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IMPROVING FEDERAL CONSUMER
PROTECTION IN FINANCIAL SERVICES

Wednesday, June 13, 2007

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The committee met, pursuant to notice, at 10 a.m., in room 2128,
Rayburn House Office Building, Hon. Barney Frank [chairman of
the committee] presiding.

Present: Representatives Frank, Maloney, Watt, Ackerman,
Sherman, Moore of Kansas, Clay, Miller of North Carolina, Scott,
Green, Cleaver, Davis of Tennessee, Ellison, Klein, Wilson,
Perlmutter; Bachus, Baker, Castle, Gillmor, Biggert, Barrett,
McHenry, Campbell, and Bachmann.

The CHAIRMAN. The committee will come to order. There are va-
cant seats, so if there are citizens who would like to sit in the
seats, please fill them. There are people waiting. We shouldn’t have
empty seats.

This is a very important hearing, in my mind, and it is one
which I hope we will produce a lot of information. Contrary to the
prevailing notion, sometimes Members of Congress have hearings
because we want to learn things. I understand that is not the norm
for hearings, but in this case, there is a need for information, and
it is information to fill, in my judgment, a very clear-cut void.

The preemptions by the Comptroller of the Currency and the Of-
fice of Thrift Supervision were controversial. Many of us in Con-
gress on both sides did not like them. A former colleague, the gen-
tlewoman from New York, Ms. Kelly, for example, was a very
strong critic of them on the Republican side. But reality sets in;
those preemptions are not going to be undone in any substantial
way. We have a President in power who would veto any effort to
do that, and by the time we might get a different President, I do
not think we could unscramble that particular set of eggs.

So I regret the scope of the preemptions. I acknowledge the ex-
treme unlikelihood of our being able substantially to cut them
back. There was some uncertainty until the Wachovia case was de-
cided. Those of us who felt it was not an absolutely clear-cut deci-
sion take some solace in the fact it was 5-3; it would have been
54, 1 believe, if Justice Thomas had not recused, given his past
voting pattern.

But the preemptions are in place, and that leaves us with the
problem, in my judgment, that we, the Federal Government, have
at this point bitten off much more than we are currently able to
chew. Essentially to change metaphors a little bit, we have bitten
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off 50 heads, but we don’t have the brainpower ourselves to replace
them. What we have done is to eliminate the major source of con-
sumer protection in the financial area, because in the American
system, for a variety of reasons, consumer protection has come pri-
marily at the State level.

And let me, as an elected official, explain to people why there is
an institutional reason for that, and why I am particularly con-
cerned about the need to take serious action here. I want to say
what may be imprudent, but making international macroeconomic
supermonetary policy is more fun than arbitrating disputes be-
tween a cranky customer and a bank clerk. And it is much better
to debate the Basel accords, or how going forward to do assignee
liability in subprime, or any of a number of other issues that we
have, the effect of monetary policy on employment, those are more
stimulating intellectually, more rewarding than a, “He said, she
said;” “I did not, yes, you did, no, I didn’t,” dispute.

There is a reason why consumer protection has been more often
done at the State level; State regulators are more likely to be elect-
ed officials than Federal regulators—State attorneys general, State
insurance commissioners, and other State officials. This is one case
where being the closest to the electorate is a serious fact. And I
will tell you, in my own office, and among Members of Congress,
we do a certain amount of consumer protection because we run for
office. And I will tell you this: If you ask me, where is the greater
intellectual stimulation, where do I think any individual energy is
that I express, where will I get greater results, it is probably in
making broad national policy.

But cumulatively dealing with these individual consumer com-
plaints is very, very important for two reasons: first, for the injus-
tice done to individuals; and second, if there is no consumer protec-
tion mechanism in the society, things will go off track, and there
could become this bias against consumers.

Now it is not that I believe that the banks and other institutions
that are regulated are rapacious or greedy beyond the norm that
we are supposed to have in a capitalist system. It is just that we
all make mistakes, and even more of a problem, we don’t like to
admit our mistakes; we like to cover them up, we like to deny that
we made them, and we like to blame other people for them. Those
are human traits. I do not impute them to the banks; I impute
them to human beings.

Consumer protection exists to be something of a corrective force,
and here’s the problem: I do not think that the Federal agencies
as currently and historically constituted, given their mission, are at
present adequately staffed or oriented or legally structured to pro-
vide consumer protection.

I had a conversation with one bank regulator who told me that
the existence of safety and soundness powers—and, by the way, we
will take 20 minutes on each side. We have only one panel. This
is a serious issue, and so we are going to go to the fullest extent.
However, I want to lay it out so that people have a sense of where
we are on this. We are going to be within our 20 and 20. I was told
by one of the regulators, well, we can do regulation of consumer
protections under our power to enforce safety and soundness on the
banks, the argument being that a bank that does not treat con-



3

sumers well can be called to account because it is jeopardizing its
safety and soundness. I wish.

In fact, done cleverly enough, being unfair to consumers can con-
tribute to the safety and soundness of a bank. I believe, for exam-
ple, that the overdraft fees that people get hit with, where people
go to an ATM and are told by the ATM that they have so much
money, or they read on the ATM—I don’t think we have talking
ATMs yet. I guess we do for people who are vision impaired. But
when people learn from the ATM that they have so much money—
and that includes, without them having asked for it, an overdraft
amount—and they write a check for that, they get whacked with
a fee. I wish that jeopardized the safety and soundness of the
banks who did it, but I see no evidence of that.

The fact is that banks are not stupid, and they do not do these
things to put themselves at risk; they do them because they make
money off of them. And they are there to make money and provide
that money in our capitalist system to people who are invested in
the intermediary function, but there are abuses.

So here are a couple of problems I want to examine. One, legally,
do the various Federal bank regulators have the authority to step
in and replace the regulations that were done at the State level?
Two, do they have the proper resources for enforcement? There is
no reason why these couldn’t be changed. The fact is that even
where State laws have applied, the visitation rights do not apply;
States may not even enforce those laws where they can apply the
law. Why? Are we the world’s best—we, the Federal Government,
are we such super-duper law enforcers that we don’t need any help
from anybody, and we can replace everybody else?

I think the opposite is the case. I think that cooperation in this
area of law enforcement is a good idea. My colleagues want co-
operation in other areas of law enforcement on immigration and
elsewhere. I don’t understand why we can say that all of these
State regulators, with all of their experience, are totally incom-
petent to help us, the Federal Government, the all-wise, all-know-
ing, omnipotent Federal Government.

So we have the legal authority. We have the statutory powers.
We also have the question of the culture, and I hope that is chang-
ing. And then we have this problem, and that is why I have asked
all of you to be here together. And I am going to ask you all to keep
your hands on the table so that nobody goes like this when we are
asking why something isn’t being done. You know, Harry Truman
wanted a one-armed economist. I want regulators without fingers,
because I don’t want them being pointed at other people.

Here is the problem: We have been told by some of the regulators
that they are not fully able to do regulation to the extent that we
want because the Federal Reserve Board of Governors has not used
their authority under the Federal Trade Commission Act to list
things. That is why we appreciate Commissioner Majoras being
here, with, by the way, I will say to you, the full acquiescence of
Chairman Dingell, who has the primary congressional jurisdiction
over the FTC. We have a combination. We are told, well, it is the
FTC Act, and the Federal Reserve has their responsibilities under
the FTC Act, and only they can give responsibilities to the other
bank regulators.
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Well, you are all here, and at the very least, when we leave
today, we are going to know who does what, and who is responsible
for what, and whether, in fact, the failure, as some have said, of
the Fed to spell this out does interfere or not.

So that is where we are. I do believe that we have a common in-
terest. I do believe that the people here before us from the Federal
side do want to do consumer protection, but it is not primarily
what you were instructed.

I have to say, and I am grateful that the Governor is here, but—
let me give you this example. Former Governor Gramlich expressed
a difference of opinion with former Chairman Greenspan about con-
sumers, and Chairman Greenspan’s response was very revealing.
He said, “Oh, how can people say I wasn’t interested in consumer
affairs? 1 always followed the staff recommendation on that.” Can
anyone imagine Alan Greenspan saying, you know, when it came
to interest rates, I always followed the staff recommendation?
When it came to deciding whether there were problems in the stock
market, I always followed the staff's recommendation? The fact
that Alan Greenspan always followed the staff recommendation in
consumer affairs is confirmation that this was not highest on his
agenda. Alan Greenspan is not a man who is known for being staff-
led. He was not known for his intellectual passivity. Yes, he goes
to the staff, because he didn’t become Chairman of the Federal Re-
serve, the supereconomic chiefdom of the world, to worry about a
couple of people having an argument about a bank deposit in Chi-
cago. And if we don’t do that better than I think we would other-
wise do it, then we are going to have a problem. So that is why
we are here.

I now recognize the gentleman from Alabama. He has asked for
5 minutes. It is divided up. So I will just say to the clerks that he
will have his time.

Mr. BACHUS. Thank you, Mr. Chairman.

Let me start by saying that I am a strong supporter of the dual
banking system, and I think it has served our country well. Since
the 19th century, where the OCC regulates our national banks the
OCC, and then our Federal banks by the Federal Reserve and the
FDIC, and our State agencies, the Supreme Court has basically
preempted some State regulation on our national banks and estab-
lished one national standard, which obviously provides a great deal
of efficiency and ease of operation.

I think a national standard—OCC preemption—reduces the costs
of the banks. It enhances, I think, their ability or at least their op-
portunity, to serve their customers, particularly in a global market-
place. However, critics have expressed concerns about—and it is a
concern that I share—the adequacy of the OCC’s regime for enforc-
ing consumer protection. I wouldn’t have said that 5 years ago; 5
years ago, I would have said that I am confident that regulation
of our national banks and our State charter banks is sufficient. But
recent practices have really called into question my judgment that
customers are being well served, really, by both State and Federal
regulators.

When we passed Check 21, we were assured by the regulators
that this was a way to modernize our system, take cost out, which
was an excellent opportunity to modernize and bring our banking
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system forward. But we were told that it would not prejudice cus-
tomers. Within 6 months, we began to get complaints that while
checks were being debited to the account realtime, deposits were
not. Deposits were being held until the next day.

I like to cite real examples. And again, a lot of the people who
come to us with these complaints, it is the principle of the matter.
I said that about credit cards. I had a gentleman who was getting
work done at his house, he had a guy working there, and he paid
the contractor an $8,000 check. Before he paid him, he actually
said, “I have to go to the bank and make a deposit.” He went to
the bank, made a deposit, came back, and paid the contractor.

Well, it was about 2:30. The contractor went to a bank around
5:00 and deposited his check. It was the same bank where the gen-
tleman had made his deposit. The deposit wasn’t credited, but the
check was, because the bank explained to the gentleman that after
2:00, it was the next business day for deposits, but not for checks.
It was only the deposit which was the next business day. Now what
really enraged this constituent of mine, and actually I probably had
heard this on many occasions, was that his wife had written two
small checks, one for $6 or $8, and one for about $18. Well, the
bank could have paid those checks, but instead of paying those
checks, they put the larger one in first so it would overdraw the
account. He was actually told by his banker, and I confirmed this,
that the bank had a computer program which took the larger check
first to maximize overdraft charges. And, in fact, that has become
a common practice to take the larger check when there are two or
three checks presented at the same time. It maximizes the profit
of the bank, but it obviously operates to the detriment of the client.

Now, a lot of the people who come to complain to me, they have
time, they have money, they have resources, and it is not a life-
or-death situation to them. But I am in a district that has counties
where the median income is $18,000. After taxes, it is $12,000, and
when someone writes three or four checks, and one overdraws their
account, and the bank chooses to charge them for each of those
three checks, that is $100. That can represent half of their dispos-
able income for a week, and I see that as sharp practice. I see that
as unconscionable.

You heard last week, many of you, in the last week or two, you
had appeared before this committee on credit cards. Many of the
practices—I have heard no one defend them as saying they are fair.
I have had no one stand up and say this. I have had bankers and
institutions that do it say, we realize there is a problem there, but
no one is addressing the problem. And all of these practices are re-
cent practices.

I talk to bankers in Birmingham. I talked to one of the gentle-
men who established one of the large banks in Alabama. He said
that as long as he was there—and he is in his 80’s—the bank never
would have done what is being done now. He said they wouldn’t
have even thought to have done such a thing.

I mentioned Check 21, clearing the checks, some of the credit
card things. My fear with preemption, I think it can be a very good
thing. It can only be a very good thing if Federal regulators both
work with the State and coordinate their efforts to protect con-
sumers, and they also get serious about some of these abusive
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sharp practices which are not just fact. Yes, it increases the profits
of the bank, but that shouldn’t be—you know, that is not a jus-
tification for unfair practice. The customer has to have a seat at
the table. And I would hope that Federal regulators would promote
uniformity in Federal oversight, but also in strong consumer pro-
tection in both regulation and enforcement. I think that those are
steps which will ultimately improve the bank’s ability to serve their
customers.

In this regard, the memorandum of understanding between the
OCC and the Conference of State Banking Supervisors to facilitate
proper referral of consumer complaints to Federal and State agen-
cies with the regulatory authority is a step in the right direction,
and I hope we will protect customers. But let me tell you what it
won’t protect, the two things that we keep saying that we have,
and they are important, but they don’t do the job alone. One is fi-
nancial literacy. It is very important, but it is not an end-all, do-
all, and disclosure is not an end-all, do-all. The idea that it is in
the agreement, the customer was given notice of this practice, the
chairman and I discussed yesterday. We are both law school grad-
uates, we are very proud of our academic record in law school, and
yet we get these disclosures, and we don’t understand them.

The practice of the banks, to us, appears as something is simple,
what we call sharp practice or unconscionable. And I do believe,
and many of my Republican colleagues might disagree, but I do be-
lieve the Federal regulators: one, don’t carry forward on the prom-
ises that they made to us when we passed Check 21; and two, if
they do not start addressing some of these egregious practices, I do
believe that the confidence of this committee and this Congress—
if the Federal regulators in concert with State regulators don’t pro-
tect the customers, I believe this committee will lose confidence and
take action.

There are some on this committee who will never do that, they
will never intervene. They will basically let the market sort it out
between institutions and banks with a lot of financial resources
and customers with almost no resources and very little ability to
protect themselves. It is not a level playing field. And part of lev-
eling that playing field is strong consumer protection. It has been
a tradition of the Republican Party. It is a tradition I would like
to see honored both on my side and on the other side. And I know
these regulators; I know the people on the first panel. I know that
they want to do what is right for the customer. Thank you.

The CHAIRMAN. How much time has been consumed by both
sides? All right. We have 14 minutes left on this side. The gen-
tleman has 9 minutes left.

I am going to recognize for 2 minutes the gentleman from Ohio,
Mr. Wilson.

Mr. WILsSON. Thank you, Mr. Chairman.

Let me start by saying, first of all, thank you for holding this
hearing today, and I am pleased to be able to give an opening
statement. Let me welcome our witnesses.

I am Charlie Wilson. I am from the Ohio Sixth Congressional
District, and it is ironic we should be doing this today because just
a year ago, I was in the Ohio Senate working on predatory lending.
Ohio, ladies and gentlemen, has been a victim of predatory lending,
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and unfortunately we lead the Nation, the entire Nation, in fore-
closures. That is not something we are very proud of, and we are
a proud State with 11.4 million people, and we do a lot of things
fighic. So we sincerely want to get started on this at the Federal
evel.

As 1 said, last year we did Senate bill 185. We ran into some
lame duck problems at the end of the session, and lost some of the
teeth that were in Senate bill 185; however, we feel that we have
made some strides toward helping. We realize it is a combination
of problems that brings about the losses that we have.

Let me say that it is an honor to have representation of the Fed-
eral Reserve Board, the OCC, the FDIC, the Federal Trade Com-
mission and all of you who are here today. Thank you for taking
your time, and we hope to be able to get some direction and learn
from you as to what we need to do. I say this not only as a State
legislator, but as a former bank chairman, and a guy who spent the
majority of his life on a bank board and saw it grow in great incre-
ments and did lots of things right.

I might say that when we did a lot of our investigation on the
predatory lending that is going on in my home State of Ohio, it
didn’t seem to be the banks, it was more the subprime and the
mortgage companies, and we found different things that were real-
ly being abused that we needed to address. So I really welcome the
opportunity to hear from you today as to what protections we can
put in, what we can do to be able to move the ball and be able to
clear up this cancer that is in our society.

So I appreciate the opportunity to speak, Mr. Chairman, and
thank you to the witnesses for being here today. I look forward to
hearing from you.

The CHAIRMAN. I thank the gentleman.

Next, the gentleman from Louisiana is recognized for 5 minutes.

Mr. BAKER. Thank you, Mr. Chairman.

I wish to establish that I have been a preemption advocate for
some time, so my position here is not necessarily inconsistent with
past practices. I have challenged Attorney General Spitzer in his
role as assuming the role of promisee in the securities marketplace.
I was in the majority then, but I was in the minority, though, sup-
porting that position. I have now cemented my position in the mi-
nority and continue to be in such a minority.

However, I think to attempt to balance the record just a bit, the
issue of preemption begins in 1819 with McCulloch v. Maryland,
when a State attempted to tax the Bank of the United States. This
is not a revelation that has developed since the ATM machine. This
is something that has been a customary practice for one principal
reason: to provide stability in our capital markets and solvency
among our financial institutions who engage in risk-taking by ex-
tending credit to those who qualify for the credit they seek.

Let us make clear that this is not about the OCC. The OTS has
a long-standing authority for actions in preemption. In fact, during
the early 1980’s, a painful time in the real estate industry under
President Carter, interest rates, prime, approached 21 percent, and
States began to take action to prohibit individuals from transfer-
ring the terms of their mortgage to the new borrower in order to
instill an artificially low interest rate environment while the prime
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rate to the lending institutions themselves were 2, 3, 4, or 5 times
the availability of the funds from the existing mortgage terms.

That was litigated all the way to the Supreme Court, and in the
mid-1980’s, it was held as a right of the OTS for the safety and
soundness of the institutions involved and, I would point out, lost
in this debate is the taxpayers of the United States who stand in
good faith and ready to back up the losses of those institutions
should they become insolvent. And need I remind everyone that in
the late 1980’s, we ultimately created the RTC, and many members
of this committee spent many long hours derailing and bemoaning
the actions of those thrifts in Louisiana and Texas which took ex-
treme action to extend the losses to the American taxpayer. This
is not incidental stuff. It has real-life consequences. Preservation
and market stability is important. It is not necessarily just for
those who are here at the table this morning.

The Credit Union Association, the NCUA, is not represented here
this morning. They have the preemptive right to regulate not only
nationally chartered, but State-chartered, federally insured credit
unions. The National Federal Credit Union Act requires the regula-
tion of federally insured, State-chartered credit unions to comply
with certain provisions of NCUA’s rules and regulations, not mere-
ly a regulator’s action, but by action of this Congress. Therefore, to
unwind the preemptive role of the NCUA from the function of regu-
lating credit unions in this country, the Congress would have to
act. We simply cannot beat up a handful of regulators and claim
it is all at fault.

Beyond the question of the credit union, which I suggest would
not likely be a helpful contribution to the overall debate this morn-
ing, an Executive Order issued during President Reagan’s term, the
great defender of free markets, said Federal action limiting the pol-
icymaking discretion of the State should be taken only when con-
stitutional authority for the action is clear and certain that the na-
tional activity is necessitated by the presence of a problem of na-
tional scope. There is a way to define the need for preemption to
preserve the integrity of our national capital markets while not at
the same time obviating the States’ ability to intercede on con-
sumer protection advocacy. Both can be done, not mutually exclu-
sive.

When we look back to the authorities of the OCC currently in
question, there are areas where they are not now able to preempt
contract law, criminal law, torts, actionable torts, in some cases the
OTS, even in zoning matters. In other cases, the OTS doesn’t
match up exactly, but is similar in context.

So there is an obligation of the regulator for the sake of the
United States taxpayer, whether a bank, whether a savings and
loan, or whether a credit union, to act in a manner which is reason-
able and prudent to ensure the continued solvency of that financial
system. It does not, however, require that a regulator turn their
back on actions which do not serve public policy well, and joining
with State regulators can take action against those who engage in
activities not for the common economic good or to the prejudice of
the individual consumer.

If we can back this down a notch and focus our attention on
where the real problem is, whether a State regulator can govern
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the actions of a subsidiary of a national bank really should not be
an issue. Whether you are in the main office in Chicago, or you are
standing next to the potted plant in west Texas, it is the same in-
stitution governed by the same set of rules, and should they violate
those rules, they will be held accountable by the national regulator;
and should they engage in activities which are found to be
cannibalizing the assets of normal, everyday, hard-working con-
sumers, I will join with every other member of this committee in
seeking out those problems and providing a Federal remedy, if nec-
essary, if the States are unable to act.

But if the States are able to act, we should not get in their way.
And T would assume—and questions of those on the panel this
morning—we can determine whether they choose or will choose to
intervene in consumer protection policies and intercede on the be-
half of banks, or will you balance your judgment between the con-
sumer and stability of our financial markets.

I yield back.

The CHAIRMAN. The gentlewoman from New York, the chair-
woman of the Financial Institutions Subcommittee, is now recog-
nized for 5 minutes.

Mrs. MALONEY. I thank the chairman for yielding and for orga-
nizing this incredibly important issue on the overarching issues of
Federal and State consumer regulation. And I compliment you on
the all-star cast of witnesses who are assembled today. And as you
mentioned, the subcommittee which I chair is charged with con-
sumer protections, so this is tremendously important to me, and I
would say to all consumers and all Members of Congress.

Whether it is in the context of credit card regulation or subprime
mortgage lending, the fact of growing OCC preemption requires us
ti)’1 ask who is best able to make new rules and who can enforce
them.

I do want to mention that I have been involved and concerned
about some of the abuses that Chairman Frank and Ranking Mem-
ber Bachus highlighted. Chairman Frank mentioned the overdraft
fees as an abuse, and I want to mention that I have legislation con-
cerning this before Congress which would call for notice at ATMs
on these overdraft fees.

And in the area that Ranking Member Bachus mentioned on de-
posit holds, I had a bill in last year to speed up deposit holds, and
in this Congress I did not introduce it. I was awaiting the response
from the Fed and their report on the bank adoption of Check 21
enforcement. But it is now clear that the Fed will not be regu-
lating, or so they have said in their report, so I will be reintro-
ducing my bill. I do want to note that Chairman Frank and I wrote
a letter last week, literally, to the Fed urging them to regulate in
this area.

On the issue that is before us today, it may be correct, as the
OCC says, that the Watters decision changed the law very little,
if at all, but in legal history books, I believe it will be seen as
marking the end of one era and the beginning of the next. I hesi-
tate to announce the impending death of the dual-banking system,
but I wonder what meaningful role is left for State regulators. As
an elected official, I believe very strongly in the statements earlier
by Chairman Frank that elected officials are the most responsive
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to the needs of the public, to the needs of their constituents and
to the needs of consumers. And as a New Yorker, I know that an
active State AG is a very effective consumer protector. On the other
hand, in today’s global market we may no longer be able to afford
the luxury of having the most banking regulators in the world.
Uniformity may be an advantage we can no longer afford to do
without.

So I would like to see the Federal regulators prove that they can
take up this responsibility and build a record on consumer protec-
tion to match the record they have built on safety and soundness.
For instance, I would like to see the Fed use its authority in unfair
and deceptive practices to regulate in both the subprime mortgage
area and in the credit card area to ban abuses. As I suggested at
last week’s hearing, maybe we should extend the power to the
other agencies as well so that there would be more regulatory vigi-
lance. Joint rulemaking would give a seat at the table to the var-
ious sectors and provide more input and different views.

I would like to see the OCC and the FDIC ramp up their staffing
and resources to make it possible for consumers to call and com-
plain and get a helpful response. Structurally, I am concerned that
the consumer protection sections of the agencies, that they should
have direct access to the top decisionmakers and have a seat at the
head table.

I also think we should support and encourage efforts by Federal
regulators to work with States. For example, the OCC and the Con-
ference of State Banking Supervisors have agreed on a model
framework for sharing consumer complaints that has been put into
place in my home State of New York with an MOU between the
OCC and the New York State Banking Department. I understand
that 17 other States have followed New York’s lead and have gone
forward with such agreements.

I hope we can explore these and other issues, and I very much
look forward to the testimony on this critically important issue.
And I yield back the balance of my time. Thank you, Mr. Chair-
man.

The CHAIRMAN. I thank the gentlewoman.

I will await the Ranking Member for the disposition of his last
minutes, and I will recognize the gentleman from Kansas for 4
minutes.

Mr. MOORE OF KaNsAs. Thank you, Mr. Chairman, for having
this hearing, and again I want to also thank the witnesses who are
here to testify and to help answer some of our questions about
what we can do to address this issue.

Before I came to Congress, I was for 12 years the elected district
attorney in Johnson County, Kansas, which is a suburb of Kansas
City, and our office early in my tenure investigated and success-
fully prosecuted a national oil company charged with breaking gas
pumps to cheat consumers. Things seemed to happen again and
again.

We had problems then. We are having problems now. Consumers
who file complaints with the consumer protection division of my of-
fice, which was really a very straightforward process, especially
compared, I think, to the prospect of filing a complaint faced by
banking customers today when they have a problem with their fi-
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nancial institution—I don’t think the average person has any idea
where to file a complaint when something has gone wrong with
their bank. In the past, a consumer who had a problem with a
bank would often call the banking regulator or the attorney gen-
eral’s office, but the role has been significantly reduced in today’s
atmosphere.

When it comes to Federal regulators, I don’t think most con-
sumers have even heard the name of the several of them—Federal
Reserve, OCC, NCUA, FTC, and OTS—and they all, I suppose,
have seen the sign on the bank doors, FDIC, but they don’t even
know what these other institutions do. Even if the consumer knows
the right Federal regulators, it is often then hard to find consumer
complaint resources on the regulatory Web sites. Some of them re-
quire a great deal of searching to find a telephone number or com-
plaint form. And when the consumer submits the complaint to the
regulator, the process, I think, can be confusing and intimidating.

