harmful amendments, were made to the FDCPA in the Manager’s Amendment to
H.R. 3505:

a) The first amendment (page 25, lines 6 — 9) exempts formal pleadings from the requirement to
include the notice about the right to request verification of the debt. If the only communication
provided to the consumer is the lawsuit itself. consumers would lose the essential right of requesting
information about the underlying debt. It is a very different matter to request verification of a debt from a
debt collector than it is for many low income consumers to have to go to court and defend themselves. If
this amendment passes, consumers will likely have default judgments entered against them for debts that
they do not owe.

b) The sccond amendment (page 25, lines 14 - 21) creates a new exemption for all notices
required under other law which do not explicitly include a request for payment. The stated reason for this
amendment is to exempt things like privacy notices from the Act’s requirements for initial
communications. However, the actual language goes much further. The effect of the current language
would be to exempt most notices required under state law from ALL protections of the FDCPA. For
example, notices provided under a state right to cure mortgage defaults (which generally need not
explicitly include a request for payment, but simply require an explanation of what needs to be done to
avoid foreclosure) would — if this amendment were to pass — be able to be deceptive, unfair, state amounts
which are illegal and incorrect, and could be provided in a harassing manner. Also, debt collectors would
be able to send TRS form 1099s — implicitly threatening to report to the IRS that the unpaid debt is taxable
income — without being governed by the prohibitions against unfairness and deception (often collectors
use this threat as a collection tactic, not to further tax collection).

¢) The third amendment (page 25, line 22) purports to allow debt collectors to continue
collection activities during the 30 day veritication period. Both we and the FTC have consistently said
we do not oppose this concept - as it is the current law — so long as the collection activities do not
contradiet or overshadow the consumer’s right to request verification of the debt. Unfortunately, as the
language in the amendment does not include the protection, the result would be that the essential right to
request verification of the debt would be lost in most cases.

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 mortgage servicers.”? In a case in
the 7th 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) notice. 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 environment.

If servicers have difficulty complying with the FDCPA, a much narrower amendment can be
drawn. One stated rationale for this amendment is that servicers are purchasing mortgage loans in such

2 See Schlosser v. Fairbanks Capital Corp., 323 F.3d 534 (C.A.7,2003)
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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) notice must be
included in the first communication. This ¢laim is hard to believe. Since the servicer’s job is to send
billing notices, and an accurate billing notice has to tell the homeowner whether the loan is in default, one
would think that the servicer would know whether the loan was in default at the time it sent out the bill.
However, il the issue is 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 far
preferable to eliminating the requirement altogether.

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 climinated, 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.

I. 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 corporations (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. Qur organizations agrec with the ederal Reserve Roard 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 Corporation that
were established at the beginning of the 20 century to make small loans to industrial workers. I11.Cs now
seek 1o 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 year (ILR. 1224) would allow many ILCs to offer interest on
business checking accounts. Another bill that was reported to the Floor by the House Financial Services
Committec (ILR. 3505) would allow many existing and new I1.Cs to branch into all 50 states, whether
these states approve or not. 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 Tixpress, and Morgan Stanley--all of which currently own I1.Cs--would soon be able to offer
federally insured commercial banking services indistinguishable from those offered by real banks at
hundreds of their offices throughout the country. Commercial firms that cutrently 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 1o place their commercial banks under ILC oversight rather than Federal Reserve oversight, this
could rapidly increase the number of I1.Cs and dilute the number of large financial systems that are
subject to the important safety and soundness rules that the current system requires.
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One requirement of both bills could prevent some large commercial firms 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 ILC 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 its annual revenue from non-financial sources. However, this
minor limitation is 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 salety and soundness at
these institutions. Even worse, while the Federal Reserve Board has the power to examine the parent of a
commercial bank and imposc 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 II.Cs 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. Our organizations support the proposal identified in the Senate matrix as Item
101, which would eliminate the ILC exception in the BHCA. The Federal Reserve Board has also
recommended that the ILC exemption be eliminated, while the GAO recently urged Congress to consider
eliminating or modifying it.

ILCs were never intended to be large, nationwide banks that offered services indistinguishable
from commercial banks. In 1987, Congress granted an exception to the BITCA for I1.Cs because there
were few of them, they were only sporadically chartered in a 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 cither assets of $100 million or do not offer checking services. Since that time, however, everything
about I1.Cs has grown: the number that exist, the amount of assets and federally insured deposits in them
and the services and lending products that they can offer.

According to the General Accounting Office (GAQ), ILC assets grew by over 3,500 percent
between 1987 and 2004, from $3.8 billion to over $140 billion. In 2004, six ILCs were among the 180
largest financial institutions in the country with $3 billion in assets.*® 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).

* “Industrial Loan Corporations: Recent Asset Growth and Commercial Interest Highlight Differences in Regulatory
Authority,” General Accounting Office, September 2005, GAO-05-621.
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Moreover, some of the states that are allowed to charter ILCs are aggressively chartering new
institutions, 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 “IT.Cs 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 taxpayers. Securities firms that own ILCs have taken the lead in promoting the ILC
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-I.cach-Bliley Act. Instead, they preferto setup a
“shadow” banking system through ILCs. 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 ILC accounts are not as secure as
those in real banks. As mentioned above, ILCs are exempt from BHCA, 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 Federal Deposit Insurance
Corporation (FDIC), which regulates I1.Cs, does not have these powers. In its recent report, the GAO
concurred with this assessment:

Although FDIC has supervisory authority over an insured ILC, it has less extensive
authority to supervise I1.C holding companies than the consolidated supervisors of bank
and thrift holding companies. Therefore, from a regulatory standpoint, these ILCs may
pose more risk of loss to the bank insurance fund than other insured depository institutions
operating in a holding company.... Further, FDIC’s authority has not been tested by a large
ILC parent during times of economic stress.™

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, contlicts 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

“ Ibid, “What the GAO Found.™
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of duty on the part of Congress to tie the hands of 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 large 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 IT.C parent organizations to expand II.Cs 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 ILC is commercial in
nature (thus preventing the branching of that ILC 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 for economic reasons. The states have a clear contlict 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.

Pressure is clearly increasing on Congress to take a clear position on increased attempts by
commercial firms to mix banking and commerce through the use of the ILC exemption. As the GAO said
in its recent report, “GAQ finds it unusval that a limited I1.C exemption would be the primary means for
mixing banking and commerce on a broader scale and sees merit in Congress more broadly considering
the advantages and disadvantages of a greater mix of banking and commerce.” In its report, the GAO
highlighted the fact that three of the six I1.C charters that were approved in 2004 were for commercial
entities.*’ Wal-Mart, the largest retailer in the world, applied for an ILC charter in Utah last vear and is
currently awaiting approval of this transaction from the FDIC. A number of consumer and community
organizations have urged the FDIC to deny this approval, primarily because of concerns about the mixing
of banking and commerce.

Moreover, recent corporate 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, Tyeco, 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 IL.Cs.

J. Do not preempt the right of Arkansas to establish usury laws.

Item 77 on the matrix, as well as § 504 of H.R. 3505, would completely preempt the right of the
state of Arkansas to establish any limits on interest rates for loans made in that state. Preemption of the

* Tbid, “What the GAO Found.”
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voter mandated Constitutional interest rate ceilings in the state of Arkansas is bad policy and
unfair to Arkansas voters. Every state in the nation currently has the right to establish legal rates of
interest for loans made by non-bank lenders in their state. This provision would treat Arkansas differently
and not allow this basic right to the legislature or the citizens of that state.

Section 504 of the House Reg Relief bill, as well as S. 904 from the last Congress, would 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 -- that is why this proposal is opposed by a broad coalition of national civil rights, labor
and consumer rights organizations.

The people of Arkansas have determined that there should be a usury limit and have passed one in
their state Constitution. Nevertheless, § 504 of the House Bill and S. 904 deliberately exempt 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, § 504 would
allow “any other lender” doing business in the state to avoid the interest caps sct by the people and the
legislature of the state of Arkansas.

The proponents of § 504 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 facilitics that 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. I.ike most states, Arkansas has a general usury ceiling
that limits the amount of interest that can be charged on loans."® Unlike most states, 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 percent over the Federal Discount Rate.*’
The courts of the state of Arkansas have ugphcld both the constitutionality and the enforcement of this
provision repeatedly since its enactment.”

*Fora general review of the usury laws in the states, their importance, and the exceptions to them, see National
Consumer Law Center, The Cost of Credit: Regulation and Legal Challenges (2d ed. 2000) § 2.4.

TConst. Art. 19, § 13(a).

4SSﬁC, e.g., Luebbers v. Money Store, Inc. 344 Ark. 232, 40 S.W. 3d 745 (2001)
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FExceptions to the usury ceiling. There are two ways that loans can be made in Arkansas by an
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 rcasonable
relationship with the loan transaction.™

Availability of credit in Arkansas. Proponents of § 504 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 for 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 is evident to these
long-time consumer advocates-- recent decreases in intercst rates have led to the increased availability of
low priced car financing, enabling many more consumers to afford car loans than in recent histc\ly.53

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 § 504 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. If § 504 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
interest rates. The number of jobs that would be gained in Arkansas if § 504 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

“pub. L. No. 106-102 (199), Section 731, amending 12 U.S.C. §1831u{l).
Phvans v. Harry Robinson Pontiac-Buick, Inc. 336 Ark. 155, 983 S.W.2d 946 (1999).
3See Letter to Senators Shelby and Sarbanes [rom Senator Blanche Lincoln, September 16, 2003.

3ee Letter to Senators Lincoln and Pryor from Jeb Joyce, representing the Arkansas Fair Credit Coalition, October
20, 2003

3 Conversation with Susan Purlle, consumer attorney with Legal Aid of Arkansas, October 21, 2003, 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
attomneys in Arkansas as well.
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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 occurs 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. 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 room to increase the loan rates to ¢loak 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.

K. Do not exempt certain banks from requirements to provide consumers with annual privacy
notices.

Senate matrix ltems 63, 108, 134 and 174 all propose to eliminate or modify annual privacy notice
disclosures required under Title V of the Gramm-Leach-Bliley Financial Services Modemization Act of
1999 and its regulations, which also require annual notice ofthe right to opt-out of “other” information-
sharing under the Fair Credit Reporting Act. We strongly oppose each of these provisions. Annual
privacy notices serve many important purposes in addition to disclosing that (limited) opt-out. In addition,
because the agencies have both an open rulemaking on notice simplification and have yet to complete the
rulemaking under the FACT Act’s provision providing for a “marketing use” opt-out (if the consumer
opts-out, information could still be shared, but could not be used for marketing), it makes little sense to
alter these requirements at this time.

Nor can this provision be seen as benefiting only small institutions, often a justification for so-
called regulatory relief items. Perhaps as a result of pressure from the annual privacy disclosures, even
“Bank of America does not sell or share vour personal information with marketers outside Bank of
America who may want to offer their own products or services.”

The notices also describe the many ways that non-public information is shared among affiliates
and with related third parties under a “no-opt” regime. This sharing is not subject to opt-out and
consumers should be made aware of this annually. For example, Bank of America lists the affiliates it
shares with and describes its information practices. The notices also require an annual disclosure of the
“other” information opt-out provided by the Fair Credit Reporting Act, which allows consumers to learn
about and prevent the sharing of information gathered from their credit reports, their applications and
their references provided to an entity with its affiliated companies. For example, again, as Bank of
America states: “You may request that Application Information, Consumer Report Information and
Information from Outside Sources not be shared among Bank of America companies.”

*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. Toyota
Motor Credit Corporation, CV 01-05564 (C.D. CA); Smith v. Chrysler Financial Company L.L.C., C.A. No. 00-6003 (D.
N.J.);. In addition, four cases were filed in 2002 against banks. Osborne ¥. Bank of America, C.A. No. 02-CV-364 (M.D. TN);
Russell v. Bank One, C.A. No. 02-CV-365 (M.D. TN); Claybrock v. Primus Automotive Financial 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. TN); Rodriguez v. Ford
Motor Credit Company, C.A. No. 01 C 8526 (N.D. IL). Information concerning these cases may be found at
www.consumerlaw.org and www.faircreditlaw.com.
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L. 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 (also listed as
Senate matrix Item 76) is not what it purports to be; it is nof 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 agrecments contain purchase options which typically cnable the consumers to obtain
title to the goods by making an additional 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 efforts at low-income 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, sterco, 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 5 to 12 times what a cash customer would pay in a
traditional retail store for the same appliance.

There should be no misunderstanding about 8. 603: it is nof 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 cursory reading of the bill might lead one to belicve that some of the

**When S.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 Federation of America;
Consumers Union; Tnternational Union, AW, National Association of Consumer Advocates; National Community
Reinvestment Coalition; National Consumer Law Center; National Council of La Raza; U.S. Public Interest Research Group;
Center for Civil Justice of Saginaw, Michigan, Cealition of Religious Communities; 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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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 S. 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 in which
RTO legislation can be improved, none of which are included in a meaningful way in S. 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, etc. 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.

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 RTO statute. The maximum
penalty to be assessed against a dealer who violates the minimal disclosure requirements of S. 603 is
effectively only 25 percent 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 violation 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.

583, 603 establishes a penalty for violations of the Consumer Teasing Act in 15 T.5.C. § 1640. See Sec. 1012(a). The
statulory penalty for violating the Consumer Leasing Act 1s 25 percent of the total of the payments required under the lease,
with a minimum of $100 and a maximum of $1,000. TTowever, leases under the Consumer T.easing Act are always at least four
months long (this is required to be covered by the Consumer Leasing Act, (15 U.S.C. § 1667(1)), and thus 25 percent 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 ecach 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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S. 603 only serves to preempt the state laws of Wisconsin, Michigan, Minnesota, Vermont, North
Carolina, and New Jersey--all of which provide more protections to consumers. It does not, in any way,
advance consumer protection.

Finally, do not be deceived by proponents of the bill, who will tell you the bill does not preempt
the states. S. 603 includes one change added in recent Congresses, which proponents use to make their
claim that it now serves as a federal floor of protection and allows states to enact stronger laws. ITowever,
a close reading of this language indicates that it does not prevent preemption. The bill’s intent remains the
same: the explicit preemption of any state law that treats rent-to-own transactions as loans or credit sales.
While the bill now allows the states to enact additional rental provisions, these provisions would not add
significant benefits to consumers. In other words, the bill still preempts any state law that seeks to rein in
unjustified rent-to-own costs.

M. Do not alter the TILLA right of rescission

Item 64 on the Matrix would authorize the Federal Reserve Board to issue regulations permitting
consumers to waive the three-day right of rescission in wider circumstances than the law currently
permits, including voluntary waiver by borrowers secking immediate access to funds with a signed
written statement voluntarily waiving or modifying any rights to rescind the transaction. This proposal
would require lenders to provide the closing documents three days prior to closing and incorporate the
right of rescission into this three-day period. Item 104 is a similar proposal to repeal the right to rescind
1) for federally insured depository institutions; 2) when refinancing with a new lender when no new
money is advanced; and 3) for home equity lines of credit.

In the meetings around the nation, many industry representatives shared our concerns
about weakening or eliminating the right of rescission. 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 after 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. If the 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. This extended right of rescission is a primary tool in stopping foreclosures
resulting from predatory mortgage lending.

The right of rescission was created in recognition of the obvious truth that most consumers need
more than the few minutes available to them at the time of closing to absorb and process the critical
information relating to the costs of credit and the terms of the loan. Given the rush and confusion inherent
in most home loan closings, Congress created the right of rescission just to ensure that homeowners have
those additional three days to study the documents, familiarize themselves with the terms of the
transaction and walk away [rom it — for any reason whatsoever. The right of rescission is used by
consumers who find that the transaction is not what was promised when they applied for the loan.

Industry request for waivers of rescission rights. There is no need for a change in the law, as
TILA already recognizes that there may be circumstances in which a consumer will need the money
immediately for a bona fide emergency, and will truly not be able to wait even the three days for the
rescission period to pass. To modify or waive the right to rescind, the consumer must give the lender a
dated written statement (and not a form printed for this purpose) that:
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e Describes the emergency;
e Specifically modifies or waives the right to rescind; and
o Bears the signature of all consumers entitled to reseind.*’

Moreover, there are also already temporary waiver rules for disaster areas. Under the temporary
authority of the Depository Institutions Disaster Relief Act of 1992,%® the Federal Reserve Board has been
provided with authority to make exceptions for TILA in areas declared by the President to be disaster
areas in a number of instances in which homeowners have suffered through natural disasters and may
need funds immediately to deal with these situations.™ These regulations arc temporary, generally
expiring within a period of months. This temporary waiver has worked well in the past and is all that is
necessary to deal with homeowners’ need for immediate funds after disasters.

Industry request to provide the closing documents three days prior to closing and
incorporate the right of rescission into this three-day period. The right of rescission keeps lenders
honest. 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. Knowing
that consumers can rescind loans for any reason, for three days after closing, keeps unscrupulous lenders
in line. They know that if they make the loan terms too onerous, the consumer may rescind and the
lenders will lose all of their fees.

The right of rescission is eritical to increasing and preserving homeownership. It gives
homeowners an opportunity to reflect on the wisdom of placing their homes at risk. While the right of
rescission is by no means sufticient to prevent predatory mortgage lending, it provides essential
protection against abusive loans.

Industry proposal to repeal the right to rescind for federally insured depository institutions.
Unfortunately insured depository institutions are not above predatory lending. Many of the most
cgregious predatory lending cases have involved just such institutions. There are numerous examples of
pending and closed cases against national banks or their operating subsidiaries involving violations of law
and/or predatory loans. These are illustrative of the range of illegal or predatory lending activities
currently engaged in by national banks, their affiliates and their subsidiaries throughout the nation.
Given the unfortunate but unmistakable complicity of insured depository institutions in predatory lending,
there is no reason to deprive consumers of one of their prime consumer protections when dealing with
these institutions.

60

*"Reg. Z Sections, 226.15(c), 226.23(c)
*Spyb, L. No. 102-485, 106 Stat. 2771, Sec. 3, (Oct. 23, 1992).
FReg. 7, Sec. 226.23(e)(2), (3), and (4)

GDForjust a sampling of a list of predatory lending cases against federally insured financial institutions, see comments
of the National Consumer Law Center, Consumer IFederation of America, National Association of Consumer Advocates, U.S.
Public Interest Research Group, to Office of Comptroller of the Currency, Real Estate Lending and Appraisals, Docket No. 03-
16, October 6, 2003 in discussion beginning in text surrounding Note 18
http://www.consumerlaw.org/initiatives/test_and_comm/10_6_occ.shtml.
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Industry proposal to repeal the right to rescind when no new money is advanced. The
proposal set forth in Item 64 would allow lenders to nullify the critical right of rescission simply by
having the consumer sign a waiver of the right to rescind.

Currently, perhaps the most prevalent form of predatory mortgage lending is the refinancing of
existing home loans. Unscrupulous lenders and mortgage brokers target homeowners who are behind on
their mortgages and sign them up for loans refinancing with no new money to the homeowner, just higher
up-front fees and generally higher payments. Too 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 have devastating consequences on consumers’
abilities to fight predatory mortgages.

Industry proposal to repeal the right to rescind for home equity lines of credit. 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 of 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. However, reduced actual use is not indication of its value. 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. The existence of the right
provides the incentive to lenders to avoid its use by resolving the problem. If the number of loans that are
reseinded 1s low, it means that the right to rescind is working.

N. Reducing the number of financial institutions required to provide HVMDA disclosures would be
a serious mistake at this critical juncture (Senate matrix Item 103),

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 reliel 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
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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, [IMDA 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 depository
institutions to disclose mortgage loan information publicly, not just on an aggregate 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 for
calendar year 2005). This threshold is indexed annually.

Industry representatives have suggested that the IIMDA 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 ol 8,861
banks and thrifts). Ofthis number, we estimate that approximately 2,300 of these currently report under
HMDA. In 2004, nearly 9.000 lenders (including non-depository mortgage 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
MDA filers from submitting TIMDA reports.®

The elimination of loan level HMDA 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 TIMDA reporting for many of these institutions significantly complicates
ongoing regulatory oversight to ensure that lending occurs in a fair and non-discriminatory manner. For
example, small bank CRA exam procedures require the regulators 1o assess anomalies in the spread of
loans found in the HMDA data between different geographic arcas. It notes that “If available, review
HMDA data” (first in a list of possible data sources) to assess the lending patterns inside and outside the

! Remarks by Governor Susan Schmidt Bies at the Financial Services Roundtable Annual Meeting, March 31, 2005.

2 Remarks by Governor Edward M. Gramlich to the National Association of Real Estate Editors, Washington, D.C.,
June 3, 2005,

2 cra analysis of Federal Deposit Insurance Corporation (FDIC), Statistics of Depository Institution database,
downloaded June 16, 2005, data as of March 31, 2005

4 cpa analysis of Federal Financial Institutions Examination Council (FFIEC) CRA Rating database, downloaded
June 16, 2005, data as of April 1, 2005.
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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 IIMDA 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 1o 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
majority of all banking institutions. For example, depository institutions with assets between $34 million
and $250 million represent over 70 percent of all banks and thrifls chartered in Alabama, Iowa, Kentucky,
Louisiana, 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 HMDA.

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
carryover from the days when HMDA was reported manually. Today, software for HMDA reporting is
readily 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.%” It 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.
0. Congressional oversight is critical to ensure that CRA regulations are not weakened.

The Community Reinvestment Act (CRA) is 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 enacting final changes that improved upon the
proposed changes originally issued in 2004, 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.

63 See, Federal Financial Institutions Examination Council, “Small Institution CRA Examination Procedures,
November 13, 1993,

% FRIEC, “Comm unity Reinvestment Act; Interagency Questions and Answers Regarding Commuity Reinvestments;
Notice,” Fed. Reg. 66 No. 134, July 12, 2001 al 36545

9 See http://www tfiec. gov/crahmdactidetault2.cfm.



187

P. Other proposals that would harm consumers:

1. Federal Home Loan Bank benefits for some privately-insured credit unions. Section 301
of H.R. 3505 (and Senate matrix Item 22) would allow privately-insured credit unions meeting certain
criteria the same access to the benefits of Federal Home Loan Bank membership as taxpayer-insured
credit unions, essentially granting less expensive financing options such as the discount loan window to
privately-insured firms. If credit unions switched from government-backed to private share insurance to
take advantage of the benefits provided by Federal Home Loan Bank membership, it could risk the safety
and soundness of the credit union system.

2. Repealing references to the main place of business of a national bank. Section 110 of H.R.
3505 (and Senate matrix Item 35) would replace “obsolete™ language with the modern term “main office.”
Although this is being promoted as a “technical amendment” it appears to be a weakening of the current
definition in the National Bank Act regarding what is done at a particular place to make it the main place
of business of a national bank. The current legal standard uses language along the lines of “The place
where its operation of discount and deposit are to be carried on.” The replacement language is much more
general — “The place where the main office of the national bank is, or is to be, located.” This could effect
rale exportation — allowing rates to be exported from a different state than where the main banking
activities occur — just because the bank declares a particular state to be where the main office is located.

3. Allowing banking regulators to forgo or delay bank examinations that are currently
required. Scction 601 of H.R. 3505 (and Senate matrix Item 42) would provide federal banking
agencies with greater discretion to adjust the exam cycle of insured depository institutions. There are
potentially serious CRA implications from this proposal. Allowing examiners discretion to schedule CRA
exam cycles will undoubtedly reduce the enforcement of CRA at some institutions. To uphold the
Community Reinvestment Act, it is the responsibility of the federal banking agencies to provide a
sufficient number of CRA examiners to ensure that the lending and credit needs of low- and moderate-
income communities are met. To do so, CRA exam cycles should be as consistent and regular as possible.

4. Allowing banking agencies to forgo or delay bank examinations that are currently
required for certain banks with less than $1 billion in assets. This proposal (Senate matrix Item 112)
would weaken the effectiveness of CRA by allowing mid-sized banks to be examined infrequently.
Currently. banks with assets above $250 million are required to undergo a CRA exam once every two
years, while banks with assets #ider $250 million undergo a CRA exam approximately once every 5
vears if they received an “outstanding” on their previous exam, once every 4 years if they received a
“satisfactory” on their previous exam, or as deemed necessary by their federal regulator if they received a
raling of less than "satisfactory record of meeting community credit needs." This provision would
quadruple that threshold and permit banks with under $1 billion in assets to adhere to this stretched out
exam schedule.

This provision will significantly weaken the effectiveness of CRA and hurt communities in need
of loans and investments. When banks are examined infrequently, they have little incentive to
affirmatively and continually adhere to their reinvestment obligations. They will have reduced incentives
to make sufficient numbers of loans to low- and moderate-income borrowers during the lengthy period of
time between exams, and may only focus their efforts during the last year or two before exams. It is
commonsense that infrequent examinations lead to infrequent commitments to reinvestment, while more
frequent examinations lead to more consistent commitments to reinvestment.
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Instead, through a consistent exam process, such as the current exam schedule used to implement
CRA exams, regulators can keep a more watchful eye on banks which may stray from their obligations to
their communities and can better enforce its laws set by Congress. In addition, we would oppose similar
proposals (Senate matrix Item 169), such as one proposed by the Conference of State Bank Supervisors
that would provide relief from exam cycles, if they have CRA implications and conflict with the existing
CRA exam schedule.

5. Increased CRA compliance flexibility for limited purpose credit card banks. This proposal
(Senate matrix Items 135, 178 and 179) would permit limited purpose credit card banks to invest in, or
directly offer, residential mortgage, small business and agriculture loans targeted at low and moderate
income persons to meet the obligations of the CRA. Despite the references to CRA and the appearance of
good faith efforts by the credit card banks to meet their CRA obligations, the implications of each item
have a significant negative impact. Item 135 is a request to allow credit card banks to provide direct
consumer services such as residential mortgage lending, small business and agricultural loans that they
currently cannot provide as limited purpose credit card banks. Item 178 would further expand credit card
banks services into community development loans. Item 179 then allows with broad and general
language, “loans that would help meet the credit needs of low-and-moderate income people and
neighborhoods while maintaining the institution’s Bank Holding Company Act exemption.” Therefore
eredit card banks would be allowed to expand into direct consumer services and community development
lending while maintaining their exemption from the Bank Holding Company Act. They would also
remain removed [rom any comprehensive regulatory supervision by the Federal Reserve Board.

The potentially damaging effects of these proposals are illustrated in the following example of the
acquisition of Associates National Bank in 2000. Associates National Bank was a limited purpose credit
card bank with a number of affiliates, such as Associates Financial Services and Associates Housing
Finance, which issued subprime loans that many community groups and regulators concluded were
predatory. When Citigroup purchased Associates National Bank and its affiliates, there was no regulatory
application on which CRA was considered. Associates National Bank benefited from the Bank Holding
Company Act exemption, and the only applications were to the OCC and FDIC, under the Change in
Bank Control Act, which did not include CRA review. Community groups, consumers and the public
were not able to provide any public comment under CRA, despite the predatory lending issues that were
on record.

The net effect of these proposals is that limited purpose credit card banks like GE Capital
Consumer Card Company (GECCCC) would no longer have to spin off into affiliates mortgage finance
operations that they acquire. They would be able to bring these affiliates in-house and expand their
lending inside the supposedly "limited purpose” credit card bank. Since they would enjoy an exemption
under the BHCA, these expanded lending services would not be subject to any comprehensive regulatory
supervision. Should these credit card banks be acquired (as was Associates National Bank), they would
enjoy a streamlined and CRA-less application process, excluding the public and important issues of the
type mentioned in the example of Associates National Bank.

In addition, many of the affiliates are subprime lenders and have been found to issue predatory
loans, as was the case with Associates. Since the CRA does not examine with respect to interest rates,
subprime loans would count towards their CRA obligations along with other non-credit card lending.
Currently, eredit card banks are not subject to a rigorous CRA exam nor are they constrained from
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meeting their CRA obligations. These proposals are another attempt to exploit the loophole in the BIICA
and undermine the intent and spirit of CRA enforcement by operating with an exemption.