Our committee needs to feel confident that if consumers have
fewer opportunities to go to State regulators for satisfaction, the
Federal regulators are doing all they can to make this process as
consumer friendly as possible and using what they learned from
consumers to push financial institutions for better performance.
Generally consumers are seeking assistance from regulatory agen-
cies because they have experienced some level of frustration with
their bank or their financial institution. We owe it to them to en-
sure that the process they encounter, the resolution they receive is
not a source of greater frustration than the original complaint.

Again, thank you all for being here, and I hope we can work to-
gether and address some of these issues.

Thank you, Mr. Chairman.

The CHAIRMAN. The gentleman from Colorado is now recognized
for 2 minutes.

Mr. PERLMUTTER. Thank you, Mr. Chairman. Thanks for the op-
portunity to make a statement this morning.

Recent actions such as Watters v. Wachovia give me some con-
cerns because it weakens the role that States play in consumer
transactions. The Supreme Court ruling, I believe, will make it
more difficult for State banking consumer protections, which are
considerably, in many instances, tougher than Federal measures,
and I would ask those of you who are working with the various
State regulators to continue to do that and allow for the States to
continue to play a significant role in connection with consumer pro-
tection. In Colorado, we have really some good consumer protection
laws, and some outstanding regulators, and the States must con-
tinue to play a role.

The other day Chairman Maloney convened a hearing on con-
sumer protection and credit card practices, and I didn’t get to
speak until the very end, the third panel, and I missed many of
you. But I went into sort of a tirade, and I will apologize for that
now. But I did it because I come from a background representing
banks and credit unions and financial institutions.

But I can tell you that in Colorado, there is a populist uprising.
And Mr. Bachus, I think, hit it on the head, the chairman hit it
on the head. Just looking at the regulation Z—and people were
calling it the periodic statement. For me it is more confusing than
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the periodic table because people are getting charged so many fees
and such high rates. That is where we are coming from, whether
it is the ATM charge—in Mr. Bachus’ State, it is $39. Thank good-
ness in Colorado it is only $34. If you have a $2 overdraft, you get
a $34 overcharge. If you have—you believed you paid off your card
that month, but you didn’t realize there was a double billing cycle,
and you still have 50 cents. You don’t pay the 50 cents, so you get
a $25 late charge. That is what people are upset about.

The disclosures are fine and dandy if you can understand them
because they are complicated. I mean, if you look at all the dif-
ferent fees just on the credit card regulation Z table, which we
have simplified, it is still very difficult for anybody to understand,
you know, not just the ordinary guy trying to make some kind of
transaction.

So Mr. Baker is right about the preemption and the role of sol-
vency versus the consumer. But what I think all of us are con-
cerned about is that the consumer, the charges—somebody called
it the other day risk-based lending. I call it profit-based lending.
These fees make a lot of money for the financial institutions at the
cost of the consumers, and they have gotten out of hand.

Thank you, Mr. Chairman. I will yield back.

The CHAIRMAN. All time has expired on this side. I believe we
are through on both sides.

I sincerely apologize for the length of the statements, but I think
it was important for all of you to know how—and I think on a bi-
partisan basis we express this—we feel this concern.

And we are now going to begin. No inferences should be drawn
by the order. I never know exactly what the order was. Maybe peo-
ple knew that our two chairs here would be color-coordinated, and
they should be together. But for whatever reason, we will begin
with Mr. Kroszner.

STATEMENT OF THE HONORABLE RANDALL S. KROSZNER,
GOVERNOR, BOARD OF GOVERNORS OF THE FEDERAL RE-
SERVE SYSTEM

Mr. KrROSZNER. Thank you very much. Chairman Frank, Ranking
Member Bachus, and members of the committee, I really appre-
ciate the opportunity to discuss the Federal Reserve Board’s role in
protecting consumers in financial services transactions with you
today.

An important part of the Federal Reserve’s mandate is promoting
the availability of credit throughout the banking system. Equally
important, the Federal Reserve has responsibility for implementing
the laws designed to protect consumers in financial services trans-
actions.

In carrying out its responsibilities related to consumer protec-
tion, the Federal Reserve has four complementary roles: First, we
write rules to implement the consumer financial services and fair
lending laws; second, we examine the financial institutions we su-
pervise for compliance and as necessary take action to enforce the
laws and resolve consumer complaints; third, the Federal Reserve
actively promotes consumer education through its publications in a
variety of partnerships with other organizations; and fourth,
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through the community affairs program, we promote community
development and fair and impartial access to credit.

In my oral remarks today I would like to focus on our role as rule
writer. Many of the laws we implement are based on ensuring that
consumers receive adequate disclosures about the features and
risks of a particular product. When consumers are well-informed,
they are in a better position to make decisions that are in their
best interest. Effective disclosure also enhances competition and
has the capacity to help weed out some abuses.

Advances in technology have fostered the development of prod-
ucts that are increasingly diverse, but also increasingly complex.
While this has expanded consumer choices, it also presents a chal-
lenge to ensure effective disclosures about these complex products.

The Board is committed to developing more effective disclosures,
and we have recently undertaken an innovative approach, namely
using consumer surveys and testing in detail to understand con-
sumers’ needs in order to develop our regulatory response. Con-
sumer testing can help us improve the effectiveness of disclosures
by providing insight into consumers’ understanding of financial
products and their decision-making processes.

Given the complexity of some products, we must also be aware
of the potential for information overload and design disclosures
that not only are accurate, but clear and simple enough so that
they are meaningful and useful to the consumers.

The Board is keenly aware that disclosures and financial edu-
cation may not always be sufficient to combat abusive practices.
The consumer laws implemented by the Board contain a number
of restrictions, and the Board has the responsibility to prohibit
other practices by issuing rules, for example, if the Board finds
they meet the legal standard for unfair and deceptive practices.
Crafting effective rules under the unfair or deceptive standard,
however, presents a significant challenge. Whether the practice is
unfair or deceptive depends heavily on the facts and circumstances
of the individual case.

To be effective, rules must be broad enough to encompass a wide
variety of circumstances so they are not easily circumvented. At
the same time, broad prohibitions can limit consumers’ options in
legitimate cases that do not meet the required legal standard. This
has led the Federal Reserve to focus primarily on addressing poten-
tially unfair and deceptive practices through case-by-case deter-
minations rather than through rulemaking. The Federal Trade
Commission, which has authority to prohibit practices from finan-
cial services firms that are not depository institutions, I believe has
taken a similar approach. Because prohibition on unfair or decep-
tive practices applies to all the depository institutions as a matter
of law, the banking and thrift agencies can and do enforce prohibi-
tion using their supervised reinforcement powers.

The Board also addresses concerns about some practices under
other statutes, such as the Truth in Lending Act and the Truth in
Savings Act. For example, the Board adopted a rule to address so-
called flipping of high-cost mortgages and revised the Truth in Sav-
ings Act rules to address concerns about overdraft protection pro-
grams.
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In conclusion, the Federal Reserve takes its consumer protections
responsibilities very seriously and is committed to addressing abu-
sive practices. We will consider how we might use our authority to
prohibit specific practices consistent with the legal standards in ap-
propriate cases such as when there are widespread abuses that
cannot be effectively addressed on a case-by-case basis. For exam-
ple, tomorrow I will be chairing a hearing to examine how the
Board might use its rulemaking authority to address practices in
the subprime mortgage market. We must be careful, however, not
to curtail responsible subprime lending. Any rules should be drawn
sharply to avoid creating legal and regulatory uncertainty which
could have the unintended consequence of substantially reducing
consumers’ access to legitimate credit options.

Again, I want to thank the committee very much for holding this
hearing today, and I look forward to the questions that you have.
Thank you.

[The prepared statement of Governor Kroszner can be found on
page 159 of the appendix.]

The CHAIRMAN. Next we will hear from the Comptroller of the
Currency, Mr. Dugan.

STATEMENT OF THE HONORABLE JOHN C. DUGAN, COMP-
TROLLER OF THE CURRENCY, OFFICE OF THE COMP-
TROLLER OF THE CURRENCY

Mr. DUGAN. Chairman Frank, Ranking Member Bachus, and
members of the committee, I welcome this opportunity to discuss
consumer protection. As the Federal Reserve just said, the OCC
also takes this responsibility very seriously, especially since retail
banking has become a much larger part of the activities of national
banks.

Frankly, our comprehensive approach to consumer protection, in-
tegrating guidance, supervision, enforcement, and complaint resolu-
tion is just not well understood. The fact is consumer protection is
a fundamental part of the OCC’s mission, and we are not simply
a safety and soundness regulator as some have suggested. OCC su-
pervision plays a unique and critical role in ensuring compliance
with Federal consumer protection standards. Our extensive and
continual presence in national banks, from large teams of resident
examiners at our largest banks, to our frequent on-site examina-
tions of our community banks, allows us to identify and fix con-
sumer compliance issues early before they become major problems.
As a result, our compliance regime is not enforcement only. In-
stead, it is better described as supervision first, enforcement if nec-
essary.

With supervision addressing so many problems early, that formal
enforcement often is not necessary. For this reason, the number of
formal enforcement actions taken by any bank supervisory agency
is a misleading measure of the effectiveness of its consumer compli-
ance regulation. Yet when we have needed to take strong enforce-
ment action, the OCC has not hesitated to do so, often providing
new standards to protect bank customers.

The OCC also has developed a robust process for addressing con-
sumer complaints. Our Customer Assistance Group integrates
skilled professionals and up-to-date technology to redress indi-
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vidual problems, answer questions, educate consumers, and sup-
port our consumer compliance supervision.

While we believe this comprehensive approach is effective, it does
have three significant limits: statutory limits set by Congress, rule-
writing limits in that the OCC has no authority to write most con-
sumer protection regulations; and jurisdictional limits in that our
authority obviously only extends to national banks.

Let me also briefly share our view of the Supreme Court’s recent
preemption decision. The Watters case does not mark a shift in
prevailing law, but it does clarify responsibility and accountability.
In particular, it makes clear that Federal and State regulators both
have important jobs to do, but they are different. Ours is to regu-
late and supervise national banks for which we should be held ac-
countable. Theirs is to regulate State-chartered entities for which
they should be held accountable.

And to those who argue that there should be both Federal and
State supervision of national banks, that there can never be too
many cops on the beat, I must respectfully disagree. We believe it
is counterproductive for States to focus their finite enforcement re-
sources on national banks that are already heavily regulated, espe-
cially when there are lightly regulated State entities, like many
subprime lenders and mortgage brokers, that clearly have been the
source of real problems. You can indeed have too many cops on the
same beat if it means leaving other, more dangerous parts of the
neighborhood unprotected.

We believe consumers benefit most when the OCC and the States
focus on our respective areas of responsibility and find productive
ways to cooperate. The OCC is doing just that. For example, since
last November we have reached agreements with 18 States, as was
mentioned earlier, to refer and share complaint information. Simi-
larly, the OCC and the other Federal banking agencies have co-
operated with the States to extend the coverage of the nontradi-
tional mortgage guidance and the proposed subprime lending guid-
ance.

I am also very pleased to announce another cooperative initiative
today on mortgage brokers: parallel examinations of national banks
regulated by the OCC and the mortgage brokers that they use reg-
ulated by the States. This intersection of our regulatory jurisdic-
tions provides a real and useful opportunity to coordinate our ef-
forts, especially given the recent criticism of mortgage broker prac-
tices. Though still in the early stages, and limited in scope, both
we and the Conference of State Bank Supervisors believe this new
initiative shows real promise.

Finally, my testimony provides the following suggested improve-
ments to Federal consumer protection regulation: First, joint agen-
cy authority, including for the OCC, to write regulations defining
unfair and deceptive practices applicable to banking organizations;
second, a requirement that an agency charged with writing con-
sumer protection regulations consult before issuing such regula-
tions with the regulators charged with implementing them; third,
a requirement that consumer protection regulations be revised and
updated more regularly than they are now in order for the regula-
tions to keep pace with change; and fourth, the development of a
centralized Web site for complaints by consumers of any banking
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institution regardless of charter to help eliminate much of today’s
confusion.

Thank you very much. I look forward to answering questions.

[The prepared statement of Comptroller Dugan can be found on
page 120 of the appendix.]

Thank you, Comptroller.

And next, the Chairman of the Federal Deposit Insurance Cor-
poration, Chairman Bair.

STATEMENT OF THE HONORABLE SHEILA C. BAIR, CHAIRMAN,
FEDERAL DEPOSIT INSURANCE CORPORATION

Ms. BAIR. Chairman Frank, Ranking Member Bachus, and mem-
bers of the committee, I appreciate the opportunity to testify on
Federal consumer protection in financial services.

The U.S. financial system has undergone a significant change in
recent years. Consumers overall have benefited from the huge
number of new and innovative products and services they can now
choose from. But along with all this consumer choice has come
more complexity in product terms and cost structures. This com-
plexity has created financial pitfalls for the unsophisticated and
unwary. We also see many new players in the market, many of
them beyond the reach of Federal regulatory agencies.

The greatest weakness in today’s financial marketplace is the ab-
sence of clear consumer protection standards applied uniformly to
all participants in the market. As you know, consumer protection
is a key part of our job at the FDIC. We closely examine our banks
for compliance with consumer protection laws and regulations and
take enforcement actions where warranted. We also devote signifi-
cant resources to investigating and resolving consumer complaints.
And we carefully monitor and analyze consumer complaints to sig-
nal problems in particular services or financial institutions.

We have several recommendations for improving Federal con-
sumer safeguards that would provide stronger, more uniform pro-
tections and help level the playing field. First, as I have previously
testified, the FDIC supports national standards for subprime mort-
gage lending by all lenders through HOEPA rulemaking or by stat-
ute. Ideally, national standards would include a number of ele-
ments which I detail in my written testimony, such as requiring
underwriting at the fully indexed rate, restrictions on prepayment
penalties, and restrictions against misleading marketing.

Second, Congress should consider expanding rulemaking author-
ity to all Federal banking regulators to address unfair and decep-
tive practices under the FTC Act, not just to three of the five regu-
lators, as is the case under current law. This change in law would
include the prospective input at the FDIC and OCC in rulemaking
to protect consumers; together, we account for about 7,000 banks.

Third, to enhance enforcement of Federal consumer protection
laws, Congress could consider expanding the Truth in Lending Act
as well as the FTC Act to allow State authorities to enforce those
laws against nonbank financial service providers. Nonbank pro-
viders are a significant portion of today’s market. Allowing more
regulators to enforce these laws would beef up compliance.

Finally, I am a big believer in financial literacy. Educated con-
sumers are better able to make sound choices and protect them-
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selves against scams. Integrating financial education into existing
public school curriculum, such as in math classes, would help kids
from all income levels and expose them to basic financial principles
year after year. There are a number of Teach the Teacher pro-
grams offered at many universities to assist school systems in inte-
grating financial education into core curriculum, but such programs
could greatly benefit from Federal financial support.

In conclusion, I would say that market competition is the best
way to set prices and allocate resources. However, markets need
rules. Abusive or misleading financial practices not only hurt con-
sumers, they hurt the reputation of the entire industry. The FDIC
stands willing to assist you and our fellow regulators in finding
ways to serve the needs of consumers and the markets. Thank you,
and I would be happy to answer your questions.

[The prepared statement of Chairman Bair can be found on page
91 of the appendix.]

The CHAIRMAN. Next, the Chair of the Federal Trade Commis-
sion. And Chairwoman Majoras, we know we are not your usual
venue, so we very much serious appreciate you doing this. But it
did seem to us that having all the regulators together is really the
prerequisite, and we hope that this won’t be the last time you all
will be together talking about this issue. Madam Chairwoman,
please proceed.

STATEMENT OF THE HONORABLE DEBORAH PLATT MAJORAS,
CHAIRMAN, FEDERAL TRADE COMMISSION

Ms. MAJORAS. Chairman Frank, Ranking Member Bachus, and
members of the committee, I am pleased to be here with you and
with my colleagues today.

Because financial issues affect all consumers, whether they are
buying a home, trying to improve their credit rating, or dealing
with rising debt, protecting consumers of financial services is a key
part of the mission at the FTC.

Now, of course, the FTC is primarily a law enforcement agency.
We don’t have the same sort of supervisory authority over par-
ticular entities that some of my colleagues here have. And, of
course, we don’t have jurisdiction over banks. But under the FTC
Act and several other consumer protection and financial statutes,
the Commission has broad jurisdiction over nonbank financial com-
panies, including nonbank mortgage companies, mortgage brokers,
finance companies, and some units of bank holding companies.

The FTC uses three main tools to protect consumers: law enforce-
ment; consumer education; and policy research and development.
We focus our investigations and prosecutions on combating and
preventing unlawful acts and practices that are most likely to
cause consumer harm. Recently in this area, we focused on the fol-
lowing: mortgage lending and servicing; nonmortgage lending and
leasing; gift card sales; advance fee loan scams; debt collection
practices; credit and debt counseling services; and credit reporting.

The Commission has targeted deceptive or unfair practices in all
stages of mortgage lending, for example, from advertising and mar-
keting through to loan servicing. In the past decade, the FTC has
brought 21 such actions, focusing particularly on the subprime
market.
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As a result of these actions, courts have ordered the return of
more than $320 million to consumers. And because law enforce-
ment is highly effective, indeed, it is most effective when govern-
ment agencies cooperate, we have done so whenever possible and
appropriate. For example, we brought an action against Fairbanks
Capital Corp., one of the country’s largest third-party subprime
loan services a few years ago with HUD. We charged that Fair-
banks failed to charge consumers’ payments upon receipt, charged
unauthorized fees, and reported consumer payment information
that it knew to be inaccurate to the credit bureaus. And Fairbanks
and its former CEO paid over $40 million in consumer redress.

Attacking debt collection abuses is another critical part of our
agenda. Today, I am announcing the Commission’s 20th debt collec-
tion case since 1998. This week, the FTC filed an action to stop
debt collectors who targeted Spanish-speaking consumers and en-
gaged in repeated egregious violations of the Fair Debt Collection
Practices Act. The case has been filed under seal, and we are wait-
ing for the judge to rule in our request for a temporary restraining
order.

Another recent area of enforcement has been gift cards, and we
recently brought two cases against sellers of gift cards that carried
concealed fees. Both Kmart Corporation and Darden Restaurants
agreed to settle claims that they engaged in deceptive practices and
advertising in selling gift cards and are now implementing pro-
grams to either refund consumers or restore fees that were de-
ducted from the consumers’ gift cards.

Now, while law enforcement is essential, consumers are best
served if they can avoid the injury in the first place. To empower
them to avoid the harm, we have developed extensive consumer
education programs addressing financial services focusing on ex-
panding the reach of these materials to get them out there.

In the last fiscal year, we distributed over 4 million printed cop-
ies of financial education brochures, and had over 6 million hits on
the same publications on our Web site. In addition, we have edu-
cated young people who have limited experience with credit by con-
ducting outreach on college campuses, at local district college fairs,
and in high schools, including local high schools here in the Dis-
trict.

Of course, financial services markets are dynamic and continue
to evolve, and recognizing that, we and other policymakers must
continually assess how we adapt our policies and practices, and
how we engage in research and policy development concerning fi-
nancial services and consumers.

And today the Commission’s Bureau of Economics released a
study that confirms the need to improve mortgage disclosures. The
key findings of that study, which we have with us here today, are:
first, that the current federally required disclosures fail to convey
key mortgage costs to consumers; second, that better disclosures—
there was a prototype that our economists used—can significantly
improve consumer recognition of the various costs; third, that both
prime and subprime borrowers fail to understand key loan terms,
and they benefited from improved disclosures; and fourth, not sur-
prisingly, that improved disclosures provide the greatest benefit for
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more complex loans, whether they were prime or subprime. We
look forward to working with our colleagues on the next steps.

Looking ahead to October, the FTC, in response to a growing
number of complaints about the practices of debt collectors, is hold-
ing a public workshop to examine changes in debt collection and
the impact on consumers and competition, and we hope whatever
we learn there we can use to assist policymakers in developing fur-
ther laws, policies, and procedures.

Mr. Chairman, and members of the committee, I appreciate the
opportunity to provide the FTC’s input today, and I assure you that
you have our commitment to work tirelessly for the consumers of
this Nation. Thank you.

[The prepared statement of Chairman Majoras can be found on
page 180 of the appendix.]

The CHAIRMAN. Next we have Scott Polakoff, the Deputy Director
and Chief Operating Officer of the Office of Thrift Supervision.

STATEMENT OF SCOTT M. POLAKOFF, DEPUTY DIRECTOR AND
CHIEF OPERATING OFFICER, OFFICE OF THRIFT SUPER-
VISION

Mr. POLAKOFF. Good morning, Chairman Frank, Ranking Mem-
ber Bachus, and members of the committee. Thank you for the op-
portunity to present the views of OTS on the adequacy of consumer
protections in financial services.

Consumer protection, maintaining the safety and soundness of
the thrift industry, and ensuring the continued availability of af-
fordable housing credit are three critical responsibilities of the
OTS.

On the subject of today’s hearing, consumer protection, there are
four important components detailed in my written statement. Brief-
ly, effective consumer protection by regulators requires: Number
one, an emphasis on consumer protection in both the examination
process and the application process; number two, an effective su-
pervision program including the use of formal and informal en-
forcement actions to address threats to consumer protection; num-
ber three, a robust consumer complaint mechanism to address
issues as they arise and to use the information in the supervisory
process; and number four, effective training and continuing edu-
cation of examiners regarding consumer protection issues.

OTS has a consolidated examination structure that is unique
among the Federal banking agencies. The program combines our
safety and soundness and compliance examinations to better ad-
dress institutions’ risk during the exam process. Part of the ration-
ale for this approach is that compliance and safety and soundness
go hand-in-hand. We believe this provides a more comprehensive
assessment of an institution’s risk profile, more accurately exposes
weaknesses and deficiencies in an institution’s overall program,
and provides us with an accurate assessment of an institution’s
overall business strategy.

Our examiners are subject to an intensive cross-training program
to acquire the knowledge and skills needed to lead a melded exam-
ination. We also maintain a cadre of compliance experts to assist
examination teams in handling complex compliance matters.
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Because Federal thrifts may conduct their lending and deposit-
taking programs subject only to the requirements of Federal law,
the OTS is required to ensure that Federal thrifts conduct their ac-
tivities and programs in compliance with applicable consumer pro-
tection laws and subject to rigorous scrutiny of all aspects of an in-
stitution’s program.

We regularly examine risks for compliance with Federal protec-
tion statutes including the Truth in Lending Act, HOEPA, RESPA,
the Truth in Savings Act, ECOA, the Fair Housing Act, and the
Credit Reporting Act, among others.

We also continually track, investigate, and respond to consumer
complaints involving thrift institutions. We follow up with the in-
stitution on all consumer complaints filed with the Agency, and we
typically process and conclude consumer complaints investigations
within our 60-day timeframe.

In addition, this data plays a significant role in identifying areas
to focus on during on-site examinations in assessing the adequacy
of an institution’s overall compliance management program and in
pursuing corrective action that may be appropriate to address pro-
grammatic weaknesses or deficiencies.

I should also mention that we have finalized the model memo-
randum of understanding with the Conference of State Bank Su-
pervisors to share consumer complaint data between the OTS and
State banking supervisors.

When an institution’s lending programs are found to be poten-
tially predatory or lacking adequate controls to support responsible
lending, there are numerous options that OTS can take to stop
these practices and correct the situation. These include formal en-
forcement actions and informal agreements. While we find informal
actions to be an effective mechanism to address these types of su-
pervisory concerns, we do not hesitate to use our formal enforce-
ment authority when appropriate.

Fundamental to our continuing oversight of the industry we reg-
ulate is ensuring that institutions conduct their activities in a man-
ner consistent with sound consumer protection. In my written
statement we describe various programs, publications, and initia-
tives that the OTS has worked on its own and cooperatively with
various other agencies and organizations to promote consumer edu-
cation and responsibility. We also have various initiatives to im-
prove financial literacy, and we work closely with our institutions
to encourage them to do the same.

Regarding the adequacy of our existing authority to address con-
sumer protection issues and potential abuses that may arise going
forward with the programs of OTS-regulated thrifts and their affili-
ates, I believe our authority is complete and adequate. I do not be-
lieve that an additional statutory authority is necessary at this
time for OTS to continue to effectively supervise, regulate, and en-
force Federal consumer protection laws.

I look forward to answering your questions and thank you for the
opportunity to comment.

[The prepared statement of Mr. Polakoff can be found on page
219 of the appendix.]

The CHAIRMAN. Next to represent those involved here, the attor-
ney general of the State of Iowa, who has been active with the
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other State attorneys general, and I believe speaks for many of
them today, Mr. Tom Miller.

STATEMENT OF THE HONORABLE THOMAS J. MILLER,
ATTORNEY GENERAL, STATE OF IOWA

Mr. MILLER. Thank you, Mr. Chairman. Mr. Chairman, Ranking
Member Bachus, and members of the committee, thank you for in-
viting me, and thank you for listening to the views of myself and
State attorneys general.

The Watters case, I suppose we could debate whether it changed
the law or reaffirmed the law, but that debate is over. What has
happened, though, over the last 5 to 8 years is that the practice
has been changed, the practice of the role of State AGs and State
banking superintendents, in dealing with consumer complaints in
the banking area and related areas. For decades, we dealt with
those complaints, we dealt with those issues. Now we are prohib-
ited from doing so in many instances. So the practice has changed
considerably under the direction and institution of the OCC.

So we—like the chairman, like CSBS—think the law should be
changed. We think the States should have the role that they played
for decades, really, starting from the 1960’s on, with consumer pro-
tection, but we recognize that the law probably won’t be changed.
I think the chairman stated the political realities very, very well.
So what happens next?

I think the huge challenge for the Federal people is the volume
of complaints. This is the potentially intractable problem—probably
millions of complaints each year, some of them not heard, but out
there and maybe will be heard by the Federal regulators. How do
they deal with those complaints? Now many of those complaints at
a national level don’t have a lot of significance, but for that indi-
vidual person, it has a huge amount of significance. That is their
challenge.

Now, what do we, State attorneys general, think might be done?
Well, first of all, they have considerable rulemaking power that
generally in the past has not been used, in part because I think
they thought the States were doing these kinds of activities, and
we were. So they have rulemaking authority. And they have enor-
mous power because of their regulatory authority over the various
banks and institutions. So that is an enormous opportunity, but
they can’t be reticent, for whatever reason, to use their authority.

Recently, as a result of a New York Times story, the demand
draft issue has come forward where people can send through de-
mand drafts, checks that are unsigned, if they get the bank account
number, and clean out a person’s account. Well, that is something
the Federal regulators can take care of. In that story, it indicated
that the bank involved, 59 percent of the checks were returned.
Well, consumer protection people would tell you if it is 2 or 3 or
4 percent, that is fraud in the biggest, strongest possible letters as
a warning signal. So the Federal regulators need to figure out
where the banks—when they get a certain percentage of checks re-
turned for those reasons, they have to investigate, and invariably
they will find fraud. And frankly, if they do that, they can do in
this area more than the State attorneys general and do it more ef-
fectively.
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Another area is what I call soft-core fraud dealing with member-
ship clubs and getting people in membership clubs and banks giv-
ing the names and sharing the profits. Banks shouldn’t be doing
that. They shouldn’t be using their names. The regulators can stop
that, and, again, more effectively than the States.

The Federal regulators have to get the expertise in consumer
protection. They have some, but they need a lot more, because as
a practical matter, they have a lot more responsibility. They can
draw perhaps on former State officials that dealt with this area,
and many others, to build up their expertise in the consumer area.
And it is also a matter of focus. The chairman was, as always, bril-
liant on that, that the focus has been safety and soundness. The
focus of consumer protection with this increased role has to in-
crease at the agencies.

And finally, in terms of complaints, I go back to that, that is
something that in an informal way we might help on. But in any
area where there is problems and challenges, there is opportuni-
ties, and I think there is one amazing opportunity that is present
today, and that is for all of us to work together in the subprime
area and on predatory lending. That is an area where we still have
some considerable authority. And if we work together, what has
happened is that some of the bad actors are out of business; some
of the better actors are continuing in business and have
reputational issues. There have been problems that have been
raised for the country. There has been pain for both consumers and
investors. This industry, which is a chronic one, could be cleaned
up if we all worked together—meaningful, not just lip service, but
we got together, shared our expertise and shared our power, fig-
ured out on an ongoing basis at a staff level—I have a a guy, Pat-
rick Madigan, who works this all the time. He understands it com-
pletely. There are other people in the State offices and in the Fed-
eral offices. If they worked on it on an ongoing basis, and the prin-
cipals, the elected officials, the appointed officials, came in at the
appropriate time, we could clean up the subprime industry if we
worked together, and if we had the will to use the powers that we
all have on a complementary, comprehensive basis.

Thank you, members of the committee.

[The prepared statement of Mr. Miller can be found on page 205
of the appendix.]

The CHAIRMAN. And now my own State bank commissioner,
Commissioner Steven Antonakes, from Massachusetts.

STATEMENT OF STEVEN L. ANTONAKES, COMMISSIONER OF
BANKS, COMMONWEALTH OF MASSACHUSETTS, ON BEHALF
OF THE CONFERENCE OF STATE BANK SUPERVISORS

Mr. ANTONAKES. Good morning, Chairman Frank, Ranking Mem-
ber Bachus, and distinguished members of the committee. My
name is Steven Antonakes, and I serve as the commissioner of
banks of the Commonwealth of Massachusetts. I am also the chair-
man the FFIEC State Liaison Committee. It is my pleasure to tes-
tify today on behalf of the Conference of State Bank Supervisors.

I commend you, Mr. Chairman, for calling this hearing to discuss
consumer protection and financial services. The States have long
been recognized as leaders in providing consumer protection. CSBS
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is committed to working with Congress and our Federal counter-
parts to further the development of a fair and efficient system of
consumer protection that serves the interest of financial services
customers.

As you may know, nearly every consumer protection that exists
at the Federal level or that Congress is currently contemplating,
has its roots in State law. However, as the result of OCC and OTS
interpretations supported by the courts, it is unclear if the States
will continue to have the ability to serve as the laboratory for inno-
vation for banking consumer law.

Maintaining a local role in consumer protection and a strong
State banking system is more important than ever as our Nation’s
financial system consolidates. As the Nation’s largest banks become
less connected with the communities they serve, they are also find-
ing ways to become less accountable to those communities through
preemption of State law and law enforcement. CSBS believes that
the effective supervision of the financial marketplace requires a co-
ordinated effort among the Federal agencies and the States.

Ultimately the goal for Congress and the regulators should be to
create an efficient supervisory structure that allows institutions to
compete effectively and to make their products and services avail-
able to a broad demographic while offering effective consumer pro-
tection and recourse against fraudulent and abusive practices.

Recently the States, through CSBS, agreed to a framework for
the sharing of consumer complaints and resolutions between State
agencies and the OCC and the OTS. CSBS and the OCC are also
working with the other agencies to develop a model consumer com-
plaint form. In addition, I look forward to working with Comp-
troller Dugan to coordinate examinations of national banks and
State license brokers and originators.

These are all positive steps to improve service to consumers,
however, these efforts do not address our fundamental concern
about the impact of OCC and OTS preemption on how consumer
protections are developed and how they are enforced.

Recognizing that only Congress can address our concerns, we
would suggest the following:

Congress should require that the FFIEC write regulations and
guidance for consumer protection. This will allow the States to
have more input in the process and result in more consistent
standards for consumers.

Congress should give the FFIEC rule-writing authority for unfair
and deceptive acts and practices.

Congress should consider creating a centralized system for the
collection and distribution of consumer complaints to the appro-
priate regulators.

Additionally, banks and their subsidiaries should disclose who
their primary regulator is and how to address consumer complaints
to that specific regulator.

We ask that Congress direct the Federal banking agencies to list
applicable and preempted State laws. The Riegle-Neal Interstate
Branching Act stated that the OCC shall enforce applicable State
consumer protection laws. It is important that banks, the States,
and consumers know which State laws are being enforced and
which have been preempted.
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Congress should clarify State enforcement authority and the lim-
its of applicable State law for federally chartered institutions. State
legislators and attorneys general need a clear statement of their
roles in protecting the citizens of their States. The current state of
confusion is not acceptable.

And Congress should encourage Federal and State coordination
to develop consistent interpretation and enforcement of applicable
State laws.

I urge Congress to continue its examination of the adequacy of
OCC and OTS consumer protections and enforcement. The States,
through CSBS and our involvement on the FFIEC, want to be part
of the solution. We want to ensure that consumers are protected re-
gardless of the chartering agent of their financial institution. We
want to preserve the viability of both the Federal and State charter
options to maintain a meaningful choice in charters and the suc-
cess of the dual-banking system.

Thank you for inviting me to testify. I look forward to your ques-
tions.

[The prepared statement of Mr. Antonakes can be found on page
67 of the appendix.]

The CHAIRMAN. Thank you.

I am going to swap places with the gentleman from Kansas, Mr.
Moore. He will ask in my place, and I will wait until he would have
been reached. I recognize the gentleman from Kansas.

Before that, I want to introduce into the record a letter from the
National Association of Insurance Commissioners, by unanimous
consent, in which they say, “We would like to share with you some
of the examples of the negative effects of Federal preemption on
State regulation of health insurers.” They acknowledge that we
don’t have health, but they are expressing their concerns about the
negatgve effects of preemption in that area. That will be part of the
record.

The gentleman from Kansas.

Mr. MOORE. Thank you, Mr. Chairman, for swapping time with
me here.

I want to ask a question of Mr. Dugan. Pages 21 and 22 of your
testimony indicate that data derived from your customer assistance
group are used in identifying problems at banks. OCC claims that
it fields 70,000 inquiries and complaints each year compared to the
OTS, which received 5,200 complaints in 2006, and the Fed, which
received 1,900 in each of the last 2 years.

And I want to refer to a GAO report in February of 2006 which
says, in reporting its performance, OCC includes data on its re-
sponse to consumers’ inquiries which typically take less time,
thereby overstating its performance on timeliness to responses or
complaints.

Could you break down that number, that 70,000 number, for me
in terms of inquiries versus complaints? Can you give examples of
enforcement actions, formal or informal, that originates from con-
sumer complaints? Can you break down the number first, sir?

Mr. DUGAN. I can get the number on breaking it down for com-
plaints versus inquiries in just a moment, but we don’t trace which
inquiry leads to a formal or informal enforcement action. More
often than not, these lead to situations where we assist the con-
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sumer by resolving a dispute and providing financial relief. We
have tracked and provided over $30 million of financial relief to
consumers in the last 5 years that was facilitated through that
process.

Mr. MOORE. You are familiar with this GAO report in February
of last year, correct?

Mr. DUGAN. Yes, I am familiar with it. I am not sure these are
the same ones that you are talking about, but it is the 41,000 in-
quiries and 29,000 complaints. I am not sure that is the bar that
you were looking at.

Mr. MoOORE. That is really what I was looking for.

Mr. DUGAN. And we are very familiar with that recommendation.
We do break that down directly like that now as a result of the re-
port. We are quite conscious of that.

Mr. MOORE. Thank you.

According to this GAO report, OCC agreed with the conclusions
and recommendations.

Mr. DUGAN. Yes, sir.

Mr. MOORE. You are going to follow that?

Mr. DUGAN. Absolutely.

Mr. MOORE. I appreciate that.

I am pleased that some of you mentioned in your testimony, and
the attorney general mentioned in his testimony, that you are
working toward the goal of a uniform consumer complaint. I think
OCC talked about that and OTS and FDIC in your reports. While
you are developing this uniform complaint, which I think is great,
wouldn’t it be helpful to create a single toll-free number—any com-
ments by any of the panelists on that—so people who had a prob-
lem with their financial institution would know where to go?

I looked at some of the Web sites, and it is very, very confusing
and takes several clicks sometimes to get to a complaint form or
a toll-free number. Any comments about a single toll-free number
that maybe all financial institutions could use?

Mr. DUGAN. Speaking for the OCC, I think this is an idea defi-
nitely worth exploring. We have had some preliminary discussions
in a forum. I think the FTC actually has a number that they use
in these sorts of circumstances. It is more complicated than it first
sounds, but we can do more as a group to have a centralized, easy-
to-understand, easy-to-find function. And as my testimony indi-
cates, I really do think we should pursue that.

Ms. BAIR. Could I add, since we are the deposit insurer, the
FDIC logo is displayed in all banks and thrifts. Because we re-
cently needed to change our logo due to the merger of two of our
funds, our Web site and all the information that is sent out about
the FDIC is displayed at banks and will have our Web site address
on it.

Anticipating your question, it only took us two clicks to get to the
complaint form on our Web site. But if we could improve that and
put the complaint form on the FDIC home page, I am happy to do
that. But I do think that de facto we serve as a clearinghouse now
because a lot of people come to us because they know our name.
We would be happy to expand upon that role.

Mr. MOORE. Any other comments by panelists up here? Mr.
Kroszner?
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Mr. KrROSZNER. We also have been moving towards having a sin-
gle 800 number for all the Federal Reserve banks, because we have
a system of 12 regional Federal Reserve banks. Rather than have
the customer try to find the regional Federal Reserve bank that is
appropriate to them, by 2008 we will have a centralized clearing-
house with one number for everyone to call. I am very much sup-
portive of that idea.

We also now have a beta version of the Web site up that if you
have your institution’s name, you can type that institution’s name
in, and it will tell you whether it is a Federal Reserve supervisor,
an FDIC supervisor, or an FCC supervisor, etc. Also, if you call
that 800 number, there will be a person who can tell you if it is
a Fed institution, or it is an OCC or other institution, and then di-
rect the person directly to that. But I think it is extremely valuable
that we do this, and we are working towards that end.

Mr. MOORE. A real person you are talking about that consumers
can talk to?

Mr. KROSZNER. A real person, not a series of, “Press 5 if you
would like to wait for 5 minutes.”

The CHAIRMAN. In what country will this real person be working?

Mr. KROSZNER. I believe—this will be up in 2008, but I believe
that real person will be working in the United States.

The CHAIRMAN. That is reassuring.

The gentleman from Alabama.

Mr. BacHus. Thank you, Mr. Chairman.

Comptroller Dugan, you mentioned the importance of working
with State officials. Could you give us some greater detail on areas
where you have worked with them or you are open to working with
them in the future?

Mr. DuGAN. Absolutely. As I mentioned, we have been trying for
some time to figure out a way to share consumer complaint infor-
mation, and, last November, after a series of meetings and good co-
operation of the Conference of State Bank Supervisors, we adopted
a model memorandum of understanding where we can share infor-
mation about complaints, get referrals, and report back on the dis-
position of information. And, as a result of that, we entered into
an agreement first with the State of New York, and since then with
17 other States, and we are pursuing that with a number of other
States.

We have entered into similar agreements with 14 State insur-
ance commissioners. When we did our nontraditional mortgage
guidance, it became apparent that a huge part of the mortgage
business is being conducted at the State level, not just by non-na-
tional bank people, but by nonbank-affiliated lenders. Over half of
the subprime mortgages were issued there, for example, and it be-
came very important for us to have some kind of agreement by
States to adopt similar rules for that.

Lastly, as we just announced today, we have spoken with Com-
missioner Antonakes and the State of New York’s commissioner,
Superintendent Neiman, to try to develop a way to look more close-
ly at State-regulated brokers that originate mortgages that are
used by national banks, and have parallel examinations where we
can share information. I believe this will be particularly important
going forward to make sure this new guidance is being imple-
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mented not just by employees of the banks that we supervise, but
by the brokers that they use and with whom the banks don’t nec-
essarily have the same kind of contact as they do with their own
employees.

Those are several types of things. We are open to other kinds of
suggestions. We welcome them.

Mr. BacHUS. Complaints that OCC has not taken any enforce-
ment actions, does that indicate you are not doing your job?

Mr. DUGAN. No. It is something I did try to spend some time dis-
cussing in our testimony. First of all, we do take enforcement ac-
tions. We are not an enforcement-only regime as is the case in
many places that don’t have regulated institutions.

We, because of our extensive presence in the banks that we su-
pervise, which is also true of the other bank regulators, are able
to effect change much more quickly in a way that never reaches an
enforcement action. We have a series of graduated steps that we
take to effect corrective action beginning with something called a
“matter requiring attention.” And, if you look at our record over the
last 5 years, which we did in anticipating this hearing, we totaled
up the number of formal enforcement actions that we took in con-
sumer-related issues. It is about 200. Similarly we took about 200
informal enforcement actions on consumer issues. But if you look
at the “matters requiring attention” that start this process, there
were 1,500 of them. And that is what you want to see. You want
to see identification early of what those problems are, telling man-
agement to fix this, and they don’t result in enforcement actions
but instead result in correction.

The problem for us is that as a public relations matter, people
don’t see that. And that is the point really I am trying to get
across, which is you can’t measure how well we do what we do in
this area by only looking at formal enforcement actions.

Mr. BacHus. All right. Let me ask the total panel, anybody, if
you would like to comment. Neither the OCC or the FDIC has rule-
writing authority to define unfair and deceptive practices under the
FTC Act. Is that going to limit your ability to protect consumers?

Ms. BAIR. Well, we enforce UDAP, but we don’t have the ability
to write rules. And so because there are no rules, we are finding
out we have to use case-by-case determinations and consult a great
deal with the Fed and the FTC about what is unfair or deceptive
because we don’t have the ability to define these terms.

Rule-writing authority would be extremely helpful, especially in
the subprime area. If you have a rule, you can have a preventive
effect. You can let the industry know as a whole that certain types
of practices are going to be viewed as unfair and deceptive, as op-
posed to having to go in bank-by-bank in the supervisory process.
Also, if you take informal action, it is not public, so there is not
any precedential impact.

It will certainly be used in consultation and coordination with
the other regulators, and I do think it would be helpful.

Mr. DUGAN. And I would just add that I agree with that. For
many years it was not clear that banking agencies could even take
enforcement action under unfair and deceptive. The OCC was the
first agency to go down that path. We have taken a number of en-
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forcement actions on a case-by-case basis, but we do think it would
be helpful to have rule-writing authority.

Frankly, I think it would be most helpful to have it on a joint
basis. Our concern is that if one agency adopts a rule, people could
use other charters to do the same activity, although 1 agree with
my colleague that as a practical matter we would probably work to-
gether in any event. But I do think that is important.

Mr. BAcHUS. Could I ask one other question? Have any of the
regulators or the FDIC found any credit card practices to be unfair
or deceptive? Let me highlight three or four. One is that they apply
your payment to your lowest interest rate. Another one is universal
default where they increase your interest rate simply because your
credit score goes up, or you approach your credit limit, or you take
out a loan to buy an automobile, or a double-billing cycle, or a short
billing cycle.

Even I now face a situation where you are up here all week, and
sometimes you get home, and you have about 8 days or 6 days to
get that check in the mail. And the cycle continues to shorten, it
appears. And they also—as the chairman documented, many times
they will—even though the payment arrives on a certain day, it is
posted, but it is not credited until the next day.

Mr. DucaN. We regulate a number of the credit card banks in
the country. We have taken a number of enforcement actions
against credit card banks for unfair and deceptive practices, pri-
marily subprime credit card practices, and as a result there are
very few subprime credit card providers left in the national bank-
ing system.

Having said that, the types of practices you described, double-
cycle billing, universal default, those are not things that we have
taken or regarded as unfair and deceptive so long as they are ade-
quately disclosed. The regime that we have always operated under
as a statutory matter is that fees and charges are not things that
we generally regulate unless they rise to the level of being some-
thing that 1s unfair and deceptive the way that is defined in the
Federal Trade Commission Act. And if those fees are adequately
disclosed, they have not been treated as unfair or deceptive, and
I don’t know of any regulator that has treated them that way.

Ms. Bailr. I think those practices are highly troubling, but even
assuming we thought they were unfair or deceptive, we would not
have the ability to write a rulemaking that determination, where-
as, we can write rules on safety and soundness.

I think previously you mentioned that universal default, in effect,
is piling onto a person who has problems already. Perhaps you
could make a safety and soundness argument to issue a rule to ad-
dress the problem of universal default.

However, since we only have 15 percent of the credit card mar-
ket, even if we could find authority under safety and soundness to
write a rule, we would be imposing a rule only on FDIC-supervised
credit card issuers that would not apply to banks not supervised
by the FDIC.

The CHAIRMAN. And you would pretty soon have 1.5 percent of
the market and not 15 percent if you had rules and he did not.

The gentlewoman from New York.

Mr. BACHUS. The Chairman of the FTC was trying to—
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The CHAIRMAN. I am sorry. Please, Madam Chairwoman.

Ms. MAJORAS. I was going to add one thing. At the FTC, we don’t
have jurisdiction over very many credit card issuers because so
many of them are banks, but where they haven’t been, we have
brought cases under deception and unfairness authority. And we do
have a rule that prohibits advance-fee credit card and loan
schemes. A lot of these are out-and-out scams, which is where we
specialize. But I would point out that is one of the places where
we do have a rule, but most of the time we use our deception and
unfairness authority without any rules. We just use it in our en-
forcements.

The CHAIRMAN. I was glad you mentioned gift cards. That is an
issue where in Massachusetts we went after where you gave a gift,
and pretty soon it was you gave a gift that kept on shrinking, and
you did not know that. By the time the person cashed the gift card,
you looked like Uncle Cheapskate because it was half of what it
was supposed to be.

I congratulate the Comptroller—I think it was the Comptroller’s
predecessor. There was an effort by the issuing banks who were
shilling for the merchants there to invoke the preemption, and the
OCC did not go along with that. So we were able to preserve, I be-
lieve, State authority there. But I appreciate you bringing it out.
That is the prime example of the kind of protection we want to
give.

The gentlewoman from New York.

Mrs. MALONEY. Thank you, Mr. Chairman. I was impressed with
the list of reforms Chairwoman Bair proposed for Congress. And I
would like to ask the other panelists about some of them, particu-
larly the Honorable Kroszner and Honorable Dugan. What do you
think of giving the States a greater enforcement role under truth
and lending and the FTC Act against nonbank financial providers?
And also the FTC?

Mr. DuGAN. I think it is a good idea myself. You might say it is
easier for me to say because you are not saying it is providing it
against national banks. But I do think that what recent history has
shown is that the less regulated institution—and here I am not
talking about State banks, I am talking about State-chartered in-
stitutions that are not regulated, like mortgage brokers or mort-
gage lenders—have been a significant source of the problem, and
I think finding a way to devote more resources to addressing that
issue is a good thing.

Mrs. MALONEY. Mr. Kroszner.

Mr. KROSZNER. I certainly agree it is very important to devote re-
sources to protect consumers, and there are many things that are
outside the scope of what the Federal Reserve can do in terms of
enforcement, and so we very much rely on and coordinate with the
States both for the institution—certainly for the institutions that
we regulate, the State member banks. We coordinate very much
with the States on those institutions. But there are many institu-
tions, as Comptroller Dugan mentioned, that are outside of our
purview for enforcement, and so providing appropriate resources to
make sure that the laws are enforced to protect consumers is very
important.

Mrs. MALONEY. And Chairman Majoras?
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Ms. MAJORAS. There is no question in my mind or anyone at the
FTC about the States’ importance in enforcing consumer protection
laws in this country. We work with them all the time, and we are
a relatively small agency, and if we did not have them working side
by side with us, we would do a lot less. So I will start by saying
that.

The FTC has always taken the position that the States don’t
need authority under the FTC Act because—Tom could probably
say it better—if not all of them, almost all of them have what we
call little FTC Acts; in other words, they have passed their own
statute that essentially mocks the FTC Act. And so we have pre-
viously said we don’t think it is necessary.

We file cases as co-plaintiffs or in big law enforcement sweeps
where we announce cases on the same day all the time, and it has
not inhibited us. The thing to remember is that if you have too
many regulators all enforcing the same statute, you can end up
with some inconsistency. And what the States have typically done
is look to Federal case law under the FTC Act, and that has kept
us all, I think, marching in the same direction.

Mrs. MALONEY. I am also concerned about this, and it has been
touched upon. I am concerned about banks entering into agree-
ments with unregulated third parties who want to issue subprime
credit cards. And I know the FDIC has investigated some of these
activities, and I would just like to know, or to get a sense of, how
big is the rent-a-charter problem? And is there a role for the States
in this area? And how can Congress help? Maybe start with the
FDIC and the OCC and the Fed.

Mr. DUGAN. Well, as I said earlier, we had a number of signifi-
cant problems both on the safety and soundness and the consumer
protection side with subprime credit card practices. We took a
number of quite strong enforcement actions, and as a result of that
whole series of actions that we took over a period of years, there
just are not many subprime credit card lenders in the national
banking system anymore.

Ms. BAIR. We carefully scrutinize these arrangements because
they are prone to abuse. We are conducting a joint investigation
with the FTC right now concerning the so-called rent-a-bin ar-
rangements. We have identified about 10. We, again, closely scruti-
nize them. I don’t know if I can categorically say they are all prob-
lematic, but they are certainly prone to abuse, and we are carefully
reviewing them.

Mr. KrROSZNER. Fortunately, we do not have any banks that are
engaged in this practice, so we haven’t undertaken any actions be-
cause there are no banks doing this.

Mrs. MALONEY. Any other comments? And then my time has ex-
pired.

Mr. MILLER. This is our great nightmare, of course, the rent-a-
charter situation, where there could be enormous bad actors using
the shield of Federal preemption. I think by and large, so far, Fed-
eral agencies have been fairly vigilant about that issue, and they
really need to be. That is probably the biggest nightmare that we
are dealing with in the sort of set of circumstances we have been
put in with the Watters case and related cases.
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Mr. PoLAKOFF. Congressman, I would offer from the OTS per-
spective that rent-a-charters are simply not acceptable, and if we
find it, we stop it. And whether it is credit card, subprime credit
card, payday lending, it makes no difference. It is not an acceptable
practice.

The CHAIRMAN. The gentleman from Louisiana.

Mr. BAKER. Thank you, Mr. Chairman.

I am appreciative of the fact that there has not been insurmount-
able attention given to the preemption issue, but rather where do
we go now, in light of the definitive decision in the Watters case?

Mr. Dugan, in your testimony you recite the observation that the
FTC Act vests with the Federal Reserve the ability to regulate un-
fair or deceptive practices at banks—comparable authority is in-
vested with the OTS for thrifts, and the NCUA for credit unions.
And so you establish that Congress has acted with regard to each
specific financial sector to provide consumer advocacy responsibil-
ities, but you go on to suggest that a unified working group of sorts
that could provide for joint rulemaking opportunity would do great
service towards the absence of venue shopping and having as best
we can an equitable enforcement practice.

I would like to suggest and seek your counsel. Would it not be
advisable, in light of the comments made by those representing
State interests here today, that a representative of the CSBS at
least in an advisory capacity, because it may not be proper for
them to be voting on national bank regulation, but perhaps they
would have perspectives of value, as well as, of course, the FTC,
to provide some sort of working group format? We have presi-
dential working groups of regulators that come out with reports
which are generally ignored, but we could have a consumer work-
ing group, as an example, solely focused on consumer advocacy,
identifying practices inconsistent with sound fiscal policy, and leave
it then to each specific regulator to act consistent with others.

If we were to suggest something of that sort, that would not nec-
essarily in itself require congressional action if agencies chose to
work in such a cooperative manner, quarterly, semiannually, annu-
ally, even if it were just to report to Congress and say here is what
we should do and let us evaluate that policy, if that is what you
deem to be most appropriate.