We recommend that the exemption of so-called non-bank banks from the Bank ITolding Company
be limited or even eliminated, rather than expanded. Already, CRA enforcement is being made
impossible with regard to banks like Associates National Bank, due to this exemption.

Q. Proposals that the Committee should more thoroughly investigate.

There are a number of additional regulatory relief proposals that merit much further investigation
and analysis by the Committee. While our organizations have vet to take a formal position on these
proposals, we are concerned that the very serious public policy implications of each have not yet been
adequately reviewed. We urge the Committee not to act on these proposals until more information about
the implications of cach is obtained and assessed.

Section 109 of H.R. 3503 (Senate matrix Item 30) would allow national banks to organize as
Limited Liability Corporations for the first time. Section 105 of ILR. 3505 (matrix Item 33) would
eliminate the ability of states to place capital requirements on banks branching into their territory.
Section 211 of H.R. 3505 (matrix Item 54) eliminates current state authority to evaluate qualified thrilt
lenders on a state-by-state basis. Four more provisions of H.R. 3505, sections 208, 216, 217, and 305,
(matrix Items 82, 89, 90, 99, and 183) would remove current federal restrictions on thrift consumer
lending, acquisition, agency and ownership of credit card savings associations. Thrifis currently enjoy
significant advantages under federal law. These proposals would broaden the jurisdiction of thrifts
considerably beyond the current federally mandated focus on mortgage lending. It is important that the
Committee closely evaluate the impact of all of these changes taken together on consumers and lending
markets and not proceed in a piccemeal fashion.
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Attachment 1

AFL-CIO

Americans for Democratic Action

American Federation of Teachers

Association of Community Organizations for Reform Now (ACORN)
Common Cause

Consumer Federation of America

Consumers Union

Lawyers’ Committee for Civil Rights Under Law
Leadership Conference on Civil Rights (LCCR)
National Association for the Advancement of Colored People (NAACP)
National Association of Consumer Advocates
National Community Reinvestment Coalition
National Consumer Law Center

National Council of Churches

National Council of La Raza

National Gay and Lesbian Task Force

National Urban League

Unitarian Universalist Association

United Food and Commercial Workers

United Mine Workers of America

U. S. Public Interest Research Group

Qctober 16, 2003

The Honorable Blanche Lincoln The Honorable Mark Pryor
United States Senate United States Senate
Washington, DC 20510 Washington, DC 20510

Dear Senators Lincoln and Pryor:

We, the undersigned national civil rights, labor and consumer rights
organizations, are writing to express our opposition to S. 904, which will likely be offered
as an amendment to the “National Consumer Credit Reporting System Improvement Act
of 2003.” S. 904 would 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.

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
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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.

S. 904 extends most-favored-lender status to non-bank finance companies. The
“other lenders” who would be able to evade state credit and usury limits under this
amendment would range from car dealers to auto finance companies, buy-here-pay-
here subprime auto dealers, furniture stores, home improvement-based mortgage
lenders, and appliance and electronic stores. Removal of such usury limits would open
the door to unscrupulous and discriminatory lending practices by these lenders.

Recent studies have shown that African-American and Latino consumers are
likely to pay higher markups for auto loans than white consumers when usury limits are
not in place.1 Several auto finance companies and others have been sued by African-
American and Latino consumers for such discriminatory markup practices in a number
of states.2 In Arkansas, however, as the constitutional usury limits restrict the ability of
automobile dealers to markup higher interest rates at their discretion, this type of
discrimination appears to be less of a significant problem.3 Yet, S. 904 would eliminate
this protection from discrimination and produce a financial environment where
discriminatory pricing could prosper. We urge you not to allow this to occur.

While the amendment appears to only impact Arkansas, it sets a dangerous
precedent for overturning the credit laws of all states. \While depository institutions are
subject to some supervision and examination, non-depository credit companies are less
regulated. Many states exempt banks from usury and interest rate limits, permitting
rates as agreed between the parties to be charged, largely because of the allowed
exportation of interest rates by national banks. In contrast, most states have extensive
laws and regulations that apply to non-depository institution lenders to protect at-risk
consumers who have less bargaining power and to restrain abusive credit practices.

"Mark Cohen, Report on the Racial Impact of GMAC’s Finance Markup Policy, In the Matter of Addie T.
Colemman v. GMAC, pp. 22, Aug. 29, 2003.

“ 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); Cofeman v. General Molor Acceptance Corp., C.A. No. 3-88-0211 {M.D. TN);
Baltimore v. Toyota Motor Credit Corporation, CV 01-05564 (C.D. CA), Smith v. Chrysler Financial Company L.L.C.,
C.A. No. 00-6003 (D. N.J.);. In addition, four cases were filed in 2002 against banks. Osborne v. Bank of America,
C.A. No. 02-CV-364 (M.D. TN); Russell v. Bank One, C.A. No. 02-CV-365 (M.D. TN); Claybrook v. Primus
Autornotive Financial Services, Inc., C.A. 02-CV-382 (M.D. TN); and Bass v. Wells Fargo Financial Accepitance, Inc.,
C.A. No. 02-CV-383 (M.D. TN); . Redriguez v. Ford Motor Credit Company, C.A. No. 01 C 8526 (N.D. IL).
Im‘ormatiqn concerning these cases may be found at wywy.consumerlaw.org and wawe faircreditiovw.corm.

“ld.
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S. 904 ignores this important distinction between banks and non-depository institution
lenders.

If the people of Arkansas, or any other state, feel that the state limits on credit
charges are hurting access to credit, the people of Arkansas can change those limits. It
is entirely inappropriate for Congress to preempt the historical powers of the state to
protect consumers in this regard. If the Congress grants this privilege to non-bank
lenders in Arkansas, the industry will demand the same preemption privilege for the
other forty-nine states. This is a very dangerous and an extremely controversial
amendment. We strongly oppose adding this amendment to the Fair Credit Reporting
Act bill.

Sincerely,
William Samuel
AFL-CIO

Charlotte Fraas
American Federation of Teachers

Darrell Fagin
Americans for Democratic Action

Maude Hurd
Association of Community Organizations for Reform Now (ACORN)

Chellie Pingree
Common Cause

Travis Plunkett
Consumer Federation of America

Janell Duncan
Consumers Union

Barbara Arnwine
Lawyers’ Committee for Civil Rights Under Law

Wade Henderson
Leadership Conference on Civil Rights

Hilary O. Shelton
National Association for the Advancement of Colored People (NAACF)
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Ira Rheingold
National Association of Consumer Advocates

John Taylor
National Community Reinvestment Coalition

Margot Saunders
National Consumer Law Center

Bob Edgar
National Council of Churches

Brenda Muniz
National Council of La Raza

Shanna Smith
National Fair Housing Alliance

Matt Forman
National Gay and Lesbhian Task Force

William Spriggs
National Urban League

Meg Riley
Unitarian Universalist Association

Patricia Scarelli
United Food and Commercial Workers

Cecil E. Roberts
United Mine Workers of America

Edmund Mierzwinski
U. S. Public Interest Research Group

cc: The Honorable Richard Shelby
The Honorable Paul Sarbanes
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PREPARED STATEMENT OF F. WELLER MEYER
CHAIRMAN, PRESIDENT, AND CEO,
ACACIA FEDERAL SAVINGS BANK, FALLS CHURCH, VA AND
CHAIRMAN, BOARD OF DIRECTORS,
AMERICA’S COMMUNITY BANKERS, WASHINGTON, DC

MARCH 1, 2006

Chairman Shelby, Senator Sarbanes, and Members of the Committee, I am F.
Weller Meyer, Chairman, President and CEO of Acacia Federal Savings Bank, Falls
Church, Virginia. Acacia Federal Savings Bank has more than $1.25 billion in as-
sets. Acacia Federal is a member of the UNIFI Group of companies, which are a
diversified group of insurance and financial services businesses.

I am here this morning representing America’s Community Bankers. I am the
Chairman of ACB’s Board of Directors. I want to thank Chairman Shelby for calling
this hearing. We appreciate the leadership of Senator Crapo in crafting legislation
to address the impact of outdated and unnecessary regulations on community 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 a meaningful reduction of regulatory burden.

The need to adopt regulatory relief legislation is urgent. In 1990, the 10 largest
U.S. banks held 25 percent of U.S. banking assets. But by the end of 2004, the 10
largest U.S. banks held 53 percent of banking assets. We believe that increased reg-
ulatory burden has played a significant role in the sharp decrease in banking assets
controlled by community banks. All banks operate under a regulatory scheme that
becomes more and more burdensome every year. But, community banks bear a
greater relative burden of regulatory costs compared to large banks. In the face of
the increasingly complex regulatory requirements, many community banks have
chosen to give up their separate charters and seek mergers with larger institutions.
Community banks stand at the heart of cities and towns everywhere, 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 re-
quirements and burdens. This results in layer upon layer of regulation promulgated
by the agencies frequently without regard to the requirements already in existence.

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 to comply with the often-unreason-
able 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.

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.

Priorities for Regulatory Relief

ANTI-MONEY LAUNDERING AND CORPORATE GOVERNANCE

Two areas of regulatory compliance that cause the greatest concern for all commu-
nity bankers are the implementation of anti-money laundering laws and implemen-
tation of corporate governance requirements. ACB believes that significant changes
in these two areas are warranted either through regulatory or legislative action.
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Anti-Money Laundering

Community bankers fully support the goals of the anti-money laundering laws,
and we are prepared to do our part to fight crime and terrorism. Community banks
are committed to ensuring our Nation’s physical security and the integrity of our
financial system. However, we are concerned about the unintended consequences
caused by existing statutory and regulatory requirements.

First, community banks are concerned that law enforcement does not review or
use much of the information that depository institutions must report to the Federal
Government regarding customers’ financial transactions. FinCEN and law enforce-
ment report that the Cash Transaction Report (CTR) database is littered with
unhelpful CTR’s.

Therefore, ACB suggests increasing the dollar value threshold that triggers CTR
reporting. The current $10,000 threshold was established in 1970. When adjusted
for inflation, $10,000 in 1970 is equivalent to more than $52,000 today. We under-
stand that when the regulations were first implemented, there was very little activ-
ity over the $10,000 threshold. Today, however, such transactions are routine, par-
ticularly for cash intensive businesses. Raising the threshold does not mean that in-
stitutions will be relieved from monitoring account activity for suspicious trans-
actions below the CTR reporting requirement. Increasing the threshold would en-
able financial institutions to alert law enforcement about activity that is truly sus-
picious or indicative of money laundering, as opposed to bogging down the data min-
ing process by filing reports on routine business transactions.

Raising the CTR reporting threshold would provide benefits beyond regulatory re-
lief for depository institutions. Increasing the threshold would help meet a 1994
Congressional mandate to reduce CTR filings by 30 percent and would provide law
enforcement a cleaner, more efficient database.

Based upon data that FinCEN provided to the Bank Secrecy Act Advisory Group’s
(BSAAG) CTR Subcommittee, increasing the reporting threshold to $20,000 would
decrease CTR filings by 57 percent and increasing the threshold to $30,000 would
decrease filings by 74 percent. The impact of raising the dollar value is even more
astonishing for community banks. An informal survey of ACB members conducted
in June 2004 indicates that increasing the dollar amount to $20,000 would reduce
community bank CTR filings by approximately 80 percent. Even with the dramatic
change in the value of $10,000 over the past 30 years, ACB acknowledges that a
$10,000 cash transaction is still a substantial amount of cash for an individual cus-
tomer to deposit or withdraw from an institution. However, businesses of all sizes
routinely conduct transactions over $10,000.

We also suggest that improvements be made to the exemption system that re-
lieves financial institutions from filing CTR’s on the cash transactions of certain en-
tities, provided certain requirements are met. The exemption system was intended
to reduce regulatory burden associated with BSA compliance, but many community
banks report that the cost of using the exemptions outweighs any associated bene-
fits. Many institutions have elected to automate the CTR reporting process and file
on every transaction over $10,000. This compliance method is cost effective and ex-
poses institutions to minimal compliance risk. But it also results in thousands, if
not millions of CTR’s being filed unnecessarily each year.

While many community banks do not use the exemption process, those that do
would like to exempt customers more quickly than currently permitted by law. Be-
fore an institution can exempt a customer as a nonlisted business or payroll cus-
tomer, the customer must have maintained a transaction account with the bank for
at least 12 months. The 12-month rule was adopted to ensure that an institution
is familiar with a customer’s currency transactions. ACB suggests that banks and
savings associations 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. ACB also supports the proposal adopted by the
House Financial Services Committee in Title VII of the Financial Services Regu-
latory Relief Act of 2005 (H.R.3505) to provide banks more flexibility in reporting
of the cash transactions of their seasoned business customers.

Community banks are also concerned about the opportunity costs that result from
the current statutory and regulatory regime. For example, new compliance software
often costs more than $30,000 (and sometimes hundreds of thousands of dollars de-
pending on the product) upfront and $5,000 each month thereafter. For many small
community banks, this is a substantial investment. This is money that a bank could
use to hire multiple tellers, hire a new loan officer to reach out to the community’s
small businesses, develop and market a new product or design special programs to
reach unbanked persons.
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Corporate Governance

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
Act (FDICIA), that improve corporate governance, enhance investor protection, and
promote the safety and soundness of the banking system. However, the implementa-
tion of the Sarbanes-Oxley Act by the Securities and Exchange Commission (SEC)
and the Public Company Accounting Oversight Board (PCAOB) and the interpreta-
tion of those regulatory requirements by accounting firms have resulted in costly
and burdensome, unintended consequences for community banks, including, even,
privately held stock and mutual institutions.

For example, the implementation of Section 404 of the Sarbanes-Oxley Act (Sec-
tion 404) has created significant burdens for community banks. Section 404, which
was modeled on internal control requirements in FDICIA, requires a statement in
annual reports of management’s assessment of the effectiveness of internal controls
over financial reporting. Section 404 requires a company’s independent auditors to
attest to and report on management’s assessment of the internal controls. However,
in implementing Section 404, the SEC approved PCAOB Accounting Standard 2,
which requires the external auditor to audit the internal controls of a company and
opine directly on the effectiveness of the internal controls. Under FDICIA, the bank-
ing agencies generally permitted the external auditor to audit the CEQ’s attestation
with respect to the internal controls—a much less costly auditing function. ACB be-
lieves 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 prior years. Some banks are reporting audit fees equal to 20 per-
cent of net income. Privately held and mutual banks also are experiencing signifi-
cant increases in auditing fees because the external auditors are applying the same
PCAOB standards 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 are pleased that the FDIC raised the FDICIA
threshold from $500 million to $1 billion for the internal control reporting and re-
lated audit requirements, which was a reform advocated by ACB. The change should
significantly reduce costs for mutual and privately held stock banks under the $1
billion cap.

ACB urged the SEC and PCAOB to evaluate the significant audit costs involved
with the implementation of Section 404 of Sarbanes-Oxley. ACB recommended that
it is appropriate to provide relief from Section 404 to community banks that are al-
ready subject to heavy regulation and routine bank examinations.

The SEC’s Advisory Committee on Smaller Public Companies will soon release for
public comment recommendations that the SEC give exemptive relief from Section
404 to micro-cap and small-cap public companies that comply with enhanced cor-
porate governance provisions. ACB supports the efforts of the panel to recommend
a differentiated Section 404 regime based on the size of a public company’s market
capitalization and annual revenue. The proposals recognize that larger companies
pose a proportionally greater risk to the investing public than smaller public compa-
nies, including community banks. ACB believes that through the Advisory Commit-
tee’s efforts an appropriate balance can be struck between the goals of providing
adequate regulation of internal controls and reducing unnecessary compliance costs
for smaller companies.

INCREASING THE CAPACITY OF FEDERAL SAVINGS ASSOCIATION TO ENGAGE IN
SMALL BUSINESS AND AGRICULTURAL LENDING (MATRIX No. 53)

Today, savings associations are increasingly important providers of small business
and agricultural credit in communities throughout the country. A high priority for
ACB is a modest increase in the business-lending limit for savings 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. The Office of Thrift Supervision permits some
limited commercial lending through a service corporation.

Even with this small accommodation, the “10 plus 10” limit poses a significant
constraint for an ever-increasing number of institutions. Expanded authority would
enable savings associations to make more loans to small- and medium-sized busi-
nesses, thereby enhancing their role as community-based lenders. To accommodate
this need, ACB supports eliminating the lending limit restriction on small business
loans while increasing the aggregate lending limit on other commercial loans to 20
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percent. Under ACB’s proposal, these changes would be made without altering the
requirement that 65 percent of an association’s assets be maintained in assets re-
quired by the qualified thrift lender test.

Increasing commercial lending authority would also greatly benefit rural commu-
nities, where the number of financial institutions is limited, by increasing the num-
ber of financial institutions that are actively engaged in lending to farmers, ranch-
ers and small businesses. To successfully engage in agricultural lending, a savings
association must employ personnel with expertise in agricultural lending. The cur-
rent limits on commercial lending authority is a deterrent to the investment of re-
sources needed for agricultural lending.

UNNECESSARY AND REDUNDANT PRIVACY NOTICES (MATRIX No. 63)

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. 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. Moreover, redundancy in this case does not
enhance consumer protection; rather it serves to numb our customers with volume.

PARITY UNDER THE SECURITIES EXCHANGE ACT AND INVESTMENT ADVISERS ACT
(MATRIX NoO. 52)

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 of-
fered full parity. Dual regulation by the OTS, the SEC, and the States makes sav-
ings associations subject to significant additional cost and regulatory burden. Elimi-
nating this regulatory burden could free up tremendous resources for local commu-
nities. 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.

ENHANCING EXAMINATION FLEXIBILITY (MATIRX NOS. 42 AND 169)

Current law requires the Federal banking agencies to conduct a full-scale, on-site
examination of 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 cri-
teria. Examination of these small institutions are required at least every 18 months.

A large majority of banks and savings associations are well-run institutions that
do not require full-scale, on-site safety-and-soundness and compliance examinations
every 12 months. ACB supports providing the Federal banking agencies flexibility
in establishing examination schedules in order to allocate examination resources to
higher risk institutions. Section 601 of the Financial Services Regulatory Relief Act
of 2005, H.R. 3505, provides this flexibility. ACB also supports increasing the cap
for the small institution examination cycle from $250 million to $1 billion, as pro-
vided in Section 607 of H.R.3505. The proposal will reduce regulatory burden on
low-risk, small institutions and permit the banking agencies to focus their resources.
These two proposals would not alter the examination schedule for Community Rein-
vestment Act compliance.

REDUCING IMPEDIMENTS TO RESIDENTIAL DEVELOPMENT LENDING (MATRIX NoO. 88)

Current law provides special authority to savings associations to lend the lesser
of $30 million or 30 percent of capital to a single residential developer. However,
the law limits this authority by artificially capping the per unit sales price in a de-
velopment at $500,000—making this special authority unavailable in high-cost
areas. The overall limit of $30 million or 30 percent of capital is sufficient to prevent
concentrated lending to one residential developer. ACB supports eliminating the
$500,000-per-unit limit as an unnecessary regulatory detail that creates an artificial
market limit in high-cost areas.
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HoME OFFICE CITIZENSHIP (MATRIX NO. 58)

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
exist. Now that the Supreme Court has settled the question of diversity jurisdiction
for national banks, Federal savings associations are the only financial institutions
that can be denied access to Federal courts based on diversity jurisdiction. The
change benefits consumers as well as Federal savings associations by providing both
sides clear authority to access Federal courts.

EASING RESTRICTIONS ON INTERSTATE BANKING AND BRANCHING (MATRIX NO. 26)

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 industrial loan companies with commercial parents (those that derive more
than 15 percent of revenues from nonfinancial activities).

RESTRICTIONS ON AUTO LOAN INVESTMENTS (MATRIX NO. 82)

Federal savings associations are currently limited in making auto loans to 35 per-
cent of total assets. However, the law places no limit on the unsecured consumer
credit card debt held by a Federal savings association. A better policy is also to per-
mit unlimited secured auto lending, which is a less risky activity than unsecured
credit card lending. Removing this limitation will expand consumer choice by allow-
ing savings associations to allocate additional capacity to this important segment of
the lending market.

STREAMLINED CRA EXAMINATIONS (MATRIX NO. 78)

ACB strongly supports amending the Community Reinvestment Act to define
banks with less than $1 billion in assets as small banks and therefore permit them
to be examined with the streamlined small institution examination. According to a
report by the Congressional Research Service, a community bank participating in
the streamlined CRA exam can save 40 percent in compliance costs. Expanding the
small institution exam program will free up capital and other resources 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.

BANK SERVICE COMPANY INVESTMENTS (MATRIX NO. 94)

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-
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.

Other Important Issues

INTEREST ON BUSINESS CHECKING (MATRIX No. 3)

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-
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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.
This new authority should not be available to industrial loan companies with com-
mercial parents (those that derive more than 15 percent of revenues from non-
financial activities).

ELIMINATING UNNECESSARY BRANCH APPLICATIONS (MATRIX NO. 62)

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.

COORDINATION OF STATE EXAMINATION AUTHORITY (MATRIX NoO. 70)

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.

LimMiTS ON COMMERCIAL REAL ESTATE LoANS (MATRIX NoO. 87)

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 commercial real prop-
erty 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
p%ractical1 guidelines for commercial real property lending that exceeds 500 percent
of capital.

INTERSTATE ACQUISITIONS (MATRIX NoO. 89)

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 (MATRIX NO. 54)

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 (MATRIX No. 66)

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
(MATRIX NoO. 67)

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
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 (MATRIX NO. 90)

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-
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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 (MATRIX NoO. 49)

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.

MORTGAGE SERVICING CLARIFICATION (MATRIX NoO. 79)

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 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 inci-
dental to its primary function of servicing current mortgages. The exemption is nar-
rower than one recommended by the FTC for mortgage servicers. The amendment
would not exempt mortgage servicers from any other requirement of the FDCPA.

REPEALING OVERLAPPING RULES FOR PURCHASED MORTGAGE SERVICING RIGHTS
(MATRIX NO. 92)

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.

LoOANS TO EXECUTIVE OFFICERS (MATRIX NoO. 93)

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 (MATRIX No. 80)

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.

ELIMINATING SAVINGS ASSOCIATION SERVICE COMPANY GEOGRAPHIC RESTRICTIONS
(MATRIX NoO. 89)

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 (MATRIX No. 95)

ACB recommends that Congress eliminate the unnecessary requirement that a
savings association notify the FDIC before establishing or acquiring a subsidiary 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. No similar provision applies to national banks.

AUTHORIZING ADDITIONAL COMMUNITY DEVELOPMENT ACTIVITIES (MATRIX NO. 96)

Federal savings associations cannot now invest directly in community develop-
ment corporations, and must do so through a service corporation. National banks
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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 (MATRIX NoO. 81)

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 ap-
proach, 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 (MATRIX No. 97)

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,
the 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 (MATRIX NoO. 98)

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.

CREDIT CARD SAVINGS ASSOCIATIONS (MATRIX No. 100)

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 (MATRIX No. 100)

Court decisions have created ambiguity about the privileged status of information
provided by depository institutions to bank supervisors. ACB recommends the adop-
tion of legislation that makes clear that when a depository institution submits infor-
mation to a bank regulator as part of the supervisory process, the depository institu-
tion has not waived any privilege it may claim with respect to that information.
Such legislation would facilitate the free flow of information between banking regu-
lators and depository institutions that is needed to maintain the safety and sound-
ness of our banking system.

TECHNICAL AMENDMENTS

ACB supports two additional technical amendments to Federal banking laws. The
first would give Federal savings associations the same authority as national banks
to invest in corporate debt securities that are the equivalent of commercial loans.
The second would afford a Federal savings association the same treatment that a
national bank has with regard to the execution of State and local court judgments
against the association.
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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 H. GREG McCLELLAN
PRESIDENT AND CEO, MAX FEDERAL CREDIT UNION
ON BEHALF OF
THE NATIONAL ASSOCIATION OF FEDERAL CREDIT UNIONS

MARCH 1, 2006

Introduction

The National Association of Federal Credit Unions (NAFCU) and the entire credit
union community appreciate this opportunity to participate in this discussion re-
garding regulatory relief for America’s financial institutions. We would like to thank
Chairman Shelby, Ranking Member Sarbanes, Senator Crapo, and Members of the
Committee for having us here today. NAFCU is the only national organization ex-
clusively representing the interests of the Nation’s federally chartered credit unions.
NAFCU is comprised of over 800 Federal credit unions—member owned financial
institutions across the Nation—representing over 27 million individual credit union
members. NAFCU-member credit unions collectively account for approximately two-
thirds of the assets of all Federal credit unions in the United States.

I am Greg McClellan and I currently serve as the President and CEO of MAX
Federal Credit Union headquartered in Montgomery, Alabama. Prior to taking over
as CEO, I spent over 20 years as the Executive Vice President and Chief Operations
Officer at the credit union. MAX FCU is a community credit union with over
106,000 members and more than $650 million in assets. I have been involved in the
credit union movement for more than 20 years, and I have more than 30 years expe-
rience in the financial services industry.

I am a member of the Millbrook Chamber of Commerce and a board member of
the Boys & Girls Club of South Central Alabama. I currently serve as the President
of the Montgomery Chapter of the Alabama Credit Union League, Vice Chair of the
Alabama Credit Union Executive Society Council and Vice Chair of the Credit
Union Coalition of Alabama, in addition to serving on NAFCU’s NAFCU/PAC Com-
mittee.

Historically, credit unions have served a unique function in the delivery of nec-
essary financial services to all 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 limited access to necessary 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 87 million Americans.
Every credit union is a cooperative institution organized “for the purpose of pro-
moting 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 operation of credit unions remain every bit as important today as in

4:

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 8,695 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 8
years since Congress passed the Credit Union Membership Access Act (CUMAA—
P.L. 105-219) Federal credit unions have added over 1,400 underserved areas, re-
sulting in low-cost financial services being made available to over 100 million Amer-
icans. 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
member, one vote”—regardless of the dollar amount they have on account. These
singular rights extend all the way from making basic operating decisions to electing
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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. In fact, while the average bank director is paid approxi-
mately $14,000 per year, the average credit union board member is paid $0.

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 gone into the National Credit Union Share
Insurance Fund (NCUSIF) has come from the credit unions it insures. Furthermore,
unlike the thrift insurance fund that unfortunately cost hundreds of billions of dol-
lars, credit unions have never needed a Federal bailout.

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 inten-
sified. 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. CUMAA overturned in 8 short months
a decision that had encompassed 8 years of costly litigation initiated by the banks.

CUMAA was an important and necessary piece of legislation for credit unions at
the time of its enactment because it codified a number of fundamental credit union
concepts embraced by both Federal and State-chartered credit unions. These in-
clude:

e The multiple-group policy that NCUA initiated in 1984;

e The “once a member, always a member” principle followed by virtually every cred-
it union in the country; and

e The “family member” concept followed by many credit unions.

Yet CUMAA came with some provisions that were added and not widely sup-
ported 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.

In the wake of CUMAA, NAFCU and its membership concluded the following:

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 87 million Americans—more than at any time in history. At the same time,
it is important to note that over the past 25 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 25 year period from 1980
to September 2005, the percentage of total financial assets held by credit unions re-
mained constant at only 1.4 percent.
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The above chart only tells part of the story. Credit unions remain small financial
institutions. As of last September, the average credit union has $78 million in as-
sets, while the “average” bank and thrift has over $1.2 billion in assets.

Furthermore, a number of individual banks have total assets greater than the en-
tire credit union community combined. As shown in the chart below, the annual
asset growth of the commercial bank sector for the last full year available (2004)
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 cen-
tury to achieve.
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As is 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 63 percent over the course of the past 36 years, from an all-time high
of 23,866 in 1969 to 8,880 this past December. Similar to the experience of all credit
unions, the number of Federal credit unions has declined by just about 58 percent
over that same period, from a high of 12,921 in 1969 to 5,393 today.

NAFCU Efforts to Enhance the Federal Charter

Over the past 5 years NAFCU has been working closely with former NCUA Board
Chairman Dennis Dollar, current NCUA Board Chairman JoAnn Johnson, Board
Vice Chairman Rodney Hood, and Board Member Gigi Hyland, along with other
Board Members and their respective staffs in an effort to improve the regulatory
environment 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 dynamic environment where the laws and regu-
lations dealing with credit union issues are currently in need of review and refine-
mer(llt in order to ensure credit unions can continue to respond to changing market
conditions.
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NAFCU has been pleased to work with Senator Crapo and the Members of the
Committee in crafting the Matrix of Regulatory Relief Proposals and we applaud the
Senator and his staff for their efforts. We look forward to regulatory relief legisla-
tion being introduced and hope that the Committee will turn to the next step of
marking-up legislation.

The House Bill—A Good First Step

NAFCU urges the Committee, when drafting a regulatory relief bill, to start with
the credit union proposals found of Title III of the House bill, The Financial Services
Regulatory Relief Act (H.R.3505) and included in the Matrix as outlined below:

Leases of Land on Federal Facilities for Credit Unions (Matrix #16)

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 not-for-profit cooperative credit unions, this increase in leasing
costs will inevitably lead to higher fees and/or fewer services for their members—
the men and women that serve our country.

Investments in Securities by Federal Credit Unions (Matrix #12)

NAFCU supports this effort to increase investment options for Federal credit
unions by allowing certain limited investments in securities. The current limitations
in the Federal Credit Union Act unduly restrict Federal credit unions in today’s dy-
namic financial marketplace and have the potential of adversely impacting both
safety and soundness. The track record of safe and sound performance by credit
unions warrants expanded investment authority in accordance with regulations pro-
mulgated by the NCUA Board.

Increase in General 12-Year Limitation of Term of Federal Credit Union Loans
(Matrix #10)

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. It is also important that the NCUA Board
have the discretionary authority to extend this limitation beyond 15 years when nec-
essary in order to appropriately address marketplace conditions.

Increase in 1 Percent Investment Limit in Credit Union Service Organizations
(Matrix #11, #131)

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
(Matrix #17)

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 (Matrix #9)

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.
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Voluntary Mergers Involving Certain Credit Unions (Matrix #13)

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 (Matrix #18)

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
not allow this, penalizing not only the credit union, but also those in its field of
membership. We urge that the language from Section 307 of the Credit Union Regu-
latory Improvements Act (CURIA), H.R. 2317, be included for this section.

Credit Union Governance (Matrix #19, #132)

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 of modern Federal credit unions. We
support changes that would remove many of these provisions from the Federal Cred-
it Union Act and instead allow the NCUA to use its regulatory authority to oversee
these governance issues. For example, one antiquated provision 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 supports the following credit
union governance proposals which would:

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;

e Allow the NCUA Board to set the amount at which the credit union board of di-
rectors must approve a loan to, or guaranteed by, a director or member of the
credit union supervisory committee (currently set by statute at $20,000); and,

e Allow the NCUA Board to determine policies for review of approved pending ap-
plications for membership to the credit union (currently required monthly).

Provide NCUA with Greater Flexibility in Responding to Market Conditions
(Matrix #20)

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 institution 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
(Matrix #21)

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. Credit unions, like other depository
institutions, are already exempt from the other provisions of the Act. The extensive
review of the merger process by NCUA, makes this an extraneous burden faced by
credit unions that other financial depository institutions do not share.

Treatment of Credit Unions as Depository Institutions under Securities
Laws (Matrix #14)

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.

Modify the Statutory Definition of “Net Worth” to Include the Retained Earnings
from other Institutions that have Merged with the Surviving Credit Union
(Matrix #167)

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
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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.

It is important to note that this amendment does not legislate accounting prac-
tices; credit unions will be required to use the “purchase method” 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 au-
thority to do so, nor does it confer upon NCUA the regulatory authority or discretion
to authorize such accounts now or in the future. This amendment is intended to ad-
dress 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. The House has also passed this NAFCU-supported language as stand-alone
legislation, H.R. 1042, to address this same issue.

At a House Subcommittee on Financial Institutions and Consumer Credit hearing
on H.R.1042 last 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 activities. The
House passed H.R. 1042 under suspension of the rules on June 13, 2005. We would
urge the Committee to include the language from H.R. 1042 in any regulatory relief
bill.

Additional Regulatory Relief Proposals

Additionally, NAFCU supports including items #1 and #2 from the Matrix—the
language from The Business Checking Freedom Act, H.R. 1224, which was passed by
the House on May 24, 2005 by a vote of 424—1. Among other things, this language
would allow the Federal Reserve to pay interest on balances held by depository in-
stitutions, including credit unions, at a Federal Reserve Bank.

There are additional provisions in House’s Credit Union Regulatory Improvements
Act (CURIA), H.R.2317, which are not presently included in the Financial Services
Regulatory Relief Act, H.R.3505, that we believe should be included in any regu-
latory relief bill that the Senate Banking Committee may act on. NAFCU encour-
ages the Committee to review CURIA, which includes updated legislative language
on these proposals and include the following provisions:

Risk-Based Capital /| PCA Reform (Matrix #8)

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. It simply
does not make sense that the current capital system treats a new 1 year unsecured
$10,000 loan the same as a 30-year mortgage that is on its last year of repayment.
We urge inclusion of the proposal put forth by the NCUA and included as Title I
of the House 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:

e CU’s need a meaningful leverage ratio;

e There should be no substantive difference between bank and CU leverage ratio
standards; and,

e 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 ¢o a level comparable
to what is required of FDIC-insured institutions. In order to achieve comparability
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between the Federal insurance funds, it is necessary to factor in the NCUSIF’s
mutual deposit-based funding mechanism; and,

e 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 its 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 Title I of 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 “in-
ternal risk models.” While NCUA may in the future make that part of the risk miti-
gation credit, we have no assurance that this will be the case, so one could objec-
tively conclude that the proposed risk-based capital system for credit unions is, in
fact, more stringent than that currently applicable to banks and thrifts.

As you may recall, during the Senate Banking Committee’s 2004 hearing on regu-
latory 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, 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.” (Hearing
Transcript at page 151). NAFCU continues to support the complimentary leverage
and risk-based standards proposed by the NCUA.

Limits on Member Business Loans (Matrix #74, #84, #85, #86)

NAFCU supports revision of the current asset limit on member business loans.
The current limit restricts member business lending at a credit union from the less-
er of 1.75 times actual net worth or 1.75 times net worth required for a well-capital-
ized credit union. We support the language found in Title II of the House CURIA
bill and the Matrix that would revise this restriction, replacing the formula 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’ busi-
ness lending currently has no effect on the viability and profitability of other in-
sured depository institutions.” We would urge the Committee to review this study
and give it the weight it deserves when considering these provisions. NAFCU also
supports revising 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
(Matrix #121)

NAFCU supports the provision in CURIA that enhances the ability of credit
unions to assist distressed communities with economic revitalization efforts. This
provision would allow a credit union to lease space in a building or on property in
an underserved 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, con-
struct, or refurbish a building in an underserved community, and lease out excess
space in that building.
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Credit Union Conversion Voting Requirements (Matrix #83)

NAFCU does not object to a credit union’s right to convert to a mutual savings
bank charter, however, we believe transparency and disclosure are paramount in
the conversion process, and that the decision to convert should require the approval
of a larger percentage of members than is currently the case. With that in mind,
NAFCU supports language to require that a minimum of 20 percent of a credit
union’s members eligible to vote should cast a ballot in the vote taken to convert
and a majority of those credit union members must vote in favor of the conversion.

In addition to the above provisions from the House CURIA bill, NAFCU also sup-
ports the inclusion of Matrix Items #168 (Eliminate or Modify the Limitation on
Credit Union Experience for NCUA Board Members) and #176 (Seasoned Customer
CTIIR) Exemption—Provided that this would be made to apply to credit unions as
well).

Furthermore, we support granting the NCUA parity in the following Matrix
items:

e (#157) Elimination of Criminal Indictments Against Receiverships;
e (#160) Recordkeeping Amendment; and,
e (#161) Preservation of Records by Optical Imaging and Other Means.

We should note that we do not support inclusion in any regulatory relief bill of
provisions #25 (NCUA Vendor Examinations) and #168(b) (NASCUS—NCUA Board
Member have State regulatory experience).

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 would like to once
again thank Chairman Shelby, Ranking Member Sarbanes, Senator Crapo, and the
Members of the Senate Banking Committee for this opportunity to testify before you
today. We look forward to working with you on this important matter and would
welcome your comments or questions.

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

MARCH 1, 2006

Introduction

Good morning, 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 Financial Services Roundtable represents 100 of the largest integrated finan-
cial services companies providing banking, insurance, and investment products and
services to the American consumer. Member companies participate through the
Chief Executive Officer and other senior executives nominated by the CEO. Round-
table member companies provide fuel for America’s economic engine, accounting di-
ye]:):tly for $40.7 trillion in managed assets, $960 billion in revenue, and 2.3 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 eliminate
outdated regulations and streamline the regulatory compliance process. Useless
laws and regulations impose significant, and unnecessary, burdens on financial
services firms, which make our firms less efficient.

We often discuss regulatory reduction in the context of costs to big business, but
the real burden is placed on small businesses and consumers through an increase
in costs of financial services products. Many of the issues before us today have been
under consideration for nearly 6 years and 2006 is a good time to address these con-
cerns facing institutions of all sizes. I also want to take this time to mention the
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important issue of an optional Federal charter for insurers and producers. While a
regulatory relief bill might not be the appropriate vehicle, the Senate Banking Com-
mittee is the right place to address this issue through oversight hearings, legisla-
tion, and a mark-up. I strongly believe that an optional Federal charter will bring
advantages to insurers, producers, and most importantly consumers—and I look for-
ward to continuing this dialogue with your Committee.

I fully appreciate to some extent that I am “preaching to the choir” when I cite
the burdens of regulation on financial services firms. Your Committee in particular,
Mr. Chairman and Senator Crapo has led the effort 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.

For over a year now, the Roundtable has undertaken its own initiative aimed at
regulatory burden relief. We are engaged in an ongoing dialogue with the appro-
priate Federal financial regulatory agencies about several problems, and, in some
instances, have recommended specific remedies. Based on direction from our senior
executives, there are four major regulatory problems in need of reform. I will begin
by addressing these four key issues. I also have highlighted a number of other regu-
latory reforms sought by the Roundtable, many of which were incorporated in
H.R.3505, “the Financial Services Regulatory Relief Act of 2005”, which was ap-
proved by the House Financial Services Committee last year. Please find attached
to my testimony an addendum of additional regulatory relief proposals offered for
consideration by The Financial Services Roundtable.*

The Roundtable’s Regulatory Oversight Coalition

The Roundtable continues 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;

e Attorney Client Privilege (the confidentiality of information that is shared with

Federal financial regulators); and
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. In 2004, depository in-
stitutions had filed a total of 689, 419 SAR’s, and the total number of SAR filings
is projected to be around 900,000 for 2005.

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 Amend existing SAR regulations to incorporate the good faith guidance recently
issued, but without the exception for “significant” nonfilings;

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;

*Held in Committee files.
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e Consider raising the Currency Transaction Report (CTR) threshold above the cur-
rent $10,000.00 level; and

e Provide additional guidance on Customer Identification Programs, including tai-
loring the regulations to individual businesses versus a one-size-fits-all approach.

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.
Moreover, we continue to work in a collaborative fashion with the SEC. That said,
we believe that compliance is being hindered by certain SEC enforcement policies
and practices.

Specifically, the Roundtable believes that the Office of Compliance, Inspection,
and Examination (OCIE) should be returned back to the operating divisions. This
would align the SEC’s examination and inspection procedures with the policy mak-
ing functions at the SEC. The Roundtable believes that with OCIE folded back into
the operating divisions institutions would have a chance to more freely discuss com-
pliance issues and other practices outside 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, we believe that there should be Commission approval prior to sweep exami-
nations, and there should be written notification to the Commission prior to inspec-
tions. Moreover, the Roundtable supports legislation, such as H.R.4618, sponsored
by Congressman Vito Fossella.

Fourth, 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 it threatens to under-
mine internal discussion and investigations. We note with interest that the SEC in
recent days reversed course and halted its subpoenas of journalists’ notes. The SEC
should show similar restraint in the attorney-client privilege arena and drop its pol-
icy of seeking waivers of the privilege.” Finally, we believe the SEC should give fi-
nancial institutions adequate time to respond 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
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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.

e Furthermore, the policies place employees in a difficult position during the course
of investigations. If employees cooperate in an investigation, their statements may
have to be provided to the investigation agency. If an employee decided not to co-
operate 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.”

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).



213

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.3505, and then list some other recommended
changes to Federal law.

Interstate Banking

Over 10 years ago, Congress enacted the landmark Riegle-Neal Interstate Bank-
ing and Branching Efficiency Act of 1994. Since then, the public benefits anticipated
by that Act have been realized.

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. 3505 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 ac-
cess to banking offices. They also realize that current law has created some competi-
tive 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 619 of
H.R.3505. Section 619 of H.R.3505 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 619 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 619 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
kc)onfl'l(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.3505, I would
highlight four of those provisions, which are particularly important to our members.

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.
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Federal savings associations are treated differently. For Federal savings associa-
tions, there is no provision governing their citizenship, and this issue has been liti-
gated over and over.

We urge the Committee to amend the law to clarify that a Federal savings asso-
ciation is a citizen of the State in which the institution’s main or home office is lo-
cated. This would put Federal thrift associations under the same rules that apply
to every other corporation in America.

Parity for Thrifts Under the Federal Securities Laws

Section 201 of H.R. 3505 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 Advisers 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).

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 Advisers 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 Ad-
visers 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.3505 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.3505. 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 regulatory disparity that need not exist.

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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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 lim-
ited cross-marketing activities with the companies in which it makes investments.
The Roundtable urges the Committee to amend the BHCA and establish parity of
treatment between financial holding companies that own insurance affiliates and
those that own merchant banking affiliates.

We also urge the Committee to permit a depository institution subsidiary of a fi-
nancial holding company to engage in cross-marketing activities with a nonfinancial
company held by a merchant banking affiliate 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 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.

These proposed modifications to the BHCA were incorporated in Section 501 of
H.R.3505.

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.

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-
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cepts they understand. Consumer surveys also indicate that over 60 percent of con-
z‘tlmegs would prefer a shorter notice than the lengthy privacy policy mandated by

LBA.

Recognizing the problem created by the existing GLBA privacy notice, the Federal
banking agencies, the FTC, 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-
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 that 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
Federal Reserve Board. We also strongly support legislation, such as H.R.2660
sponsored by Chairman Oxley and Ranking Member Frank in the House, that
WOl(llld define this activity as “financial” without the need for a rulemaking pro-
ceeding.

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 and the American consumer. The costs savings that will re-
sult from this regulatory relief legislation will benefit the consumers of financial
products and services. We look forward to working with the Committee on this im-
portant legislation.

PREPARED STATEMENT OF JOE McGEE
PRESIDENT & CEO, LEGACY COMMUNITY FEDERAL CREDIT UNION
BIRMINGHAM, AL ON BEHALF OF THE
CREDIT UNION NATIONAL ASSOCIATION

MARCH 1, 2006

Chairman Shelby, Ranking Member Sarbanes, Senator Crapo, and other Members
of the Committee, I am Joe McGee, President and CEO of the Legacy Community
Federal Credit Union in Birmingham, Alabama. I appreciate the opportunity to rep-
resent the Credit Union National Association (CUNA) at this hearing to address leg-
islation to help alleviate the regulatory burden under which all federally insured de-
pository institutions operate today. CUNA is the largest credit union advocacy orga-
nization, representing over 90 percent of our Nation’s approximately 8,800 State and
Federal credit unions and their 87 million members.

Legacy Community Federal Credit Union, originally University FCU serving
UAB, has recently converted to a community charter, serving 7 counties in Ala-
bama. At Legacy Community Federal Credit Union, our motto is “Your Life, Your
Legacy.” We aim to treat all of our members with respect and dignity and we offer
honest, fair deals to all members at all times. We deliver a wide range of low cost
products and services to the diverse economic and social make-up of our members
and potential members and always look out for better ways to reach out to the
under served within our field of membership.

At Legacy, we put forth every effort to enable our members to become financially
self-sufficient and successful. We place a high priority on consumer education and
the teaching of financial thrift as demonstrated through our homebuyer and finan-
cial planning seminars, free financial planning services, website, consumer edu-
cation library, consumer credit counseling programs as well as programs in which
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we advocate for the elderly, such as our Gate Keeper Program. Our multilingual
staff work with our members to provide free checking accounts, experienced-based
lending, a special educational loan program to promote continued learning, as well
as a student loan program with reduced payments and interest rates.

I am extremely proud to speak on behalf of the Nation’s credit unions today be-
cause credit unions benefit America. We are the only financial institutions that are
run solely for the benefit of the people who use their services—not for the benefit
of stockholders, or the board of directors, or the institution itself. We operate with-
out paying a dime to most of our boards of directors, and without providing stock
options to our senior management. We do this because of the devoted efforts of tens
of thousands of selfless volunteers for whom credit unions are not just a business,
but a cause. We do this “not for charity, not for profit, but for service.” That attitude
makes us unique. Now we are asking for Congress’s help in continuing the not-for-
profit, people-oriented, cooperative work we do.

Credit Unions are Unique Depository Institutions

CUNA is pleased that the Senate Banking Committee is moving forward with this
initiative to provide America’s financial institutions with well needed regulatory re-
lief of costly and outdated burdens. Some might mistakenly believe that the Credit
Union Membership Access of 1998 (CUMAA, Pub. L. No. 105-219)) was the credit
union version of regulatory relief. While that law did provide relief from an onerous
1998 U.S. Supreme Court decision severely restricting fields of membership of Fed-
eral credit unions, it also imposed several new, stringent regulations on credit
unions, which are most severely regulated group of all insured financial institutions.

Congress in CUMAA directed the U.S. Department of the Treasury to evaluate
the differences between credit unions and other types of Federally insured financial
institutions, including any differences in the regulation of credit unions and banks.
The 2001 Treasury study, “Comparing Credit Unions with Other Depository Institu-
tions,” found that while “credit unions have certain characteristics in common with
banks and thrifts, (for example, the intermediation function), they are clearly distin-
guishable from these other depository institutions in their structure and operational
characteristics.”

When Congress amended the Federal Credit Union Act with the passage of
CUMAA in 1998, it included a preamble which enumerated the characteristics that
differentiate credit unions from other depository institutions and from the founda-
tion on which the Federal tax exemption for credit unions rests. The preamble
states:

“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.”

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.”

Recognition and appreciation of these fundamental attributes are critical to un-
derstanding credit unions. As Treasury stated in its study, “Many banks or thrifts
exhibit one or more of . . . (these) characteristics, but only credit unions exhibit all
five together.”

fxsfunique institutions, credit unions today stand distinctly in need of regulatory
relief.

Credit Unions’ Regulatory Burden is Real and Relief is Imperative
Regulatory burden is an issue for all financial institutions in general, and for
credit unions in particular. Indeed, credit unions are the most heavily regulated of
all financial institutions. Credit unions are, for instance, subject to the same con-
sumer protection laws as other financial institutions (such as Truth-Lending, Equal
Credit Opportunity, Fair Credit Reporting Act, Home Mortgage Disclosure, Real Es-
tate Settlement Procedures Act, Truth-in-Savings, and the Expedited Funds Avail-
ability Act), the ever-increasing requirements of the Bank Secrecy Act, and a broad
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array of safety and soundness rules. In addition, credit unions have an extensive
list of unique operating restrictions, including the following:

e Credit unions are the only type of financial institution that have field of member-
ship restrictions on whom they may serve.

e Credit unions may not raise capital in the marketplace but must rely on retained
earnings to build equity.

e Credit unions are the only group of financial institutions that must meet statutory
net worth requirements under the prompt corrective action (PCA) provisions.

e Credit unions face severe limitations on member business lending.

e Federal credit unions have a Federal usury ceiling, limitations on loan maturities,
and stringent limitations on their investment options.

e Federal credit unions’ governance practices are inflexible because many aspects
are fixed in statute.

As discussed in detail below, there are two major areas of concern that CUNA
asks be addressed by this Committee in regulatory relief legislation: The prompt
corrective action (PCA) provisions in Section 216 of the Federal Credit Union Act
(12 U.S.C. §1790d); and the member business loan cap in Section 107A (12 U.S.C.
§1757a) of the Act. These provisions were added to the law in 1998 as part of the
CUMAA legislation.

The unnecessarily inflexible PCA requirements were imposed on federally insured
credit unions in 1998, not because of any problems with credit unions, but simply
because PCA had been imposed on banks and thrift institutions several years ear-
lier and some in Congress and the Treasury Department felt credit unions and its
regulator should be subject to similar standards. However, as formulated in 1998,
the credit union PCA standards are not, in fact and application, similar. The statu-
tory net worth requirements direct federally insured credit unions to maintain a
minimum of 6 percent net worth 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. “[TThis exceeds the 4 percent Tier 1 level ratio applicable
for banks and thrifts (and is statutory as opposed to regulatory),” Treasury noted
in its 2001 study. “Complex” credit unions have additional net worth requirements.

The member business loan cap imposed in 1998 is also unnecessarily restrictive
and arbitrary in nature. Treasury’s 2001 analysis pointed to the fact that “Federal
credit unions have more limited powers than national banks and Federal saving as-
sociations. Most notably, Federal credit unions face stricter limitations on their
(member business) . . . lending and securities activities.”

A federally insured credit union’s member business loan (MBL) aggregate portfolio
may not exceed 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 assets in a combination of small business loans and
other commercial loans. There are other limitations on credit unions’ member busi-
ness lending that do not apply to commercial banks. For instance, a Federal credit
union’s member business loan is generally limited to a 12-year maturity and can
only be made to members.

Unlike banks, credit unions have not received new statutory powers for many
years. In 2003, the Filene Research Institute published a study by Professor William
E. Jackson III of the University of North Carolina at Chapel Hill, which looked at
the efforts of Congress over the last two decades to provide regulatory relief for tra-
ditional depository institutions and whether more relief for credit unions is reason-
able and appropriate.

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.

Most recently, 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 any sweeping, statutory expansion of powers, but they
were included in the substantial requirements under the Act regarding privacy, in-
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cluding 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
ulnigng have received less deregulation than either banks or thrifts,” the study con-
cluded.

CUNA endorsed the regulatory relief legislation that was passed by the House of
Representatives in 2004, and supports H.R. 3505, the Financial Services Regulatory
Relief Act, which has been approved by both the House Financial Services Com-
mittee and the House Judiciary Committee. This bill contains a number of amend-
ments to the Federal Credit Union Act advocated by CUNA. However, the legisla-
tion does not include two key provisions that we urge this Committee to make a
high priority for inclusion in its regulatory relief bill, provisions found in H.R. 2317,
the Credit Union Regulatory Improvements Act (CURIA), which has garnered nota-
ble bi-partisan support in the House.

Prompt Corrective Action Reform

CUNA strongly supports amending the system of prompt corrective action 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.

History of the PCA Provisions

Net worth requirements were not the original purpose of the CUMAA. The gen-
esis of the 1998 Act was the Supreme Court’s field of membership decision that pro-
hibited NCUA from approving Federal credit union fields of membership comprising
more than one group. Since its adoption 8 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.

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 PCA section of the Act (Section 1790d) is “to resolve the problems of insured
credit unions at the least possible long-term loss to the Fund.” The CUMAA in-
structs the NCUA to implement regulations that establish a system of PCA for cred-
it unions that is consistent with the PCA regime for banks and thrifts under the
1991 Federal Deposit 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. Key differences are:

e 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.

e The levels of the net worth ratio for a credit union to be classified “well” or “ade-
quately” capitalized are 2 percentage points (200 basis points) above those cur-
rently in place for banks and thrifts, even though credit unions’ activities are far
more circumscribed than those of banks.

e The system of risk-based net worth requirements for credit unions is structured
very differently 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 requirements explicitly account for the difficult-to-quantify interest rate
risk. In PCA as implemented under FDICIA, interest rate risk at banks and
thrifts is instead dealt with through examination and supervision.

The Need for PCA Reform
There are two basic problems with the current credit union PCA system:

o There are unnecessarily high basic credit union capital requirements. Credit
unions have significantly higher capital requirements than do banks, even though
the National Credit Union Share Insurance Fund (NCUSIF) has an enviable
record compared to other Federal deposit insurance funds. Indeed, because credit
unions’ cooperative 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.

o The current risk-based PCA system is imprecise. The current system of risk-based
net worth requirements for credit unions provides an imprecise treatment of risk.
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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 system weakens
the measurement of the NCUSIF’s exposure to risk, and provides blurred incen-
tives to credit unions on how to manage their balance sheets so as to minimize
risk. A Basel-type method of applying different weights to different types of assets
based on the asset’s risk profile would permit a more precise accounting for risk
than does the current credit union PCA system, thus improving the flow of action-
able 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
a net worth ratio 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 which drive the credit union sys-
tem’s PCA requirements.

Under the current system of PCA, however, there are many credit unions that
have more than enough capital to operate in a safe and sound manner but feel con-
strained in serving their members because potential reductions in their net worth
category can result from growth in member deposits, even when not induced 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.

As a result of the effect of potential 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 constraints operating with a 6 percent net worth ratio.
Without access to external capital 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.

Any credit union can be hit with sharp and unexpected increases in member de-
posits, which are the primary source of asset growth for credit unions. This can hap-
pen whenever credit union members face rising concerns either about their own eco-
nomic or employment outlook (as in a recession) or about the safety of other finan-
cial investments they may hold (as when the stock market falls). A recent example
is the influx of funds by members of certain Gulf Coast credit unions who deposited
insurance payments as a result of Hurricane Katrina. The resulting deposit building
translates into large swings in deposit inflows without any additional effort by the
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 their savings dividend rates sharply throughout the year. The year
2001 produced both a recession and falling stock market, and was topped off with
the consumer confidence weakening effects of the September terrorist attacks.

Credit union concern about the impact of growth triggered by external factors on
net worth ratios goes far beyond those credit unions that are close to the 6 percent
cutoff for being considered adequately capitalized. Because of the conservative man-
agement style that is the product of their cooperative, volunteer-run structure, most
credit unions seek always to be classified as “well” rather than “adequately” capital-
ized. In order to do that, they must maintain a significant cushion above the 7 per-
cent 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 cre-
ated powerful 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
regulation in its present form thus drives credit unions to operate at “overcapital-
ized” levels, reducing their ability to provide benefits to their members, and forcing
them instead to earn unnecessarily high levels of net income to build and maintain
net worth.

There are two ways to resolve the 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. Although CUNA believes
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that credit unions should have greater access to such secondary capital, this is not
something CUNA is advocating as part of regulatory relief legislation.

The preferable solution is to amend the PCA requirements. PCA reform should
have two primary goals. First, CUNA believes any reform should preserve the re-
quirement 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, PCA
requirements 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.

CUNA advocates reforming PCA in a manner consistent with these two require-
ments 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.

Specific PCA Amendments

CUNA strongly urges amendments to the Federal Credit Union Act so that a cred-
it union’s PCA capitalization classification would be determined 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 as-
sets would be defined as net worth minus the NCUSIF deposit divided by risk as-
sets, where risk assets would be designed in a manner comparable to the Basel sys-
tem in effect for banks of similar size to credit unions.