From what I am hearing from everything is can’t we share infor-
mation? Can’t we work together? No one has the resources to do
this all on their own. Everybody can see problems. You might see
a problem across the fence that is not in your jurisdiction, and if
we got everybody together and had a more uniform system of con-
sumer advocacy rules, the market wins and the consumers win. Is
that an inappropriate observation?

Mr. DuGAN. Not at all. I think it is actually a quite good observa-
tion. I think recently in the last Congress, the State representative
was added to the Federal Financial Institution Examination Coun-
cil, FFIEC as we call it, and that would be a place to share that
kind of information.

I think if you go beyond that to rule writing, which is one of the
things you talked about, I think you did hit on one of the issues
that would be involved as a constitutional matter and appoint-
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ments matter. It is quite murky if you have a State official voting
on something—

Mr. BAKER. Let me be clear. I meant only in an advisory capac-
ity. They would certainly not want you voting on their rules. But
I think the pressure would be if there was an identified problem
by this group, and generally action were taken, that those aberrant
players who did not subsequently act to protect their consumers
would have immense political responsibility for their failure to act
in light of the public discussion.

Let me also suggest that, given restricted resources, multiple 1-
800s and multiple Web pages—I note on page 23 of your testimony
that you will have up this summer your own Web page, which is
helpmewithmybank.gov. So, you can log on and find out what you
need to know and then move to the appropriate regulator.

It might also be appropriate for this group to think about consoli-
dating those informational resources, because with everybody hav-
ing its own Web page and 1-800, that gets to be confusing, and if
there would be a way to consolidate that where you ultimately end
up with a real person who lives in the United States and can speak
in the language with which you are calling—I know that yours will
be bilingual, I think that is appropriate—you would end up with
something of value instead of having disparate standards which
confuse consumers, and they don’t understand exactly with whom
they should make their complaints. This would be something that
you guys could perform, I think, a significant service and perhaps
break through this idea that you don’t care about consumers.

Mr. DuGAN. Mr. Baker, I totally agree. It is one of the things
that I talk about a little bit in my testimony. As you heard today,
we are all doing different things, and you wonder if there is a way
that we can coordinate and—

Mr. BAKER. What gets this started? Do we have to do it, or can
you do it?

Mr. DuGaN. No, I think we can do this. I think we can do this
at the FFIEC, and we can also invite our colleague at the FTC to
participate as well. But that is one of the things that I haven’t dis-
cussed yet with my colleagues, but I think it is something that we
could do if people were amenable to it, and I certainly am.

Mr. BAKER. Mr. Chairman, I hope you will encourage their par-
ticipation in seeking out a negotiated settlement on this. I take
“yes” for an answer and yield back.

The CHAIRMAN. The gentleman from New York.

Mr. ACKERMAN. Thank you, Mr. Chairman.

Last week one of our subcommittees held a hearing that focused
on some of the more disingenuous practices within the credit card
industry, and some of our witnesses and Members made the com-
ment that the Congress has not given the Federal Reserve enough
regulatory authority to sufficiently restrict some of the egregious
practices. Some of them we have talked about were universal de-
fault and double-cycle billing and pay-to-pay fees.

The question that I would like to ask first is, does the Federal
Reserve feel, Governor Kroszner, that these are practices that re-
quire some type of restriction? In general, would the American peo-
ple be better served if the Federal Reserve were given increased
authorities to regulate the credit card industry?
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Mr. KROSZNER. Thank you very much.

Certainly we take our responsibilities with respect to credit cards
quite seriously. As you know, in the hearing last week we discussed
a number of the new proposals that we put out to deal with these
issues because we think they are very, very important issues.

The approach that we have so far taken is primarily through our
regulation Z, TILA, Truth in Lending Act, authorities through try-
ing to improve disclosure. I think it is true, as one of the other
Members had said earlier, that the current disclosures are not ade-
quate for consumers to understand what is going on, and that is
why we have really focused on consumer testing to ask real people
real questions about what do they understand, what can they get
out of the forms that they are seeing? And we went back and forth
quite a few times to improve the information that is out there, not
only the accuracy of the information, but the understandability, the
usefulness to individuals.

I believe that we have—we believe that we have sufficient au-
thority to deal with these issues as of today; however, we are con-
tinuing to take actions to look further into what needs to be done
in this area and a number of other areas, and certainly we will not
hesidtate to come back to Congress to ask for further authority if we
need to.

Mr. ACKERMAN. Thank you. I appreciate that.

I have a second concern. I get these letters in the mail all the
time, besides the credit card ones, again with mortgages, and I get
a lot of them. Sometimes they are very official-looking, and I am
sure that is not by accident. And they are designed to make it look
like it is from the Federal Government or sometimes the State gov-
ernment or sometimes some unknown great official authority. And
it is very, very misleading.

This one does not identify who it is from on the cover. This one
is a similar design. It happened to come from the same source, I
believe. And it says right on the front, Re: Your current loan with
Citibank North America—which is one of the mortgages that I
have a property—Request for immediate action. I think this is from
my bank when I get it. Most people would think that because it
is up there in the return address area. But it is not.

And there are all sorts of warnings on here that are postal regu-
lations that everybody knows about. You don’t have to put it on the
envelope, but you do if you want to make it look official: Warning,
a $2,000 fine and 5 years imprisonment for anyone interfering with
or obstructing the delivery of this letter. This is an important let-
ter. There are all sorts of codes, and then it says, your mortgage
recorded in the county of, and there is all sorts of stuff that actu-
ally I once had. I guess they did not know that I paid that one off
and already switched it to somebody.

And it goes on looking real official-like. And then there is a big
notice on this part of the page: Notice, the Queens County property
code in Jamaica, New York, notification date. Recent changes in
our mortgage policy. There are programs now available to Queens
County residents.

Now, I would think this is some kind of government program if
I was an average person or somebody who is not reading this care-
fully because they don’t have the time, but gets an impression and
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all sorts of things. And they give you—I can get this deal for a rate
of 1.25 percent. Now, if I am a senior citizen on a fixed income, and
I think I had an interest rate that I am paying now of 6 or 7 or
8 percent or something, and I am going to be able to pay 1 percent,
I don’t realize that they could eventually take my house, or I am
going to owe more on the mortgage than the house is worth, but
they don’t care because that is not going to be 1.25 percent for too
long.

I get this one that does not have any return address on the front,
nothing on the back, and it says, “Certificate enclosed.” That is all
it says besides my address. And it comes looking like this. That
certificate of finance, preferred, bearer’s certificate, made out to
me. This looks so official with big “equal employment” thing on
there and FHA things and certificate numbers and guys, you know,
half dressed, carrying shields and swords, and things looking like
they came from dollar bills printed in the color of ink. You have
to read it 10 times to find out that it is not from my bank, but
somebody that wants to snipe my mortgage.

Is this fair? Should the industry not be policing itself, or should
some greater authority be supervising what is going on here?

Mr. MILLER. Congressman, that is deceptive, deceptive in so
many ways, and it is a violation of Federal laws and a violation of
State law, depending on preemption, of course, and that is the kind
of thing that we all should be after.

Mr. ACKERMAN. Are we after it, though? What is being done?

Mr. ANTONAKES. I would add in Massachusetts last year we
passed a law prohibiting those very types of deceptive advertise-
ments featuring the third-party use of a bank name. And we have
taken enforcement actions against entities that we license and re-
ferred others that use these types of advertisement. I would also
just add quickly that we will enforce that law whether the com-
plaint is against a State-chartered bank or a national bank.

Mr. ACKERMAN. I always liked Massachusetts. I hope the chair-
man makes a note of that.

Shouldn’t there be a Federal role in this?

Mr. POLAKOFF. I would like to offer that I suspect that did not
come from an insured financial institution. I suspect it came from
a mortgage bank or a mortgage broker, and I think that is where
the emphasis should be focused.

Mr. ANTONAKES. I would not disagree. They generally come from
third parties. We would enforce the law whether the complaint was
from a State bank or a national bank for the illegal third-party use
of their name, and it has also come from insurance companies, as
well.

Ms. MAJORAS. Briefly, Congressman, the FTC has enforced
against a number of nonbank mortgage lenders that have made de-
ceptive representations to consumers, whether it is about interest
rates or fees and the like. We have done that.

Now, just, you know, what it says on the envelope, that by itself,
to be honest is not the only story, because we can also bring cases
when consumers are truly harmed by it. But if you go inside, and
it is telling you that you can get a mortgage at a particular per-
centage and can’t and so forth, that we have taken very seriously.
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The CHAIRMAN. Let me ask, we get letters like this all the time.
How can they send that to me? If I got a letter that like that, and
I wanted to refer my constituent to a place where he or she might
be able to get enforcement action, which of your agencies should we
refer that to? In Massachusetts, it would be you.

Mr. ANTONAKES. Absolutely.

Mr. MILLER. Our office too, or State attorney general’s office. But
there is maybe a larger point here.

The CHAIRMAN. Let me ask first, would any of the Federal agen-
cies—I think that is what the gentleman was getting at. I wouldn’t
want his dramatic reading to not get its full impact here. Would
any of the—

Mr. ACKERMAN. I appreciate the rescue.

The CHAIRMAN. Would any of the Federal agencies be responsive
if we were to say, look, what is going on? What can you do about
it?

Ms. MAJORAS. We do get these things all the time at the FTC,
and we look at them. And incidentally, since we have been talking
about complaint filing, too, we get probably 15,000 complaints a
year that would involve actual banks or other depository institu-
tions.

The CHAIRMAN. I would assume, for the three bank regulators,
if it did not come from a regulated financial institution, you have
no jurisdiction. It would be the FDIC.

Ms. BAIR. This is right. I am sure this letter did not come from
an insured institution. I see this all the time. I get these at home.
I get the spam faxes. That is one of the reasons we are urging that
State authorities, the attorneys general, and the Federal super-
visors at the State level, be given the authority to supplement what
the FTC already does to go after the entities that are conducting
this type of marketing.

Also we very much work with the Federal agencies with the hope
of rulemaking to expressly say, we think that this is unfair and de-
ceptive. I don’t have the power to write the rule, but the Fed does,
to say specifically that this type of advertising is unfair and decep-
tive.

The CHAIRMAN. Would the Fed have the right to write that rule
covering both depository institutions and others?

Ms. BaAIR. Yes, for the extension of mortgage credit they would.

The CHAIRMAN. The gentlewoman from Minnesota.

Mrs. BACHMANN. I have a question for the Comptroller, Mr.
Dugan.

Mr. Dugan, I understand that the OCC has entered into some
agreements with the States related to the identification and en-
forcement of State laws, and I was just wondering if you could de-
scribe for me some of those agreements?

Mr. DuGaAN. I think the agreements I was talking about earlier
are the agreements for information sharing about complaints. So if
we get a complaint filed that really belongs with the States, much
like we were just talking about, we would have a way to get that
to the State efficiently, and vice versa, and if the State got a com-
plaint that related to a national bank that we needed to take care
of, there would be an efficient process not only for us to get it, but
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for us to share information about what we did with it with respect
to a consumer in that State.

And so we entered into a model type of agreement with the Con-
ference of State Bank Supervisors, and then individually have been
contacting States to try to get them to enter into agreements so we
could do it as a practical matter, and since December, we have 18
States that have agreed to do that.

Mrs. BACHMANN. Thank you. Do the State anti-discrimination
laws apply to the national banks?

Mr. DUGAN. State anti-discrimination laws do apply to national
banks by long-standing legal precedent.

Mrs. BACHMANN. How about the State unfair and deceptive prac-
tices laws, do they apply to the national banks?

Mr. DuGaN. They do if the way they are applied or the way they
are ordered don’t actually put in specific requirements that regu-
late, or attempt to regulate, the particular banking activities of a
bank. So if it is a general unfair and deceptive act, what we were
talking about earlier, the little FTC acts, those on its face are not
preempted, we would say.

Mrs. BACHMANN. What consumer protection laws do not apply to
national banks?

Mr. DUGAN. Well, this is an issue of course that has come up and
people have been talking about it recently, and it is something that
the GAO looked at as well. We have pledged to talk with the States
about how we look at which laws we believe are not preempted,
and which ones are. Frankly, a lot of that got put on hold because
of the Watters case and the outcome of it. Now that it is over, we
do recognize that we need to get more clarity on that. We already
have addressed this in significant ways in our regulations and
what we have put out, but we need to provide more.

I think, as GAO recognized, it is not a situation where it is prac-
tical to go to each State and go through the code and identify every
single one that is or is not preempted. So there will be principles
thzat we will be articulating in outreach meetings as we committed
to do.

Mrs. BACHMANN. Mr. Dugan, could you tell the committee, how
does the OCC’s regulation compare with the rules that were adopt-
ed by OTS and NCUA?

Mr. DUGAN. To have such a specific comparison, I would love to
be able to get back to you for the record on that. I know what ours
does, but I can’t give you chapter and verse on exactly what theirs
do. But I would be happy to respond for the record if that would
be appropriate.

Mrs. BACHMANN. That would be fine. We have an example of one
of the State attorneys general investigating student lending, and
that suggests that State attorneys general are playing a very im-
portant role in consumer protection. I wonder if you could tell the
committee what would be the impact on the national banking sys-
tem if State attorneys general which bring enforcement actions
against national banks.

Mr. DuGgaN. Well, I think this is the same question, whether it
is student lending or other issues that the Supreme Court had to
address, which is what is the legislative scheme that Congress has
adopted with national banks. And it has always been our view that
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historically the idea has been to have a uniform set of Federal laws
that apply to the national banks wherever they operate, or what-
ever part of the country that they are in. And that is what the
Watters case upheld, that if national banks are exercising their
banking powers, whether at the bank level or at a subsidiary level,
it is a set of uniform rules that applies. And so in those cir-
cumstances, State laws would be preempted.

We believe we have robust ways, as I have tried to outline in our
statement, to address the consumer protection issues that we have
been charged with addressing, and that regime is established by
Congress, by you, and can be expanded or contracted. And we will
faithfully implement those laws, but do so in a uniform way
throughout the country.

Mr. MILLER. If T could jump in, I think your question was what
effect would happen if the State AGs enforced the laws, not what
the law is. The effect, I think, would be great. It would be con-
sistent with our Federal system. The State AGs have stepped for-
ward and done some innovative things in the securities area, insur-
ance with Eliot Spitzer, now in the predatory lending area, as well
as in student loans, and the country is better off for that. Those
laws in various forms weren’t being enforced. The AG stepped for-
ward and protected the public and pursued the public interest, and
we are all better off for it. And it is consistent with our Constitu-
tion, consistent with the great wisdom of our Founding Fathers
concerning checks and balances and federalism. It is an incredible
system that at least in my view is now frustrated by the recent
practices of the OCC and the Supreme Court decision.

Mrs. BACHMANN. Attorney General, thank you for your com-
ments. I wonder, could you also tell me what resources you have
to examine national banks and Federal thrifts for compliance with
State law?

Mr. MILLER. We don’t, and shouldn’t have, resources to examine
them for safety and soundness. We never suppose that we should
do that nor should our colleagues, the banking superintendents,
and they don’t. But we have enormous resources in the consumer
protection area. That is one of the bread and butter of many of our
offices. And we bring those and used to bring those resources to the
national banks in an effective creative way. I think there was one
estimate in terms of consumer protection, the States bring 17 times
the resources of the Federal agencies that are here today in terms
of consumer protection.

Mrs. BACHMANN. I have a question.

The CHAIRMAN. We are over time.

Mrs. BACHMANN. Thank you, Mr. Chairman.

The CHAIRMAN. I thank the gentlewoman for those questions.

Mr. Kroszner, I am going to ask you a question, but as we pro-
ceed I am going to make a statement with regard to your rule-
making authority: use it or lose it. I was struck by the agreement.
The Comptroller and the Chair of the FDIC didn’t agree on every-
thing. It does seem that both are in a position of being criticized
because you did not roll out the rules which they can use. I don’t
think case-by-case does it. I don’t think case-by-case in complex sit-
uations like we live in is a good idea. And I think I speak here
probably for the majority of this committee. If the Fed doesn’t start
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to use that authority to roll out the rules, then we will give it to
somebody who will use it. You reinforce my sense that the Fed is
not the best place to do consumer protection. And all of our legal
traditions about people knowing what they are doing, etc., having
some due process, that is important.

It is also the case, it seems to me, that we don’t want to stop peo-
ple doing bad things after the fact: we want to deter people from
doing bad things. If you are in a case-by-case situation you are
greatly constrained against penalizing people. It is one thing to pe-
nalize people who have violated rules. It is another to tell people
to stop doing something case-by-case where they can legitimately
say, well, I didn’t know that. And without rules that would be the
case.

So I think the rulemaking authority is important. Now, there is
a—again, I would rather see the OCC and the FDIC, and I assume
the OTS would agree on this, but the rulemaking decision should
be joint. And obviously, it is better to have one set of rules. If the
Fed is willing to work with them to do it, that is fine. But I will
tell you if we need to begin to see the process of rulemaking going
into effect for this area. And the answer is that it is especially true
now with the preemption. Their workload, what they have to do
with regard to consumer protection, has clearly increased as a re-
sult of the most recent decision about preemption, so I think this
just has to happen.

Now, the next two questions. We have—yes, Mr. Kroszner.

Mr. KrROSZNER. If I might just very briefly respond. We really do
take the consumer protection area very, very seriously. We have an
entire division—this gets back to an earlier point that you made
about monetary policy versus consumer protection. We have a divi-
sion of monetary affairs but we also have a division of consumer
community affairs at the Federal Reserve board, and we have simi-
lar divisions at all the regional Federal Reserve banks, and so we
do have it at the highest level.

The CHAIRMAN. I don’t think it is what motivates people mostly.
Certainly that wasn’t the experience, it seemed to me, of Governor
Gramlich. But there is also a philosophical distinction. You say spe-
cifically in your testimony that the Fed doesn’t think it should use
the rulemaking authority. I believe overwhelmingly this Congress
will think that it should. And I want to put you on notice that it
is not a personal thing, but there is a real difference. And I believe,
particularly now that the role of the Federal regulators has in-
creased, there has to be a change in the rulemaking authority. It
can be done jointly, but it I think has to be done. And I think the
absence of rules is a serious problem that needs to be dealt with.

For example, the Comptroller said with regard to the practices
like these that credit card companies engage in that make a lot of
people angry, justifiably, essentially as long as they are explicit
about what they plan to do, they can do almost anything. Maybe
that is the current state of the law. I will tell you that I think there
are some things that are so counterintuitive to individuals that if
you nailed it to their foreheads, they still wouldn’t fully understand
it. There are some things that consumers think, well, that can’t be.
And I will say for the credit card issuers, no, we don’t want fixed
rates. But there is an intermediate position between rate setting
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and simply telling people—let me put it this way in effect—maybe
I will have to clear up the record later. We are your credit card
company. By the way, here on page 7, it says that we may screw
you from time to time and by signing this application you have
waived any objection to that? That is notification, but it is not
going to be enough.

But two other questions specifically. One, we have unregulated
entities, it has been noted in response to Mr. Ackerman’s question.
We need at a Federal level, I believe, to pass some laws to cover
currently unregulated entities. I think that is right. If only the en-
tities that the banks regulated issued subprime loans, we would
not now be in a crisis. The banks are entitled to have us acknowl-
edge that. There are entities that make these loans that do other
things that are not now regulated. I think there needs to be a na-
tional law. Exactly how it fits with State law, to what extent it is
preemptive, we will work that out. But it does seem to me that
there needs to be a national law if only to keep institutions from
leaving a State that has strong laws to go to places that don’t.

What I would want from you, and it doesn’t have to be today, is
a sense of who should be that regulator? It is one thing to create
the rules. We are going to have to create some new rules, I believe,
about subprime. And we are talking about unregulated institutions,
nondepository institutions. Do one of you want to take that over?
I am serious. Or does it go to the FTC or does it go to HUD? We
are not going to adequately be able to regulate that unless we cre-
ate a regulator. I would ask your advice in writing about that.

The other issue is on the States. I will say that I agree with
much of what you said, but when you talked about your concern
for the overstressed State resources, to be honest, that did not
strike me as your primary motivation. When you say, oh, you don’t
want the States involved in this thing because you have such sym-
pathy with these poor overstressed State regulators, well, we will
worry about them. I appreciate your compassion in this case, but
it does not seem to me that was your primary motive. I think the
States have the resources.

Let me ask you about one specific issue. One entity that has been
very much active in State regulation is the attorney general in
each State; that is why Mr. Miller is here. You don’t have any com-
parable Federal authority, for example, Ms. Bair doesn’t have any
comparable authority. You have the Justice Department, but it is
not the same. The ability to bring injunctive lawsuits, the ability
maybe even to get punitive damages in abusive cases, but you have
to have rules before you can do that. Are you not somewhat handi-
capped vis-a-vis the States? And I would say this to the Federal
regulators. Mr. Antonakes can go to the attorney general of Massa-
chusetts. In the absence of that kind of legal enforcement, to the
extent that we transfer from the State regime where the super-
visors and the attorneys general work closely together to a national
regime with an attorney general, how is that not a diminution to
some extent of the force with which we can apply these protections?

Mr. DUGAN. Actually, Mr. Chairman, I think we have more au-
thority with respect to the banks that we regulate. We don’t have
to go to a separate agency to get a bank to stop immediately doing
something that we find that violates the law. We have extraor-
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dinary powers under the Federal Deposit Insurance Act to take for-
mal enforcement action. Long before you get there, we have the
power to get—

The CHAIRMAN. You never want to go to court, or you do?

Mr. DuGaAN. It is actually quite rare that we go to court because
institutions almost always settle because of the great power that
we have as a formal enforcement matter. That is a reality.

The CHAIRMAN. The other point I want to make is, you talked
about matters requiring attention and how many of you deal with
them. You say that many of them are consumer related. I will close
with this: I guess we are talking about things being unfair and de-
ceptive. I want to get disjunctive. I think we need to make sure we
get things that are unfair or deceptive. A regime in which decep-
tion has to be there does not protect consumers. There are unfair
practices that are not technically deceptive. And I guess that is the
sense. You got it from my colleague, the ranking member, and oth-
ers. We do not think you now are adequately dealing with practices
which are unfair, probably because you don’t have the authority.
You may need the statutory authority. You may need the rule-
making. This is not a personal failing on the part of any of you.
But I guess that is what I would leave you with. In today’s world,
with the banks so creatively making money off fees, off overdraft
fees—I mean, I think that there are people who watch their con-
gressional calendar, and they see when I get a vote on Friday, so
they mail my credit card bill because then I will be a day late get-
ting back to it. There are so many of these other practices that are
not deceptive, but I believe they are unfair.

So I will close with this. Somebody is going to have to do some
rulemaking and you are going to have to go beyond deceptive into
unfairness. We are not talking about rate setting, we are not trying
to put anybody out of business, but I think you have a broad con-
sensus to do that.

Mr. DucaN. I will defer to my colleague after this from the FTC
because they actually have the authority. I think we need to be
careful here, if unfair or deceptive, but the unfair standard legally
under the Federal Trade Commission Act is not a judgment about
unfairness.

The CHAIRMAN. I understand that, but you are not here arguing
as a lawyer before the Federal Trade Commission. We will rewrite
the Federal Trade Commission Act with Mr. Dingell’s cooperation.
So understand, we are not now into statutory interpretation, we
are into statute writing. And what I can tell you is, and it may be
that you don’t have enough statutory authority, but we have to give
you a broader reach to go after things that are in the perception
of the people in this country unfair. And if the problem is lack of
statutory authority, then it is our job to care about that.

Ms. BAIR. I would just say that there can be a restrictive legal
standard. If you are looking at the statutory language in this area,
you might consider adding the term “abusive.” “Abusive” is a
standard that is contained in HOEPA that the Fed is looking at
using in the context of mortgage lending. But “abusive” is a more
flexible standard to address some of the practices that make us all
uncomfortable.
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Ms. MAJORAS. I just wanted to clarify that, in fact, the FTC Act
allows us to attack practices that are unfair or deceptive, and we
do. And we have brought plenty of cases that attack unfair prac-
tices. But it was Congress that went back to the FTC at one point
and said you need to define what unfairness means, because of
course Congress didn’t want it to mean just whatever, whoever
happens to be sitting in my seat thinks it means. So there is a
standard.

The CHAIRMAN. I appreciate that. When was that?

Ms. MaJoras. I think it was in the 1980’s.

The CHAIRMAN. In the interim, a lot of my good friends work for
financial institutions and they play an essential role in this country
and I am grateful to them and I work with them, but they have
succeeded in angering a significantly large part of the American
people by nickel-and-diming them on credit card late fees and over-
draft fees. And I think you are going to find a Congress today that
is less inclined to restrain you and more inclined to encourage you
to reach out and give consumer protection.

Mr. CAMPBELL. Thank you, Mr. Chairman. I just have a few
questions for Mr. Dugan here. The first concerns subprime. My un-
derstanding is that over 90 percent of the subprime loans are not
originated in banking institutions that are supervised.

Mr. DUGAN. In national banks last year, that is right.

Mr. CAMPBELL. In national banks, okay, last year, great. Given
that statistic, is this an area where a national rule makes more
sense than a State-by-State if over 90 percent of the loans are not?

Mr. DUGAN. It is certainly true that because we have such a
small part of that market, and because we haven’t frankly had the
same kinds of problems with the banks that we regulate that en-
gage in these activities, you do need broader coverage. But that is
exactly why the bank regulators have gotten together and proposed
guidance that applies to all, not only insured institutions, but com-
panies affiliated with them, which we are about to finalize, and,
getting to your point, we have enlisted the Conference of State
Bank Supervisors to get their agreement to try to get that same
guidance out to the State lenders that none of the Federal regu-
lators touch.

So do I think that there needs to be some kind of national stand-
ard? The answer is yes, because so much of this market comes
through the States. It can be done by each of the Federal regu-
lators and each of the State regulators, which is one approach. An-
other that has been talked about is the Federal Reserve addressing
some of these issues through their rule writing authority. And fail-
ing that, the last line would be actual legislation. But it is abso-
lutely imperative that we have some kind of nationwide approach
to this problem.