Specifically, CUNA urges the Committee to include in regulatory relief legislation
provisions to change the PCA requirements for credit unions (Section 216 of the
Federal Credit Union Act, 12 U.S.C. §1790d) as follows:

1. Amend the 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. The Act should continue to specify net worth require-
ments, but at levels more appropriate for credit unions and comparable to those cur-
rently in effect for banks and thrift institutions. See the chart below for the pro-
posed categories for net worth ratios.

2. Amend the risk-based net worth categories: Currently, federally insured credit
unions that are considered “complex” must meet a risk-based net worth require-
ment. The Act should require all credit unions to meet a risk-based net worth re-
quirement and should direct 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. The right column in the chart below provides information
on appropriate ratios of net worth to risk assets.

3. Provide NCUA with the flexibility to address other risk 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 re-
quirements for FDIC-insured institutions deal only with credit risk. The NCUA
Board should have the authority to delegate to NCUA’s regional directors the au-
thority to lower by one level a credit union’s net worth category for reasons of inter-
est rate risk only that is not captured in the risk-based ratios.

4. Amend the 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 Accounting Standards Board (FASB)
is finalizing guidance, expected to be effective in 2007, on the accounting treatment
of mergers of cooperatives that would create a new component of net worth, in addi-
tion 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 merg-
ing credit union’s net worth in its PCA calculations. FASB’s application of its pro-
posal to credit unions will mean that a credit union’s PCA net worth would typically
be understated by the amount of the fair value of the merging credit union’s re-
tained earnings, that is, part of GAAP net worth would be excluded from regulatory
net worth. This anomaly must be addressed by including a definition of net worth
for purposes of PCA to include the new component for post-merger credit unions.

Without an amendment to the PCA definition, the FASB pronouncement will have
the unintended consequence of discouraging, if not eliminating, voluntary mergers
that, absent FASB’s policy, would be advantageous to credit union members in-
volved. 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
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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 de-
termined under GAAP, and as authorized by the NCUA Board, would be acceptable
for calculating PCA ratios.

Senior legal staff at FASB has indicated support for a legislative approach, and
we urge the Committee to address this problem, well in advance of the effective
date, so credit unions will have certainty regarding the accounting treatment of
mergers. The House of Representatives approved by voice vote on June 13, 2005 a
bill specifically solving this problem, H.R.1042, the “Net Worth Amendment of
Credit Unions Act.”

Several other changes in the PCA-related definitions are needed. The definition
of secondary capital for low-income credit unions needs to address certain limita-
tions on its use by those credit unions. The definition of the net worth ratio also
needs to be modified to exclude a credit union’s National Credit Union Share Insur-
ance Fund (NCUSIF) deposit from the numerator and denominator of the ratio; the
ratio of net worth to risk-assets must also exclude a credit union’s NCUSIF deposit
from the numerator.

5. Amend the net worth restoration plan requirements: The NCUA Board should
have the authority to permit a marginally undercapitalized credit union to operate
without a net worth restoration plan if the Board determines that the situation is
growth-related and likely to be short term. The law should also authorize the Board
to issue an order to a critically undercapitalized credit union and possibly shorten
the timing of the period before appointment of a liquidating agent. CUNA would
also like to see an amendment clarifying the coordination requirement with State
officials in the case of State-chartered credit unions.

How the PCA Amendments Would Work

The table below shows the ratio cutoff points for the various net worth classifica-
tions CUNA advocates. A credit union would have to meet both ratio classifications,
and if different, the lower of the two classifications would apply. For example, a
credit union classified as “well-capitalized” by its net worth ratio, but “undercapital-
ized” by its ratio of net worth to risk assets, would be considered undercapitalized.

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%
Significantly Undercapitalized 2% to < 3% < 6%
Critically Undercapitalized <2% NA

The proposed net worth cutoff points are substantially similar to those currently
in effect for FDIC-insured institutions. Nevertheless, the ratios would have the ef-
fect of being more stringent on credit unions for two reasons. First, not all of an
individual credit union’s net worth would be included in the numerator of the
ratio—the NCUSIF deposit would first be 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
kI)Ianks’ Tier I capital, which has more characteristics of pure capital than does Tier

In the PCA reforms CUNA envisions, NCUA would have to design a risk-based
net worth requirement based on comparable standards applied to FDIC-insured in-
stitutions. 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 if 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 if Basel II lowers net worth requirements for the very large institutions.
Thus, it is likely that any modified version of Basel I in place for smaller banks
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would be the standard under which NCUA would construct a risk-weighting system

for credit unions. Since it would be Basel-based, it would focus on credit risk, leav-

ing the treatment of interest rate risk to the supervisory process (our third rec-
ommendation). This kind of reformed credit union risk-based system would provide

a much more precise measure of balance sheet risk than the current risk-based net

worth requirement.

The PCA reform plan will improve the risk-based components of PCA and place
greater emphasis 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 classi-
fied as adequately capitalized. CUNA believes that in addition to relying on im-
proved risk measurements, a reduction of the pure net worth levels to be classified
as well- or adequately capitalized is justified for the following reasons:

o We proposed subtracting out the 1 percent NCUSIF deposit in calculating the net
worth ratio. One of the original justifications for higher credit union PCA net
worth requirements (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 credit union fund-
ing mechanism of the NCUSIF, the 1 percent deposit appears on the books of both
the NCUSIF and insured credit unions. We propose to address this issue by defin-
ing the net worth ratio as “net worth less the 1 percent NCUSIF deposit divided
by assets less the 1 percent deposit.” Thus, to be adequately 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 when a credit union
is at higher level of individual capital than for a similarly situated bank or thrift.

o Although credit unions cannot access capital markets, banks experiencing problems
are unlikely to have ready access to capital markets. Another reason given for
credit unions’ higher-than-banks net worth requirements is their lack of access to
capital markets. Credit unions’ only source of building net worth is through the
retention of earnings, which is a time-consuming process. Since credit unions can-
not access capital markets, drafters of the PCA requirements thought credit
unions should hold more capital to 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 capitalized bank can easily access the capital
markets. However, if a bank’s capital ratio falls substantially due to losses, inves-
tors are likely to be wary of providing additional capital to it. Other institutions
similarly have limited access to capital markets when they have experienced sub-
stantial losses. Thus, the lack of effective access to outside capital in times of fi-
nancial stress might not really distinguish credit unions from banks or other de-
pository institutions as much as it might appear.

e Credit unions have some control over growth by the dividends paid on savings. A
credit union’s net worth ratio might fall due to rapid asset growth, but this should
not require higher net worth requirements for credit unions. Asset growth, which
comes from savings deposits, can often be substantially influenced by a credit
union’s dividend policies. Under the current PCA system, lowering dividend rates
creates the dual effects of retarding growth and boosting net income, both of
which raise net worth ratios. Our plan 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.

e 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
hazard 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 con-
servative 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 dra-
matically 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, between 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
supporting the need of more capital in credit unions than in banks and thrifts.

Reforming PCA as outlined by our testimony would preserve and strengthen the
essential 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
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unions to operate in a manner devoted more to member service and less to the un-
necessary accumulation of net worth.

Changes in Member Business Loan Statutory Requirements

Some mistakenly believe that credit unions first obtained authority to lend to
businesses with the passage of the Credit Union Membership Access Act in 1998.
On the contrary, CUMAA imposed statutory limits on credit union member business
lending for the first time; until then, NCUA addressed business lending activities
of credit unions through supervision and regulation. 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 (that is, 7 percent) can be counted.
Therefore, the limit is (1.75 x 7) or 12.25 percent of assets for most federally insured
credit unions.

Credit unions are not major players in business lending, although there are some
credit unions which feel they have a field of membership and expertise that would
allow them to provide more businesses with more competitive options that currently
permitted by the Federal Credit Union Act. At mid-year 2005, the dollar amount
of credit union member business loans was less than 1 percent of the total commer-
cial loans held by all U.S. depository institutions. Credit union MBL’s represent just
3.8 percent of the total of credit union loans outstanding, and only one in five U.S.
credit unions offer MBL’s. The average size of credit union MBL’s granted in the
first 6 months of 2005 was $166,506.

Looking at Alabama credit union statistics, 34 credit unions out of a total of 159
in Alabama offer MBL’s to their members. The average size of an Alabama MBL
is $144,283. The total amount of business lending by credit unions in Alabama is
$105.3 million, while banking institutions in Alabama make $76.3 billion in busi-
ness loans. In Alabama, credit unions represent 0.14 percent of the market share
for business lending, while banking institutions represent 99.86 percent; and, while
credit union business loans represent only 0.98 percent of credit union assets, bank-
ing institutions’ business loans represent 35.52 percent of bank assets.

Need for Reform of Credit Union Member Business Loan (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 ability to
access capital is paramount. Their access is seriously constrained by the double-
whammy of banking industry consolidation and the CUMAA-imposed limitations on
credit union MBL’s. FDIC statistics show that the largest 100 banking institutions
now control over 70 percent of banking industry assets nationally—in 1992, the 100
largest banks held about 45 percent of total banking industry assets.

Recent research published by the Small Business Administration reveals that
small businesses receive less credit on average in regions with a large share of de-
posits are held by the largest banks. The findings reveal “credit access has been sig-
nificantly reduced by banking consolidation . . . we believe 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.” CUMAA’s member business restric-
tions on credit unions severely restrict small business access to credit outside the
banking industry at a time when small firms are finding it increasingly difficult to
obtain credit from the banking industry.

Basic problems with the current MBL limit include the following:

e The limit is arbitrary and unnecessarily restrictive. Insured commercial banks
have no comparable business lending portfolio concentration limitations. Thrift in-
stitutions have portfolio concentration limitations, but those limitations are sub-
stantially less restrictive than the limits placed on credit unions in CUMAA.
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.

o The 12.25 percent cap discourages credit unions from entering into business lend-
ing. Even though very few credit unions are approaching the 12.25 percent ceiling,
the very existence of that limitation discourages credit unions from opening busi-
ness lending departments. Credit unions must meet strict regulatory require-
ments before implementing an MBL program, including the addition of experi-
enced staff. Many are concerned that the costs of meeting these requirements can-
not be recovered with a limit of only 12.25 percent of assets. For example, in to-
day’s market, a typical experienced mid-level commercial loan officer would re-
ceive total compensation of approximately $100,000. The substantial costs associ-
ated with hiring an experienced lender, combined with funding costs and overhead
and startup costs such as a data processing system to support this type of lending,
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present a serious barrier at most credit unions given the current 12.25 percent
limitation.

o The MBL threshold definition creates a disincentive that hurts small businesses.
The current $50,000 threshold for defining an MBL is too low and creates a dis-
incentive for credit unions to make loans to smaller businesses. Permitting the
threshold to rise to $100,000 would open up a significant source of credit to small
businesses. The NCUA Board was on the verge of revising its regulations to move
the threshold to $100,000 when Congress incorporated the then $50,000 regu-
latory definition into the 1998 law. Even business purpose loans up to $100,000
are so small as to be unattractive to many larger commercial lenders. A simple
inflation adjustment of the $50,000 threshold, which was initially established by
regulation in 1993, would result in a threshold figure of $65,000.

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 2001 U.S. Treasury Department study entitled “Credit Union Mem-
ber Business Lending,” credit union business lending is more regulated than com-
mercial lending at other financial institutions. In addition, in comparing delin-
quencies on business loans, Treasury found credit union delinquencies (business
loans more than 60 days past due) were lower than those of banks and thrifts (busi-
ness loans more than 90 days past due). Not surprisingly, the Treasury also con-
cluded that member business lending “does not pose material risk” to the National
Credit Union Share Insurance Fund. The trends continue today, and MBL’s have
even lower loss rates than other types of credit union lending, which themselves
have relatively low loss experience.

CUNA’s Regulatory Relief Recommendations for Economic Growth

In reforming credit union MBL limits in Section 107A of the Federal Credit Union
Act (12 U.S.C. §1757a), Congress will help to ensure a greater number of available
sources of credit to small businesses throughout the country. This will make it easi-
er for small businesses to secure credit at lower prices, in turn making it easier for
them to survive and thrive.

CUNA urges that the following provisions be included in the Committee’s regu-
latory relief bill:

1. Increase the limit on member business loans: Congress should eliminate the cur-
rent asset limit on MBL’s at a credit union (the lesser of 1.75 times actual net worth
or 1.75 times net worth required for a well-capitalized credit union, or 12.25 per-
cent) and replaces it with a flat rate of 20 percent of the total assets of a credit
union. This provision would facilitate member business lending without jeopardizing
safety and soundness at participating credit unions.

2. Increase the threshold of which business purpose loans are defined as member
business loans: Congress should amend the current definition of a MBL to give
NCUA the authority to exclude loans of $100,000 or less as de minimus, rather than
the current limit of $50,000. Loans below the threshold do not apply against the
cap, but more importantly, credit unions that are not in a position to open business
lending departments that have to comply with NCUA’s extensive MBL regulations
can still help small businesses with smaller dollar loans.

3. Provide NCUA with the authority to address member business lending by under-
capitalized credit unions: The Federal Credit Union Act currently prohibits a credit
union from making any new MBL’s if its net worth falls below 6 percent. NCUA
should have the authority to determine how to address business lending by any
undercapitalized credit union.

4. Exclude from the definition of member business loans to nonprofit religious or-
ganizations: The law currently provides exceptions to the MBL caps for credit
unions with a history of primarily making such loans. Credit unions serving reli-
gious organizations were instrumental in persuading Congress to include this excep-
tion in the 1998 law. We believe that, when passing CUMAA, Congress simply over-
looked the situation that other credit unions purchase parts of these loans (partici-
pate in them). We propose that the Act be amended to exclude from the MBL limit
loans to or loan participations involving nonprofit religious organizations. While
these types of loans would not be subject to the limit, such loans would still be sub-
ject to other regulatory requirements, such as those relating to safety and sound-
ness.

5. Authorize Federal credit unions to lease space in credit union offices located in
underserved areas: While not directly related to business lending, CUNA also sup-
ports an amendment to Section 107 of the Federal Credit Union Act (12 U.S.C.
§1757), but adding new authority which would enhance the ability of credit unions
to assist distressed communities with their economic revitalization efforts. A Federal



226

credit union maintaining a presence in an underserved area should be allowed to
lease space in its building or on its property to third parties on a more permanent
basis. This change would allow a Federal credit union to acquire, construct, or refur-
bish a building in an underserved community, then lease out excess space in that
building which should assist in community development.

CUNA urges the Committee to include amendments to the member business lend-
ing provisions in the Federal Credit Union Act in its regulatory relief bill.

Other Amendments to the Federal Credit Unions Act

In addition to seeking amendments to the Federal Credit Union Act relating to
prompt corrective action and member business loans, there are a number of other
amendments to the Act that CUNA urges the Committee to include in its regulatory
relief legislation. These are:

Leases of Land on Federal Facilities for Credit Unions

We support an amendment to Section 124 of the Federal Credit Union Act (12
U.S.C. §70) which would permit military and civilian authorities responsible for
buildings on Federal property the discretion to extend real estate leases at minimal
charge to credit unions that finance the construction of credit union facilities on
Federal land. Credit unions provide important financial benefits to military and ci-
vilian personnel, including those who live or work on Federal property. This amend-
ment would authorize an affected credit union, with the approval of the appropriate
authorities, to structure low cost lease arrangements which would enable the credit
union to channel more funds into lending programs and favorable savings rates for
its members.

Investments in Securities by Federal Credit Unions

The Federal Credit Union Act’s limitations on the investment authority of Federal
credit unions are anachronistic. CUNA supports an amendment to Section 107 of
the Federal Credit Union Act (12 U.S.C. §57) to provide additional investment au-
thority for credit unions to purchase for their own accounts certain investment secu-
rities. The NCUA Board should have the authority to define appropriate invest-
ments under this provision, thus ensuring that new investment vehicles would meet
high standards of safety and soundness and be consistent with credit union activi-
ties. The total amount of the investment securities of any one obligor or maker
should not exceed 10 percent of the credit union’s unimpaired capital and surplus

Increase in the General 12-Year Maturity Limit Applicable to 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 exceptions for certain types of loans, such as mortgage
loans. The Federal Credit Union Act (Section 107(5), 12 U.S.C. §1757(5)) should
allow loan maturities up to 15 years, or longer terms as permitted by the NCUA
Board. While we would prefer that loan maturities be completely removed from the
statute, leaving NCUA with the authority to determine the maturity on loans con-
sistent 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.

Increase in the 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 the aggregate no more than 1
percent of its total paid-in and unimpaired capital and surplus in these organiza-
tions, commonly known as credit union service organizations (CUSO’s). CUNA asks
the Committee to include an amendment to raise the limit in Section 107(7)(I) (12
U.S.C. §1757(7)(1)) to 3 percent.

CUSO’s provide a range of services to credit unions and their members. Some
services directly support credit union operations such as data processing, record re-
tention and debt collection. Other services directly benefit members such as finan-
cial planning, retirement planning and shared branching. 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, a Federal credit union’s participation in CUSO’s is regulated by
NCUA, and the agency has access to the books and records of the CUSO.

The current limit on CUSO investments by Federal credit unions is out-dated and
limits the ability of credit unions to support CUSO’s to meet the range of members’
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needs for financial services. This limit results in Federal credit unions having to ei-
ther forego certain opportunities that would benefit members or use outside vendors
in which the credit union has no ownership stake. While CUNA would prefer to see
the 1 percent limit eliminated or set by NCUA through the regulatory process, an
increase to 3 percent in the statute would provide credit unions more options to in-
vestment in CUSO’s to enhance their ability to serve their members.

CUNA also would support raising the 1 percent borrowing limitation (Section
107(5)(D), 12 U.S.C. §1757(5)(D)) that currently restricts loans from credit unions
to CUSO’s. We believe the limit should be on par with the investment limit, which
we hope the Committee will support raising to 3 percent.

Check-Cashing and Money-Transfer Services Offered Within the Field of Membership

Federal credit unions are currently authorized to provide check-cashing services
only to members and have very limited authority to provide wire transfer services
to individuals in the field of membership under certain conditions. CUNA urges the
Committee to support an amendment to Section 107(12) of the Federal Credit Union
Act (12 U.S.C. §1757(12)) to allow a Federal credit union to provide check-cashing
services and money transfer services to anyone eligible to become a member of the
credit union. Such services would include the authority to sell travelers checks and
money orders, and send and receive international and domestic funds transfers.

This proposed amendment is fully consistent with the initiatives of President
Bush and Congress to reach out to underserved communities in this country. Many
of these individuals live from pay check to pay check 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 1 day, deposit their nec-
essary share balance and come in the very next day and withdraw because they
need the money. This is not financial mismanagement on their part. They just do
not have another source of funds.

If Federal credit unions are permitted to cash checks, sell negotiable checks, and
facilitate transfers of funds, 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 potential members so that when they are financially
capable of establishing an account, they will look to the credit union, which can also
provide financial education and other support services.

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 enact this provision and is
grateful to Ranking Member Sarbanes for the introduction of his bill.

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 could occasionally limit the ability of two healthy
multiple common bond Federal credit unions from efficiently combining their finan-
cial resources to serve their members better. CUNA urges that Section 109(d)(2) of
the Federal Credit Union Act (12 U.S.C. §1759(d)(2)) be amended to eliminate this
requirement for voluntary mergers.

Conversions Involving Common Bond Credit Unions

CUNA supports an amendment to Section 109(g) of the Federal Credit Union Act
(12 U.S.C. §1959(g)) to allow a multiple common bond Federal credit union con-
verting to or merging with a community Federal credit union to retain all groups
in its membership field prior to becoming a community credit union. Currently,
when a multiple group credit union converts to or merges with a community char-
ter, a limited number of groups previously 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 Federal credit union. The amendment would allow
the community credit union to provide service to all members of groups previously
served by the multiple group credit unions.

Credit Union Governance

CUNA strongly believes that credit union boards should have more authority in
making their own decisions. We are proposing three specific amendments for the
Committee’s consideration for inclusion in its regulatory relief bill. First, Federal
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credit union boards must be given 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 membership present
at a special meeting as required by current law (Section 118(b) of the Act, 12 U.S.C.
§ 1764(b)). Second, Federal credit unions should have the ability in their by laws to
limit the length of service of individual members of their boards of directors (amend-
ing Section 111(a) of the Act, 12 U.S.C. §1761(a)). Third, Federal credit unions
should have the ability, if they choose to do so, to reimburse volunteers for wages
they would otherwise forfeit by participating in credit union affairs (Section 111(c)
of the Act, 12 U.S.C. §1761(c)).

Some Federal credit unions have occasionally faced situations where there was a
need to expeditiously expel a member for just cause, particularly for instances of
harassing or threatening—credit union staff. The boards of these credit unions
should have the ability to quickly act, without having to call a special membership
meeting.

Federal credit unions should have the right to limit the length of service of their
boards of directors, which should help to assure broader representation from the
membership. This would be a permissive, not mandatory, authority. Providing credit
unions with this right does not raise supervisory concerns and should not, therefore,
be determined by the Federal Government.

Credit unions are directed by committed volunteers. Given the pressures of to-
day’s economy on many workers and the legal liability when holding governing posi-
tions at credit unions, it is increasingly difficult to attract and maintain such indi-
viduals. Rather than needlessly discouraging volunteer participation through artifi-
cial constraints, the Federal Credit Union Act should encourage such involvement
by allowing volunteers serving on the Federal credit union’s board or any of its com-
mittees to recoup wages they would otherwise forfeit by participating in credit union
affairs. The decision on whether to reimburse for lost wages should be left to indi-
vidual credit unions, not a mandatory requirement.

Providing NCUA with Greater Flexibility in Responding to Market Conditions

Section 107(5)(A)(vi) of the Federal Credit Union Act (12 U.S.C. §1757(5)(A)(vi))
provides the authority for the NCUA Board to establish a Federal usury ceiling
above 15 percent under certain circumstances up a period not to exceed 18 months.
CUNA feels that it is important that NCUA be given greater flexibility in evalu-
ating the marketplace by looking at interest rates in the preceding 6 months or
(rather than the current “and”) whether prevailing interest rate levels threaten the
safety and soundness of individual credit unions.

Exemption from the Premerger Notification Requirement of the Clayton Act

CUNA believes that it is very important to give federally insured credit unions
the same exemption that banks and thrift institutions already have from premerger
notification requirements and fees of the Federal Trade Commission. Therefore we
request that the Committee include in its regulatory relief bill an amendment to
Section 7A(c)(7) of the Clayton Act (15 U.S.C. § 18a(c)(7)).

Treatment of Credit Unions as Depository Institutions under Securities Laws

CUNA requests that Section 3(a)(6) of the Securities and Exchange Act of 1934
(15 U.S.C. §78c(a)(6)) and Section 202(a)(2) of the Investment Advisers Act of 1940
(12 U.S.C. §80b—2(a)(2)) be amended to give federally insured credit unions excep-
tions, similar to those provided to banks, from broker-dealer and investment adviser
registration requirements.

Privately Insured Credit Unions Authorized to become FHLB Members

Currently, only federally insured credit unions may become members of the Fed-
eral Home Loan Bank System. A privately insured credit union should be permitted
to apply to become a member of a Federal Home Loan Bank. The State regulator
of a privately insured credit union applying for membership could certify that the
credit union meets the eligibility requirements for Federal deposit insurance in
order to qualify for membership in the Federal Home Loan Bank system.

Eliminate the Requirement that only one NCUA Board Member can have Credit
Union Experience

CUMAA added a provision to the Federal Credit Union Act (Section 102(b)(2)(B),
12 U.S.C. §1752a(b)(2)(B)) stating that only one member of the NCUA Board may
have recent credit union experience. A similar experience limit does not apply to any
other Federal regulatory agency. And the restriction denies the NCUA Board and
credit unions the expertise that can greatly enhance their regulatory and super-
visory systems. This restriction should be stricken from the stature. The law should
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be changed to State at least one person on the NCUA Board should have recent
credit union experience.

Amendments to Other Federal Laws that CUNA Urges the Committee
Include in Regulatory Relief Legislation

The “Matrix of Financial Services Regulatory Relief Proposals” prepared by Sen-
ator Crapo’s staff is certainly a comprehensive listing of regulatory relief provisions
across a broad array of banking and consumer disclosure regulations. CUNA’s sup-
port for a number of amendments to laws other than the Federal Credit Union Act
is noted in the Matrix. We would like to highlight several provisions that we urge
the Committee to include in its regulatory relief bill. Where appropriate, we note
by number where the proposal is found in the Matrix.

o Monetary reserve requirements: CUNA hopes that any regulatory relief passed by
Congress includes authority for the Federal Reserve Board to pay interest on the
reserves that credit unions have to maintain in compliance with the Fed’s Regula-
tion D (#1). While we support the provision recommended by the Fed (#2 of the
Matrix), which would give the Fed greater flexibility to set the transaction ac-
count reserve level as low as 0 percent, we think that it is important that the
Committee make the basic inquiry to the Fed on whether monetary reserves are
even needed in 2006 for carrying out the Nation’s monetary policy.

The current six transfers a month restrictions on savings accounts is a tremen-
dous regulatory burden on depository institutions. The requirement is impos-
sible to logically explain to consumers, is challenging to support by data proc-
essing systems, and we really question if monetary reserves help the Fed car-
rying out it monetary policy today. The banking industry seeks (#113) to expand
the number of permissible transfers from savings deposits from 6 to 24 per
months, which would maintain a line, albeit a thin line, between savings and
transaction accounts. We support #113 if this is the only change possible, but
we urge the Committee to review the need for monetary reserves in this modern
electronic age. We certainly want the Committee to understand that there is a
major operational burden in having to count transfers per month and warn con-
sumers about the consequences of exceeding the arbitrary number of transfers.

o Annual privacy notices: CUNA supports the elimination of the annual privacy no-
tice provision in the Gramm-Leach-Bliley Act (#63 and others). Financial institu-
tions that do not share personal financial information or have not changed their
policy should not have to send out these notices every year. A credit union should
be required to give new members its privacy notice, provide all members with a
revised privacy notice when its privacy policy has changed, post its privacy notice
on its website if it maintains a website, and make a copy of its privacy notice
available upon request. This approach would be more useful to consumers than
annually sending out another piece of paper that goes unread.

e Bank Secrecy Act and the requirements of the Office of Foreign Assets Control
(OFAC): Compliance with the Bank Secrecy Act is taking up a tremendous
amount of time and resources for credit unions as well as banks and thrift institu-
tions right now, as the agencies and regulated financial institutions work through
new compliance expectations. Any further guidance on suspicious activity moni-
toring would be especially welcomed, as suggested in #180. We certainly support
the ideas offered by the Independent Community Bankers of America in #106
about reviewing the currency transaction reporting thresholds, and reporting, re-
tention and exemption procedures.

We saw nowhere mentioned in the Matrix a related burden, the various OFAC
compliance requirements. Simply put, OFAC has certain requirements, with po-
tentially high penalties, that are impossible to comply with—unless we want to
bring the Nation’s payments system to a screeching halt. We ask the Committee
will help identify the appropriate place to review the regulatory burdens and
concerns created by certain OFAC requirements.

Conclusion

In summary, Mr. Chairman, we are grateful to the Committee for holding this
hearing. Credit unions’ ability to continue serving the financial needs of our current
members and our potential members who need access to our services in Alabama
and across the country will be significantly 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 include the many
amendments we have suggested to the Federal Credit Union Act, particularly on
prompt corrective action reform and member business lending restrictions, and the
provisions we cite in other Federal laws that are unnecessarily burdensome.
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I thank you for the opportunity to present these proposals on behalf of CUNA,
and I look forward to your questions.