Mr. CAMPBELL. Just to understand that answer better, that order
you gave is the order that you believe is preferable?

Mr. DuGAN. I guess I would say, one, we can do now and are in
the process of doing and working down that path. I think the sec-
ond is an area where the Federal Reserve, and Governor Kroszner,
of course, can speak for themselves. But they are holding a hearing
tomorrow to talk about it. And I just think as a matter of time,



42

pfecedent and so forth, getting to Congress is a third practical re-
ality.

Mr. CAMPBELL. Another question along the same lines, but not
just subprime—a lender in one State can make loans to people in
any State. So does that make, if you are looking at consumer pro-
tection, does that make some kind of uniform consumer protection
a better approach?

Mr. DuGaN. I think there are certain practices that have become
national products, commodities if you like, and they raise the same
issues over and over again. And those are the ones that I believe
cry or call out more for national kinds of standards. Because as you
say, things can happen in different States.

Mr. CAMPBELL. And the third question, I think you kind of
touched on in discussing things with the chairman a little, but just
maybe you can elaborate on preemption by you guys. We have
talked a lot about resources relative to State license mortgage lend-
ers, resources at the State level versus preemption by you guys. It
sounds like you believe that looking for more resources or more in-
volvement at the State level is something preferable to preemption
by you guys.

Mr. DucgaN. I guess what I would say is that I think we do have
adequate resources to put in place a standard. Let me give you an
example. One of the things that I have spoken about recently is the
use of stated income or totally undocumented income in order to
make loans. It is something that we will address, I think forcefully,
in the guidance we are about to issue to make that no longer the
general rule when you do a subprime loan. If we adopt that guid-
ance, we would be able to implement that guidance in national
banks around the country wherever they are situated to have that
as a standard. There is no similar mechanism to make sure it gets
done in the same way in the more than half of the market that
Federal regulators don’t touch. The States individually are going to
do that. But if they are not actually in those institutions super-
vising them, it will take a longer time to do it. That is really what
I am getting at. If you have a finite amount of resources, rather
than devote them all to the really heavily regulated insured insti-
tutions, doesn’t it make more sense to devote them to the States?
We do the national banks, hold us accountable, but that it is a bet-
ter division of labor in order to achieve the maximum benefit for
the consumer.

Mr. CAMPBELL. Okay. I yield back. Thank you, Mr. Chairman.

The CHAIRMAN. The gentleman from Missouri.

Mr. CrAY. Thank you, Mr. Chairman. Thank you for this hear-
ing. I certainly will attempt to observe the 5-minute rule. I have
a set of questions for the entire panel. Recently I was reading an
article entitled, “Unsafe At Any Rate,” written by Elizabeth War-
ren, and I want to use that analogy that she used. It is impossible
to buy a toaster that has a one in five chance of bursting into
flames and burning down your house. But it is possible to refinance
an existing home with a mortgage that has the same one in five
chance of putting the family out on the street and the mortgage
won’t even carry a disclosure of that fact to the homeowner. Simi-
larly, it is impossible to change the price on a toaster once it has
been purchased. But long after the papers have been signed, it is
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possible to triple the price of the credit used to finance the pur-
chase of that appliance, even if the customer meets all the credit
terms in full and on time.

The question is this. And Ms. Warren suggested that perhaps we
create a financial services product safety commission. Should there
be more Federal regulation? Why are consumers safe when they
purchase tangible consumer products with cash, but when they
sign up for a routine financial practice like mortgages and credit
cards, they are left at the mercy of their creditors? The answer
given by the author is regulation.

I ask, where are we dropping the ball? What is your answer to
this problem, and where do we go from here? If we could start with
Mr. Kroszner, please.

Mr. KrROSZNER. Thank you very much. It is certainly extremely
important in all areas to protect consumers, whether it is health
and safety regulation, or their financial well-being. So these are
both very important issues. I do think there is a bit of a distinction
between something like a toaster and some financial products. I
think it is very easy to objectively define whether a toaster is likely
to burst into flames. With respect to financial products, some
things that could be helpful and useful to certain types of cus-
tomers may not be helpful and useful to other types of customers.
I think with respect to a toaster bursting into flames, it is very
clear that one bursting into flames with a one in five chance, that
is harmful no matter who you are, and no matter where you are.
With respect to financial products it becomes a little trickier, be-
cause certain types of products which may not be appropriate to
some people may be appropriate for other people. So it is much
more difficult, I think, to set up those types of bright line distinc-
tions.

That said, it is very important to make sure that if there are cer-
tain types of practices that are inappropriate, that we address
those, and that is one of the reasons why with respect to mortgages
we are holding the hearing tomorrow on HOEPA to look to see
whether there are sort of certain systematic patterns and practices
that we need to address.

Mr. MILLER. Congressman, I said earlier that if the seven of us
at this table really meant it, and worked together, and used all of
our power in the subprime market, and we all have power, includ-
ing the States have significant power there, going forward, we
could reform the industry. And I say that because of what has hap-
pened. Some of the bad companies are out of business, some of the
better companies are still there. They have reputations to deal
with. There has been pain for the people who have been foreclosed
on, there has been pain for the investors. The time is right. If the
seven of us and the people who work for us really work together
cooperatively and spot the various problems and use our expertise,
we could really clean up the industry.

There is one other thing that needs to be done, and that is that
the current situation with all those foreclosures—there what has to
happen is, with us and with everybody in the industry, they have
to have what we call lowa common sense. And that is to renego-
tiate some of the terms so that the consumer, the borrower, can
make the payments and the creditor, the investor, is better off be-
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cause they make more money that way than on foreclosing. We
went through that in the farm crisis. I think more and more people
are understanding that. The whole industry has to understand
that, act on it, and that can ameliorate the current crisis consider-
ably.

So we know what to do. The question is, will the seven of us do
it.

Mr. CLAYy. Mr. Miller, have the consumers been unexpectedly
caught off guard as far as knowledge of these balloon payments?

Mr. MILLER. They have, they have. It is a scandal in the sense
that the mortgages, particularly the subprime mortgages, are enor-
mously complex. The people are very much at need. They are the
working, the lower working class Americans, who don’t have any
margin for error. They have an economic situation, they need the
loan, it is very complex. And in the past, there has been so much
willingness on the part of certain players to abuse them, they have
been taken advantage of, and it is a national scandal. And we can
wring our hands about that, and we brought some lawsuits and
that is good. But the big thing is, what do we do now? Do we solve
the current problem and do we work together using our powers and
using them aggressively where necessary, always reasonably, or do
we all sort of splinter up, the seven of us up here?

Mr. CraY. Thank you for your response. May 1?

The CHAIRMAN. Yes, you can continue another couple of minutes.

Mr. CrAY. Ms. Bair.

Ms. BAIR. I have a lot of respect for Professor Warren. She serves
on our Advisory Committee on Economic Inclusion. Although I
haven’t read the complete report yet, I am familiar with some of
her thoughts on this. I agree with your analysis, but I am not sure
that we need a new financial regulator. There are seven of us here
on this panel. I think there are some ways that we can improve ex-
isting authorities and use them perhaps more proactively. In a co-
ordinated fashion, I think we can take care of this problem without
a new regulator.

Mr. Cray. Thank you, ma’am.

Ms. MAJORAS. I would start with this, closure. There have been
comments here about well, closure is not the whole answer. I un-
derstand that. But we released a study today that our economists
have been working on for some time which shows that even con-
sumers who are fairly educated, and think they understand the
current mortgage disclosure forms, don’t. Because when our people
sat down and worked through it with them, they realized that
there were costs and charges and they didn’t have any idea what
they are, so people don’t know what this is costing them. We hope
we can use this, and we developed some prototypes on what would
work, what consumers would better understand. Because I do think
it has to start with that. Ray is right in the sense that you have
to be careful here because there are some bad things that happen,
but there are people who did get credit and did get homes that are
still paying for those homes who got them in the subprime market
who wouldn’t have gotten them in any other market. We have to
remember that, too, because those people deserve to have a home
as well.
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Mr. CLAY. What is your opinion about the creation of a financial
services product safety commission.

Ms. MAJoORAS. I think I agree with my colleague Ms. Bair that
I think we ought to try to work this out with what we have. There
is no question that we all have different jurisdiction and so forth,
but we all, in some piece, have the consumer protection aspect
here. And we know where consumers are being harmed and so we
ought to be able to attack it with what we have. And if we don’t
come through on that, then I wouldn’t blame you for considering
something else, but I think we should start with that.

Mr. CLAY. Yes, sir.

Mr. POLAKOFF. Congressman, there was a recently publicized su-
pervisory action taken by OTS against the Federal Savings Bank
for—we could characterize it as unfair or deceptive or aggressive
underwriting to take advantage of borrowers. And when we pur-
sued the action, we briefed the other Federal banking agency sit-
ting at the table. And I am convinced if they would have seen a
similar situation they would have taken equally aggressive super-
visory action. So I believe when we find predatory practices, which
is entirely different than lending to the subprime community, when
we find it we take appropriate action and we communicate amongst
ourselves to ensure that there is some sort of level or horizontal
analysis.

Mr. CLAY. No matter who the perpetrator is?

Mr. POLAKOFF. If it is within our institutional jurisdiction, we
will take action regardless of the perpetrator.

Mr. CLAY. Yes, sir.

Mr. ANTONAKES. Congressman, we license mortgage lenders and
mortgage brokers in Massachusetts, and they are not unregulated.
We conducted over 400 exams last year that resulted in over 100
enforcement actions, 3,700 enforcement actions by all the States
combined against lenders and brokers collectively. We continue to
do work here, we need to do more work here as well, and we need
to work with our Federal counterparts. The idea brought up by
Comptroller Dugan, to coordinate our examinations of lenders and
brokers, is something I broached 3 months ago, because you can’t
look at broker network solely. Certainly sales and marketing prac-
tices of brokers are a concern that needs to be dealt with. But you
also have to look at the internal controls and underwriting proc-
esses that took place at nonbank as well as bank subprime lenders.
And then you also have to look at the funding structure and also
what is going on in the secondary market as well. I think disclo-
sure needs to be improved. We support the Federal Reserve using
their broad rulemaking authority whereas we have attempted to
deal with the issue with individual State predatory lending laws,
including my own in Massachusetts, which has only been some-
what successful because not everyone complies with them. And
then also in Massachusetts an attempt to deal—

The CHAIRMAN. You can finish the sentence.

Mr. ANTONAKES. I would just say trying to deal with the issue
now, as well as in the future, we have set up a hotline where any-
one who is having foreclosure problems can contact us. We feel that
400 calls in 6 weeks time, trying to refer them to reputable coun-
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seling agencies and also work directly with their lenders and also
mediations as well.

Mr. CrAy. I thank the chairman and the panel for the indul-
gence.

The CHAIRMAN. The gentleman from North Carolina.

Mr. McHENRY. Thank you, Mr. Chairman. I am from North
Carolina, and the North Carolina anti-predatory lending law that
has been vaunted here in the halls of Congress is a wonderful
thing that needs to be expanded to the national level, that some-
how it had this fabulous effect in North Carolina. In the Sunday
Charlotte Observer, they have a large expose that they are con-
tinuing, a long series about the fallouts and the foreclosure rate in
North Carolina and that this vaunted anti-predatory lending law
has actually had an adverse effect in the market. And it sort of
brings to mind something, Mr. Dugan. There is this discussion here
in Washington by consumer advocates that our Federal law isn’t
sufficient, that we are not doing enough to protect the public. Yet
when we get into the details about bad lending practices, predatory
lending practices, it seems that—well, it is apparent that this is
not primarily an issue by federally regulated institutions. We have
seen the main abuses occur through State regulated institutions. Is
that a fair assessment?

Mr. DUGAN. I think it is a fair assessment, and I am not just say-
ing that because I am a Federal regulator. I think, in a brief filed
by the attorneys general, 46 out of the 50 attorneys general agreed
that the real predatory lending practices were not taking place in
regulated insured depository institutions or their subsidiaries.
Those tend to be State chartered companies, some of which have
some ties to Federal regulators, but many of which do not. And just
last year, over 50 percent of subprime originations were in com-
pletely nonfederally regulated markets. Not all of those are bad
loans, but some of the problems we have seen, and the more egre-
gious ones I think, it is fair to say have been at those institutions.

Mr. MILLER. If I can just jump in here.

Mr. McHENRY. If I may finish here. I only have a set amount of
time.

Mr. MILLER. But you raise some issues directed towards us.

Mr. McHENRY. I appreciate that, and thank you so much, but I
will get to you in a second. I have a follow-up to him, and this is
actually my time, respectfully, sir. But to continue that thought,
would that indicate that we need to create another Federal law? Do
we need to go further with our Federal law or is it kind of ade-
quate? Should the focus be changing the State-by-State regulations
of those State regulated institutions? Would that be a reasonable
conclusion?

Mr. DUGAN. I think there are some things that occur in both
markets in the subprime area, and that is why the Federal regu-
lators got together, as we can do pretty quickly, to issue proposed
guidance in that area. The question is, how do you get those same
kinds of standards to apply to the exclusively State regulated enti-
ties. And that takes action by the States and CSBS has committed
to go down a path of going State by State to do that. If that works,
that may address the problem. If it does not, that is when people
are considering other measures to get a national standard, whether
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it is a regulation by the Federal Reserve, which has its own set of
issues, or a congressional law.

But the first place that we are looking is guidance by the Federal
regulators jointly to be with companion guidance to follow by the
States. Of course the question is, you have to have uniform applica-
tion in the States. It is not enough just to say you are going to do
it, you have to do it. But that is the first place that we are looking.

Mr. McHENRY. What is the Federal Reserve’s perspective on
this? I know they have taken some action.

Mr. KROSZNER. Well, it is certainly very important for us to co-
ordinate with the States, and it is important for the States to have
sufficient resources to be able to deal with the issues that they
need to deal with with respect to institutions outside of the Federal
regulatory purview. And so we try as much as possible to cooperate
with them.

Exactly as Comptroller Dugan had said, in working up, for exam-
ple, the nontraditional mortgage guidance that we issued last year,
we have worked very closely with the States. We have even sent
Federal Reserve staff members to testify before various State legis-
latures to try to convince the States that they should adopt the
same types of guidance, same types of regulation. Some States are
able to do that without legislation. And we have had, I think, a lot
of cooperative success on nontraditional mortgage guidance, and we
will be working exactly the same with the subprime mortgage guid-
ance that should be coming out.

Mr. McCHENRY. My time has expired. And if I may just, Mr.
Chairman, to Mr. Antonakes. There is this disparity between the
amount of bank examiners and oversight that we have. And we
have about 1,800 bank examiners for about 1,850 federally regu-
lated financial institutions. There is a great disparity about the
number of State regulated, State bank examiners versus the num-
ber of State banks. Do you think we have enough in the way there?
And when he finishes up, Mr. Miller, if you want to chime in. You
seem anxious to do that.

Mr. MILLER. I am waiting patiently, as long as I get my turn.

Mr. McHENRY. Welcome to Congress. Mr. Antonakes.

Mr. ANTONAKES. I can speak for my State that we have adequate
resources to fulfill our responsibilities, and I think it is up to the
individual States to make sure in their own discussions with their
administration and their legislatures that they have what they
need to do the job. I would only add that we have been supportive
of the process for the nontraditional guidance. I would suggest if
that takes place within the confines of the FDIC where we can par-
ticipate, it is a far better process. We don’t have to wait for the
Federal action to be done. We can do it in companion, in part of
that actual process, and not be locked out of the actual rulemaking
process.

Mr. MILLER. The chairman sort of gave the recommendation
early not to have finger pointings on what happened, and it was
a good recommendation that I followed so far. But there have been
repeated statements that most of the loans came from State regu-
lated places in the subprime area a number of times. And with
some uniformity in questions from the minority side, although not
Mr. Bachus, it has come up a number of times. So let me just say
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this, that there is responsibility at the State and Federal level for
the subprime crisis. National banks certainly had some involve-
ment throughout the whole process, including in the securitization
and in the purchasing of the loans. There is responsibility to go all
the way around. The only thing I would point out is that Steve’s
agencies and the attorneys general were working very hard in this
area and accomplished a significant amount of good despite what
happened. We were much more active than our Federal counter-
parts, is what I would leave you with.

In terms of North Carolina, I would be interested in what the
paper is saying on your statute. There have been other studies that
show that your predatory lending statute has worked very well,
that it hasn’t dried up credit. And indeed the Ameriquest case,
Ameriquest left North Carolina for an extended period of time as
a result of that statute. And the abuse that they directed through-
out the country was much less in North Carolina because of your
statute.

The CHAIRMAN. The gentleman from North Carolina.

Mr. WATT. Thank you. To get the view from that side, and you
get the view from this side of North Carolina, my assessment is
much, much more similar to the one that Mr. Miller has outlined.
And I don’t think it does us any good to engage in this kind of ac-
tivity, pointing at each other and casting blame here. My experi-
ence is that there is enough blame to go around for the subprime
debacles at every level. And despite the fact that North Carolina
has a fairly aggressive predatory lending statute, even that doesn’t
stop unsavory lenders who are engaging in the business and trying
to make a quick buck. And then there are the subprime lenders
that I still, even after a series of hearings, haven’t been able to fig-
ure out who regulates. The ones that are subsidiaries of national
banks at some level, but somehow have some kind of shield be-
tween them and the regulators, I haven’t quite figured that out yet.

So I am not even going to try to engage in this debate with my
colleague from North Carolina. I won’t even read the story that he
read quite like he read it, but that is a subject for another day.

What I would like to know is from my friend from the Fed, I was
pretty abusive to the Fed the other day at the credit card hearing,
but there is one suggestion here that OCC has made, Ms. Bair has
made on behalf of the FDIC, that there needs to be joint rule-
making authority. OCC, FDIC is not currently authorized to do
some things that the Fed and maybe the FTC are authorized to do.
And they I think, for the first time, I have heard them affirma-
tively say Congress ought to expand that authority.

What is your view and what is the Fed’s view on that, if you
would?

Mr. KrROSZNER. Thank you. That is a very important question.
One thing I think that is very important to realize is that the en-
forcement authority is there regardless of whether there is a par-
ticular rule.

Mr. WATT. We are talking about joint rulemaking. You can only
enforce rules that the Fed will make, and I can tell you that there
were a lot of unhappy people in the room when we were talking
about credit cards, when we were talking about the rules that you
all have made or the lack of rules that you all have made. And
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there is some dissatisfaction with the lack of rules that you all
have made. So I am going to get to the enforcement question if my
time doesn’t run out, but I want to know, does the Fed have a posi-
tion on what is being advocated on giving the OCC and the FDIC
joint rulemaking authority within this area?

Mr. KROSZNER. The Federal Reserve Board has not formally dis-
cussed this issue, so we have no formal position.

Mr. WATT. Are you all planning to take up that issue? Would you
encourage them to take it up at your next meeting and let us have
your formal position on it? I think we finally got the formal posi-
tion of the other regulators that are sitting beside you. They have
kind of told us that off-the-record, but I think from my perspective,
this is the first time I have heard it in a public hearing venue
where they aggressively said, give us this joint rulemaking author-
ity. So it would be nice to hear from you.

Now, second, on the enforcement issue, I am wondering, Mr. Mil-
ler, if the Feds got the regulatory authority under Watters now to
basically have absolute authority to make the rules, what implica-
tions does that have for enforcement of those rules that are made
at the State level by attorneys general even though the rules that
are being enforced are articulated at the Federal level? Do you
have that authority and could I have the opposite view or the other
view on that, maybe it is not the opposite view, on whether maybe
something needs to be more aggressively done to make it clear that
even when you all make the rules for Federal regulated institutions
the States still have the authority to enforce those rules?

Mr. MILLER. In some limited areas, but important areas like tele-
marketing rules, when the FTC does telemarketing rules the
States have the authority to enforce that. And in a subprime area
to give us the authority to enforce the Federal rules, I think, would
make a lot of sense for all the reasons that we have mentioned, in-
cluding the resources. I would offer one sort of caution about joint
rules. I think that it is important to give the OCC rulemaking and
the FDIC in deceptive and unfair practices, but if you give all the
agencies jointly the rules, then—

Mr. WATT. I probably misstated that. I am actually advocating
for exactly what you are saying, but then having them get together
and hopefully do it jointly, but giving them each one independent
authority to do it.

Mr. MILLER. That would be the way to do it, and have them con-
sult, of course, and try to work together. But otherwise you could
get into stalemate and lowest common denominator, and I don’t
think you want to go there.

Mr. WATT. Just to get the other side on the enforcement issue
from Mr. Dugan and Ms. Bair.

Mr. DUGAN. I think there is a statutory prohibition on unfair and
deceptive practices that we are talking about, and we can take en-
forcement actions just under that without a Federal Reserve rule
with respect to that. That is something that we kind of pioneered
among all the agencies.

Mr. WATT. I am only talking about State.

Mr. DuGaN. On that count, when the Federal Reserve issues a
rule under this that applies to lenders, it applies to all lenders, not
just bank lenders. To the extent it applies to nonbank lenders you



50

do need an enforcement mechanism. I believe that, I think this is
right, that the State attorneys general already have that authority
to enforce that rule if a rule is written. I believe that is correct.

I am sorry, that is only with respect to HOEPA, which is the
high cost loan thing. To the extent that is not provided here, I
think it would be a useful thing to do.

Mr. WATT. Thank you very much, Mr. Chairman.

The CHAIRMAN. Would that have to be statutory?

Mr. DUGAN. I think it would have to be statutory.

The CHAIRMAN. To the extent that we have touched on things
where you think we would need a statutory change to fix things up,
follow up with us and let us know.

The gentleman from Georgia.

Mr. ScorT. Thank you, Mr. Chairman. Much has been said. This
has been a very, very informative and a very, very good hearing.
But we have a serious problem of lack of faith and confidence of
the financial consumer being protected. We have soaring fore-
closure rates, we have subprime lending, predatory lending, and
deceptive credit card practices. And nowhere is that more impacted
than those at the lower end of the economic scheme, which makes
it all the more serious. And so while some will argue that the State
is in control, or it is the Federal, these poor people are out there
just looking for help, they are looking for protection. So I think that
we need to establish certain facts. I think one is, without question,
State regulators are in need of clear and concise explanations of
what their role in regulating should be and will be in the near fu-
ture, and how State and Federal authorities can work together to
ensure above all else that there is protection of the financial con-
sumer.

And with that as a premise, I think we need to ask some ques-
tions about the infrastructure at work here between the Federal
and the State level. I would like to ask a series of questions and
maybe get some quick answers because my time is short. The first
thing is, in your opinion, and any one of you can answer these, or
if two can chime in with quick answers, I would appreciate it great-
ly. First of all, should Federal banking law bar States from regu-
lating the activities of State chartered subsidiaries of national
banks?

Mr. DUGAN. The answer from the OCC is yes, and the Supreme
Court just agreed with that position.

Mr. POLAKOFF. And the answer from the OTS is yes.

Mr. ScorT. What do you believe should be the appropriate scope
of the National Banking Act?

Mr. DUGAN. I think the scope should be to the activity, all activi-
ties in national banks, both from the safety and soundness and the
consumer protection side of what they do.

Mr. ScOTT. Do you believe that State regulation of national
banks helps or hurts the consumer?

Mr. DuGaN. I guess what I would say is that it is duplicative,
and it would be a better use of resources to have States focus on
the place where they can bring the most attention to things that
aren’t otherwise done, and that we should be held accountable to
do what we need to do at national banks.
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Mr. MILLER. I dissent of course. I think that the States and the
Feds both doing it in this important area is the best of both worlds
and is the kind of federalism and checks and balances that our
Founding Fathers intended for this kind of situation.

Mr. ScoTT. You know, I agree with you, Mr. Miller. I love his-
tory, and perhaps one of the most fascinating chapters of American
history is the layout of our financial systems and the checks and
balances that basically the architect of which was Alexander Ham-
ilton, who made it very clear to us and has yet in my opinion to
receive the proper credit that he rightfully deserves. But with that,
if Hamilton were here, I think he would ask this question: How
much deference should be given to a Federal agency’s determina-
tion that their regulations preempt State law?

Mr. MILLER. I think that obviously there should be some def-
erence, some considerable deference. I think the exception, though,
would be with the OCC and the OTS who are competing with the
States for bank charters, that when that competition continues,
and certainly the temptation or the implication is that we are going
to go easier on you than they will, so come with us, and then put
a different hat on and say, okay, we preempt the States. That is
not a good situation. So I think because of the existence of that sit-
uation, the deference to those two agencies should be diminished
or indeed eliminated.

Mr. PoLAKOFF. If I could offer two thoughts for your consider-
ation. The first is that preemptions are a rather fascinating discus-
sion, and recently there have been three States that have actually
preempted their city or county ordinances. So preemption exists at
each level, sir.

The second is that, at OTS, when we are asked for a local opin-
ion on a preemption issue, we do share that legal opinion with
CSBS and with the affected States. I am not suggesting that we
are asking for an equal contribution, but I do want to share with
you that we do share that before finalizing our opinion.

Mr. ScorT. Thank you very much. I have one other point here.
I have heard from my consumer groups in the State of Georgia.
The State of Georgia has been a leader in the Nation of foreclosure
preemption. You name the abuse, you name a need for protection
for financial consumers, and my State of Georgia, unfortunately, is
the poster child for that. And many of the folks back home argue
that Federal regulators cannot adequately police consumer protec-
tions that they have worked to promote. Is that a fair statement?

Mr. DugaN. I don’t think it is a fair statement with respect to
national banks. But of course we cannot promote consumer protec-
tions with the places where predatory lending is most in evidence.
And it is not in the national banking system, it is not in insured
depositories, it is outside of them. And we don’t have any jurisdic-
tion over that. That is absolutely true.