PREPARED STATEMENT OF TERRY JORDE
PRESIDENT/CEO, COUNTRYBANK USA, CANDO, ND
AND CHAIRMAN-ELECT
INDEPENDENT COMMUNITY BANKERS OF AMERICA, WASHINGTON, DC

MARCH 1, 2006

Mr. Chairman, Ranking Member Sarbanes, and Members of the Committee, my
name is Terry Jorde, President and CEO of CountryBank USA. I am also Chair-
man-Elect of the Independent Community Bankers of America.! My bank is located
in Cando, North Dakota, a town of 1,300 people where the motto is, “You Can Do
Better in Cando.” CountryBank has 29 full time employees and $39 million in as-
sets. We are a small, but diversified organization with 10 of my employees working
in our insurance agency, two employees devoted to retail sales of nondeposit invest-
ment products, and the remaining 16 devoted to traditional banking products and
services. I split my time between two locations.

ICBA appreciates the opportunity to testify on the need to reduce the regulatory
burden on banks, thrifts and credit unions, a topic this Committee has been study-
ing for some time. Community banks hope that Congress will complete action this
year on legislation that will truly lift some of the extraordinary burden. We com-
mend Senator Mike Crapo for taking the leadership role on this issue, working
closely with Chairman Shelby. We have appreciated the opportunity to work with
him on the many proposals that we and others have asked to be included in regu-
latory relief legislation.

Before discussing the topic of today’s hearing, I want to take a moment to thank
all the Members of this Committee for including deposit insurance reform in the re-
cently enacted budget reconciliation bill. I want to extend special thanks to Senators
Tim Johnson, Wayne Allard, Michael Enzi, and Chuck Hagel for their years of hard
work in pushing deposit insurance reform in the Senate as well as to Chairman
Shelby and Ranking Member Sarbanes for moving this bill to enactment this year.
This new law is tremendously important in making FDIC insurance a more stable
and fair system for community banks and for consumers. Importantly, the legisla-
tion will encourage depositors to keep their money in local banks where it can be
lent out to build and support local communities.

Community Bankers Need Regulatory Relief

Last year, ICBA testified before this Committee about community banks’ need for
relief from the severe regulatory burden that we face.2 Our testimony detailed the
loss of market share suffered by community banks and pointed to a study by two
economists at the Federal Reserve Bank of Dallas that concluded that the competitive
position and future viability of small banks is questionable in large part due to the
crushing regulatory burden we face.3

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, and
complying with the new regulation will take time away from customer service. My
compliance officer not only has responsibility for overseeing our compliance pro-
gram, but she also originates around 60 real estate loans per year for sale on the
secondary market, she sits on our audit and technology committee, she regularly
teaches homebuyer education courses at our community college, and she baby sits

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.

2Testimony of David Hayes, President/CEO, Security Bank, Dyersburg, TN, and Chairman of
the Independent Community Bankers of America, June 21, 2005.

3 Gunther and Moore, “Small Banks’ Competitors Loom Large,” Southwest Economy, Federal
Reserve Bank of Dallas, Jan./Feb. 2004.
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my son at times like this when I am begging for relief. Unlike larger institutions,
we cannot just add a new person and pass the costs on to our customers.

This disproportionate regulatory impact makes it difficult for community bankers
to fulfill their central mission, to finance and support their local communities. Com-
munity bankers provide tremendous leadership in their communities, which is crit-
ical to economic development and community revitalization.

For example, in a typical week I may spend six hours in a hospital board meeting,
four hours in an economic development corporation meeting, and another four hours
working with other local community bankers to develop a financial incentive pack-
age for a potential new business in our community. You could argue that this is not
an efficient and cost-effective way to spend my time, but like most community
banks, the very survival of my bank and the economic vitality of my community de-
pend on these activities. I have a very real incentive to work to assure the success
of Cando. Branches of large megabanks do not provide this same commitment to the
local community.

Legislation is Necessary

ICBA strongly supports the bank regulatory reduction project mandated by the
Economic Growth and Paperwork Reduction Act of 1996 (EGRPRA). We commend
the interagency EGRPRA task force, spearheaded by now-Office of Thrift Super-
vision Director John Reich, for the excellent job it has done to identify those bank-
ing regulations that are outdated, unnecessary, or unduly burdensome. While the
bank regulators 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.

Communities First Act Provides Regulatory Relief

Senator Brownback’s Communities First Act (S. 1568) grew out of that realization.
Many of the provisions of the Communities First Act build on the concept of a tiered
regulatory and supervision system recommended by Director Reich by targeting relief
to institutions based on their size. Other CFA provisions would apply to all banks,
regardless of size. All would go a long way toward improving community banks’ abil-
ity to compete and serve local communities.

It is our commitment to our communities that led ICBA to work with Senator
Brownback on the Communities First Act. That bill is cosponsored by a Member of
this Committee, Senator Chuck Hagel, as well Senators Roberts, Inhofe, and
Coburn. It has put into legislative language proposals that ICBA made in our 2004
testimony before this Committee.# These proposals are also included in Senator
Crapo’s comprehensive matrix of relief proposals.®

I can tell you from my meetings with community bankers throughout the country
that they are very excited by the Communities First Act. A total of 46 State banking
trade associations have also endorsed CFA. (List of endorsing associations attached.)
It is a positive agenda for our members and their communities. We also recognize
it is an ambitious agenda that will not be enacted all at once. Indeed, we are
pleased that six of the fifteen provisions from the House companion bill (H.R.2061)
are included in the House’s broad regulatory relief bill (H.R. 3505).

ICBA urges this Committee to include as many provisions from the Communities
First Act as possible in any new bill it drafts.

The following provisions from CFA are included in the House bill:

e Streamlining Call Reports (H.R. 3505, Sec. 606; CFA, Sec. 204). Calls on the agen-

cies to reduce or eliminate the information required for reports of condition if the

information is “no longer necessary or appropriate.”

Flexible Exam Schedule for Community Banks (H.R.3505, Sec. 607; CFA, Sec.

107). Expands the eligibility for the 18-month exam cycle from banks under $250

million in assets to banks up to $1 billion.

e Short Form for Call Reports (H.R.3505, Sec. 608; CFA, Sec. 102). Permits highly
rated, well-capitalized banks with assets of $1 billion or less to file a short form
quarterly Call Report in two of every four quarters.

4Testimony of Dale Leighty, President and Chairman, First National Bank of Las Animas,
Las Animas, CO, and Chairman of the Independent Community Bankers of America, June 22,
2004.

5In response to a request from the FDIC for Senator Crapo, who is working on a regulatory
relief bill in the Senate, several bank industry trade associations including ICBA identified a
list of 78 recommendations—made by various witnesses in testimony to the Senate Banking
Committee—that the associations all support. While individual associations may also support
additional recommendations not on this consensus list, virtually all of the regulatory provisions
of the Communities First Act are on the list (items 101-120).
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Changes to Small BHC Policy Statement (H.R.3505, Sec. 616; CFA, Sec. 104). Re-
quires the Federal Reserve to revise the Small Bank Holding Company Policy
Statement on Assessment of Financial and Managerial Factors so that the policy
applies to BHC’s with assets of less than $1 billion that are not engaged in any
nonbanking activities involving significant leverage and do not have a significant
amount of outstanding debt. (The current policy applies to BHC’s with assets
under $150 million. Subsequent to introduction of CFA, the Federal Reserve pro-
posed to increase the level to $500 million.)

o Exception to Annual Privacy Notice (H.R. 3505, Sec. 617; CFA, Sec. 203). Exempts
a bank from the annual privacy notice requirement if the bank does not share
customer information other than as permitted by one of the exceptions in the
Gramm-Leach-Bliley Act, does not share information with affiliates under the
Fair Credit Reporting Act, and has not changed its policies.

e Management Interlocks (H.R.3505, Sec. 404; CFA, Sec. 105): Increases the size of

the small depository institution exception under the Depository Institution Man-

agement Interlocks Act. (H.R. 3505, $100 million; CFA, $500 million).

The following section explains these provisions and the other bank regulatory pro-
visions of the Communities First Act in more detail.

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 quarterly 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 eliminate
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 condition and
operations of the reporting institutions. ICBA believes that this Congressional direc-
tive would help reverse the repeated increases in the reporting burden imposed
when agency economists and financial analysts seek to add “just one or two more”
items to the call reports. While many of these items provide interesting information,
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, the detail required in the quarterly filings
by community banks are not essential to the agencies. The fact is that in most com-
munity 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 time
we file a short-form call report instead of the extensive report. And, the Federal Re-
serve will still be able to conduct monetary policy without our real time data. On
the other hand, this would significantly 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 Managerial Fac-
tors. To qualify, the holding company must also (1) not be engaged in any non-
banking 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. (As indicated above, the Federal Reserve could soon increase this
level to $500 million.)

The banking industry has included each of these recommendations as consensus
items on the list for Senator Crapo.

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.6

61t 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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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.

Let me explain how this would bring about regulatory relief for a typical commu-
nity bank. In the past, the burden of a bank examination consisted primarily of
bank examiners being in the bank for 2-3 weeks asking bank employees questions
throughout the day and sifting through credit files. However, most bankers will tell
you that the burden begins long before the examiners come on site. When I first
started in banking, examiners would just show up 1 day unannounced. Today, most
banks receive notice of a bank examination at least 2 months in advance of the ex-
aminer walking through the door. This is because of the massive amount of informa-
tion and documentation that they want mailed to them before the exam.

In my bank it takes five or six of us nearly a month to prepare and send the infor-
mation to the examiners. That means that a bank on a 12-month exam cycle is
spending 40 weeks in a 10-year period just getting ready for the exam and another
20-30 weeks in the actual examination. If we could extend the exam interval just
6 months for a well-capitalized bank, that would literally save the typical bank 23
weeks every 10 years. If you multiply that by the 8,500 banks in our country, we
are talking about 195,500 weeks! The cost savings and economic implications are
enormous.

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.

DIRECTOR INTERLOCKS AND LOANS TO OFFICERS

Section 105 of the Communities First Act increases the size of banks 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 $250,000.7 This limit has not been adjusted in over a dec-
ade, 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-
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-

7Executive 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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tﬁ)ng (t}X‘ift institutions and credit unions) for their brokerage account assets under
the SIPA.

This is included in the banking industry’s consensus recommendations to Senator
Crapo.

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 the
Communities First Act directs the banking agencies to take into account the effect
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.

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.

Section 103 of the Communities First Act recognizes that these added costs are un-
necessary for community banks. First, unlike other companies, banks have been
under similar requirements for years, though with an exemption for community
banks.® Congress 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 companies, banks are closely supervised and examined by Federal offi-
cials on a regular basis. The adequacy of their internal controls is assessed by bank
examiners as part of the safety and soundness exams. Companies like Enron and
WorldCom were not regulated the same way. Not only is this burden redundant and
unnecessary for community banks, but it is also 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.

Truth in Lending Right of Rescission

Section 201 of the Communities First Act calls for several changes that would expe-
dite 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 puzzled and 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.

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 million? in assets to $250 million. While this may appear to be a

8The FDIC recently increased the exemption level from $500 million to $1 billion to reduce
the regulatory burden.

9The $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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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 II 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 exempt
banks with fewer than 100 reportable loan applications per year per category. This
;uould lift the burden from banks for which mortgage lending is not a major business
ine.

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 often included
in metropolitan statistical areas. This may serve the purposes of the Census Bu-
reau, but the Federal Reserve should have the flexibility to modify these definitions
when determining which areas must be covered by HMDA. This would avoid unnec-
essarily 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.

Bank Secrecy Act Compliance

The Nation’s community banks are committed to supporting the Federal Govern-
ment’s efforts to prevent our institutions from being used for money laundering, ter-
rorist financing, and other fraudulent activities. However, ICBA also believes that it
is critical that resources be focused where the risks are greatest. Over the years,
there has been a tendency to require reports that have little value for law enforce-
ment but that clog the system and obscure the truly suspicious activities. In addi-
tion, bankers across the country continue to identify the Bank Secrecy Act as one
of the most burdensome areas of compliance.

ICBA appreciates the efforts by Congress to bring greater focus to the many re-
ports required under the Bank Secrecy Act. Elements of Title VII of H.R.3505 are
a helpful step in the right direction and we look forward to continuing to work with
Congress, the Treasury, and the banking agencies to achieve an effective compliance
regime that directs resources of banks, regulators, and law enforcement agencies
where it can do the most good.

ICBA supports Section 701 of H.R.3505 that would allow banks to exempt sea-
soned customers from currency transaction reports without being required to renew
the exemption annually. Past efforts to increase the use of the current exemption
process have not succeeded, despite years of efforts by interested parties, including
industry representatives, regulators, and law enforcement. In fact, ICBA is rep-
resented on a Treasury committee that has been seeking solutions to this problem.
Therefore, ICBA supports Congress taking this step since it has the potential to
eliminate many unnecessary reports. However, for this provision to succeed, it will
be important that Treasury establish an appropriate definition for qualified cus-
tomers, and ICBA looks forward to working with Treasury on this definition.

Fundamentally, ICBA believes that a simple across-the-board increase in the dollar
threshold for currency transaction reports—a level that has not changed since the
Bank Secrecy Act was first adopted over 35 years ago—would be easier to apply.
However, we also recognize that law enforcement agencies are concerned that such
a change might eliminate valuable information for detecting and prosecuting crimi-
nal activities. However, it would be helpful if banks and other financial institutions
had better information from law enforcement. Under Section 314 of the USA PA-
TRIOT Act, Congress adopted a provision designed to encourage law enforcement
agencies to enhance their communications efforts with financial institutions to help
them focus resources on those risks that present the greatest threats of money laun-
dering and terrorist financing. ICBA encourages Congress to continue to take steps
to ensure that this information is provided by law enforcement agencies. If law en-
forcement agencies provide regular reports to the industry, it will help us focus re-
sources where they are most appropriate.

ICBA supports several other provisions in H.R. 3505 that would help alleviate the
regulatory burden facing community banks. Section 702 would require the banking
agencies and Treasury to develop uniform BSA regulations and examination require-
ments. In the fall of 2004, the banking agencies and Treasury entered into a Memo-
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randum of Understanding that was, in part, designed to achieve such a goal. Last
June, after unprecedented interagency cooperation, the agencies issued a single
Bank Secrecy Act/Anti-Money Laundering Examination Manual. ICBA strongly ap-
plauds these efforts, and appreciates the opportunity to have played a part. Section
702 would codify the steps that have already been taken and therefore ICBA sup-
ports it. Section 702 would also require the development of “a clear policy statement
on appropriate processes for resolving examiner-institution disagreements.” Again,
this is a step that ICBA strongly supports.

Inconsistencies between agencies or differing interpretations about the same regu-
latory requirement increase regulatory burden. Section 702 would require the Sec-
retary of the Treasury to assess potential inconsistencies or redundancies among the
various BSA regulations. Since eliminating these inconsistencies can help reduce
regulatory burden, ICBA also supports this provision.

In recent years, there has been confusion about what and how much information
should be reported to bank boards of directors about the suspicious activity reports
that banks file with the Federal Government. Section 703 would require the Treas-
ury to review these requirements and make appropriate recommendations. ICBA
has been working closely with a subcommittee of Treasury’s Bank Secrecy Act Advi-
sory Group on this issue and ICBA believes this provision would enhance its work.

ICBA also supports provisions in H.R. 3505 that would require Treasury to assess
and eliminate unnecessary customer identification requirements for the purchase of
monetary instruments, assess ways to eliminate recurring suspicious activity reports,
and improve the current system for electronic filing of BSA reports. ICBA also sup-
ports language that would express the sense of Congress that encourage banks to
provide financial services to money services businesses and require Treasury to pro-
vide banks with information about money laundering and terrorist financing in
other markets. ICBA encourages Congress to continue to monitor progress in all
these areas.

In closing, ICBA wants to congratulate the former Director of Treasury’s Financial
Crimes Enforcement Network, Bill Fox, for his excellent outreach efforts to the
banking industry, especially the Nation’s community banks. Bill’s tireless efforts
helped bring about many improvements in the current BSA compliance regime. We
look forward to working with the new Director of FinCEN, Bob Werner, to continue
the successful collaboration between community banks, banking regulators, and law
enforcement to develop an effective and efficient BSA system.

ICBA OPPOSES EXPANSION OF ACTIVITIES FOR INDUSTRIAL LOAN COMPANIES AND
CREDIT UNIONS

ICBA strongly believes that “regulatory relief” legislation must not become a vehi-
cle to expand new activities for industrial loan companies and credit unions. We
urge that the Committee reject proposals that would provide broad interstate
branching powers and new business checking powers for ILC’s. We also urge you
to reject proposals to increase the tax-exempt credit unions’ business lending powers
and reduce their capital requirements.

Both ILC’s and credit unions already have unfair regulatory and tax advantages
over community banks. Commercial companies may own ILC’s and ILC holding
companies are not subject to consolidated supervision by the Federal Reserve. Credit
union profits are exempt from taxation and credit unions are not subject to the
Community Reinvestment Act.

In addition, ILC’s pose unique safety and soundness risks, as well as conflicts of
interest by mixing banking with commerce. Both Federal Reserve Chairmen Green-
span and Bernanke have highlighted these risks and have urged Congress to close
the ILC loophole.

In a particularly strange twist, credit union groups in California and Utah have
applied to acquire or establish ILC’s. These combinations would allow credit unions
to expand their reach beyond any conceivable common bond restriction.

Congress should promptly redress these imbalances in the Nation’s financial sys-
tem. In the context of regulatory burden relief legislation, we urge you to—at a min-
imum—refrain from exacerbating them.

Banks Not Positioned to Prevent Internet Gambling

At the same time that this Committee is carefully considering proposals to reduce
unnecessary regulatory burden, some in Congress are seriously considering ones to
increase that burden. These are bills that would make illegal some forms of gam-
bling on the Internet. As a key enforcement mechanism, they would require banks
and others to attempt to prevent payments to gambling companies on behalf of bank
customers. While we share concerns about Internet gambling, it is highly doubtful
that such legislation, if passed, would have any meaningful effect on the amount of
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gambling on the Internet. Credit card issuers have already raised substantial road-
blocks that prevent payments directly to gambling sites. In response, these sites
have devised effective ways to get around these roadblocks. In most cases a gambler
will establish an account with a nonbank payment company, which will make pay-
ments to gambling companies on behalf of the gambler. In such cases, the gambler
may actually provide funds to the payment company from his checking or credit
card account before doing any gambling at all.

So, while the pending legislation would likely be ineffective, it would impose an
additional burden on community banks. They would have to adopt formal proce-
dures to attempt to comply with the new requirements. Even if they actually failed
to block any transactions, community banks would have to bear training and moni-
toring costs. These banks already bear a considerable burden in complying with at-
tempts to prevent money laundering and terrorist financing. These efforts should
not be diverted by ineffectual attempts to block gambling.

ICBA urges Congress to reject proposals to use the banking system to restrict Inter-
net gambling unless they have some reasonable chance of being effective and will not
add to the tremendous burden on community banks. The proposals that we have
seen so far do not come close to meeting this test. Congress should not pass legisla-
tion that claims to “do good” without effectively (and efficiently) restricting bad be-
havior or encouraging positive action.

Conclusion

ICBA appreciates this Committee’s commitment to moving legislation that would
reduce the regulatory burden on community banks. I believe that the tremendous
weight of over-regulation is crushing the banking system and is rapidly driving the
consolidation of our industry.

Most regulations probably had a well thought out purpose when they were origi-
nated, but it’s been said, “no single raindrop feels it is responsible for the resulting
flood.” Community banks in particular face a disproportionate impact and we need
substantial relief before we are washed away. On behalf of my community bank and
the nearly 5,000 members of the Independent Community Bankers of America that
I represent today, I ask you to remember this as you consider legislation and regu-
latory relief for our industry. Thank you.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SANTORUM
FROM JOHN M. REICH

Q.1. Under current regulations of mutual holding companies, pub-
lic shareholders have a right to approve the compensation package
of executives and provide direction to a foundation, which might be
created by the Initial Public Offering (IPO). Should they also have
a say in determining the Board? Why or why not?

A.1. Typically, minority public shareholders of a depository institu-
tion in a mutual holding company (MHC) structure have dual in-
terests in the MHC structure—as mutual members of the MHC
and as shareholders of the institution. As minority public share-
holders of the depository institution in a MHC structure, they have
the same rights as any public shareholder to nominate directors
and to vote in the election of directors of the underlying stock de-
pository institution.

It is important to clarify that under current regulations, while
minority shareholders of stock subsidiaries of MHC’s have the right
to vote on the establishment of management stock benefit plans,
minority shareholders do not have the ability to vote on the com-
pensation package of executives. Similarly, while minority share-
holders have the ability to vote regarding the establishment of a
foundation, they do not have the ability to provide direction to a
charitable foundation established by the MHC. Minority share-
holders are informed of these rights and restrictions via offering
materials provided to them prior to their purchase of stock in the
subsidiary stock institution.

While minority public shareholders do not typically have pref-
erential voting rights vis-a-vis a majority and controlling share-
holder (such as a MHC), OTS established certain separate voting
rights for minority shareholders in the MHC context. Specifically,
minority shareholders have separate voting rights in connection
with stock benefit plans and foundations because both types of
transactions may dilute the percentage of stock held by existing mi-
nority shareholders. That is, in the case of both the implementation
of employee plans and the establishment of charitable foundations,
the company may issue additional stock. Such issuances of stock
would have a direct dilutive effect on minority interests, thus, sepa-
rate voting rights are extended to minority shareholders to protect
their existing percentage interest in an institution subsidiary of a
MHC. Other corporate actions, including the election of members
of the board of directors, do not dilute the minority stockholders’
interest, and therefore do not merit the extension of separate vot-
ing rights to minority stockholders.

Again, while minority shareholders are unable to control the
election of directors to the institution’s board of directors, minority
shareholders do have a role in determining the board. Like a mi-
nority shareholder of any publicly traded company, minority share-
holders in a MHC structure have the right to nominate directors
and the right to vote in the ejection of directors.

Q.2. Because shareholders are prohibited from challenging the
Board slate, it is my understanding that they are therefore effec-
tively blocked from firing the management of an under-performing
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mutual holding company. Could this structure increase the risk
that OTS may have more troubled mutual holding companies?

A.2. Rather than increasing the risks to the institution, there is
considerable factual and anecdotal evidence suggesting that mutu-
ality insulates a depository institution from the types of share-
holder and market pressures than can sometimes cause a stock in-
stitution to take unsound business risks.

In any MHC structure, the top-tier entity is a MHC that has no
shareholders. The subsidiary savings association’s depositors are
the voting members of the MHC. The corporate governance provi-
sions for Federal MHC’s are similar to the corporate governance
provisions regarding Federal mutual savings associations. OTS has
found the mutual form of organization to be at least as conducive
to safe and sound operations as the stock form of organization for
savings associations. Similarly, OTS examinations of MHC’s sug-
gest that such entities are less likely to be troubled than stock
holding companies.

Q.3. In a recent speech to the Exchequer Club in mid-February,
you noted that OTS has petitioned Congress for a number of statu-
tory changes for the thrift charter including “parity for savings
banks” on the issues of investor adviser and broker-dealer activi-
ties, saying there should be “equal footing.” It is my understanding
that while asking for these changes to put thrifts on “equal footing”
in these areas, OTS staff maintains that shareholdings in mutual
savings banks and mutual holding companies should not have the
same rights on governance and operations issues as do share-
holders in other financial institutions. Could you explain these two
seemingly divergent positions?

A.3. Minority shareholders in MHC structures already have the
same rights as minority shareholders in other stock corporations.
They may present issues for shareholder votes, nominate directors,
and vote on all appropriate matters. As with any minority share-
holder in a corporation where a single shareholder controls the ma-
jority of the voting shares, minority shareholders in a MHC struc-
ture cannot control the outcome of the vote unless they are able to
convince the MHC majority shareholder that their recommendation
should be adopted.

It is also important to note that the interests of depositors in a
MHC or mutual thrift are not comparable to the interests of stock-
holders in a stock form depository institution or holding company.
Due to the confidentiality of the deposit relationship and the pri-
vacy rights of member depositors, depositor lists cannot be provided
in the same manner that stock institutions can provide shareholder
lists. MHC’s and stock form depository institutions or holding com-
panies are different forms of ownership. Based on the differences
in mutual and stock form of organization, it follows that their cor-
porate governance structures will be different. However, the form
of ownership should not be confused with the separate and unre-
lated issue of providing for a fair and competitive marketplace
among financial institutions in the offering of investment, advisory,
and broker dealer services to consumers.

Q.4. Recently, in a response to a letter from a Member of this Com-
mittee, OTS responded that it believes increasing shareholders’
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rights would “significantly disadvantage the rights and interests of
the depositors of a mutual savings bank that reorganizes into a
mutual holding company structure.” OTS further stated that mi-
nority shareholders in a mutual holding company structure are
aware of the lack of corporate governance at the outset and to try
to give these members “greater rights” than the majority would un-
dermine the “basic principles of sound corporate governance and
corporate ownership rights.” Do you agree with this opinion? If so,
please explain why.

A4, 1t is important to correct a mischaracterization of OTS’ re-
sponse suggested by the question. OTS made no statement in the
letter referenced in the question regarding a “lack of corporate gov-
ernance” with respect to minority shareholders in a MHC structure
or otherwise; nor has the agency suggested in any other context
that there is a lack of corporate governance with MHC structures.
The point that was made in the letter was that providing minority
shareholders with the ability to control a depository institution in
a MHC structure would undermine basic principles of sound cor-
porate governance and corporate ownership rights. Sound corporate
governance requires that shareholders’ interests and rights be re-
flective of the interpretative ownership interests and rights.

The letter stated that investors in minority stock in a MHC
structure are aware at the outset that minority shareholders re-
ceive a minority interest. They should also understand that the
MHC, as the majority shareholder, controls the institution and
makes the business decisions regarding it. Corporate governance
principles regarding any stock entity enable the majority share-
holder (in the case of MHC structures, the MHC) to control the op-
erations of the entity.

We maintain that the proposal to which OTS’s previous letter re-
sponded would significantly disadvantage the rights and interests
of the depositors of a mutual savings bank that reorganizes into a
MHC structure. That letter proposed to provide the minority share-
holders with the sole voting rights in the depository institution con-
trolled by the MHC. In our view, this proposal would cause the mu-
tual accountholders of the MHC to lose their rights in the under-
lying institution, without the protections provided under the OTS
mutual-to-stock conversion regulations. Such an action would also
provide an inappropriate windfall to minority shareholders, given
that they would have control in excess of the amount of their cap-
ital contribution to the subsidiary depository institution.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM JOHN M. REICH

Q.1. The agencies have devoted considerable time and resources to
developing the matrix and have sought input from consumer
groups as well as industry representatives. As regulators you bring
a unique perspective to the process. Based on that perspective, why
do you feel regulatory relief is necessary now?

A.1. The Federal banking agencies have promulgated more than
850 regulations and modifications since the passage in 1989 of the
Financial Institutions Reform, Recovery, and Enforcement Act.
While regulatory requirements add up, little is done to eliminate
outdated, no longer necessary, or unduly onerous provisions.
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The vast majority of existing laws and regulations are appro-
priate and beneficial to a strong and effective Federal regulatory
oversight system, but over time some provisions lose their utility.
Five Federal agencies (including the NCUA) have reviewed the 187
regulatory-relief proposals and determined that the vast majority of
the provisions no longer serve a useful purpose or can be modified
to be less burdensome.

When Congress passed the Economic Growth and Regulatory Pa-
perwork Reduction Act (EGRPRA) in 1996, Federal banking regu-
lators were given a mandate to review their regulations to reduce
the regulatory burden imposed on financial institutions. We have
taken this mandate seriously. Over the past 3 years, the agencies
have opened more than 125 regulations for comment, received more
than 1,000 comment letters, and held 16 banker and consumer
group outreach meetings around the country.

All institutions bear regulatory burden, but the impact on small-
er ones is disproportionate. The future of many of our Nation’s
smaller community banks, and the thousands of communities they
serve, depends on Congress enacting meaningful regulatory relief
legislation. This is the best opportunity we have had in many years
to achieve this goal.

Q.2. We have received several proposals designed to give regulators
additional flexibility in conducting examinations (#42, 68, 112, and
169). Do these types of proposals pose a safety and soundness con-
cern?

A.2. Current law requires the Federal banking agencies (FBA’s) to
conduct a full-scope, on-site examination for the depository institu-
tions under their jurisdiction at least every 12 months. There is an
exception for small institutions that are well-capitalized and man-
aged and have total assets of less than $250 million, and meet
other criteria. Examinations of these small institutions are re-
quired at least every 18 months.

When originally enacted in 1991, the small institution examina-
tion 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 in-
stitutions in outstanding condition and meeting the other statutory
criteria. In 1996, the FBA’s 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 almost 10 years,
OTS believes it is appropriate to consider whether the $250 million
cap should be raised. OTS supports increasing the small institution
threshold to $1 billion for well-capitalized, well-managed institu-
tions. We believe this provision would reduce regulatory burden on
low-risk, small institutions and permit the FBA’s to more effec-
tively focus their resources on the highest risk institutions.

With respect to matrix number 112, OTS is unable to take a po-
sition on this proposal without reviewing the legislative language.

Q.3. Prior to the Gramm-Leach-Bliley Act, banks engaging in tradi-
tional banking services such as trust and fiduciary activities were
exempt from the definitions of broker and dealer under the Securi-
ties Exchange Act of 1934. What protections were in place prior to
the Gramm-Leach-Bliley Act to ensure that these activities were
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conducted in an appropriate manner? Is there any evidence that
banks were abusing this exemption or that these activities posed
a risk to the system? The SEC has attempted to implement the
amendments made to the definitions of broker and dealer by
issuing its Regulation B. What is the status of Regulation B?

A.3. While it is true that banks engaging in traditional banking
services prior to the enactment of the Gramm-Leach-Bliley Act
(GLB Act) were exempt from the definitions of broker and dealer
under the Securities Exchange Act of 1934 (Exchange Act)—sav-
ings associations do not now, and have never had, a similar statu-
tory exemption.

The Exchange Act requires any broker or dealer to register with
the Securities and Exchange Commission (SEC) if it uses the mail
or any instrumentality of interstate commerce to effect transactions
in, or induce the purchase or sale of, any security (Section 15(a)(1)).
Section 201 and 202 of the GLB Act amended Section 3(a)(4)(B)
and 3(a)(5)(C) of the Exchange Act to conditionally exempt banks
from registration as a broker or dealer if they engaged in certain
banking activities. The definition of “bank” in the Exchange Act
(Section 3(a)(6)) has been interpreted by the SEC to include State-
chartered banks and national banks, but never savings associa-
tions. The GLB Act did not change the definition of bank in the Ex-
change Act. The SEC, utilizing its broad exemptive authority in
Section 36 of the Exchange Act, has provided a temporary exemp-
tion from the definitions of “broker” for savings associations on the
same terms and under the same conditions that banks are excepted
(17 CFR 242.733). This exemption is in effect until September 30,
2006.

The legislative history of the Exchange Act indicates that banks
were excluded from the definition of “broker” and “dealer” because
Congress recognized at that time (1934) that banks engaging in se-
curities transactions were already subject to the scrutiny of bank
regulators. Banks have provided securities services for many years,
largely through their trust departments, with few problems. Trust
department services are subject to strict and well-developed man-
dates of State trust and fiduciary law. Trust services also receive
strict scrutiny by bank supervisors and examiners that specialize
in these activities.

Savings associations engage in the same securities transactions,
largely through their trust departments. The authority for savings
associations to engage in trust activities has been in place since
1980. Since then, savings associations have been providing the
same trust department services to their customers as banks. Sav-
ings associations engaging in securities transactions through their
trust department are subject to the same State trust and fiduciary
laws as banks and receive similar Federal regulatory oversight by
trained supervisors and examiners.

Other securities services have long been provided by banks and
savings associations as an integral part of their normal banking
functions without generating any significant securities-related con-
cerns. Custodial and safekeeping activities, which may involve cer-
tain securities transactions, are core banking functions. These ac-
tivities are provided as an accommodation to customers or offered
to particular customers such as employee benefit 401(k) plans or
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bank-offered custodial IRA’s. Other “broker” or “dealer” securities
transactions that occur in the course of providing customers com-
mon bank and savings association products and services, such as
networking (depository institution customers purchasing securities
products through a third party brokerage arrangement) or sweeps
of deposit funds into certain money market funds, are common
banking practices.

The history of banks and savings associations engaging in these
activities without any significant concerns is true of all of the secu-
rities transactions detailed in Section 201 and 202 of the GLB Act.
All of these activities receive constant scrutiny by bank supervisors
and examiners. These protections were in place prior to the enact-
ment of the GLB Act and will remain in place in the future. The
exceptions provided to banks in the GLB Act, and to savings asso-
ciations through the SEC’s temporary exemption, meet the exemp-
tion test in Sections 15 and 36 of the Exchange Act in that they
are in the interest of the public and consistent with the protection
of investors.

The SEC issued interim final broker-dealer rules on May 11,
2001 to implement Sections 201 and 202 of the GLB Act. As part
of these rules, the Commission exercised its authority to include
savings associations within the bank exceptions. This treated sav-
ings 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, anoma-
lous treatment between savings associations and banks. The SEC
postponed the effective date of the interim rule several times. On
June 30, 2004, the SEC published in the Federal Register a new
proposed broker rule (Regulation B). Unlike the interim final rules,
savings associations are not treated the same as banks in all re-
spects.

Savings associations are treated the same as banks for the 11
statutory activities they may engage in without registering as a
broker with the SEC, as provided by the GLB Act. However, three
nonstatutory exemptions provided banks would not be extended to
savings associations. The SEC describes the three nonstatutory ex-
emptions as targeted exemptions that recognize the existing busi-
ness practices of some banks. We understand that the SEC does
not believe savings associations are engaged in the exempted secu-
rities activities and will only extend relief for savings associations
to the securities activities they are currently performing. A sepa-
rate analysis conducted by OTS indicates that savings associations
engage in all of the securities activities covered by the three addi-
tional exemptions. Pursuant to its request, this information was
forwarded to the SEC in October 2004.

Since the publication of the proposed Regulation B rules, OTS
met with several SEC Commissioners, filed a comment letter on
September 1, 2004 objecting to the unequal treatment of savings
associations, and held conversations with staff from the Division of
Market Regulation. The SEC has not indicated that it is willing to
reverse its position with regard to the inequitable treatment of sav-
ings associations. A temporary exemption for savings associations
from having to register as a broker is in place until September 30,
2006.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM DONALD L. KOHN

Q.1. The agencies have devoted considerable time and resources to
developing the matrix and have sought input from consumer
groups as well as industry representatives. As regulators, you bring
a unique perspective to the process. Based on that perspective, why
do you feel regulatory relief is necessary now?

A.1l. The number of regulatory requirements imposed on banking
organizations has increased substantially over time. Some of these
regulatory requirements, however, may no longer provide public
benefits commensurate with their costs. For example, changes in
the marketplace, technology, supervisory or risk management prac-
tices, or the Federal banking laws themselves may well have re-
duced the need for certain regulatory requirements or restrictions
adopted in the past.

Unnecessary regulatory burdens hinder the ability of large and
small banking organizations to meet the needs of their customers,
operate profitably, innovate, and compete with other financial serv-
ices providers. Compliance can weigh especially heavily on commu-
nity banks because of the smaller scale of their operations over
which to spread the costs.

For these reasons, the Board strives to review each of its regula-
tions at least once every 5 years to identify those provisions that
are out of date or no longer warranted. 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).

Many proposals to reduce regulatory burden, however, require
Congressional action to implement. For this reason, the Board has
proposed or supported a variety of legislative proposals that we be-
lieve would provide meaningful relief to banking organizations su-
pervised by the Federal Reserve. These proposals are highlighted
and discussed in my written testimony. The Board strongly sup-
ports the Committee’s efforts to develop a regulatory relief bill that
is consistent with the Nation’s public policy objectives, and the
Board and its staff look forward to working with the Committee
and its staff as the regulatory relief process moves forward.

Q.2. We have received several proposals designed to give regulators
additional flexibility in conducting examinations (#42, 68, 112, and
169);) Do these types of proposals pose a safety and soundness con-
cern?

A.2. Of the four examination-related amendments you mention, the
Board supports only proposal No. 68. We believe this amendment
would provide meaningful relief to small insured depository institu-
tions without adversely affecting safety and soundness.

Federal law currently requires that the appropriate Federal
banking agency conduct a full scope, on-site safety and soundness
examination of each insured depository institution at least once
every 12 months. The statute, however, permits institutions that
have less than $250 million in assets to be examined on an 18-
month cycle if the institution is well-capitalized, well-managed, and
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meets certain other criteria.! The $250 million asset cutoff for an
institution to qualify for an 18-month examination cycle has not
been adjusted since 1994.

The Board supports an amendment (proposal No. 68) that would
raise this asset threshold from $250 million to $500 million. Doing
so would potentially allow approximately an additional 1,200 in-
sured depository institutions to qualify for an 18-month examina-
tion cycle. Importantly, this change would not exempt any insured
depository institution from routine safety and soundness examina-
tions, nor would it lengthen the examination cycle for institutions
experiencing financial or managerial difficulties.

The Board does not support proposals No. 112 and No. 169,
which would raise the asset threshold for an 18-month examination
cycle to $1 billion. Institutions that have assets approaching $1 bil-
lion tend to have more complex risk profiles and are more likely
to operate business lines on a regional or national basis than insti-
tutions with assets of less than $500 million. For these reasons, the
Board believes that institutions with assets of $500 million or more
should continue to be subject to a 12-month safety and soundness
exam cycle. We also believe it would be preferable to gain experi-
ence with a $500 million cutoff before deciding whether it would be
appropriate to raise the threshold further.

The Board also does not support proposal No. 42. This amend-
ment would allow a Federal banking agency to extend the 12 or 18-
month safety and soundness examination cycle for an institution of
any size, and for a potentially indefinite period of time, in order to
allocate and conserve the agency’s examination resources. Despite
advances in off-site monitoring, the Board continues to believe that
regular on-site examinations play a critical role in helping bank su-
pervisors detect and correct asset, risk-management, or internal
control problems at an institution before these problems result in
claims on the deposit insurance funds. These lessons were learned
during the thrift and banking crises of the 1980’s and were the rea-
son Congress established the mandatory exam cycles in 1991.
These mandatory on-site examination cycles impose important dis-
cipline on the Federal banking agencies, ensure that insured depos-
itory institutions do not go unexamined for extended periods, and
have contributed significantly to the safety and soundness of in-
sured depository institutions. If an agency is experiencing short-
ages in its examination resources, we believe it would be better to
address these constraints through the supplementation of the agen-
cy’s resources, rather than by extending the mandated frequency of
safety and soundness examinations.

Q.3.a. Prior to the Gramm-Leach-Bliley Act, banks engaging in tra-
ditional banking services such as trust and fiduciary activities were
exempt from the definitions of broker and dealer under the Securi-
ties Exchange Act of 1934. What protections were in place prior to
the Gramm-Leach-Bliley Act to ensure that these activities were
conducted in an appropriate manner?

1See 12 U.S.C. §1820(d). The Board and the Federal Deposit Insurance Corporation (FDIC)
may alternate responsibility for conducting the required examinations of State-chartered banks
with the bank’s appropriate State supervisor if the Board or FDIC determines that the State
examination fulfills the purposes of the Federal mandate.
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A.3.a. Banks have provided their customers a wide range of securi-
ties transaction services for many years as an integral part of their
trust, fiduciary, custodial, and other normal bank functions. Banks
have provided these securities-related services under the effective
and comprehensive supervision and regulation of the Board, the Of-
fice of the Comptroller of the Currency (OCC), and the FDIC (the
Banking Agencies). We believe this framework of supervision and
regulation has provided, and continues to provide, sufficient protec-
{:)ionli to consumers that obtain securities-related services from a
ank.

In the trust and fiduciary area, for example, bank customers are
protected by well-established and comprehensive trust and fidu-
ciary laws and principles that arise from a variety of Federal,
State, and common law sources separate and apart from the Fed-
eral securities laws.2 The Banking Agencies regularly examine the
trust and fiduciary activities of banks to help ensure that banks
comply with their fiduciary obligations to customers. As part of
these examinations, our examiners review, among other things, the
discretionary investments made by banks on behalf of their trust
and fiduciary accounts to ensure that the investments are prudent
and consistent with applicable law and the underlying account doc-
uments; the bank’s trading activities for trust and fiduciary cus-
tomers to ensure best execution on securities transactions and the
fair and equitable allocation of securities purchases and sales
among accounts; the effectiveness of the bank’s policies for pre-
venting self-dealing and conflicts of interest; and the fees received
by the bank to ensure that they are consistent with the bank’s fidu-
ciary obligations and properly disclosed to the customer.

Likewise, the Banking Agencies’ supervision and examination
process provides important protections to customers that obtain
custodial services (including related securities order-taking serv-
ices) from a bank. As part of the examination of a bank’s custodial
activities, bank examiners review the banks’ account acceptance
process, settlement of custodial securities transactions handled by
the bank, and safekeeping of customers’ securities; the experience,
training, and qualifications of staff engaged in custodial activities;
and the policies and procedures that banks have in place to help
ensure that beneficial owners of securities are provided proxy ma-
terial and other corporate communications in a timely manner in
accordance with applicable shareholder communication rules.

The Banking Agencies also adopted guidelines governing the re-
ferral of retail customers to affiliated or unaffiliated broker-dealers.
These guidelines provide that bank employees should receive only
a “nominal” one-time fee for the referral of a retail customer, and
provide that the payment of any referral fee should not depend on
whether the referral results in a securities transaction. In addition,
these guidelines provide for banks to make certain disclosures con-
cerning the nature of nondeposit investment products to protect re-
tail customers from confusion about the risks of these investments.

The Banking Agencies also have adopted regulations that require
banks to maintain adequate records and issue customer confirma-

2See, e.g., Uniform Trust Code (2000); Uniform Prudent Investor Act (1994); Employee Retire-
ment Income Security Act of 1974, Section 401 et.seq. (29 U.S.C. §§1101 et. seq.); 12 CFR Part
9 (OCC fiduciary regulations); Restatement (Second) of Trusts §§ 169 to 185 (1959).
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tions for all securities transactions and establish policies and proce-
dures governing the supervision of securities transactions and the
reporting of personal transactions by bank employees.3 Moreover,
despite their exceptions from the definitions of “broker” and “deal-
er,” banks always have been subject to the antifraud provisions of
the Federal securities law, including Section 10(b) of the Securities
Exchange Act of 1934 (1934 Act). In examining a bank’s compliance
with these and other applicable laws, regulations, guidance, and
principles, Banking Agency examiners are guided by extensive and
detailed training and examination manuals, as well as supple-
mental advisory or supervisory letters, bulletins, and other exam-
iner guidance.4

In light of these strong existing protections, and the lack of any
significant securities-related concerns arising from the securities
activities conducted by banks, Congress drafted the exceptions for
bank activities in Title II of the Gramm-Leach-Bliley Act (GLB Act)
broadly in order to allow banks to continue to provide securities
services in connection with their normal bank functions without
disruption.

Q.3.b. Is there any evidence that banks were abusing this exemp-
tion or that these activities posed a risk to the system?

A.3.b. The Board is not aware of any evidence indicating that
banks abused their exceptions from the definitions of “broker” and
“dealer” prior to the GLB Act. As discussed above, banks have pro-
vided securities transaction services for many years as an integral
part of their traditional bank functions. These activities were con-
ducted under the effective supervision and regulation of the Bank-
ing Agencies and did not generate significant securities-related con-
cerns or create undue risks to the safety and soundness of banks.
Congress recognized this fact when it adopted the GLB Act5 and,
for this reason, crafted the new exceptions in Title II in a broad
way so that they would cover the securities activities that banks
had been providing for many years in connection with their normal
bank functions. We note, moreover, that numerous banking organi-
zations have operated and continue to operate separate, nonbank
registered broker-dealer affiliates to conduct general retail broker-
age activities or other securities activities, such as underwriting
corporate debt or equity securities, that are outside the normal and
traditional functions protected by Title II.

Q.3.c. The SEC has attempted to implement the amendments
made to the definitions of broker and dealer by issuing its Regula-
tion B. What is the status of Regulation B?

3See 12 CFR Part 12 (OCC); Part 208 (Board); and Part 344 (FDIC).

4See, e.g., Board, Commercial Bank Examination Manual; OCC, Comptroller’s Handbooks for
Asset Management, Conflicts of Interest, Investment Management Services, Personal Fiduciary
Services and Custody Services; FDIC, Trust Examination Manual and Risk Management Man-
ual of Examination Policies.

5See S. Rep. No. 106-44 at 10 (1999) (“Banks have historically provided securities services
largely through their trust departments, or as an accommodation to certain customers. Banks
are uniquely qualified to provide these services and have done so without any problems for
years. Banks provided trust services under the strict mandates of State trust and fiduciary law
without problems long before Glass-Steagall was enacted; there is no compelling policy reason
for changing Federal regulation of bank trust departments, solely because Glass-Steagall is
being modified.”)
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A.3.c. In June 2004, the Securities and Exchange Commission
(SEC) requested comment on proposed Regulation B, which would
implement the “broker” exceptions for banks adopted by Congress
in Title II of the GLB Act. These exceptions include the important
statutory exceptions designed to allow banks to continue to effect
securities transactions as part of their trust, fiduciary, custodial,
and networking activities. In September 2005, the SEC announced
that it was continuing to review the comments submitted on Regu-
lation B and adopted an order extending the blanket exemption
that banks have from the definition of “broker” under the 1934 Act
until September 30, 2006. This process continues and the SEC has
not yet finalized proposed Regulation B.

In October 2004, the Board, OCC, and FDIC submitted a joint
comment letter to the SEC on proposed Regulation B that sets
forth in detail the Banking Agencies’ concerns with the proposed
regulation. The comment letter notes that, if Regulation B as pro-
posed were to be adopted in final, it would significantly disrupt the
normal functions and customer relationships of banks that the
GLB Act was intended to protect and preserve. The proposed regu-
lation also would impose substantial and unnecessary costs on
banks and their customers and limit customer choice by preventing
or discouraging banks from providing traditional services to cus-
tomers. The Board believes these results would not occur if the
statutory “broker” exceptions for banks in the GLB Act are imple-
mented in a manner consistent with the statute’s language and
purpose.

Since filing this comment letter, Board members and staff have
been discussing the Banking Agencies’ concerns with the SEC and
its staff.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM DOUGLAS H. JONES

Q.1. The agencies have devoted considerable time and resources to
developing the matrix and have sought input from consumer
groups as well as industry representatives. As regulators you bring
a unique perspective to the process. Based on that perspective, why
do you feel regulatory relief is necessary now?

A.1. Over the years, Congress has enacted many laws and the
banking agencies have adopted many regulations that have pro-
tected consumers, strengthened financial institution safety and
soundness, and improved crime detection. Individually, few of these
laws impose a significant burden on financial institutions; however,
cumulatively, they have created a complex regulatory framework
that raises costs for banks and savings institutions. The FDIC is
committed to relieving regulatory burden while maintaining the
benefits and protections established for consumers and financial in-
stitutions.

It is a good idea for agencies to systematically review their regu-
lations, written policies, and underlying statutes to improve effi-
ciency, reduce unnecessary costs, and eliminate inconsistencies and
outmoded and duplicative requirements. As you know, the latest
attempt at reviewing our regulations and statutes is in accordance
with the requirements of the Economic Growth and Regulatory Pa-
perwork Reduction Act of 1996. This is not the first time, however,
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and will not be the last. The Federal regulatory agencies have be-
come more sensitive to regulatory costs, especially those incurred
by small community institutions, and will continue to strive toward
more efficient regulation and procedures and also continue to keep
Congress informed of statutory changes that we believe will help
us toward this goal. At this point, the agencies have endeavored
over the past several years to work with the industry, consumer
groups, and Congress to come up with worthwhile provisions in the
law that could use updating. Now would be a good time for Con-
gress to consider these suggestions, especially since it has been al-
most 10 years since burden reduction legislation has been adopted.

Q.2. We have received several proposals designed to give regulators
additional flexibility in conducting examinations (#42, 68, 112, and
169). Do these types of proposals pose a safety and soundness con-
cern?

A.2. Section 10(d) of the Federal Deposit Insurance Act requires
Federal banking agencies to conduct full-scope, on-site examina-
tions of insured depository institutions within their jurisdiction at
least every 12 months. Small institutions (currently defined as in-
stitutions with total assets of less than $250 million) that are well-
capitalized, well-managed, and meet certain other criteria are re-
quired to be examined at least every 18 months. Nearly 60 percent
of insured institutions currently qualify for the 18-month examina-
tion cycle based on their size, capitalization level, and examination
rating.

Proposals to increase flexibility in conducting examinations do
not necessarily pose safety and soundness concerns unless exam-
ination intervals are unduly lengthened or regulatory discretion is
given without set criteria or parameters. The FDIC’s analysis of
the banking crisis of the 1980’s and early 1990’s indicates that
safety and soundness concerns arise when the examination fre-
quency extends beyond 2 years. Off-site monitoring tools based on
Call Report data become more unreliable after such an extended
period. The examination cycle should not be extended without set
criteria or parameters designed to prevent situations that exacer-
bated the last banking crisis. Proposal 42 may pose safety and
soundness risks because it eliminates the specific examination fre-
quency requirements from Section 10(d).

The examination frequency intervals set forth in Section 10(d)
have been very effective in promoting the safety and soundness of
the banking industry by requiring the Federal banking agencies to
give appropriate and timely attention to all of the institutions they
supervise. However, the FDIC agrees that the $250 million small
bank threshold, which has been in effect for a decade, could be
raised without compromising safety and soundness. Of the various
proposals on examination flexibility, the FDIC prefers Proposal 68,
which increases the small bank threshold to $500 million, but
leaves the maximum interval between examinations at 18 months.
It is estimated that an additional 1,000 insured institutions would
be eligible for the 18-month examination cycle if this proposal were
to be adopted. For these institutions, the extra 6 months between
full-scope examinations would represent a significant reduction in
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regulatory burden with little additional risk to the Deposit Insur-
ance Fund.

Q.3.a. Prior to the Gramm-Leach-Bliley Act, banks engaging in tra-
ditional banking services such as trust and fiduciary activities were
exempt from the definition of broker and dealer under the Securi-
ties Exchange Act of 1934. What protections were in place prior to
the Gramm-Leach-Bliley Act to ensure that these activities were
conducted in an appropriate manner?

A.3.a. Prior to the enactment of the Gramm-Leach-Bliley Act
(GLBA) customers of banks engaged in securities-related activities
were protected by:

e Federal banking regulations governing recordkeeping and con-
firmation requirements for securities transactions (for example
the FDIC’s regulations at 12 CFR Part 344 and substantially
identical regulations promulgated by the other Federal bank reg-
ulatory agencies),

e an interagency statement of policy governing retail sales by
banks of nondeposit investment products (NDIP SOP), and

e periodic examinations by the Federal regulatory agencies of the
trust and fiduciary services activities conducted by banks.

Each of these protections remains in place and continues to be
in effect.

The FDIC’s recordkeeping and confirmation regulations at 12
CFR Part 344 require that banks maintain detailed customer and
account records of their customers for whom the banks effect secu-
rities transactions. In addition, these regulations require customer
confirmations by banks for securities transactions and specify the
content and timing of such confirmations. In particular, banks are
required to disclose details concerning the amount and the source
of remuneration received by the bank for effecting a securities
transaction, as well as the remuneration received by other parties
to the transaction. These regulations also require the settlement of
securities transactions and mandate the development and imple-
mentation of securities trading policies and procedures, including
the fair and equitable allocation of securities and prices to cus-
tomer accounts and the crossing of buy and sell orders on a fair
and equitable basis. Further, these regulations require the report-
ing of personal securities trading by bank officers and employees.
Compliance with these recordkeeping and confirmation require-
ments is reviewed at each trust examination for those banks that
execute securities transactions for customers.

The NDIP SOP was adopted by the Federal banking agencies on
February 15, 1994, in response to the increased involvement of
banks in the sale of retail nondeposit investment products to bank
customers. The NDIP SOP is designed to ensure bank customers
are clearly and fully informed of the character and risks associated
with nondeposit investment products. The NDIP SOP requires
banks to implement policies and procedures governing compliance
with applicable laws and regulations, the supervision of personnel
selling nondeposit investment products, the types of investment
products sold, the permissible use of customer information, appro-
priate and inappropriate referral activities, and a description of the
training requirements and compensation arrangements for per-
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sonnel involved in selling nondeposit investment products. The
NDIP SOP contains guidelines for the securities activities of banks,
including disclosures and advertising, qualifications and training of
personnel, suitability and sales practices, compensation, and com-
pliance with applicable laws, regulations, and internal policies.
Compliance with the NDIP SOP is reviewed at each trust examina-
tion for those banks engaged in the sale of nondeposit investment
products.

Banks that conduct securities activities in conjunction with the
provision of trust and fiduciary services are subject to regular ex-
aminations by the appropriate Federal banking agency of their
trust and fiduciary services activities. These trust examinations are
designed to evaluate the institution’s performance as a trustee, fi-
duciary, or custodian for the benefit of bank customers and account
beneficiaries. Under these trust examination procedures, individual
ratings are assigned to the trust department’s: (1) management; (2)
the adequacy of its operations, internal controls, and auditing pro-
grams; (3) the department’s earnings; (4) the institution’s policies,
procedures, and performance under the applicable Federal and
State laws and regulations, general fiduciary standards and prac-
tices, written account documents and agreements, and internal
bank policies and procedures; and (5) the policies, procedures, and
performance of the bank’s asset management functions. Based on
these five individual factors, an overall rating, based on a scale of
1 to 5, is assigned to the bank’s trust and fiduciary services depart-
ments. Banks rated “3 or lower” are considered unsatisfactory in
one or more areas and are subject to more frequent and extensive
examinations until the underlying deficiencies are corrected.

As part of the evaluation of a bank’s trust or fiduciary services
department, trust examiners review the following trading and bro-
kerage activities conducted in the trust or fiduciary services depart-
ment:

o efforts to obtain “best execution” on securities trades;

e suitability of investments in agency accounts when the bank ex-
ercises investment discretion;

e appropriate due diligence for brokers placed on approved list,
broker allocation guidelines, and the establishment of trading
limits;

e satisfactory maintenance of all trading-related records, including
order tickets, confirmations, etc.;

¢ fair allocation of securities and prices when securities are bought
or sold in blocks, or when buy and sell orders are crossed be-
tween accounts;

¢ timely resolution of failed trades and customer complaints;

e prohibitions or limitations on personal trading by bank per-
sonnel, including procedures designed to prevent or detect inap-
propriate trading practices such as front running fiduciary ac-
count trades;

e appropriate separation of trading activity from back room func-
tions; and appropriate audit coverage of trading activities con-
ducted in fiduciary accounts.

In addition, other activities, such as securities lending and the
operation of common and collective investment funds are reviewed



252

at each examination. At each examination, examiners identify ac-
tual and potential conflicts of interest and evaluate the bank’s
management of such conflicts. Actual and potential conflicts involv-
ing the sale or use of proprietary products and services, such as
proprietary mutual funds or affiliated brokerage firms, are subject
to close scrutiny at each examination. Other specialized lines of
business, such as employee benefit plan services or corporate trust
services are subject to review based on both compliance with gen-
eral fiduciary standards and with Federal and State laws and regu-
lations governing those activities.

Each Federal banking agency maintains groups of trained exam-
ination specialists in their regional offices dedicated to conducting
reviews of trust and fiduciary services. In addition, each agency
also maintains an examination policy manual to provide specific
subject matter guidance to examiners.