Mr. ScoTT. And then I have constituents on the other side, na-
tional banks for example. They complain that they shouldn’t have
to spend the money or time complying with both Federal regula-
tions and the rules of the various States in which they conduct
their business.

Mr. DugaAN. Well, I think that is the essence of the dual banking
system and that is the essence of the national banking system his-
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torically, going back to the very strong advocate of a national bank
charter, which was Alexander Hamilton, which is that a set of uni-
form rules that apply to nationally chartered banks is the system
that Congress set up to be and the reason why it has gotten the
kind of deference it has gotten in the courts over the years. That
is the principle.

Mr. ScotT. Finally, Mr. Chairman, if I may, just to conclude, do
you believe supervision over national banks and their subsidiaries
is adequate to ensuring financial customers are being treated fair-
ly? This is especially as a crisis in the subprime lending market,
and foreclosure numbers across the country are not foreseen as let-
ting up any time soon given the crisis.

Mr. DUGAN. I do believe we have the resources. We are not per-
fect. The banks we supervise are not perfect. But I believe our
record on those subprime loans that you are talking about is a
strong one.

Mr. Scort. Thank you, Mr. Chairman.

The CHAIRMAN. The gentleman from Texas.

Mr. GREEN. Thank you, Mr. Chairman. And as usual, Mr. Chair-
man, you have provided great oracularity in helping us to better
understand these issues. I believe that the perception exists in the
minds of many consumers, a great number I might add, that they
are being, to use a highly technical term, “ripped off” by some of
these fees, fees that are noninterest income. They believe they are
being ripped off. And Chairwoman Bair, on page 3 of your state-
ment, starting in the second paragraph, a few lines down, you indi-
cate that fee based overdraft protection programs typically charge
customers at least $20 to $35 for each overdraft. Depending on the
size of the overdraft and length of time for repayment, the effective
annual percentage rate can exceed 1,000 percent. And then you go
on to indicate in the next paragraph that last year insured institu-
tions obtained 42.2 percent of their net operating revenue from
noninterest income. At some point someone might conclude that
this is rapacious and that it is invidious and that something more
than a notice is appropriate.

The truth is that a disclosure of an invidious practice, while it
would disclose it, it won’t eliminate it, and it won’t obviate it. You
just tell the person that if you do a certain thing you will have this
practice to contend with. And it seems to me that at some point
we have to try to end some of these rapacious and invidious prac-
tices.

Let me just cite one or two maybe. The ranking member talked
about the overdraft problem. You cash the check and you make a
deposit at the same time you are cashing a check or writing and
having the check honored. The deposit does not have the same rate
of speed with reference to becoming a part of the system that the
check that you have written seems to matriculate through the sys-
tem. Credit cards, and perhaps I should ask this question before
I make a statement of fact, so let me ask. If I charge something
on a charge card and right immediately after charging decide that
I don’t want it, and I return it and get a credit to my account, is
it true or not true that the credit may take longer to reach my ac-
count than the charge?
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Mr. POLAKOFF. Congressman, I could offer from a personal per-
spective that while it may take longer, there is not an obligation
to pay the amount of the expected credit.

Mr. GREEN. I understand. But consumers are of the opinion that
these things ought to move at about the same rate of speed. If you
take my money on day one, perhaps I ought to get credit on day
one, especially if I hand it back to you right after I have made the
charge. I charge, I give it right back, the charge hits my account,
but the credit shows up some days later. These kinds of practices
are, I think, what is causing the consumer to think that some of
us are not fulfilling our obligations to protect them. Universal de-
faults, double cycle billing, these things are repugnant to the con-
sumer. And while I hope that we can cure them with notices, I am
not sure that notices alone are sufficient.

One more comment. Mr. Miller, I really admire your optimism.
You talk about folks getting together and working it out. There are
two great powers, many great powers, but there are two that I will
speak of in the universe. One 1s “way power,” the ability to find a
way. The other is willpower. Many times we can see the way, but
we can’t find the will, and I am hopeful that the will will manifest
itself, because if we do have the will, and I am convinced that this
august body can find a way.

So my question is this: Having said all of this, do you find any—
is there any practice that is rapacious, repugnant, and invidious to
the extent that there ought to be some rule that would alter it?
And I have cited a few. So why don’t we start with the Fed.

Mr. KrROSZNER. Certainly it is very important to protect con-
sumers and to make them feel that they are being dealt with fairly
and to make sure that they are dealt with fairly. I certainly agree
with that. And one of the rules—

Mr. GREEN. May I just intercede? And I would beg that you ac-
cept my interceding for just a moment. Could you kindly start out
with yes or no? That way I will know what you really said, because
sometimes when folks finish, I don’t know whether they have said
yes or no. So could you start with yes or no and then give me all
the %xplanation you would like within about a 10-second period of
time?

Mr. KrROSZNER. Yes. Under HOEPA, we have undertaken a rule
against loan flipping, which we thought was unfair and deceptive
and inappropriate, and so we prohibited that practice. Tomorrow I
will be holding a hearing where we are going to be discussing other
potential practices that we would consider for a prohibition.

Mr. GREEN. Mr. Dugan?

Mr. DUGAN. Yes, there are. We have had to take action against
some of these. You know, we don’t have the rulemaking authority.
But just to give you one example, in the area of secured credit
cards, we saw a practice where people were charging the amount
of the security to the card, and as a result, there was nothing left
for the consumer to borrow. And that would be the kind of practice
that we certainly would think rises to the level of something that
just shouldn’t happen.

Ms. BAIR. Yes, exploding ARMs. These payment-shock mortgages
that people have no realistic chance of repaying, are what the
Subprime Mortgage Guidance is all about, getting rid of those.
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Also, I think regarding fee-based bounce protection, we are un-
dergoing a careful review of that practice. That product is used
chronically. It is extremely high-priced, and we want to do more
fact-finding about how customers are using it.

Ms. MAJORAS. Sure. The FTC, we have lots of cases alleging that
facts were deceptive or that they were unfair in the financial serv-
ices area. We had one recently in which the mortgage lenders were
providing all sorts of terms to Spanish-speaking consumers in
Spanish, but then changing the terms and giving them documents
in English that they couldn’t read that had wholly different terms
for the mortgages. So, yes, of course there are practices, and we at-
tack them regularly.

Mr. PoLAKOFF. Congressman, absolutely. Our 2005 guidance on
overdraft protection is a perfect example where it is unacceptable
for a consumer to go to an ATM and ask for the available balance
and have included in that the overdraft protection amount without
any notice of the charge associated with accessing that.

Mr. GREEN. My final question is, to what extent were these cor-
rections published?

Mr. DUGAN. Ours was published.

Mr. KrROSZNER. We issued a formal rule.

Ms. BAIR. Yes. For subprime mortgages, again, we have imposed
very public formal enforcement actions, and also the Subprime
Mortgage Guidance obviously is public.

Ms. MAJORAS. We filed a case in court and issued a press release
and the like.

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

Mr. CLEAVER. [presiding] The Chair now recognizes the gen-
tleman from California, Mr. Sherman.

Mr. SHERMAN. Thank you.

Comptroller, if the OCC determined, either by rule or interpreta-
tion, that realistic brokerage is a permissible activity for national
banks, would you then view State real estate licensing laws as ei-
ther obstructing, conditioning, impairing, or interfering with na-
tional banks’ ability to engage in such activity, and then go on to
preempt those State licensing laws?

Mr. DUGAN. Mr. Sherman, we have no such rule in our book to
permit real estate brokerage and I have no intention of doing so
as long as I am Comptroller.

Mr. SHERMAN. That pretty much puts that question to rest.

We need consumer protection. We need more of it than we have
now. If we have the States do it, then a lot of people who live in
States where they get inadequate consumer protection, a few will
live in States where consumer protection is so intense that it inter-
feres with business and raises costs, and the whole country will
suffer, because we benefit from an efficient national economy. In
fact, this union was formed perhaps more than for any other pur-
pose to give us the benefits of living in the world’s first common
market where companies could do business across State lines and
now across the continent.

We could act through the Federal agencies. I think you have
some prodding here today, but there is more for you to do. Or fi-
nally, we could pass laws through this committee. They are subject
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to possible veto, and they are also subject to a congressional sched-
ule that is now being drawn out on the Floor. I don’t know how
good we would be at writing good consumer protection if we do it
on 3 hours’ sleep, which appears like it is going to be the norm for
a while here in Congress.

My hope, therefore, is that the agencies represented here move
forward with consumer protection, and there are two kinds of con-
sumer protection. One is disclosure, where it provides good infor-
mation, is always helpful. And the other is when you prohibit an
activity, and the problem there is—I will give you an example. Let
us say you have a group of subprime borrowers, and they can’t
qualify for anything but the really tough subprime loan. If those
loans tend to have a one-fifth default rate, you would say, my God,
what kind of lender is making those loans? We have to stop that.
But if you stop it, then you have stopped—for every foreclosure you
have stopped, you have stopped four people from ever owning a
home.

So I don’t know what the default rate is. If you aim to tell those
financial institutions that you regulate to aim for a 1 percent de-
fault rate, a lot of people aren’t going to be able to own homes. If
you allow them to make such loans on such extreme circumstances
that they have a 50 percent default rate, first they are going to go
bankrupt, but second, we don’t want to see those kinds of loans
made.

As a disclosure, we have these credit cards out there, and the
statement tells me what my annual percentage rate is, and it tells
me what my minimum payment is. Should we by law or regulation
require that it say, Mr. Sherman, if you choose to make the min-
imum payment, even if you don’t use this credit card for any future
purchases, it will take you “X” years to pay us off, and in addition
to paying us the “X” dollars that you owe, that we were going to
add “Y” dollars of interest?

Now, I realize people continue to use their credit cards, but
would it be helpful to American consumers if we knew if I have
this balance at the current interest rate, eliminating the effect of
any teaser rates, this genuine effective rate, and I choose just to
make those minimum payments, what am I in for both in terms
of how long am I going to be making those payments, and the total
amount of interest I am going to pay? I will let anybody respond
to that.

Mr. KrOSZNER. Certainly our proposal that was discussed in the
subcommittee of this committee a week ago tries to address exactly
that issue. One of the things that we did is we talked to real con-
sumers and asked them, what do you need to know? What do you
want to know? What is going to be helpful to you? And then when
we have those answers, tried to put that together in a way that
was useful to them, and then asked them, well, is this helpful? Can
you understand that?

And so our proposal is getting at exactly these kinds of issues,
and as part of our proposal, we have discussed disclosing precisely
that type of information. We are now in a comment period, so we
are very open to comments from consumers, and from other parties
who might tell us how useful that is and how to improve that.
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Mr. SHERMAN. And I hope in the limited time that one of the
things you put forward to consumers was a little table: If you make
the minimum payments, this is how long it is going to take, this
is the total amount you are going to pay, and this amount is going
to be your interest, and this is your principal.

I do have a quick question on home lending, and that is, we have
seen home mortgages make the people who would never qualify to
be able to pay the fully indexed adjusted amount. So it is somebody
that says, oh, yes, you can qualify for a $500,000 mortgage because
you can afford to make $2,000-a-month payments, and that is all
you are going to have to make for the first 6 months or a year, at
which point it goes to double that payment. Are the financial insti-
tutions that each of you regulate allowed to regard a borrower as
qualified based upon the teaser rate and not based upon whether
they qualify to make the fully indexed payments that will come
about in—and I realize they only come about if the index doesn’t
drop, but assuming the index stays the same.

Mr. KrROSZNER. This is precisely the issue that we have put out
in our notice of proposed rulemaking on subprime mortgages. And
we have gotten comments in, and the agencies are working to-
gether to finalize that rule. I think when we looked at the com-
ments—or we are looking at the comments, and we certainly can’t
prejudge where we are going to be, I believe there is a lot of sup-
port for—

Mr. SHERMAN. Isn’t this a basic issue of bank solvency? If they
go around loaning $500,000 to somebody who can only afford to
make $2,000-a-month payments, and they say, well, that is a good-
performing loan because we got the $2,000 last month, do you
guys—my time—do you guys call that a performing, qualified, good
asset loan?

Mr. KrOSZNER. We have always taken safety and soundness very
seriously and looked at the underwriting standards that are regu-
lating institutions’ views. I think the key is making sure that all
institutions use similar types of of high-quality underwriting stand-
ards.

And just to address the previous question, it is precisely the
table that you described that is in our proposal on credit cards. So
I think we have tried to address both of the concerns.

Mr. SHERMAN. Thank you for the credit card answer. Hopefully,
for the record, you can provide a somewhat better answer on the
home mortgage issue, and I will yield back.

Mr. CLEAVER. Thank you.

The Chair now recognizes the gentleman from Minnesota.

Mr. ELLISON. Mr. Dugan, in the Watters case, basically, the Su-
preme Court construed the National Banking Act, and essentially,
you know, the Act vested nationally chartered banks with certain
powers and, “all such incidental powers as are necessary to carry
out the business of banking.” But within the statute, doesn’t it also
say that there are certain exceptions that are carved out under the
Act, and if the Congress wants to regulate in those exceptions, that
they certainly can, right?

Mr. DuGaN. Congress can—we are a creature of Congress. You
can change the National Bank Act in any way that you see fit.
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Mr. ELLISON. Yes. So I guess my question is this: In the area of—
I mean, I know what the decision says and all, but in the area of
consumer protection, don’t you think having more eyes on the prob-
lem to protect consumers would augment the Fed’s work in terms
of looking out for the consumer?

Mr. DUGAN. As I said earlier in my testimony, I believe that if
we had an unlimited number of resources, and an unlimited num-
ber of staff to have 2 sets of eyes, 3 sets of eyes, 10 sets of eyes,
would obviously put more compliance on an institution, but we
don’t.

Mr. ELLISON. I know that, but let me just say this. If the States
were allowed to help protect consumers as it relates to Federal
banks or State-Chartered subsidiaries of Federal banks, that would
mean you would have more eyes to protect consumers, isn’t that—

Mr. DucGaN. To me what makes the most sense is these are very
heavily regulated institutions that we regulate, and we believe we
should be held accountable for that. That is what we spend our re-
sources on.

Mr. ELLISON. Right.

Mr. DUGAN. To duplicate that effort to me doesn’t make any
sense.

Mr. ELLISON. Sure. Let me ask you the question this way then.
You know, there are banking practices by national banks and State
charters that are owned by Federal banks that have been called
into question to date; isn’t that right?

Mr. DuGAN. Certainly.

Mr. ELLISON. Yes. And as a matter of fact, I think you said
that—and maybe I got this wrong, but I thought you said that the
Fed maybe was—I am not sure of the time period. I think it was
last year—had like 200 formal actions and 200 informal actions.
Did I get that right?

Mr. DuGAN. I said the OCC.

Mr. ELLISON. The OCC.

Mr. DUGAN. 200 over a 5-year period.

Mr. ELLISON. My mistake. I misidentified the Agency. But we are
on the same page. That doesn’t seem like a lot to me, given so
many of the things that I have been hearing about from my con-
stituents.

Mr. DucaN. Well, all of what I said was—this is a very good ex-
ample. There are many actions that we take that never arise to
even an informal action, particularly in something that we call
“matters requiring attention,” and that is where we first alert bank
management of a problem because we are supervising them and we
are in there. We see it. We have a problem. You need to fix it. And
there were, over the same period, about 1,500 matters requiring at-
tention.

Mr. ELLISON. This is over a 5-year period?

Mr. DUGAN. A 5-year period on consumer-related issues only.

Mr. ELLISON. Fifty States?

Mr. DUGAN. It is the national banking system, yes.

Mr. ELLISON. Plus the territories?

Mr. DUGAN. Yes.

Mr. ELLISON. I can even see how that is not that many.
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Anyway, let me ask Attorney General Miller about this. Do you
feel that there is room for the States to regulate in the areas that
were precluded by the Watters decision? I mean, do you feel like
you could help the citizens of your State notwithstanding Watters?

Mr. MiLLER. We could help our citizens a lot. The States, the at-
torneys general, the banking superintendents, have a lot of exper-
tise, have a lot of resources to contribute here. You know, it is par-
ticularly difficult when there is a State-chartered institution that
is sheltered from our authority or a State law that we are prohib-
ited from enforcing. It just doesn’t make any sense at all.

Mr. ELLISON. For example, if a national bank or a State-char-
tered bank that is a national subsidiary had a credit card section,
and they were doing things like, I don’t know, double-cycle billing,
universal default, pay to pay, all the stuff we have been talking
about, you can’t touch them; is that right?

Mr. MILLER. That appears to be the case. And, you know, the
credit card complaint is the poster complaint for this whole issue,
and the whole—why this context that we have gotten into doesn’t
make sense. And we will handle that individual complaint at the
local level makes just so much sense.

Mr. ELLISON. We live in a country that has negative savings;
people are relying on credit cards to make it. They are at a com-
petitive disadvantage with the banks, and yet their own State that
they live in is without the power to do anything for them.

Mr. MILLER. That is the dilemma, and that is why it doesn’t
make sense.

Mr. ELLISON. Let me ask you this question, Mr. Miller. The argu-
ment goes something like this: We don’t want the States to have
their own—to be able to regulate in this area or to enforce in this
area because it would drive up the cost of doing business because
it would cost the national banks money, and, I guess, lawyers, to
comply with these various States. So if this is essentially a cost-
saving measure, why don’t we see the costs of lending practices
going down? You would think they would be lower. You would
think we would have really cheap money in America.

Do you have any thoughts on this subject? Could I at least get
an answer, Mr. Chairman? I mean, you know, one could argue that
the cost of money is pretty high because there is only—you know,
W}éen you look at some of the practices we have been talking about
today.

Mr. MILLER. I think you can draw that conclusion.

The other thing is that, you know, we are a large, complex, effi-
cient country. And, you know, today banks and institutions know
how to, in a cost-effective way, efficiently comply with the whole set
of rules and regulations. That is not really what we are talking
about. We are really talking about the authority question, between
States and Federal. We are not talking about cost here.

Mr. ELLISON. Mr. Chairman, unanimous consent for 30 seconds?

Mr. CLEAVER. Yes, please.

Mr. ELLISON. Now let me ask you, if the national banks and the
State subsidiaries that are owned by those national banks, if we
really should—I mean, do you think we should be seeing cost sav-
ings as a result of the national scheme? And in your view, are we
seeing the benefits of what should be a cheaper, more cost-effective
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system, or have we simply given certain banks sort of a free hand
and fewer people to hold them accountable, and, therefore, they are
in more of a monopoly position and can charge consumers higher
plglce(;% because there is fewer people watching them; is that pos-
sible?

Mr. MILLER. I suppose that is possible. I guess what I am saying
is that obviously we are not seeing lower charges, and that is ei-
ther because there really isn’t a cost saving by going to the na-
tional system, or if the advocates are right, there is additional prof-
it. But I think it is really a question of power and authority and
how we treat consumers. I have said, though, that, you know, I re-
spect the Supreme Court decision. I have to live with it. The chair-
man said earlier, I think, correctly—

Mr. ELLISON. I don’t.

Mr. MILLER. Yes. I mean, you can change it. But the chairman
said earlier, the prospects of changing aren’t so great. So, you
know, what do we do now?

And, you know, one of the things I talked about is that seven of
us really work together, use our powers in the subprimary. We all
have power; we have retained power there. And, you know, we just
have this enormous opportunity to change that system, particularly
with bad actors out, relatively good actors remaining, those with
national—with reputational interests remaining, and having that
incentive—some pain being felt including by the investors and the
public knowing this is a problem.

Going forward, if the seven of us really work together sincerely
and practically, as the two of us at the end of the table have
worked together for the last 5 years, we could have a much, much
better subprime market.

Mr. CLEAVER. Thank you.

The Chair recognizes the gentleman from Ohio, who has worked
on this issue in the Ohio Legislature, Mr. Wilson.

Mr. WiLsON. Thank you, Mr. Chairman.

Ladies and gentlemen, I am fully aware this has been a long,
long time, so I will be brief. However, I have made some observa-
tions, and I appreciate the seven of you being here, and so I will
just ask my question in this way.

One of the things that came out today to me is that there are
some—we need to work on connecting the dots, be that State or
Federal, how we can ask the FTC to step up, the Feds, Federal Re-
serve, and what we can do with the OCC? I think a lot of ques-
tions, Mr. Dugan, were directed to you for some obvious reasons.
So without saying anything negative, I really thought that Attor-
ney General Miller had some really good observations in his testi-
mony and saying what things we need to do.

My question would be—and I would like to go through the seven,
and just give me a brief response—is what can we do on the con-
gressional level to help you connect the dots to put this together
so that we can make a better situation for the people in America
and certainly for those in Ohio? If I could.

Mr. CLEAVER. We are going to ask all of you to answer the ques-
tion and give the Reader’s Digest version.

Mr. KrROSZNER. The Reader’s Digest version is you actually al-
ready have taken a very important first step in including the Con-
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ference of State Banks Supervisors in the FFIEC, the FFIEC Act.
So they are participating, and it is making it easier for us to co-
ordinate.

Mr. WILSON. Thank you.

Mr. DugaN. We made four suggestions. And for Congress one
would be to give joint rulemaking authority for unfair and decep-
tive practices. We also think that when regulators write rules that
other regulators have to enforce or implement, that they should be
consulted as part of that process. I think that gets very much to
your connect the dots kind of thought. And then I think that Con-
gress should require that these consumer protection regulations be
updated on a regular basis, that they sometimes can go too long
without being reviewed, and that causes problems for consumers
over time. And then lastly—and this isn’t a congressional thing,
but it was something that was raised earlier. I think we all need
to get together to adopt a centralized way of handling consumer
complaints so they don’t get confused about who is a national bank,
who is a savings association, etc.

Mr. WILSON. Thank you.

Ms. BAIR. Yes. I think you have hit the nail on the head. As I
said in my testimony, we need uniform, consistent, across-the-
board protections. I have called again for national standards to ad-
dress abuses in subprime mortgage lending at both bank and
nonbank lenders.

We would like the ability to write rules regarding unfair and de-
ceptive practices. We need to expand the ability and the authority
of State bank supervisors, as well as State attorneys general and
others who are involved in regulating nonbank providers, to enforce
the existing Federal protections.

And finally, although financial education is not a panacea, I do
think there is an opportunity for Congress to fund more financial
education in public schools in their core curricula. In the longer
term, I think that would help.

Ms. MAJORAS. I think the crux of the matter is to decide what
we want to do with the nonbank lenders who are the major partici-
pants in the subprime market. They are currently not regulated at
thedFederal level. So I think that is one decision that needs to be
made.

Second, we think that mortgage disclosures based on a study we
hﬁwe just released are inadequate, and we think we should look at
that.

And finally, if you are going to revise the FTC Act, it is one thing
to give others more authority, and I don’t have an opinion on it.
That is up to them what they need. But if you change our standard
and our enabling statute, remember that the FTC enforces in broad
swaths of the economy, not just this, and that would change it for
everything.

So I do hope we can work together with those who are making
such proposals because, of course, we use that statute every day all
day, and we know what it can do and what it can’t do. Thank you.

Mr. WIiLsON. Thank you.

Mr. PoLAKOFF. Congressman, the Reader’s Digest version, three
issues. The FFIEC, which is a very effective tool for all of us. There
is a consumer forum, I think the Comptroller mentioned it earlier,
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headed by Treasury, and I believe virtually all of us at the table,
including CSBS, and the FTC, and the banking regulators, sit at
that forum and have very robust discussions, and I think that
would—they are the two most critical aspects.

The last is I would commend CSBS and ask them to remain vigi-
lant. Right now only 70 percent of the banks have adopted the non-
traditional mortgage guidance. CSBS is very active in getting other
departments to enact that guidance, and I think that is critical.

Mr. WiLsON. Thank you.

Mr. MILLER. One of the great roles of Congress is oversight. I
think the most important thing you could do is hold the seven of
us, our feet to the fire, make sure we fully and fairly and effec-
tively use our powers, and make sure we work together to protect
consumers.

Mr. WILsSON. Thank you.

Mr. ANTONAKES. Well, presuming overturning the decision isn’t
an option, we would speak for the FFIEC on an expanding role and
have joint rulemaking through the FFIEC. We think we are just
one of six parties, but we think we bring extensive consumer expe-
rience.

Mr. WiLsoN. Thank you. And if I may, Mr. Chairman, in my
opening statement, I said what I really felt our issues were, and
the fact that it is not all bank-related, certainly that most is not.
But this has been very helpful to me, and having sat through this
just last year in Ohio, we have a lot of work to do, and we truly
want to be able to bring all seven of you together in looking at how
we can improve on the States and the Federal level. So I look for-
ward to working with you in the future.

Thank you, Mr. Chairman.

Mr. CLEAVER. Let me express appreciation to all of you. Ms. Bair,
you have spent quite a bit of time with us over the last few weeks,
and we appreciate you coming and being responsive, as you always
have been.

The Congress was in session until about 2 a.m., so you have seen
the hearty Members today, and we feel very strongly about this. I
think the chairman expressed at the opening of the hearing that
this was designed for us to learn, and so I think that, in fact, has
happened. Some Members may want to ask additional questions,
and if they do, they will do it in writing. And without objection, the
hearing record will remain open for 30 days for members to submit
any additional questions to the witnesses, and to place their re-
sponses in the record.

If there are no requests to speak, this hearing is adjourned.

[Whereupon, at 1:30 p.m., the hearing was adjourned.]
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Opening Statement
Rep. Carolyn Maloney
June 13, 2007

Thank you, Mr. Chairman.

As the Chair of the Subcommittee charged with consumer credit, I am very pleased that you have
convened this hearing of the Full Committee to highlight and discuss some of the overarching issues of
federal and state consumer regulation that we have been working on in my subcommittee in the context
of specific regulatory debates. Whether it is in the context of credit card regulation or subprime
mortgage lending, the fact of growing OCC preemption requires us to ask who is best able make new
rules and who can enforce them.

It may be correct, as the OCC says, that the Watters decision changed the law very little if at all. But in
legal history books, I believe, it will be seen as marking the end of one era and the beginning of the
next. I hesitate to announce the impending death of the dual banking system, but I wonder what
meaningful role is left for state regulators.