Q.3.b. Is there any evidence that banks were abusing this exemp-
tion or that these activities posed a risk to the system?

A.3.b. The FDIC’s trust examination experience indicates that the
securities related activities conducted by banks, including activities
carried out within the trust or fiduciary services departments, do
not pose a significant risk to bank customers or to the system as
a whole. To date, examinations do not indicate any systematic
abuse of the exemption on the part of banks. Noncompliance by
banks with Federal and State trust laws, regulations, and fiduciary
standards have been minor and sporadic in nature.

Q.3.c. The SEC has attempted to implement the amendments
made to the definitions of broker and dealer by issuing its Regula-
tion B. What is the status of Regulation B?

A.3.c. The SEC has extended the temporary exemption of banks
from its interpretation of the definition of “broker” under the Secu-
rities Exchange Act of 1934, as amended by GLBA, until Sep-
tember 30, 2006. (Exchange Act Release No. 34-52405 (September
9, 2005)) In this order, the SEC stated that the “Commission be-
lieves that extending the exemption from the definition of “broker”
until September 30, 2006, will prevent banks and other financial
institutions from unnecessarily incurring costs to comply with the
statutory scheme based on the current Interim Rules . . ..” (id. at
3) The SEC is considering the many comments it received from the
banking industry, banking regulators, and Members of Congress in
response to its Regulation B Proposal prior to any action on a final
rule. In the interim, Federal banking agency principals and staff
continue to discuss the issues with the SEC and its staff.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM JULIE L. WILLIAMS

Q.1. The agencies have devoted considerable time and resources to
developing the matrix and have sought input from consumer
groups as well as industry representatives. As regulators you bring
a unique perspective to the process. Based on that perspective, why
do you feel regulatory relief is necessary now?

A.1. Unnecessary regulatory burdens increase bank costs. Bank
customers feel the impact of these increased costs in the form of
higher prices. In addition, bank customers may, in certain cases,
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feel the impact of unnecessary regulatory burdens in other ways,
such as diminished product choices. Unnecessary burdens also can
become an issue of competitive viability, particularly for our Na-
tion’s community banks, and can lead to the inefficient use of
banks’ resources.

My testimony highlighted a number of legislative changes for
Congress to consider to reduce unnecessary burdens on our Na-
tion’s depository institutions. Congressional action is necessary now
so that the impact of these unnecessary burdens can be eased for
banks and their customers as expeditiously as possible. The more
quickly Congress acts, the more quickly the banks and their cus-
tomers can realize the benefits of eliminating unnecessary burdens.

Q.2. We have received several proposals designed to give regulators
additional flexibility in conducting examinations (#42, 68, 112, and
169). Do these types of proposals pose a safety and soundness con-
cern?

A.2, The matrix items that you have listed approach this issue in
different ways. The OCC supports matrix #169 that would amend
the Federal Deposit Insurance Act to increase the small bank
threshold from $250 million to $1 billion so that more small banks
may qualify to be examined on an 18-month rather than an annual
cycle.!l Under current law, insured depository institutions with
total assets of $250 million or less that are well-capitalized, and,
as of the most recent examination, are well-managed may be exam-
ined on an 18-month cycle, rather than an annual cycle, in a full-
scope, on-site examination.2 Matrix #169 would change only the
asset threshold and would not change any of the other require-
ments in the law.

For national banks, increasing this threshold to $1 billion would
mean that approximately 340 more national banks may qualify for
the 18-month cycle. Today, approximately 58 percent of all national
banks are eligible for the 18-month cycle but, if the law were
amended to raise the threshold to $1 billion, approximately 76 per-
cent of all national banks could qualify. This change would ease the
examination burden and associated costs for a meaningful number
of qualifying national banks.

Matrix #169 does not raise safety and soundness concerns for na-
tional banks. Only the top-rated banks would be eligible for the ex-
tended cycle, and the Federal banking agencies would continue
their active off-site monitoring oversight of these banks, as well as
retaining their authority to accelerate the timing of an on-site ex-
amination if warranted. The 12- and 18-month examination cycles
are maximum time periods during which an on-site examination
must be conducted but there is nothing that limits a Federal bank-
ing agency’s discretion to conduct an examination more frequently
if necessary.

Q.3.a. Prior to the Gramm-Leach-Bliley Act, banks engaging in tra-
ditional banking services such as trust and fiduciary activities were

1 Matrix #112 also is described as proposing an increase from $250 million to $1 billion. The
OCC does not have legislative text for #112 but the OCC also would support #112 if the lan-
guage is the same as #169.

2In addition, the law requires that an eligible institution must have a composite rating of “1”
(or at least “2” if it is a smaller institution) and cannot currently be the subject of an enforce-
ment action or the target of a change-in-control transaction during approximately the last year.
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exempt from the definitions of broker and dealer under the Securi-
ties Exchange Act of 1934. What protections were in place prior to
the Gramm-Leach-Bliley Act to ensure that these activities were
conducted in an appropriate manner?

A.3.a. Trust and fiduciary services are core banking functions and
ones that banks were authorized to conduct well before the enact-
ment of the Gramm-Leach-Bliley Act (GLB Act) and even well be-
fore the enactment of the Securities Exchange Act of 1934. Banks
provide securities transaction services as an integral part of their
trust, fiduciary, custodial, and other bank functions and have done
so throughout the years without raising significant investor protec-
tion-related concerns. The trust and fiduciary services that banks
provide their customers are governed by well-developed principles
of trust and fiduciary laws. In addition, these activities are super-
vised by the appropriate banking authorities. Together, the existing
laws and principles, and regular banking agency examinations
have effectively protected trust and fiduciary customers of banks
from abusive practices for the considerable period prior to passage
of the GLB Act, and the 6 years since its passage. Attached is a
more complete description of the OCC’s supervision of national
banks’ trust, fiduciary, custodial, and safekeeping activities.

Q.3.b. Is there any evidence that banks were abusing this exemp-
tion or that these activities posed a risk to the system?

A.3.b. The OCC is not aware of any evidence of significant abuses
by the banking industry in its long history of providing securities
services under the pre-GLB Act brokerage exemption. Similarly, we
are not aware of evidence that banks conducted their securities-re-
lated services for their customers under the brokerage exemption
in a manner that posed a risk to the banking system. Banks have
provided the services covered by the exemption for decades prior to
the enactment of the GLB Act, and for the 6 years since its pas-
sage, under the effective supervision of bank regulators and with-
out creating any significant securities-related concerns.

Q.3.c. The SEC has attempted to implement the amendments
made to the definitions of broker and dealer by issuing its Regula-
tion B. What is the status of this regulation?

A.3.c. The SEC has adopted rules implementing the definition of
“dealer” under the GLB Act and these rules became effective on Oc-
tober 1, 2003. The SEC also has twice proposed rules to implement
the definition of “broker” under the GLB Act. The OCC, the Board
of Governors of the Federal Reserve System, and the Federal De-
posit Insurance Corporation provided the SEC with detailed com-
ments each time.3 We urged the SEC to take a fundamentally dif-
ferent approach to make its rules comport with the language and
purpose of the “broker” exceptions adopted by Congress in the GLB
Act. The agencies contended that the new definition of “broker”
should not result in disrupting recognized banking activities that
banks have successfully provided to their customers for decades.
Proper implementation of the GLB Act’s “broker” exceptions is

3 See comment letters to the SEC from the Board of Governors of the Federal Reserve System,
Federal Deposit Insurance Corporation, and Office of the Comptroller of the Currency, dated
June 29, 2001 and October 8, 2004.



255

critically important to ensuring that banks may continue to provide
their customers with traditional banking services. The banking
agencies remain committed to working with the SEC to success-
fully implement the important “broker” exceptions for banks and
are engaged in discussions with the SEC to try to identify new ap-
proaches.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM JoANN M. JOHNSON

Q.1. The Agencies have devoted considerable time and resources to
developing the matrix and have sought input from consumer
groups as well as industry representatives. As regulators you bring
a unique perspective to the process. Based on that perspective, why
do you feel regulatory relief is necessary now?

A.1. The National Credit Union Administration (NCUA) charters
and supervises Federal credit unions and insures savings in Fed-
eral and most State-chartered credit unions across the country
through the National Credit Union Share Insurance Fund
(NCUSIF). It is the responsibility of NCUA to ensure the safety
and soundness of federally insured credit unions. As a regulator, it
is essential that we are able to recognize and adapt to the ever-
changing financial marketplace in which our regulated institutions
operate.

The credit union industry is a closely regulated sector of the fi-
nancial services industry. Capital ratios have remained consist-
ently high and the institutions are conservatively run in a not-for-
profit manner. These factors, combined with the fact that many of
the statutory provisions currently in effect for credit unions were
part of the original 1934 Federal Credit Union Act, strongly sug-
gest that legislation eliminating or updating elements of that stat-
ute is entirely appropriate. NCUA supports legislative changes that
would create a more practical and flexible system for prompt cor-
rective action, allow credit unions to better serve small businesses,
and update rules regarding healthy credit union mergers, and mod-
ernize investment powers and operational authorities that credit
unions exercise.

Regulatory relief measures being considered by the House and
Senate would provide a tangible benefit to America’s consumers by
giving them access to more modern, up-to-date, and efficient finan-
cial institutions. Equally important, an overall improvement in reg-
ulatory efficiency would be achieved by removing outmoded, dupli-
cative, and unnecessary regulations while maintaining a focus on
the primary safety and soundness responsibility that Congress has
conferred on the NCUA. By implementing regulatory relief meas-
ures that promote safety and soundness and provide consumer pro-
tection, regulatory relief will empower NCUA to ensure that Amer-
ica’s credit unions operate efficiently, effectively, and competitively
in the interest of all consumers.

Q.2. We have received several proposals designed to give regulators
additional flexibility in conducting examinations (#42, 68, 112, and
169). Do these types of proposals pose a safety and soundness con-
cern?
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A.2. NCUA currently operates under a policy similar to Proposal
#42 for the Federal banking agencies, therefore the aforementioned
proposals do not apply to NCUA. Accordingly, NCUA has no formal
position regarding any of these proposals.

NCUA’s flexible examination and supervision scheduling pro-
gram was implemented in January 2002 to coincide with a major
revision to the agency’s examination program that focuses on risk
rather than standardized parameters. NCUA also implemented
quarterly Call Reports for all credit unions to enhance our remote
monitoring capabilities.

NCUA refers to its flexible scheduling program as risk-based
scheduling because we schedule examinations of Federal credit
unions based on an annual risk assessment. Institutions deemed
low risk are eligible for having an examination completed on an in-
terval spanning from 12 to 24 months with a target completion fre-
quency of 18 months. Institutions not eligible for the program are
examined annually. The examination cycle for federally insured
State-chartered credit unions is determined by the individual State
regulators.

The following criteria are used to determine if a Federal credit
union is eligible for risk-based scheduling:

e Has been assigned a composite CAMEL Code 1 or 2 in the two
most recent examinations;

e Has been in operations for at least 10 years;

¢ Is classified as “well-capitalized” under Prompt Corrective Action
(PCA);

e Has a positive return on average assets;

e Is not operating under an informal or formal enforcement ac-
tion—for example: Preliminary warning letter, letter of under-
standing and agreement, cease and desist order, and PCA direc-
tives; and

e Has no material compliance or safety and soundness weaknesses.

NCUA is committed to the concept of focusing resources based on
risk. Since the start of our risk-based scheduling program, we have
implemented many changes to our examination and supervision
program to ensure its long-term success. An example of the bene-
fits of our risk-based scheduling program was the ability to quickly
free resources to address the affects of Hurricane Katrina. By shift-
ing the examination dates for low-risk institutions scheduled for
examination in the fall of 2005, NCUA made resources available to
address the affects of the storm without exposing the NCUSIF to
additional risk.

Q.3.a. Prior to the Gramm-Leach-Bliley Act, banks engaging in tra-
ditional banking services such as trust and fiduciary activities were
exempt from the definitions of broker and dealer under the Securi-
ties Exchange Act of 1934. What protections were in place prior to
the Gramm-Leach-Bliley Act to ensure that these activities were
conducted in an appropriate manner?

A.3.a. As you know, the definition of broker and dealer did not
apply to banks prior to the passage of the Gramm-Leach-Bliley Act
(GLBA) due to a blanket exemption for “banks” from the Securities
Exchange Act (SEA) of 1934. The GLBA replaced the blanket ex-
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emption with certain functional exemptions based on traditional
banking services, including an exemption for trust activities.

The Security Exchange Commission (SEC) does not consider
credit unions or mutual savings banks (thrifts) to fall within the
definition of “bank” for purposes of the banking exemptions to the
Securities and Exchange Act of 1934. Therefore previous to GLBA
credit unions were not exempt from the SEA of 1934. Even if the
pre-GLBA blanket exemption had been available to credit unions,
Federal credit unions do not have general trust powers and could
not have taken advantage of the exemption for that purpose.

In 2001, subsequent to the passage of GLBA and the creation of
functional exemptions for certain specified banking activities, the
SEC issued an interim final rule granting thrifts the same func-
tional exemptions available to banks. In the preamble to its rule,
the SEC asked if these exemptions “should be extended to any
other entities.” The NCUA informed the SEC that credit unions
should have the same functional exemptions from the SEA (and the
associated SEC regulation and oversight) as banks and thrifts. The
NCUA gave several reasons, including:

e In credit unions, the members are both the owners and the cus-
tomers. This structure aligns the interests of the credit union
management with those of the members and so reduces the po-
tential for securities fraud and abuse of members and the associ-
ated need for SEC oversight.

e NCUA and State regulators provide intensive supervision of
credit union activities and therefore add an additional layer of
protection for the members.

Q.3.b. Is there any evidence that banks were abusing this exemp-
tion or that these activities posed a risk to the system?

A.3.b. The NCUA is not aware of any evidence of banks abusing
the exemption to the Security Exchange Act of 1934.

Q.3.c. The SEC has attempted to implement the amendments
made to the definitions of broker and dealer by issuing its Regula-
tion B. What is the status of Regulation B?

A3.c. In June 2004, the Security Exchange Commission (SEC)
issued the proposal for Regulation B. The proposal would exempt
credit unions from the definition of “broker” for third party net-
working arrangements and sweep account arrangements and the
definition of “dealer” for certain investment, trustee, and fiduciary
arrangements. NCUA is not aware of when the SEC will issue the
final version of Regulation B.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM LINDA JEKEL

Q.1. Why is regulatory relief necessary now?

A.1. Regulatory relief for State-chartered credit unions and their
regulators will ensure the continued safety and soundness of the
State credit union system. It allows State credit unions to survive
and prosper in today’s ever-changing financial marketplace. State
credit unions provide consumers’ access to a viable alternative fi-
nancial services provider.
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Capital Reform

As we expressed in our testimony, capital reform is necessary in
three primary areas to ensure the continued safety and soundness
of State credit unions. Without reform, credit union regulators lose
an important tool to address troubled credit unions. I am specifi-
cally referring to the unintended consequences of the FASB Stand-
ard No. 141. These amendments to business combination account-
ing rules make mergers unattractive for credit unions, even when
a State credit union regulator believes a merger would be the best
option to protect members’ funds.

In addition, NASCUS supports providing credit unions access to
risk-based capital. Risk-based capital enables financial institutions
to measure capital adequacy and to avoid additional risk on their
balance sheets. The system recognizes a one-size-fits-all capital sys-
tem does not work. A risk-based capital system acknowledges the
diversity and complexity in a financial institution’s balance sheet.
Credit unions are the only insured depository institution not al-
lowed access to risk-based capital.

Further, NASCUS believes credit unions should have access to
alternative capital. This is especially true for credit unions striving
to meet members’ changing needs. The NASCUS White Paper, pro-
vided with our written testimony, details why alternative capital
makes business sense and provides enhanced safety and soundness
for our Nation’s credit union system.

Additional Reforms

Additional reforms other than capital are necessary to further
safety and soundness among State credit unions. NASCUS believes
the National Credit Union Administration (NCUA). the Federal
regulator and Federal credit union insurer, should include a Board
Member with State credit union regulatory experience. We also be-
lieve privately insured credit unions should have access to the Fed-
eral Home Loan Bank (FHLB) system. Moreover, credit unions
would be better equipped to serve their members needs if regu-
latory relief was provided to expand member business lending.

Improving Marketplace Viability

Regulatory relief would enhance the capabilities of State-char-
tered credit unions. Reform enables State credit unions to maintain
viability in an increasingly competitive marketplace. It also allows
them to provide expanded product and service offerings to better
serve consumer members in their field of membership. Addition-
ally, some regulatory relief proposals protect the credit union dual-
chartering system, supporting the importance of charter choice and
the ability of State and Federal regulators to innovate and promote
efficiency. This provides for a continued, robust dual-chartering
system.

As a regulator, I believe we should have reform that allows for
stronger and safer State credit unions. The regulatory relief provi-
sions for State credit unions that I mention above are logical and
prudent from a regulatory perspective and allows for increased
safety and soundness. These provisions are outlined in the regu-
latory relief matrix and were presented in our testimony.



259

Q.2. We have received several proposals designed to give regulators
additional flexibility in conducting examinations (#42, 68, 112, and
169). Do these types of proposals pose a safety and soundness con-
cern?

A.2. These provisions do not impact State credit union regulators;
therefore, NASCUS has no position.

Q.3. Prior to the Gramm-Leach-Bliley Act, banks engaging in tradi-
tional banking services such as trust and fiduciary activities were
exempt from the definitions of broker and dealer under the Securi-
ties Exchange Act of 1934. What protections were in place prior to
the Gramm-Leach-Bliley Act to ensure that these activities were
conducted in an appropriate in manner? Is there any evidence that
banks were abusing this exemption or that these activities posed
a risk to the system? The SEC has attempted to implement the
amendments made to the definitions of broker and dealer by
issuing its Regulation B. What is the status of Regulation B?

A.3. NASCUS has no opinion about Parts A and B because they
are not applicable to State-chartered credit union regulators. We
support the exemptions that Regulation B provides to State-char-
tered credit unions engaging in limited securities activities that are
conducted under the terms applicable to certain bank exceptions
from the definitions of “broker” and “dealer.” This provides feder-
ally insured credit unions parity treatment with commercial banks
of registration exemptions granted from the Securities and Ex-
change Commission (SEC).

In September 2005, the SEC postponed a Regulation B compli-
ance date for banks on broker registration until September 30,
2006. The Commission released a statement that it did not expect
banks to comply until it implemented systems to ensure compliance
with the new statutory requirements concerning the definition
“broker.” NASCUS believes regulatory relief is necessary with re-
gard to SEC broker/dealer registration. The proposed regulation
contains an exemption for credit unions from the definition of deal-
er. It permits credit unions to buy and sell securities for invest-
ment purposes for themselves, or for accounts for which they act
as trustee or fiduciary under the terms of the bank exception in
Exchange Act Section 3(a)(5)(C)(ii). This exemption is also not ef-
fective until the SEC issues its final rulemaking on Regulation B.

Thank you for asking NASCUS to provide additional comments
on regulatory relief. I am always available to further explain why
regulatory relief is necessary for State credit union regulators and
to answer questions the Committee may have.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM BRADLEY E. ROCK

Q.1. It has been nearly 2 years since we first held a hearing on reg-
ulatory relief. In this time, has the overall regulatory environment
changed for banks, thrifts, and credit unions? If so, have these
changes increased the need for regulatory relief?

A.1. Yes, the overall regulatory burden for banks has increased in
the last few years and there is an immediate need for Congress to
enact regulatory relief legislation.
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Regulatory Burdens Have Increased

Banks are struggling under the weight of increasing levels of reg-
ulatory burdens, many of which do not serve the objective of mak-
ing the Nation’s banks operate more soundly or to provide mean-
ingful protections to consumers. These regulatory burdens raise the
cost to banks and, consequently, place an unnecessary strain upon
banks’ abilities to efficiently serve their customers.

It is clear that legislation enacted within the last few years has
significantly increased the regulatory burden on the financial serv-
ices industry. For example, the USA PATRIOT Act, the Sarbanes-
Oxley Act, and the Gramm-Leach-Bliley Act are all valuable pieces
of legislation that strive to serve the public interest. However, over-
ly complex or redundant compliance requirements render these
laws far less effective than they would be otherwise.

Banks, particularly community banks, are strained to the break-
ing point under the weight of thousands of pages of regulation,
guidance, and other mandates. When the cumbersome layering of
additional requirements, issued by the Securities and Exchange
Commission (SEC), the Financial Accounting Standards Board
(FASB), the Public Company Accounting Oversight Board
(PCAOB), the American Institute of Certified Public Accountants
(AICPA), and the Internal Revenue Service (IRS) are also taken
into account, it is abundantly clear that bank resources are being
stretched too thin.

For the typical small bank, about $1 out of every $4 of operating
expense goes to pay the costs of government regulation. For large
banks as a group, total compliance costs run into the billions of dol-
lars annually.

The cumulative effect of new rules and regulations is already
leading many community banks to look for merger partners to help
spread the costs. Some community banks will go out of business al-
together or consolidate with larger banks—a trend that it already
underway. Our members routinely mention regulatory burden as
the first or second critical factor threatening the viability of their
community banks. The pressures to comply with all the regulations
and still meet the demands of our customers 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 customers. Bankers at all levels, from bank di-
rectors and CEQO’s to compliance managers and tellers, spend end-
less hours on compliance paperwork. 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 com-
pliance issues. Some CEOQO’s tell me that they are now spending
nearly half of their time on regulatory issues. In addition, banks
spend billions annually on compliance training, outside compliance
support (including accounting firms, consultants, and attorneys),
compliance related hardware and software, printing, postage, and
telephone connections.
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Eliminating CTR’s for “Seasoned Customers” Will Help

You asked if changes over the years have increased the need for
regulatory relief. The answer from the banking industry is an un-
equivocal “Yes!” In my written testimony, I mentioned several
things that the Committee could include in regulatory relief legisla-
tion that would provide real, cost-savings benefits to banks across
the Nation. However, in this response I would like to focus on the
provision eliminating needless Currency Transaction Reports
(CTR’s) for “seasoned customers” that was included in regulatory
relief legislation (H.R.3505) passed by the House on March 8 that
received very strong bi-partisan support.

ABA and its members strongly believe that the current cash
transaction reporting program has been rendered virtually obsolete
by several developments: Enhanced customer identification pro-
grams, more robust suspicious activity reporting, and the use of the
more focused and intensive 314(a) inquiry/response process. We be-
lieve that the current CTR screen at the current level generates too
many reports that capture extensive immaterial activity wasting
law enforcement time and resources that could be spent more effec-
tively on detection and investigation of criminal and terrorist activ-
ity.

In fact, as published in the U.S. Money Laundering Threat As-
sessment released earlier this year, the number of CTR’s filed on
an annual basis now tops 13.1 million with no signs of abating.
Even at FinCEN’s conservative estimate of around 25 minutes per
report for filing and recordkeeping, it means that the banking in-
dustry as a whole devoted around 5% million staff hours of work
to handling CTR’s in 2005. Based on our recent survey, the indus-
try paid around $187 million in wages for this staff time.

Based on that same survey, three-quarters of the filings were for
business customers who had been with the bank for over a year.
That means that the industry spent around four million staff hours
and over $140 million last year filing notices on well-established
customers!

A typical bank with $2 billion of assets filed 1,400 CTR’s in 2005.
The filings took 583 staff-hours. And 438 of the staff-hours were
simply to report on long-standing customers. This trend is only
likely to accelerate and demand more and more staff to report on
more and more transactions further burying the real needles of
money laundering under an exponentially growing mound of the
hay of legitimate business transactions mindlessly recorded at
great expense and increasing opportunity cost.

To continue to require CTR filings for business customers whose
identity has been verified under a bank’s Customer Identification
Program (CIP) and tested under a period of experience with the
bank and that remain subject to risk-based suspicious activity re-
porting is an inefficient use of resources by bankers and law en-
forcement. It also diverts scarce examiner resources by focusing on
compliance with technical reporting standards, rather than evalu-
ating bank internal controls for detecting transactions that possess
a likelihood of involving money laundering and terrorist financing.

Accordingly, we believe that the best way to improve the utility of
cash transaction reporting is to eliminate the routine reports being
filed on legitimate American businessmen and businesswomen. This
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can be achieved by establishing a seasoned customer exemption for
business entities, including sole proprietorships, as endorsed by
FinCEN last year in testimony before Congress.

It is important to remember that cash transaction data will not
be lost, but rather will continue to reside in the normal bank ac-
count data for each seasoned customer. It will, therefore, be avail-
able to law enforcement whenever sought in connection with an in-
quiry from government enforcement entities. In particular, by
using the USA PATRIOT Act 314(a) inquiry process, law enforce-
ment will be able to obtain information in far greater detail on the
accounts of suspects. Of course, all seasoned business customers
would continue to be subject to suspicious activity monitoring and
reporting, thereby alerting law enforcement to the kind of conduct
that has been investigated and affirmatively considered as having
a heightened potential for being illegal.

Eliminating CTR filings for seasoned customers would have the
following benefits:

e The vast majority of the over 13 million CTR’s filed annually
would stop, saving many hours a year in filling out forms and
law enforcement resources devoted to processing them.

e There would be an improvement in the quality of SAR’s, elimi-
nating those that are filed on routine, legitimate cash trans-
actions that approach but do not reach current CTR levels.
Banks would be able to focus their energies on detecting genu-
inely suspicious handling of currency regardless of artificial
thresholds.

e We would make an enormous stride forward in focusing our anti-
money laundering efforts—by both law enforcement and the
banking industry—on the real crooks and terrorists with far
greater likelihood of detecting and stopping their activities.

The redundancy of CTR filings for seasoned customers with
transaction accounts and the need to eliminate this inefficient use
of resources by bankers and law enforcement was echoed by the Fi-
nancial Crimes Enforcement Network (FinCEN) and all the bank
regulators in Congressional testimony over the last year.

ABA has worked cooperatively with FinCEN and the Federal
banking regulators to encourage institutions to make better use of
statutory exemptions when they were changed in the late 1990’s.
Our Association did extensive outreach to our members, and while
many institutions adjusted their CTR filing policies and utilized
thebtwo—tier exemption process, the general response was lukewarm
at best.

Unfortunately, the compliance technicalities for, and examiner
second-guessing of, banker use of the exemption and the renewal
processes have discouraged many institutions from utilizing the
tier-two exemptions. ABA has even received reports from members
that examiners have threatened penalties and other formal criti-
cisms for simple late filing of biennial renewal forms, a regulatory
climate that demands overhaul. We do not believe that improve-
ments to this process will make a significant dent in the over-
whelming number of CTR’s filed each year that do little more than
record the legal transactions of law-abiding citizens, thereby draw-
ing attention and resources away from the effort to catch and stop
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criminal activity. Consequently, in adopting a seasoned customer
exemption, we must ensure that the regulatory process and re-
quirements that follow do not frustrate the goal of reducing unnec-
essary CTR filing.

We commend Chairman Shelby for his commitment to regulatory
relief and we strongly urge that every thing possible be done to re-
port a strong regulatory relief package out of the Committee as soon
as possible so that it can be passed by the Senate and enacted into
law this year.

Q.2. The Federal Reserve recently announced it would increase the
threshold from $150 to $500 million for its Small Bank Holding
Company Policy Statement. This would allow more entities to qual-
ify as small bank holding companies which, in turn, would permit
them to use higher levels of debt to finance acquisitions. The Fed-
eral Reserve has specifically rejected raising the threshold to $1
billion. Is the Federal Reserve’s threshold appropriate?

A.2. The ABA supports raising the threshold to $1 billion in assets.
The ABA welcomed the Federal Reserve Board’s decision to raise
the limit to $500 million, but there are strong arguments for it to
go further and it would not have been inappropriate for the Board
to have raised the limit to $1 billion. Moreover, the Board added
several restrictions that could lessen the positive impact of raising
the threshold.

The Board, the Office of the Comptroller of the Currency (OCC),
the Office of Thrift Supervision (OTS), and the Federal Deposit In-
surance Corporation (FDIC) generally set the dividing line between
supervision of large, complex institutions and small institutions at
$1 billion. For example, the Board, OCC, OTS, and FDIC recently
increased the definition of a small bank to $1 billion in assets
under CRA. The OCC divides bank supervision into two groups:
Community banks and large banks. A community bank is a na-
tional bank with total assets less than $1 billion or a national bank
that is part of a multibank holding company where none of the na-
tional banks within the system has assets of $1 billion or more.
Clearly, it would not have been inappropriate for the Board to fol-
low-suit and raise the threshold for eligibility for the Small Bank
Holding Company Policy Statement to $1 billion.

Moreover, the ABA is very concerned about the additional re-
strictions that the Board added to determine eligibility for the
Small BHC Policy Statement. As we wrote in our comment letter,
the Board’s new restrictions are that the BHC:

e is not engaged in significant nonbanking activities, either di-
rectly or through a nonbank subsidiary;

¢ does not conduct significant off-balance sheet activities, including
securitizations or managing or administering assets for third
parties, either directly or through a nonbank subsidiary; or

e does not have a material amount of debt or equity securities
(other than trust preferred securities) outstanding that are reg-
istered with the Securities and Exchange Commission.

Additionally, the Board proposes to require that trust preferred
securities be treated as debt under most of the requirements of the
Policy Statement.
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ABA believes that two of these restrictions are unnecessarily ap-
plied to activities that should NOT preclude use of the Small BHC
Policy Statement. The first restriction on not being engaged in sig-
nificant nonbanking activities appears to prevent small BHC’s with
insurance agency subsidiaries from qualifying. We strongly believe
that this is unnecessary. As we said in our comment letter:

We have heard from several members that they are concerned that the bank’s af-
filiated insurance agency, a purely agency activity, may generate significant revenue
to the holding company that could be interpreted by the Board’s staff as a “signifi-
cant nonbanking activity.” We believe that the Board should provide that purely
agency nonbanking activities should not be deemed to be a disqualifying significant
actioity.

The Board writes that the reason for these changes is the increased authority for
bank holding companies to engage in new activities that may pose significant oper-
ational risk, even though the activity is not significantly leveraged. . . . While we
understand and agree with the Board’s intentions, we believe that the actual formu-
lation of the condition will disqualify some community BHC’s that in fact have sig-
nificant nonbanking activities but which activities do not pose significant operational
risks, such as with an insurance agency.

ABA notes that by law a State nonmember bank may not engage in any activity
not allowed for a national bank unless the Federal Deposit Insurance Corporation
(FDIC) has determined that the activity does not pose a significant risk to the insur-
ance funds. The FDIC has regulations imposing these limits on activities of State
banks (Part 362 of the FDIC’s regulations), but the FDIC exempts activities con-
ducted by the bank as agent. ABA urges the Board to make a similar exception in
its conditions for such agency activities. At a minimum, ABA urges the Board to ex-
cept purely insurance agency activity from being considered a significant activity
that would bar use of the Policy Statement.

[Emphasis added.]

The second restriction also unnecessarily prevents some small
BHC’s from qualifying for the Policy Statement by the way it ap-
plies to trust assets. As we said in our comment letter:

ABA members have asked whether this would include assets of the bank’s trust
department, a traditional banking activity. ABA staff have consulted with Board
staff and have been told that assets under management in a trust department of
the bank would not be directly managed by the BHC and would, since in the bank’s
trust department, not be through a nonbank subsidiary. . . . However, ABA is still
concerned that a small BHC might own a separately chartered trust company that
does not take deposits. Under the Bank Holding Company Act, a “bank” does not
include such an institution that functions solely in a trust or fiduciary capacity.
Such a trust company might hold sufficient assets so as to be a significant off-bal-
ance sheet activity, yet it could pose no significant operational risk. The Board ap-
parently does not provide for any mechanism for a small BHC to request that it be
allowed to use the Policy Statement if it can show that, while it does not meet the
conditions of the Policy Statement, nonetheless, the significant nonbank activities
it conducts do not pose any significant operational risk. ABA recommends that the
Board add a provision allowing a BHC to request such a determination from the
appropriate Federal Reserve District Bank. If the Federal Reserve District Bank’s
supervisory determination is that the nonbank activity did not pose significant oper-
ational risk, then the BHC would qualify for use of the Policy Statement.

Unfortunately, the Board’s final revision to the Policy Statement
adopted neither of these recommendations, although the Board did
state that: “In the Board’s view, differing levels of risk in varying
business lines and practices among institutions precludes the use
of fixed measurable parameters of significance or materiality across
all institutions. For this reason, the rule provides the Federal Re-
serve with supervisory flexibility in determining, on a case-by-case
basis, the significance or materiality of activities or securities out-
standing such that the BHC should be excluded from the Policy
Statement and subject to the Capital Guidelines.” This suggests
that purely agency or separate trust company activities will have
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a higher threshold before the Board will treat them as so “signifi-
cant” as to disqualify a small BHC from using the Policy State-
ment. However, ABA believes that it would be better if the Board
explicitly excluded these activities from consideration toward the
“significant” threshold.

We note that the House passed regulatory relief legislation
(H.R.3505) by a strong 415-2 vote on March 3, 2006. Section 616
of the House bill raises eligibility for the Small Bank Holding Com-
pany Policy Statement to $1 billion in assets. For the above rea-
sons, the ABA urges the Committee to include a similar provision
in its regulatory relief legislation.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM H. GREG McCLELLAN

Q.1. It has been nearly 2 years since we first held a hearing on reg-
ulatory relief. In this time, has the overall regulatory environment
changed for banks, thrifts, and credit unions? If so, have these
changes increased the need for regulatory relief?

A.1. Yes, the environment has changed for credit unions, creating
an even greater need for regulatory relief. We now have nearly 8
years of experience under the prompt corrective action (PCA) sys-
tem Congress established under the Credit Union Membership Ac-
cess Act in 1998, and both credit unions and the regulator, NCUA,
recognize that the current system does not work, because it does
not take into account the risk assets of a credit union. It simply
does not make sense that the current capital system treats a new
1 year unsecured $10,000 loan the same as a 30-year mortgage
that is on its last year of repayment.

Additionally, as described in my testimony, the Financial Ac-
counting Standards Board (FASB) has now moved forward with
changing how mergers of mutual institutions (such as credit
unions) are accounted for—from the “pooling method” to the “pur-
chase method.” This necessitates a change in the definition of “net
worth” for PCA purposes for credit unions, otherwise those institu-
tions that merge after the FASB rule change will potentially face
unintended consequences. Even FASB itself has noted the need for
such a change to the Federal Credit Union Act.

Credit unions must also provide their members with annual pri-
vacy notices, even if their privacy policy has not changed. Further-
more, credit unions have seen an increased regulatory burden from
Bank Secrecy Act and USA PATRIOT Act compliance in recent
years as they tackle their role in the war on terror and in making
this country safer.

Q.2. The Federal Reserve recently announced it would increase the
threshold from $150 million to $500 million for its Small Bank
Holding Company Policy Statement. This would allow more entities
to qualify as small bank holding companies which, in turn, would
permit them to use higher levels of debt to finance acquisitions.
The Federal Reserve has specifically rejected raising the threshold
to $1 billion. Is the Federal Reserve’s threshold appropriate?

A.2. NAFCU does not have position on the threshold at this time
and will reserve our comments on this matter.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM STEVE BARTLETT

Q.1. It has been nearly 2 years since we first held a hearing on reg-
ulatory relief In this time, has the overall regulatory environment
changed for banks, thrifts, and credit unions? If so, have these
changes increased the need for regulatory relief?

A.1. On question number one, there has been a change in the over-
all regulatory environment and these changes have increased the
need for regulatory relief, the time to enact regulatory relief is now.
We should recognize that Congressional action in this area is need-
ed to help streamline the regulatory burden on U.S. companies for
the following reasons:

During this 2-year period the regulatory landscape changed for
the worse; moreover, many Roundtable companies believe that the
current regulatory and enforcement environment is having a nega-
tive impact on the economy. For example, financial institutions are
currently inundated with reporting requirements and compliance
burdens associated with the USA PATRIOT Act, Sarbanes-Oxley
Act, Home Mortgage Disclosure Act, the privacy provisions of the
Gramm-Leach-Bliley Act, and State insurance laws. Additionally,
the new Basel II Capital Accord will place additional stress on com-
pliance departments and risk mangers.

The costs associated with these regulations are staggering. A
July 2004 survey by Financial Executives International showed
that complying with Section 404 will cost public companies 62 per-
cent more than previously estimated. The cost of compliance is esti-
mated at $3.14 million per company with a total estimated cost of
$5.8 billion in 2005. This could have an adverse impact on the
economy, including forcing companies to go private to avoid compli-
ance burdens or companies passing on these costs to the consumer.

In addition to reporting requirements, regulatory supervision and
enforcement of the regulations have become more vigorous and cre-
ated unreasonable expectations for depository institutions. The ac-
tions being brought against companies by the SEC, State attorneys
general, and U.S. Department of Justice, have amounted to regula-
tion by enforcement.

Also, many disturbing trends have arisen surrounding the en-
forcement of the Bank Secrecy Act and other Anti-Money Laun-
dering (AML) laws. The best evidence of this is the dramatic in-
crease in Suspicious Activity Reports (SAR) filings in recent years.
For example, since 1996, national SAR reporting has increased 453
percent. Similarly, FinCEN reported 81,197 filings in 1997 versus
288,343 filings in 2003. In 2004, depository institutions had filed
a total of 689,419 SAR’s, and the total number of SAR filings is
projected to be around 900,000 for 2005.

There are several reasons for this dramatic increase in SAR fil-
ings. First, the failure to file SAR’s has become a criminal issue;
second, there are no clear standards for when SAR’s should be
filed; and 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 fil-
ings.
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The Roundtable has a solution to the defensive SAR issue: The
Senate, where appropriate, should review the AML guidelines and
include the good faith guidance as a provision in its legislation. The
guidance has already been approved by the banking regulators, but
it is not enforceable (because it has not been codified into a formal
regulation); should include in the Senate legislation the House pro-
vision providing an exemption for financial institutions’ to file a
Currency Transaction Report (CTR) for seasoned customers. An-
other solution is to help law enforcement receive more useful infor-
mation, by reducing CTR filings, is to make the exemption auto-
matic after an institution designates the customer to be “seasoned.”

Q.2. The Federal Reserve recently announced it would increase the
threshold from $150 million to $500 million for its Small Bank
Holding Company Policy Statement. This would allow more entities
to qualify as small bank holding companies which, in turn, would
permit them to use higher levels of debt to finance acquisitions.
The Federal Reserve has specifically rejected raising the threshold
to $1 billion. Is the Federal Reserve’s threshold appropriate?

A.2. With respect to question number two, as you know, the Fed-
eral Reserve recently raised the proposed threshold to $500 million
and the issue now is whether the request to increase the threshold
again to $1 billion is appropriate? The Roundtable supports raising
the proposed threshold for Small Bank Holding Company for the
following reasons. The new threshold increase would allow smaller
institutions to take on more debt through acquisition because of an
increase in the debt-to-equity ratio for Bank Holding Companies
(BHC). There may be merit in the argument that smaller institu-
tions have less access to the capital markets, so they need support
of this proacquisition provision. Moreover, under BHC rules this
new provision may provide a more streamline way of disclosing fi-
nancial information which is truly a regulatory reduction burden.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM MARGOT SAUNDERS

Q.1. It has been nearly 2 years since we first held a hearing on reg-
ulatory relief. In this time, has the overall regulatory environment
changed for banks, thrifts, and credit unions? If so, have these
changes increased the need for regulatory relief?

A.l. In the past 2 years, there has been an ongoing reduction in
the consumer protections applicable to transactions with banks,
thrifts, and credit unions. In 2004, the OCC adopted four broad
regulations that purport to preempt State laws in the areas of de-
posit-taking, non-mortgage lending, mortgage lending and gen-
erally, the business of banking.! Essentially the agency stated that
no State law applies to national banks, unless the particular State
law has only an “incidental” effect on the business of banking.2

The unwarranted preemption of State consumer protections for
transactions with national banks, and their operating subsidiaries

112 CFR §7.4007 (deposit taking), 7.4008 (non-mortgage lending), 7.4009 (business of banking
generally), 34.3 (mortgage lending), 34.4 (mortgage lending), see 69 Fed. Reg. 1904 (Jan. 13,
2004).

2This preemption of State laws applicable to national banks follows a similar preemption by
the Office of Thrift Supervision for thrifts, albeit with more legal justification than OCC’s. 12
CFR §560.2.
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has significantly exacerbated efforts to address predatory lending.
State laws have traditionally provided the most effective remedies
against overreaching, and all too often, national banks and their
operating subsidiaries are involved in predatory lending activities.3

There are fewer consumer protection laws applicable to banks
and thrifts, and consumers are suffering as a result. Now is not the
icirrf}e to further reduce consumer protections through regulatory re-
ief.

Q.2. The Federal Reserve recently announced it would increase the
threshold from $150 million to $500 million for its Small Bank
Holding Company Policy Statement. This would allow more entities
to qualify as small bank holding companies which, in turn, would
permit them to use higher levels of debt to finance acquisitions.
The Federal Reserve has specifically rejected raising the threshold
to $1 billion. Is the Federal Reserve’s threshold appropriate?

A.2. This is not an issue with which we are familiar. We defer to
our colleagues at the Consumer Federation of America on these
issues.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM TERRY JORDE

Q.1. It has been nearly 2 years since we first held a hearing on reg-
ulatory relief. In this time, has the overall regulatory environment
changed for banks, thrifts, and credit unions? If so, have these
changes increased the need for regulatory relief?

A.1. The overall regulatory climate for banks has become increas-
ingly burdensome since the Banking Committee began considering
regulatory burden relief 2 years ago. For example, compliance with
the Bank Secrecy Act has become even more stringent, especially
since the Riggs Bank and other high profile violations came to pub-
lic attention. In addition, compliance with the Sarbanes-Oxley Act
has substantially increased the regulatory burden on community
banks. A survey of our members last year showed that the typical
community bank would have to spend over $200,000 and devote
Xver 2,000 internal staff hours to comply with Section 404 of the
ct.

Other areas of increased burden over the past 2 years can be
found in the FACT Act (all of the rules and regulations still have
not been written), data protection policies and procedures, in-
creased internal audit scrutiny, IT examination procedures, train-
ing requirements and more. We even have a directive now from the
regulators “encouraging” us to develop policies and procedures for
pandemic preparedness. I sit on my local hospital board and they
have not received any directive regarding bird flu.

There have been a few areas of improvement. The regulatory
agencies have adopted a streamlined examination procedure for
“Intermediate small banks” (between $250 million and $1 billion in
assets). In addition the Federal Reserve has recently increased the
asset size to $500 million for holding companies eligible for the

3For a long list of cases brought against national banks and their operation subsidiaries re-
garding predatory lending activities, see Comments: To the Office of the Comptroller of the Cur-
rency regarding Banking Activities and Operations; Real Estate Lending and Appraisals, Docket
No. h03—116, October 2003, http:/ /www.consumerlaw.org/action agenda/preemption/10 6
occ.shtml.
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Small Bank Holding Company Policy Statement. The FDIC has
also raised the asset size threshold from $500 million to $1 billion
for internal control assessments by management and external audi-
tors of privately held banks. However, it is too early to evaluate
how important these changes will be.

I also note that there are several items in the regulatory and leg-
islative pipeline that would increase the regulatory burden on com-
munity banks. For example, the agencies have proposed new com-
mercial real estate lending guidance that could significantly reduce
community banks’ ability to serve the small business community.
And, Congress is considering imposing significant new burdens on
banks by requiring them to block payments for Internet gambling
transactions. As I said in my prepared testimony on March 1, these
proposals could pose a substantial new burden, without having any
meaningful effect on the amount of Internet gambling.

I am also concerned that the current legislative process is lead-
ing to confusion between technical amendments and proposals to
provide true regulatory burden relief. In my opinion the proposals
in the Committee’s matrix are 85 percent technical and non-
controversial. (Others, like the credit union proposals are not regu-
latory relief, they are charter enhancement.) Only about 15 percent
of the matrix items will make a difference in the resources and
time my bank’s staff must devote to paperwork and compliance and
will ultimately result in our ability to provide better service to my
customers and community.

This all suggests to me that Congress should consider regulatory
burden relief bills on a regular basis, looking at the risk reward
tradeoff between increased regulatory burden and the projected
benefit. As I mentioned in my oral remarks before the Committee,
the disclosure burden is top of the list. The current requirements
are not providing a meaningful benefit to consumers.

In addition to these ongoing problems, changes in technology and
industry practices are so frequent that the regulators and Congress
need to adjust regulations and laws frequently. We hope these ad-
justments will generally reduce the regulatory burden. However,
we recognize that new problems and concerns are certain to come
up in the marketplace, giving rise to proposed reforms. While these
proposals might have merit, they could also increase the burden on
community banks. Therefore, Congress should have a mechanism
to consider regulatory burden relief regularly to offset any new bur-
dens. This has worked well in my State of North Dakota. Every 2
years, our legislature considers a banking bill that takes into ac-
count changes in the industry, technology, and consumer needs—
making relatively noncontroversial changes in law to reduce regu-
latory burden and improve our ability to serve our customers and
communities.

Q.2. The Federal Reserve recently announced it would increase the
threshold from $150 million to $500 million for its Small Bank
Holding Company Policy Statement. This would allow more entities
to qualify as small bank holding companies which, in turn, would
permit them to use higher levels of debt to finance acquisitions.
The Federal Reserve has specifically rejected raising the threshold
to $1 billion. Is the Federal Reserve’s threshold appropriate?



270

A.2. As indicated in my response to question 1, ICBA is pleased
that the Federal Reserve has increased the threshold from $150
million to $500 million for its Small Bank Holding Company Policy
Statement. The Federal Reserve adopted the Policy Statement to
permit the formation and expansion of small BHC’s with debt lev-
els that are higher than what would be permitted for larger BHC’s.

ICBA agrees with the Federal Reserve that since 1980 when the
Policy Statement was first issued, inflation, industry consolidation,
and the normal asset growth of BHC’s have caused the $150 mil-
lion threshold to lose much of its relevance. However, in order to
truly represent the asset size of a small BHC today, ICBA believes
that the exemption should be raised to $1 billion. The lack of index-
ing for the $150 million over the past 25 years has hindered the
ability of small banks to facilitate the transfer of ownership and re-
main independent, rather than selling out to a larger regional
BHC. Increasing the exemption to $1 billion would improve the
ability of small local institutions to sell their stock locally, keeping
the financial decisions affecting the community in the local area.

Furthermore, we believe it is not until a BHC reaches the $1 bil-
lion asset level that it has the necessary access to equity markets
to enable it to finance an acquisition with a lower proportion of
debt-to-equity. BHC’s with assets of between $500 million and $1
billion are usually not followed closely by securities analysts and
have only a limited market for their stock and a limited ability to
raise equity in the capital markets. The issuance of trust preferred
securities, for instance, is generally their best and sometimes their
only method of raising capital. The ICBA-backed “Community
Banks Serving Their Communities First Act” (S.1568) introduced
by Sen. Sam Brownback (R—Kansas) provides for raising the asset
threshold under the Policy Statement to $1 billion.
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NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION, INC.
750 First Street N.E., Suite 1140

Washington, D.C. 20002

202/737-0900

Fax: 202/783-3571

NASAA WWW.N3$33.07%

WRITTEN STATEMENT OF THE
NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION
TO THE
SENATE COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS
REGARDING
FINANCIAL SERVICES REGULATORY RELIEF LEGISLATION
MARCH 1, 2006

This statement is submitted on behalf of the North American Securities Administrators
Association (NASAA).! State securities regulation predates the creation of the Securities and
Exchange Commission and the NASD by almost two decades and has protected Main Street
invesfors from fraud for nearly 100 years. State securities regulators are responsible for
licensing firms and investment professionals, registering certain securities offerings, examining
broker-dealers and investment advisers, providing investor education, and most importantly,
enforcing our states’ securities laws.

The role of state securities regulators has become increasingly important as growing numbers of
Americans rely on the securities markets to prepare for their financial futures, such as a secure
and dignified retirement or sending their children to college. While securitics markets are global,
most Americans still rely on local investment representatives in their home states when investing
their funds. State securities regulators currently oversee the representatives that operate in their
states.

NASAA appreciates this opportunity to provide information to the Committee on your latest
regulatory relief initiative, We commend the Committee for striving to make our financial
services sector even more efficient, and for being attentive to the concerns of those who wish to
ensure that efficiency does not undermine the system of investor protection that has made the
U.S. markets the fairest in the world.

The majority of the provisions under consideration for inclusion in a regulatory relief bill do not
directly impact state securities regulation, and we expect that the functional regulaters for those
issues will offer direct comment. However, there is cne provision in the House version of the
Financial Services Regulatory Relief Act that affects the ability of state securities regulators to
license certain individuals in our states who are selling non-traditional deposit products. At one
time, most CDs were fully FDIC insured and paid a fixed interest rate until they reached
maturity. But, like many other products in today’s markets, CDs have become more complex.

" The oldest international organization devoted to investor protection, the North American Secutitics Administrators
Association, Inc., was organized in 1919. its merbership consists of the securities administrators in the 50 states,
the District of Columbia, Canada, Mexico, the U.S. Virgin Islands, and Puerto Rico. NASAA is the voice of
securities agencics responsible for grass-roots investor protection and efficient capital formation,

President: Patricia D. Struck {Wisconsin) » PresidentElect: Joseph P. Borg (Alabama) = Past-President: Pranklin L. Widmann (New Jersey)
Secrelary: Karen Tyler (Nonh Dakotay + Treasurer Fred J Joseph (Colorado] #  Directors: Michact Johnson {Arkansas} »  Donald G. Murray (Manitoba)
James O. Netson 3l (Mississipps) »  James B. Ropp (Detaware) Ombudsman: Christine Bruenn {Maine)

Executive Director: Russ Juculano
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Investors may now choose among variable rate CDs, jumbo CDs, callable CDs and CDs with
other special features. These CDs pose significantly greater risks to investors.

Accordingly, NASAA suggests fine-tuning the Section 209 “Selling and Offering of Deposit
Products” language that is contained in H.R. 3505, the Financial Services Regulatory Relief Act
of 2005. By adding the phrase “fixed rate fully FDIC insured,” as shown below, Congress can
preserve the licensing authority of state securities regulators over independent agents who sell
unconventional and risky deposit products. This in tum will help protect investors who
traditionally have come to expect that CDs are generally a fixed rate product that are all fully
FDIC insured and who would not otherwise invest in a risky CD.

We recognize that the current language in Section 209 represents an effort to balance regulatory
relief with investor protection, but, the market has continued to evolve and the language we are
now seeking helps to address new issucs that have emerged. Independent contractors, not
employees of thrifts are selling jumbo deposit products and market-based CDs. These products
can exceed the limits of FDIC insurance and are more complex and riskier than traditional
products. Because of the potential risk to investors, we believe that states should retain the right
to require these independent contractors or agents to become licensed with their state securities
regulator in order to sell these unconventional products.

The preemptive language of Section 209 raises a number of concerns. In order to protect
investors, cwirent federal and state laws allow states to regulate individuals who offer or sell
securities, even if those securities are deposit products. At the same time, Congress and the
states generally recognize that licensing exemptions are appropriate under certain circumstances
— where for example, deposit products are sold by a bank through its employees. Our concern
lies with non-bank employees, often referred to as “independent agents” of the bank.

These are individuals who do not have the employee affiliation with the thrift, do not necessarily
have adequate training, and do not fall under the supervision of the thrift. The problem is
exacerbated because many investors assume that a salesperson representing a financial institution
is an employee, fully backed by the institution. Yet this is not the case, and these independent
agents need oversight if they are going to offer the more complex and riskier deposit products.
NASAA’s proposed amendment to Section 209 would help make that oversight available,
without disturbing the licensing exemption for bank employees selling deposit products.

Section 209, as written, would increase the potential of fraudulent sales of deposit products to
investors. Any person, regardless of training, knowledge of investment products and risks, or
disciplinary background, could sell deposit products such as jumbo or market-based CDs.
NASAA has consistently listed unregistered individuals as one of the top ten scams in the
country. And history shows that abuses can and do occur in the sale of CDs. The types of
misconduct we see include the sale of bogus CDs; the use of CDs in bait and switch schemes;
and misrepresentations and omissions regarding the rate of return on the CD, the duration of the
investment, and its liquidity.

Licensing is an important aspect of inveslor protection, conferring many benefits. Licensing
requirements enable states to insist upon a minimum level of education and expertise among
those who sell investment products. Those requirements also enable state securities regulators to
verify that a salesperson does not have a disciplinary history of fraud or misconduct. And, a



329

licensing framework provides for the supervision of agents, disclosure of commissions,
suitability requirements, complaint reporting and other benefits. Any cost of licensing is
certainly outweighed by the positive return to investors. In short, Section 209 undermines the
need to monitor individuals who are taking people’s investment funds to the public.

Our proposed change in Section 209 is in keeping with well-established legal principles
governing the regulation of CDs. The overarching principle that has emerged from the federal
and state courts is this: regulating CDs as securities is necessary and appropriate if those CDs
pose risks to investors and if those risks are not adequately addressed by other regulatory
regimes. Thus, in Marine Bank v. Weaver, 455 U.S. 551 (1982), the Supreme Court held that it
was unnecessary to subject fixed-rate, insured CDs to regulation as securities because investors
were abundantly protected under federal banking laws and, through FDIC insurance, were
“virtually guaranteed payment in full.” Id. at 558-59. By the same token, however, where CDs
pose risks that other laws do not address, the courts will invoke securities regulation to ensure
that investors are adequately protected. Our proposed change in Section 209 simply codifies this
principle: unless CDs are fixed-rate and fully-insured, states will retain their authority to impose
licensing requirements on those who sell them, for the benefit of the investing public.

NASAA’s suggested language to Section 209 is underlined below:

SEC. 209. SELLING AND OFFERING OF DEPOSIT PRODUCTS.
Section 15(h) of the Securities Exchange Act of 1934 (15 U.S.C. 780(h)) is amended by adding
at the end the following new paragraph:

*(4) SELLING AND OFFERING OF DEPOSIT PRODUCTS- No law, rule, regulation, or order,
or other administrative action of any State or political subdivision thereof shall directly or
indirectly require any individual who is an agent of 1 Federal savings association (as such term is
defined in section 2(5) of the Home Owners' Loan Act (12 U.S.C. 1462(5)) in selling or offering
fixed rate fully FDIC insured deposit (as such term is defined in section 3 of the Federal Deposit
Insurance Act (12 U.S.C. 1813(1)) products issued by such association to qualify or register as a
broker, dealer, associated person of a broker, or associated person of a dealer, or to qualify or
register in any other similar status or capacity, if the individual does not—

*(A) accept deposits or make withdrawals on behalf of any customer of the association;

*(B) offer or sell a deposit product as an agent for another entity that is not subject to supervision
and examination by a Federal banking agency (as defined in section 3(z) of the Federal Deposit
Insurance Act (12 U.S.C. 1813(2)), the National Credit Union Administration, or any officer,
agency, or other entity of any State which has primary regulatory authority over State banks,
State savings associations, or State credit unions;

*(C) offer or sell a deposit product that is not a fixed rate fully FDIC insured deposit (as defined
in section 3(m) of the Federal Deposit Insurance Act (12 U.S.C. 1813(m)));

*(D) offer or sell a deposit product which contains a feature that makes it callable at the option of
such Federal savings association; or

*(E) create a secondary market with respect to a deposit product or otherwise add enhancements
or features to such product independent of those offered by the association.”.