As a Member of Congress 1 am inclined to believe that elected officials are the most responsive to the
needs of their constituents, and as a New Yorker I know that an active state AG is a very effective
consumer protector.

On the other hand, in today’s global market we may no longer be able to afford the luxury of having
the most banking regulators in the world. Uniformity may be an advantage we can no longer afford to
do without.

So I'd like to see the federal regulators prove they can take up this responsibility and build a record on
consumer protection to match the record they have built on safety and soundness.

For instance, I'd like to see the Fed use its unfair and deceptive practices authority to regulate in both
the subprime mortgage area and in the credit card area to ban abuses.

As I suggested last week maybe we should extend that power to the other agencies as well so that there
would be more regulatory vigilance. Joint rulemaking would give a seat at the table to the various
sectors and provide more input and different views.

I"d like to see the OCC and the FDIC ramp up their staffing and resources to make it possible for
consumers to call and complain and get a helpful response. Structurally, I am concerned that the
consumer protection sections of the agencies should have direct access to the top decision makers and
a seat at the head table.

1 also think we should support and encourage efforts by federal regulators to work with states. For
example, the OCC and the Conference of State Banking Supervisors have agreed on a model
framework for sharing consumer complaints that has been put into place first in my state with an MOU
between the OCC and the New York State Banking Department.

1 hope we can explore these and other issues and I look forward to the testimony.

HitH
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Opening Statement —Consumer Protection Hearing
Rep. Dennis Moore

Mr. Chairman, I just wanted to take a few minutes to talk about the issue of
consumer complaint resolution at the regulatory agencies.

Before [ came to Congress, I was a District Attorney, and I investigated and
successfully prosecuted a national oil company charged with rigging gas pumps to
cheat consumers. Those consumers had filed complaints with the Consumer
Protection Division of my office at my direction, which was a fairly
straightforward process, especially compared to that faced by banking customers
today.

The average consumer often has no idea where to file a complaint when
something has gone wrong at their bank.

In the past, a consumer would often call his state banking regulator or attorney
general’s office, but recently the role of the states has been significantly reduced.
When it comes to the federal regulators, most consumers have never heard their
names - other than the FDIC, whose name is on every bank’s door.

Even if the consumer can find the right federal regulator, it is often then hard to
find the consumer complaint resources on the regulatory websites. Some of them
require a great deal of searching to yield a telephone number or a complaint form.
And when the consumer submits the complaint to the regulator, the process itself
can be confusing and intimidating.

This Committee needs to feel confident that, if consumers have fewer
opportunities to go to state regulators for satisfaction, the federal regulators are
doing all that they can to make the process efficient, consumer-friendly, and are
using what they learn from consumers to push financial institutions to better
performance.

Generally, consumers are seeking assistance from regulatory agencies because
they have experienced some level of frustration with their bank. We owe it to
them to ensure that the process they encounter and the resolution they receive is
not a source of greater frustration than the original complaint. Thank you.
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Opening Remarks

Honorable Maxine Waters D-35™ CA

House Committee on Financial Services

Hearing: “Improving Federal Consumer Protection in Financial Services”

Wednesday, June 13, 2007
10:00AM
2128 Rayburn House Office Building

Good morning ladies and gentlemen. 1 want to thank Chairman Frank and
Ranking Member Bachus for holding today’s hearing on Improving Consumer Protection
in Financial Services. Given the recent regulatory and judicial actions affecting the
application of state consumer protection laws to national banks and state thrifts, it is very
proactive that the Committee would hold this hearing.

The number of consumer complaints related to financial services and lending
practices as well as to unfair and deceptive practices in the financial services marketplace
raises issues about the appropriate role of the states in the consumer protection and
regulatory equation; it also calls into question a number of federal statutes --- Truth in
Lending Act (TILA) and the Fair Credit Reporting Act (FCRA), not to mention the Equal
Credit Opportunity Act (ECOA). We all know that consumer protection is different
depending on the state and the practice in question.

I am pleased to say that some of the best practices related to consumer protection
were pioneered in my State of California and remain a model for other states as well as
the federal government today. However, I am afraid that during the past several years,
some of the consumer protections have not been as vigorously enforced as they could
have been; just look at the identity theft issue and current protections for the consumer as
an example. We all know that the statutes governing consumers are at the core of credit
in a world where credit is often a key to financial success.

As we witness a continued increase in the number of seniors and first time
credit applicants from diverse backgrounds, we will want to make sure that the vast array
of tools to protect these individuals work rather than make them into victims, I look
forward to today’s witnesses sharing their perspectives on these important consumer
related issues. Thank you.
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Introduction

Good morning, Chairman Frank, Ranking Member Bachus, and distinguished
members of the Committce. My name is Steven L. Antonakes, and I serve as the
Commissioner of Banks for the Commonwealth of Massachusetts. I am also the Chairman
of the State Liaison Committee (SLC), making me the newest voting member of the
Federal Financial Institutions Examination Council (FFIEC).! It is my pleasure to testify
today on behalf of the Conference of State Bank Supervisors (CSBS).

CSBS is the professional association of state officials responsible for chartering,
supervising, and regulating the nation’s approximately 6,200 state-chartered commercial
and savings banks. For more than a century, CSBS has given state bank supervisors a
national forum to coordinate, communicate, advocate and educate on behalf of state bank
regulation.

I commend you, Mr. Chairman, for calling this hearing to discuss consumer
protection in financial services. As a state regulator, I am deeply committed to protecting
the consumers of Massachusetts. The states have long been recognized as leaders in
providing consumer protection. And while I also strive to encourage the success and
competitiveness of the financial institutions my department regulates, I will not
compromise my department’s fundamental commitment to protect consumers and to

ensure the safety and soundness of the institutions we regulate.

! The Federal Financial Institutions Examination Council (FFIEC) is a formal interagency body empowered
to prescribe uniform principles, standards, and report forms for the federal examination of financial
institutions by the Board of Governors of the Federal Reserve System (FRB), the Federal Deposit Insurance
Corporation (FDIC), the National Credit Union Administration (NCUA), the Office of the Comptroller of the
Currency (OCC), and the Office of Thrift Supervision {OTS) and to make recommendations to promote
uniformity in the supervision of financial institutions. In accordance with the Financial Services Regulatory
Relief Act of 2006, a representative state regulator was added as a member of the FFIEC in October 2006.
The FFIEC website is http://www.ffiec.gov.
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CSBS'is committed to working with Cpngrcsé‘ and our federal §0unterparts to .
further the development of a fair and éfﬁciént ’sykstem of bconsume»r‘ protection that serves
the interests of financial services customers, At best, the current regulatory structure at
both the state and federal level can be confusing to the consumer. I believe that state and
federal regulators and Congress all seek to provide adequate consumer protection.

As financial institutions engage in interstate and nationwide operations, our
regulatory system must reflect this evolution. However, I am concerned that in this drive
toward a nationwide, multi-state system, we are losing the greatest strengths of our state-
federal system and threatening the health of our community banks.

CSBS believes the evolution and increased scope of preerption of state laws
threatens to result in a nationwide weakening of consumer protection provisions. In
addition, the Supreme Court’s decision in Watters v. Wachovia has arguably given support
for the preemptive efforts of the Office of the Comptroller of the Currency (OCC}), which
provide an advantage to the federal charter over the state charter, and thereby weaken the
dual banking system and the states’ ability to protect its citizens.

Congress needs to clarify the role of the states concerning the application of state
consumer protection laws and the enforcement of both state and federal laws in protecting
the citizens of their states. As the industry continues to consolidate under the federal
charters, and supervisors located in Washington, D.C. take on a greater role, the state

legislatures need a clear statement as to what options they have to combat such abuses.
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History of Preemption and Congressional Intent

Historically, the principle that governed the interaction of state and fedéral law over
national banks has been that federal law overrides state law where the two statutes dir'eétly
conflict, or where the state law significantly impairs the national bank’s abﬂity to conduct
its federally-authorized business. National banks and their operating subsidiaries have
traditionally been subject to a wide range of state laws, and Congress has consistently
deferred to state laws in several areas.

In 1994, Congress adopted the Rjegle—Neal Interstate Banking and Branching
Efficiency Act (Riegle-Neal Act), which authorized national banks and state banks to
establish interstate branches. The Riegle-Neal Act made possible the growth of large
nationwide banking organizations and caused dramatic industry consolidation. It also
made the application of multiple state laws more relevant to charter choice.

Under the Riegle-Neal Act, national banks that engaged in interstate branching
were subject to state laws with respect to intra-state branching, community reinvestment,
fair lending and consumer protection {known as “the big four”) as if their out-of-state
branches were branches of a bank chartered by the host state. In the conference report on
the Riegle-Neal Act, Congress declared:

States have a strong interest in the activities and operations of depository
institutions doing business within their jurisdictions, regardless of the type of
charter an institution holds. In particular, States have a legitimate interest in
protecting the rights of their consumers, businesses and communities. ...

Under well-established judicial principles, national banks are subject to

State law m many significant respects....Courts generally use a rule of construction
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that avoids finding a conflict between the Federal and State law where possible.
The [Riegle-Neal Act] does not change these judicially established principle&2

These laws, however, were susceptible to preemption by Federal law or by the
Comptroller’s determination that the state laws were discriminatory. Any branch of an
out-of-state, state-chartered bank, however, was subject to all the laws of the host state,
with no exceptions. This obviously gave an edge to national banks, which could benefit
from the preemption of state laws while multi-state, state-chartered banks were required to
abide by multiple sets of laws.

The passage of the Riegle-Neal Amendments Act of 1997 (Riegle-Neal II)
expressed the intent of Congress to rectify this competitive disadvantage. In order to
restore balance by giving multi-state state banks a meaningful choice in charters, and in
part to remove the use of preemption as a means to gain a competitive advantage for the
national charter, Congress passed Riegle-Neal IT and amended the Federal Deposit
Insurance Act to declare that:

1. The laws of a host state (including community reinvestment, consumer
protection, fair lending and intrastate branching) shall apply to any branch
in the host state of an out-of-state state bank to the same extent as such state
laws apply to a branch of an out-of-state national bank; and

2. An insured state bank that establishes a branch in a host state may conduct

any activity that is permissible under the laws of its home state, to the extent

P HL.R. Rep. No. 103-651 {Conf. Rep.), at 53 (1994), reprinted in 1994 U.S. Code Cong. & Ad. News 2068,
2074,
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such activity is permissible either for a bank chartered by the host state or
for a branch of an out-of-state national baok.

Led by CSBS, the Chairman of the Federal Reserve Board, the Independent
Bankers Association, and the National Governors Association all endorsed Riegle-Neal II
as a way to provide competitive equality between state-chartered multi-state institutions
and federaliy chartered multi-state institutions. Once again, Congress acted to preserve the
viability of the state charter and the dual banking system as a whole and give financial

institutions that wanted to operate in multiple states a meaningful choice in charters.

States as the Laboratories of Innovation

The traditional dynamic of the dual banking system has been that the states
experiment with new products and services that Congress later enacts on a nationwide
basis. The states have been innovators in the area of consumer protection. Nearly every
consumer protection regulation that exists at the federal level, or that Congress is currently
contemplating, has its roots at the state level. For example, the states were the first to
epact fair lending statutes, and are now leading the way on predatory lending, mortgage
supervision, data security, and credit card disclosures.

As a matter of fact, I will be testifying tomorrow before the Federal Reserve Board
on the home equity lending market. The Federal Reserve has requested that state officials
discuss the laws, regulations, and enforcement actions we have taken to supervise the
mortgage industry, and provide feedback on what our first-hand experience has taught us,
With federal preemption of state consumer protection laws, the Federal Reserve’s rule-

writing authority under the Home Ownership and Equity Protection Act (HOEPA) is the
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most effective method to provide consumer protection in the mortgage lending market.
Absent Congressional action, only the Federal Reserve can write consumer protection
regulations that will apply to all financial institutions and other mortgage providers. Going
forward, it is unclear what role the states will play in developing consumer protection

standards as financial products, services, and practices evolve.

Tmportance of Decentralized Supervision

Maintaining a local role in consumer protection and a strong state banking system
is more important than ever as our nation’s largest financial institutions merge and the
financial market continues to consolidate. These mergers make economic sense for the
institutions involved, and offer the customers of these ingtitutions a larger menu of
products and services at prices that reflect economies of scale. But the strength of our
banking system is its diversity—the fact that we have enough financial institutions, of
enough different sizes and specialties, to meet the needs of the world’s most diverse
economy. Centralizing authority or financial power in one agency, or in a small group of
narrowly regulated institutions, threatens the dynamic nature of our economy. As of
March 31, 2007, the top 10 insured depositories control 45% of the assets in the system.
Nine of these banks are federally chartered and control 44% of the assets.

As supervision of institutions becomes more centralized, institutions are no longer
held accountable to local supervisors. Supervision that is centralized in Washington, D.C.
is less connected to local communities and fails to involve local regulatory agencies

adequately.
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State supervision and regulation are essential to our decentralized and diverse
banking system. State bank examiners are often the first to identify and address economic
problems, including cases of consumer abuse. We are the first responders to almost any
problem in the financial system, from downturns in local industry or real estate markets to
the emergence of scams that prey on senior citizens. The states can and do respond to
these problems much more quickly than the federal government.

Massachusetts has a long history of consumer protection. I have attached, as
Exhibit A, a list of Massachusetts Consumer Protection Statutes. The federal Truth in
Lending Act was modeled after the Massachusetts Truth in Lending Act. Through the
express exemption provisions of the federal Truth in Lending Act, Massachusetts has had
an exemption from Truth in Lending and its implementing regulations at Regulation Z for
more than 30 years. The exemption provisions of the federal Truth in Lending Act and
several other consumer protection laws allow for a State exemption if the State can
demonstrate that its laws are as protective or are more protective than the federal law, and
that the State has adequate enforcement authority and resources. Many laws in
Massachusetts are actually more protective to consumers than their parallel federal
counterparts, including the Massachusetts Community Reinvestment Act, the Equal Credit
Opportunity Act, the Electronic Fund Transfers Act, and the Truth in Savings Act. 1
believe that the strength of Division’s statutory authority is more than adequate to examine
for not only all State consumer protection laws, but also all federal consumer protection -
laws applicable to the conduct of the business of each institution under our supervision.

Massachusetts also has a very active examination and enforcement program. Last

year, the Division conducted more than 100 Consumer Compliance and Community
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Reinvestment Act examinations of banks and credit unions. The Division also conducted
more than 400 examinations of mortgage lenders and mortgage brokers for financial saféty
and soundness and for compliance with consumer protection laws and regulations. As a
result of its examinations, the Division issued more than 100 enforcement actions against
mortgage lenders and brokers, banks, and credit unions.

The Division has had long-standing productive and cooperative relationships with
the federal regulators of Massachusetts-chartered banks and credit unions. In addition to
existing safety and soundness programs, more than 10 years ago, the Division signed its
first cooperative agreement with the Federal Deposit Insurance Corporation (FDIC) to
ensure a coordinated approach to our respective CRA and Consumer Compliance
examination programs. This agreement provided for an alternating examination program
to avoid duplication or overlap of examinations. This agreement with the FDIC was
followed by a similar agreement with the Federal Reserve Bank of Boston. These
agreements have served our agencies and the banks in Massachusetts well.

As noted above, Riegle-Neal clearly stated that State branching, community
reinvestment act, fair lending, and consumer protection laws apply to branches of out-of-
state national banks to the same extent as a branch of a bank chartered by a host state. As |
have stated, Massachusetts has an abundance of consumer protection laws, including fair
fending and community reinvestment statutes. Over the years, several provisions of
Massachusetts law have been preempted by the courts. However, the Division is not aware
of any Massachusetts consumer protection law that has been specifically preempted by the
OCC. In the case of CRA, the OCC has expressly acknowledged the laws of

Massachusetts as well as those of Connecticut, New York, Rhode Island, Washington,
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“West Viiginia, and the District of Columbia. In OCC Advisory Letter 98-17 and then in
"A‘dvi‘sory Letter 99-1, the OCC stated these states’ CRA laws apply to host state branches
of national banks. Advisory Letter 99-1 states:

Since no issues have been raised with the OCC as to whether those laws

would be preempted by any federal law, during our CRA evaluations of

national banks, the OCC will solicit input from local banking

commissioners regarding the banks’ record of performance under applicable

state community reinvestment laws. The OCC will contact local banking

commissioners for the District of Columbia and the states that have passed

their own community reinvestment laws to inform them that the OCC is

scheduled to conduct CRA examinations. These contacts will coincide with

the quarterly publication of the schedule of planned CRA examinations as

prescribed by 12 CFR 25.45.

As you can well imagine, several large out-of-state national banks have branches
operating in Massachusetts. Notwithstanding this OCC Advisory Letter, I am not aware of
any communication at any time by the OCC relative to seeking input from the Division on
these banks’ compliance with the Massachusetts Community Reinvestment Act. Given the
exclusive visitorial powers of the OCC, the Division is unable to determine either whether
out-of-state national banks operating in Massachusetts are in comphance with
Massachusetts CRA, fair lending, and consumer protection laws, or whether the OCC s
fulfilling its mandate to examine for compliance with these provisions.

CSBS believes the process of routine examinations of financial institutions is

critical to consumer protection. The importance of examinations should not be
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underestimated; through this process, our examiners often uncover and address violations
of consumer protection laws before large segments of the population are affected.

And while our supervisory system has evolved to accommodate the largest
institutions that operate nationwide, the system must continue to evolve to case the
regulatory burden upon all financial institutions. This evolution, however, absolutely must
not come at the expense of consumers, our ability to maintain and develop innovative and
adequate regulations that protect consumers, or our ability to foster community banking.
Through OCC, OTS and NCUA preemption of state laws, the financial system has been
robbed of meaningful consumer protections. If Congress deems it appropriate to move
towards a national consumer protection standard, then we ask that the nationwide standard

grant enforcement authority at the state level.

The Dual Banking System

The United States boasts one of the most powerful and dynamic economies in the
world. What sets the U.S. financial system apart from the rest of the industrialized
countries is a broad-based and diverse banking industry marked by a meaningful choice in
charters. Choice enables economic opportunity as well as a healthy dynamic tension
among regulators, resulting in a wider range of products and services for business and
consumers, along with lower regulatory costs and more effective, responsive supervision.
In short, the U.S. economy flourishes because of our unique dual banking system, not in
spite of it.

The dual banking system is a unique and historic characteristic of our nation. State

bank supervision in the United States has been in existence since the late 1700s. My home

11
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. st;at‘ei Qf ’Ma’sSa(';huset»ts chartered its first bank, the Bank of Massachusetts, in 1784. The
i chaitcr Waé sighéd by G?}Véﬁ)or John Hancock and Senate President Sam Adams. In 1863,
Congress passed the Néﬁonal Bank Act, which created the national bank charter. Since the
creation of yo'ur dual bahkjng system with the passage of the National Bank Act, all banks,
regardless of their charter, have been subject to a combination of federal and state laws.
The balance of state and federal authority has evolved, shaped by new federal and state
statutes and by a growing body of case law.

State supervisors work closely with the Federal Deposit Insurance Corporation
(FDIC) and the Federal Reserve to ensure consumer protections. In addition, state
Attorneys General provide independent consumer protection and enforcement oversight
with respect to all state-chartered providers of financial services. These checks and
balances tend to serve the public interest by keeping the focus on consumer protection
along with safety and soundness concerns. Currently, however, no system of checks and
balances exists for consumer protection under the federal charter. The Federal Trade
Commission is specifically barred under 12 U.S.C. 45(a)(2) from bringing claims for
unfair and deceptive acts and practices against banks or thrifts. In Clearing House Ass'n v.
Spitzer, a case currently pending before the Second Circuit Court of Appeals, the OCC has
asserted that its regulations preempt the authority of New York’s Attorney General to bring
a judicial proceeding against national banks or their operating subsidiaries in order to
enforce New York’s fair lending laws. Even though the OCC has conceded that the New
York laws in question apply to national banks, the OCC has claimed exclusive authority to
enforce such laws. Consolidating supervision and consumer protection in a single agency

does not serve the public’s interest.

12
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The Evolution of the Financial Industry

In the years sincé the passage of the Riegle-Neal Act, the financial services industry
has been transformed. Banks have taken advantage of their new powers under Riegle-Neal
and Gramm-Leach-Bliley to offer their customers an unprecedented range of new products
and services. Consistent with the states’ role as the laboratory of financial innovation,
many of these products and services originated at the state level. Yet as these new
products and services have emerged, so too have new opportunities for consumer
confusion and, in some cases, abuse.

The residential mortgage industry provides a useful case study to represent this
explosion of product and service choice, with the side effects of consumer confusion and
abuse. The rapid evolution of the mortgage industry created a new class of mortgage
providers for borrowers, and in some cases these providers engaged in predatory and
fraudulent practices.

The actions taken by the states in response to the evolving mortgage market have
focused on protecting consumers through development and licensing and supervision of
mortgage brokers and lenders, legislation, and enforcement of consumer protection laws.
Each day state regulators take enforcement actions against mortgage lenders and brokers
for abusive lending. In 2006 alone, states took 3,694 enforcement actions against
mortgage lenders and brokers.” CSBS has also partnered with the American Association
of Residential Mortgage Regulators (AARMR) to develop a nationwide mortgage

licensing system to improve the efficiency and effectiveness of the U.S. mortgage market,

? Source: Mortgage Asset Research Institute.
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to fight fraud aﬁd predatory lehding, to increase accountability among mortgage
professionals; and fo unify and’étréémﬁne state licensing processes. Tko’ my knowledge, no
other regulator is developing or even contemplating such a system.

Our experience in this area shows that state financial regulation is a vital and
essential dynamic for promoting new financial services while offering new approaches for
consumer protection. The OCC has short-circuited this dynamic with the sweeping
preemption of state laws that “condition” the activities of the institutions they supervise.
States continue to seek new ways to protect their citizens, but preemption makes most of
these efforts ineffectual, because the laws do not apply to the customers of most of the
nation’s largest institutions, which control the vast majority of the assets in the industry.

Given the OCC’s broad preemption rules and the 5-3 decision of the Supreme
Court, new consumer protection laws governing these institutions would have to originate
at the federal level. As you know, enacting federal legislation is a long and cumbersome
process, and federal laws address problems with broad strokes that may not be appropriate
for both large and small institutions. The state system is much better equipped to respond
quickly, and to tailor solutions to the specific needs of various commumities and industry
sectors. With limited resources at both federal and state levels, I believe we should be
discussing sharing responsibilities among the state and federal regulators, not preempting

valuable resources.
Watters v. Wachovia
Understandably, my fellow state bank supervisors and I are disappointed with the

outcome of the Warters case. We do not believe that the Supreme Court will take up

14
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another banking law case that would disturb the precedent set by the Watters case, but we
do beliéve that the Watters ca“se begs a variety of questions that will need to be interpreted
by the state and federal regulators and possibly distinguished away by the lower courts.
For example:

- What does it mean for the OCC to have an operating subsidiary regulation
that the Court did not rely upon in reaching its decision that national banks
can create operating subsidiaries? The Court gave no judicial deference to
the OCC’s regulation, so the regulation was neither upheld nor struck down.
The Court had to go back to the 1864 Congress for support of its position’
under the National Bank Act.

»  What does it mean to have an operating subsidiary that is anything other
than a2 nondepository corporate entity? The Court said that operating subs
derive their power from the national bank parent entity, but what about
thrifts that are operating subs of national banks? What about state banks /
ILCs / trust companies that are operating subs of national banks? These
operating subs are financial institutions that are separately chartered and
derive their powers from a source other than the national bank.

«  What does it mean that preemption follows the activity, rather than the
corporate structure of the bank? Does that mean that agents of the
institution are also free to operate outside of the scope of state law and
enforcement?

Given how important consumer protection is in today’s financial marketplace, we

are encouraged by the Comumittee’s interest in reviewing ways to improve federal
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consumer protection in financial servicesi In addition to its oversight of federal ag‘ency
administration under present laws, Congress has its critical législaﬁve role. When ‘
legislating, we strongly urge the Congress to retain and expressly build upon the
presumption against the preemption of state law. Additionally, we strongly urge the
Congress to include a clear statement if it intends to preempt state law in a particular area,
or alternatively to provide an equally clear statement if Congress intends to direct a federal
bank regulator to issue regulations that will preerapt state law. One of the compelling
points made by the dissenting justices in the Watters case is that the Congress is uniquely
qualified to consider, evaluate, and accept or reject interests of the states in fashioning
federal legislation; by contrast, the federal administrative agencies are inherently limited
by their institutional role and mission, and can never be expected to consider the states’
interest fairly in any agency action that might preempt state law.

The Supreme Court has spoken, but we ask Congress to consider restoring the
balance of the dual banking system and to provide clarity on what state laws are
preempted. We also believe that the Supreme Court has written a decision which
encourages Congress to provide explicit scenarios when it intends to preempt state banking
law or at least to prompt the OCC to provide more clarity as to which state laws it is
enforcing as it is required to do under the statutory language of Riegle-Neal. Most
importantly, we are troubled, as were the dissenting justices in the Watters case, that the
Supreme Court’s opinion made short shrift of the traditional consumer protection role

played by the states.
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Cooperative Role for the States

For close to 150 years, Congress has been careful to balance the interests of local
government with the interests of a nationwide banking system. In enacting new banking
laws, Congress has consistently paid deference to state laws in general and to consumer
protection laws in particular. CSBS supports nationwide banking. We support interstate
operations and the ability of customers to move and travel with their financial institutions,
and we have worked hard to create a structure that facilitates interstate branching. We
support competition in the marketplace and meaningful choice for both customers and
financial institutions. We constantly seek opportunities to decrease regulatory burden and
help our financial institutions develop more efficient operating systems. But this
efficiency cannot come at the expense of the consumer, or at a competitive disadvantage to
the thousands of community-based institutions that serve these consumers.

CSBS believes that effective supervision of the financial marketplace requires a
coordinated effort among the federal agencies and the states. Ultimately, the goal for
Congress and regulators should be to create an efficient supervisory structure that allows
institutions to compete effectively and make their products and services available to a
broad demographic, while offering effective consumer protection and recourse against
fraudulent and abusive practices. If necessary, Congress should preempt state laws in an
effort to achieve this goal of seamless supervision, not in an attempt to make the federal
charter a more attractive option for financial institutions. CSBS is not against preemption
in all cases. In fact, CSBS supports Congressional preemption in some areas, most notably

with regards to the Fair Credit Reporting Act.
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Recently the states, through CSBS, agreed to a framework for the sharing of
consumer complaints and resolutions between the state agency and the OCC. The CSBS
board of directors recently agreed to negotiate a similar arrangement with the Office of
Thrift Supervision (OTS). CSBS and OCC are also working with the other agencies to
develop a model consumer complaint form. These are all positive steps to improve service
to copsumers.

However, we believe the system has benefited from the states establishing
expectations for consumer protection through laws, regulations and enforcement.
Therefore, I am pleased to represent the State Liaison Committee on the FFIEC. As the
newest voting member of the FFIEC, it is my responsibility to ensure that the states have
meaningful input in the development of regulatory policy, regulation, and guidance. We
are waiting for the federal agencies to complete their legal review and update the necessary
operating agreements of the FFIEC to fully implement our role. While some believe this
state-federal coordination is new, we have been coordinating quite well in supervision and
enforcement over the last 10 years under the Nationwide Cooperative Agreement, signed
by each state, the FDIC and the Federal Reserve. We can bring the same level of
cooperation to the development of regulatory policy.

Congress created the FFIEC as an interagency body to promote uniformity and
consistency in the supervision of financial institutions. With greater representation from
state supervisors, we believe the FFIEC is the most suitable mechanism for the
development of consumer protection standards going forward. While some of my
colleagues may refer to an “interagency initiative,” I would assert that the FFIEC is the

method of interagency coordination that Congress intended. It is my belief that
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institutions, consumers, and the economy as a whole will be better served as the federal

agencies and the states work more closely together to provide coordinated supervision.

Recommendations for Congress

The states have tried to create a seamless web of supervision for multi-state state
chartered banks through cooperative agreements at both the state and federal levels. We
have worked with our counterparts in the State Attorneys General on supervisory actions
with great success. However, with the latest interpretations over applicable state laws and
enforcement authority, our hands are tied. We have almost no jurisdiction over an ever-
increasing share of the industry. Only Congress can change the laws that govern the
largest portion of the industry. To this end, we suggest the following.

» Congress should make it clear that the FFIEC holds authority over the
development of consumer protection standards for new federal consumer
protection laws.

+  The Unfair and Deceptive Acts and Practices Act is a valuable tool; and
Congress should consider giving the FFIEC authority to determine and
prohibit unfair and deceptive acts and practices under the law.

« Congress should consider creating a centralized system for the collection
and distribution of consumer complaints to the appropriate regulator. An
alternative would be requiring banks to disclose who their primary regulator
is and how to address consumer complaints to that regulator.

» The Riegle-Neal Interstate Branching Act stated that the OCC shall enforce

applicable state consumer protection laws. While we do not believe that
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meant to the exclusion of the states, it does beg the question: What state
consumer protection laws is the OCC enforcing? It would be helpful to
banks and state regulators to know specifically which state consumer
protection laws are being'enforced and which have been preempted. While
the OCC rules give guidance as to what would be preempted, it is not clear
what they are enforcing, if anything.

Congress needs to make it clear that some level of accountability exists at
the state level for federally chartered institutions. States need to be able to
enforce both state and federal laws when a financial institution’s primary
federal regulator is not protecting the citizens of the state. State legislators
and Attorneys General need a clear statement of their roles in protecting the
citizens of their states.

Congress should review the provisions of Riegle-Neal that define applicable
law for both state and federal institutions.

Congress should encourage federal and state coordination to develop

consistent interpretation and enforcement of applicable state laws.

Consumer protection in the financial services market is of the utmost importance to

state supervisors. When a consumer has a complaint, we are often the first place they tumn

to for guidance or relief. In conjunction with our state legislatures, our federal regulatory

counterparts and state Attorneys General, state bank supervisors have created a network of

statutes, supervisory procedures, and enforcement capabilities that seek to protect
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consumers, ensure institutional safety and soundness, and promote competition and
success in the industry.

CSBS 1s disappointed by the Supreme Court’s ruling in Watters v. Wachovia
because we believe the decision fails to protect consumers adequately and does substantial
damage to our invaluable dual banking system by reducing the viability of the state charter.
Moving forward, we now look to Congress to provide clarity on the scope of the OCC’s
preemptive power. I urge Congress to look carefully at the adequacy of the OCC’s
consumer protection provisions and consider whatever actions may be necessary to clarify
the interaction of state and federal laws, restore the balance of the dual banking system,
and reassert its authority over federal banking policy.

The states, through CSBS and our involvement on the FFIEC, want to be part of the
solution. We want to ensure that consumers are protected, regardless of the chartering
agent of their financial institution. We want to ensure the viability of both the federal and
state charter options to ensure a meaningful choice in charters and the success of our dual
banking system, and of our economy as a whole. We look forward to working with
Congress and the federal banking agencies to build a structure that facilitates nationwide
banking without harming our consumers, our institutions, or our economy.

Thank you again for inviting me here today. Ilook forward to answering the

Committee’s questions.
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Exhibit A: Massachusetts Consumer Protection Statutes

Licensing Statutes

e Chapter 93, sections 24 to 28 - Debt Collectors
- Loan Servicers {Registration only)

e Chapter 140, sections 96 to 114A — Small Loan Companies (Includes Maximum Interest
Rate limitations)

*  Chapter 167F, section 4 — Check Sellers
e Chapter 169 — Foreign Transmittal Agencies
s Chapter 169A — Check Cashers

»  Chapter 255B — Retail Installment Sales of Motor Vehicles (Inclades Maximum Interest
Rate limitations)

s Chapter 255C — Insurance Premium Financing (Includes Maximum Interest Rate
limitations)

¢ Chapter 255D — Retail Installment Sales and Services (Includes Maximum Inierest Rate
limitations)

* Chapter 255E — Mortgage Lenders and Brokers
Mortgages — General Provisions
e  Chapter 183, section 28C — Loan in Borrower’s Interest, Suitability
s Chapter 183, section 54 — Discharge of Mortgages
o Chapter 183, section 54B — Execution of Mortgage Discharges and Related Instruments
e Chapter 183, section 54C — Recording a Discharge
«  Chapter 183, section 54D ~ Payoff Statements
e Chapter 183, section 55 - Refusal to discharge and Filing a Substitute Affidavit

+ Chapter 183, section 56 — Prepayment of Certain Mortgage Notes
(Presumed to be Preempted by OCC and OTS opinion rulings)

s Chapter 183, section 59 — Late Charges

* Chapter 183, section 60 — Short-term or Balloon Mortgage Loans
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e - Chapter 183, section 61 — Payment of Interest on Tax Escrow Payments
(Pre-empted by Federal Law per Court Case)

* Chapter 183, section 62 — Payment of Real Estate Taxes by Mortgagee

*  Chapter 183, section 63 — Charging of Points and Fees in Certain Residential Mortgage
Transactions

e Chapter 183, section 63A — Revision in Terms
¢ Chapter 183, section 63B — Good Funds at Closing
« Chapter 183, section 64 — Mortgage Discrimination on The Basis of Location of Property
o Chapter 183, section 65 — Evidence of Insurance Contracts on Mortgages
e Chapter 183, section 66 — Limiting the Amount of Fire Insurance for Certain Policies
¢ Chapter 183, section 67 — Reverse Mortgage Loans (See also Chapter 167E, section 7)
*  Chapter 183, section 68 — Applicability of Provisions as to Sale of Insurance by Banks
¢ Chapter 184, section 17B — Applications for Residential Mortgage Loans

High Cost Loans
¢ Chapter 183C — Predatory Home Loan Practices

Consumer Loans — General Provisions

s Chapter 255, section 12C — Promissory Notes Executed in Sales of Consumer Goods Shall
Not Be Negotiable Instruments; Exception

*  Chapter 255, section 12F — Borrower’s Defenses in Consumer Loan Transactions
*  Chapter 255, section 12G — Limits on Loan Insurance Charges and Types of Insurance

e Chapter 255, section 12H — Charge Cards, Imposition of Late Charges, Notice and
Assessment of Annual Fees

e Chapter 255, section 131 — Creditor’s Repossession Rights
e Chapter 2535, section 13] — Debtor’s Rights in Repossession
e Chapter 255, section 13L — Prepayment Procedures

Unfair or Deceptive Practices
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" . Chapter 93A — Regulation of Business Practices for Protection of Consumers

S Chapter 167, sections 2A to 2G ~ Unfair or Deceptive Acts Involving Consumer
Transactions by Banks

CRA
¢ Chapter 167, section 14 — Massachusetts Community Reinvestment Act

Egqual Credit

¢ Chapter 151B — Unlawful Discrimination Because of Race, Color, Religion, National
Origin, Ancestry, Sex, Sexual Orientation, Age or Handicap

Loan Review Boards
e Chapter 167, section 14A —Mortgage Review Boards
s Chapter 167, section 14C — Small Business Loan Review Boards
Truth in Lending
e Chapter 140D — Truth in Lending
Truth in Savings
e Chapter 140E — Truth in Savings
Open-End Credit
e Chapter 140, section 114B — Maximum Finance Charge for Open-End Credit
e Chapter 140, section 114C — Notice of Annual Fees and Rebate Provisions to Cardholders
Insurance Sales
s  Chapter 167F, section 2A — Sale of Insurance by Banks

(Certain Provisions Pre-empted by Federal Law per Court
Case)
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Chairman Frank, Ranking Member Bachus and members of the Committee, I
appreciate the opportunity to testify on behalf of the Federal Deposit Insurance
Corporation (FDIC) regarding ways to improve federal consumer protection in financial
services. The examination by the Committee of existing federal consumer protection
safeguards is timely in light of recent regulatory and judicial decisions that have
preempted state consumer protection laws for federally chartered financial institutions
and their non-bank subsidiaries, as well as for out-of-state branches of state chartered
banks through the operation of the Riegle—Néal Interstate Banking and Branching

Efficiency Act of 1994.

In recent years, the U.S. financial system has been the source of extraordinary
economic innovation. New products and processes ranging from credit cards, to internet
banking, to securitization have substantially altered the choices and opportunities
available to consumers. In turn, these new financial tools have helped to support

generally strong and stable U.S. economic growth over the past two decades.

While the impact of innovation in the financial system has generally been
positive, not all consumers have benefited. Many of these changes have been
accompanied by pitfalls for the financially unwary or unsophisticated. This has resulted
in financial distress for a number of consumers and has highlighted the importance of
having a state and federal legal framework that provides consumers with the information

and tools necessary to protect against unfair or exploitive products and practices.
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My testimony will discuss some of the broad changes to the financial system and
the challenges they are creating for consumers. It also will discuss the current legal tools
available to regulators and how they are used to protect consumers. Finally, my
testimony will discuss reforms that would improve the ability of consumer protections to

keep pace with innovation in the financial marketplace.

Developments in the Financial System

Advances in technology and changes in lending organization structure have
resulted in financial products that are increasingly complex and marketed through
increasingly sophisticated methods. The pace and complexity of these advances heighten
the potential risk for consumer harm. Consumers today often face a bewildering array of
choices, especially in the credit options available to them. For example, there are
seemingly unlimited types of credit cards, each with its own particular terms and
conditions. Consumers now have choices beyond the traditional fixed-rate mortgage that
include adjustable rate or nontraditional products that are tied to a variety of amortization
schedules and arcane index rates. In many cases, it is difficult even for sophisticated
consumers to fully understand the costs associated with particular credit options or to

compare alternative products.

Another significant development in banking has been the increasing impact of
fees on the overall cost of financial products. For example, typical credit cards now

include higher and more complex fees than they did in the past. As noted in a recent
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study by the Government Accountability Office, “Controversy surrounds whether higher
fees and other charges are commensurate with the risks that issuers face.™ The
application of over-limit fees illustrates this problem. While issuers typically do not
reject cardholders' purchases during a sale authorization even if the transaction will put a
cardholder over the card's credit limit, they will likely later assess the same cardholder

with an over-limit fee and also may impose a higher interest rate.

Similarly, while depository institutions have paid overdrafts on a discretionary
basis for many years, a substantial number of institutions now routinely provide fee-
based overdraft protection programs to their customers rather than offering traditional
overdraft programs, such as lines of credit or linked accounts. Fee-based overdraft
protection programs typically charge customers at least $20 - $35 for each overdraft.
Depending on the size of the overdraft and length of time for repayment, the effective
annual percentage rate (APR) can exceed 1000 percent. When used to cover the
occasional overdraft, these programs can be beneficial. However when used repeatedly

as a source of credit, they are extremely high priced.

Although we do not have pure fee statistics available, trends in the growth of
noninterest revenue’ underscore the banking industry’s increasing reliance on fee-based
sources of income. Last year, insured institutions obtained 42.2 percent of their net
operating revenue (net interest income plus total noninterest income) from noninterest

income. Ten years ago, the share was 34.3 percent. Twenty years ago, it was 29.4

" U.S. Government Accountability Office (GAD), “Increased Complexity in Rates and Fees Heightens Need for More Effective
Disciosures to Consumers,” Report 06-929, October 11, 2006, p.30.

? In addition 1o fees, total noninterest income also contains gains on asset sales, as well as market-sensitive revenues such as trading
gains and venture capital income.
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percent. During the past 20 years, the average annual rate of growth in noninterest
income for the industry has been 8.4 percent. During that same period, the average
annual growth rate in net operating revenue has been 6.4 percent. The growth of fee
income is not per se harmful and has helped keep banks strong in an era of narrow net
interest margins. However, as noted below, fee structures are problematic if they are

poorly disclosed or so complex that consumers are unable to understand them.

Another significant change in the financial system has been the increased
participation by providers other than banks and thrift institutions. For example, one
estimate shows that some 52 percent of subprime mortgage originations in 2005 were
carried out by companies that were not subject to examinations by a federal supervisor.3
There also has been dramatic growth in both transactions services and small
denomination consumer loans outside of the banking system by firms commonly called
“alternative financial services providers.” These firms, which include pawn shops, rent-
to-own-stores, check cashing firms, and payday lenders, tend to provide relatively high-
cost financial services to people of modest means. While estimates vary, some place the
transaction volume of alternative financial services providers at $250 billion annually.*

These firms are regulated at the state level and are subject nationwide to widely varying

degrees of regulation, supervision, and enforcement.

In addition, the proliferation of securitization as a funding method has moved

large volumes of assets off of the balance sheets of federally-insured financial

* Lending Oversight: Regulators Scrutinized in Morigage Meltdown — States, Federal Agencies Clashed on Subprimes as Market
Ballooned.” The Wall Street Journal, March 22, 2007.

* Brian Grow and Keith Epstein, “The Poverty Business: Inside U.S. Companies” Ambitious Drive 1o Extract More Profits From the
Nation's Working Poor,” Business Week. May 21. 2007, This anticle cited data from investment bank, Stephens, inc.




96

institutions. Federally-insured financial institutions held only about 31 percent of 1-4
family mortgage loans outstanding as of first quarter 2007, with more than 57 percent of
1-4 family mortgage loans outstanding held by mortgage pools or other asset backed
securities issuers.” Securitized asset pools also have become significant holders of non-
mortgage consumer credit. Though their share was insignificant prior to the 1990,
pools of securitized assets held 27 percent of outstanding consumer credit at the end of
2006. The share of consumer credit outstanding held by federally-insured financial
institutions peaked at about 70 percent in 1985, and steadily declined to about 44 percent
by 2006. This change in the market landscape has created competitive challenges for

banks and thrifts and supervisory challenges for financial regulators.

Innovation in the financial system also has been accompanied by an increase in
debt loads among consumers. Over the last 20 years, the ratio of total household debt to
disposable personal income has more than doubled, climbing to more than 125 percent.
Much of the rise in household debt is due to mortgage obligations. Credit card lines also
have been part of a trend of rising household debt in recent decades. Credit card debt
grew from 2.7 percent of annual personal disposable income in 1980 to 9.2 percent in
2006. In recent years, many consumers may have been using home equity loans or cash-
out mortgage refinancing to pay credit card balances. Mortgage debt grew from 66
percent of total household debt at the beginning of 1992 to 75 percent by the end of 2006.
Although there is no available data showing the proportion of household debt outstanding
that represents money owed to alternative financial services providers, transaction level

data suggests that interest and fees paid to these firms are substantial.

* Flaw of Funds, Federal Resetve Board of Governars.
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The significant growth in debt loads for lower income consumers and for young
people has been especially troubling. Many of these borrowers have accumulated debt
obligations, ofien as a result of student loans or credit cards, that put their financial health
at risk even though the economy as a whole has experienced years of positive economic
growth. In addition, subprime borrowers spend nearly 37 percent of their after-tax
income on mortgage payments and other costs of housing -- roughly 20 percentage points
more than prime borrowers spend, and 10 percentage points more than subprime
borrowers paid in 2000.° Data show that young adults today are more indebted than
previous generations were at the same ages and appear less likely to make timely debt
payments than other age groups. The average credit card debt held by young adults ages
18 to 24 and 25 to 34 grew by 22 percent and 47 percent, respectively, between 1989 and

2004.7

Developing Problems

As financial products and services become more varied and complex, disclosures
do not always provide adequate consumer protection from confusion or abuse. In
addition, increased use of fees and tiered or variable pricing by financial service
providers make it more difficult for consumers to shop and compare the costs of financial
products. Moreover, given that disclosures are sometimes written more to guard against

liability rather than to inform, they may even do more to obscure important information

j Eduardo Porter and Vikas Bajaj, “Mortgage Trouble Clouds Homeownership Dream,” New York Times, March 17, 2007,
" Demos, “Generation Debt: Student Loans, Crednt Cards, and Their Consequences,” Winter 2007,
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rather than clarify it. A recent GAO Report found that credit card disclosures, ... were
too complicated for many consumers to understand.”® Features and requirements that

produce frequent and excessive fees and penalties are not always apparent to borrowers.

In addition to the complexity of the underlying product, aggressive or misleading
marketing can have a negative impact on the ability of borrowers to make informed credit
decisions. Without complete and balanced information, consumers may not realize that
they may be unlikely to afford the required monthly payments of credit prc;ducts -

particularly when a loan includes an initial teaser interest rate that will expire,

While improvements in the ability of lenders to price for risk have permitted
financial institutions to extend credit to borrowers who have not previously been able to
access credit, such improvements also have created problems. The extension of credit to
unsophisticated borrowers has created greater opportunities for abuse. These vulnerable
consumers are more susceptible to sophisticated marketing that directs them to products
that may not be the best for their needs -- or affordable in the long run. Risk-based
pricing is not a substitute for appropriate underwriting that ensures borrowers receive

products that they understand and can afford.

The growing reliance by consumers on non-bank providers also has
generated problems by creating a non-level playing field between bank and non-
bank providers. Many financial service providers operate outside the traditional

regulated banking and financial systems, at times to the detriment of consumers.

¥ GAO. Credit Cards: Increased Complexity in Rates and Fees, p. 6.
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For example, the recent guidance issued by the federal banking agencies
establishing standards for non-traditional rhortgages9 does not apply to non-bank
lenders, often leaving them free to continue to make loans that are not
underwritten to the fully indexed rate or with appropriate disclosures. This
creates a competitive disadvantage for banks that are subject to more stringent

regulation and provides less protection for consurmers.

Finally, recent judicial and regulatory decisions on the preemption of state
consumer protection laws have frustrated state consumer protection efforts. In addition
to the preemption of state laws as they apply to national banks, state law restrictions on
interest rates and fees are generally preempted for state banks to the same extent that they
are for national banks. With regard to other consumer protection laws, if the particular
host state’s laws do not apply to the interstate branches of national banks, then they also

do not apply to the interstate branches of state banks.

Many states have proven to be innovative laboratories for the dévelopment of
consumer protections in recent years. They have been especially active in efforts to
address predatory mortgage lending, including provisions addressing loan flipping,
prepayment penalties, the fiduciary obligations of mortgage brokers, and many other
areas. Yet, other states, eager to attract or retain financial service providers, have an
incentive to permit such providers to operate with fewer, if any, constraints. In addition,

multi-state banks wanting to avoid variations in state requirements have an incentive to

? See Interagency Guidance on Nontraditional Mortgage Product Risks, 71 FR 58609 (October 4, 2006).
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choose a national charter, thereby preempting many state requirements. Most
significantly, the general provisions governing federal preemption do not require the
preempting authority or jurisdiction to substitute comparable standards. In the worst
case, strong state standards may be preempted even if no alternative federal or state

standards are substituted.

Current Legal Authorities, Supervision, Enforcement and Other Activities

The FDIC ensures that the institutions it supervises comply with all major federal

consumer protection laws. Some of the major statutes include the following:

¢ The Truth in Lending Act (TILA), which ensures that credit terms for both credit
card and mortgage transactions are disclosed in a meaningful way so consumers
can compare credit terms more readily and knowledgeably,

¢ The Home Ownership and Equity Protection Act (HOEPA), which amended
TILA to provide additional protections for mortgage lending;

® The Federal Trade Commission Act (FTC Act),which prohibits unfair and
deceptive acts or practices affecting commerce;

o The Equal Credit Opportunity Act (ECOA), which prohibits discrimination in any
aspect of a credit transaction; and

* The Real Estate Settlement Procedures Act (RESPA), which governs information
disclosures for the home buying process.

In addition, the FDIC ensures that banks under its supervision comply with other statutes
such as those related to flood insurance, privacy, fair housing, community reinvestment,

credit reporting, electronic funds transfers, and disclosures for saving accounts.

While the FDIC has authority to enforce all of these laws, its rulemaking authority

under them varies. For example, the FDIC has rulemaking authority with respect to the
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entities it supervises and many of their subsidiaries under the privacy provisions of the
Gramm-Leach-Bliley-Act, although the agencies must “consult and coordinate” with one
another.'® On the other hand, under the FTC Act, the Federal Reserve Board (FRB) has |
sole anthority to issue regulations applicable to banks regarding unfair or deceptive acts
or practices, while the Office of Thrift Supervision (OTS) and the National Credit Union
Administration (NCUA) have sole authority with regard to the institutions they supervise.
As discussed in more detail later, the FTC Act does not give the FDIC authority to write
rules that apply to the 5200 entities it supervises -- state nonmember banks — nor does it

grant that authority to the OCC for their 1700 national banks..

Activities that are harmful to consumers also can raise safety and soundness
concems. In these cases, the FDIC and other banking agencies have broad statutory
authority to issue rules and guidance to address safety and soundness issues that also
protect consumers. For example, the federal banking agencies recently issued
interagency guidance for the safe and sound ﬁnderwriting of subprime and nontraditional
mortgages that directed banks to underwrite these loans to the fully indexed rate to ensure
that banks are not making loans with no real prospect of repayment. This addresses an
issue of poor underwriting practices by banks while also protecting borrowers from
receiving loans they cannot realistically afford. Similarly, the account management
guidance issued by the federal banking agencies” was designed to ensure credit card

accounts were managed in ways that protected banks from excessive levels of default

' 15 USC 6804(a).
i See FDIC Financial Institution Letter 2-2003, “*Account Management and Loss Allowance Guidance for Credit Card Lending”
issued on January 8, 2003

10
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while at the same time establishing minimum payments at levels that avoid creating a risk

of negative amortization for credit card debtors.

Supervisory Activities

With a cadre of specialized compliance examiners, the FDIC regularly examines
institutions to determine whether they are operating in compliance with consumer
protection laws and regulations. Institutions that effectively manage their compliance
responsibilities are examined less frequently than those that fail to do so. As part of this
process, the FDIC reviews the degree to which an institution’s board and management
oversee compliance, and whether they have implemented effective policies and
procedures, employee training programs, consumer complaint response programs, and
audit processes. "The depth of the review of compliance with specific consumer
protection laws and regulations is tailored to the risk profile of the institution. As
consumer protection risks increase, the focus of the FDIC’s review expands. Compliance
examinations also provide information regarding management’s performance in
addressing regulatory responsibilities, which can provide insight into safety and

soundness concerns as well.

When FDIC examiners find either violations of law or other weaknesses in how
institutions manage their consumer protection and compliance responsibilities, the next
step is to require corrective action. Such action may require changes in the way that an

institution does business as well as require restitution or reimbursement for consumers.

11
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Moreover, the FDIC may require that an institution document its commitment to take
remedial action through either informal or formal enforcement actions. Evidence of
discrimination or other illegal credit practices also adversely affect the evaluation of an

institution’s performance under the Community Reinvestment Act.

Informal enforcement actions may include a resolution issued by the institution’s
board of directors or a Memorandum of Understanding (i.e., a written agreement with the
FDIC). Since January 2002, the FDIC has required institutions to issue 259 board
resolutions and sign 138 Memoranda of Understanding to address consumer protection

1ssues.

In more serious situations, the FDIC takes formal enforcement actions against
financial institutions and individuals. In addition to ordering compliance with consumer
protection laws, these actions may seek restitution on behalf of consumers, assess civil
money penalties, remove individuals from office, or prohibit individuals from
participating in the affairs of any financial institution. Since January 2002, the FDIC has
1ssued six “cease and desist” orders and 213 civil money penalties against institutions for

violating consumer protection laws.

Complaint Resolution

The FDIC Consumer Response Center (CRC) provides a single point of contact

for consumer complaints against institutions supervised by the FDIC. The FDIC website

12
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provides a toll-free phone number for consumer complaints, as well as an online

complaint form. The table below shows the volume of complamts about FDIC-

supervised banks that the CRC has received over the past five years. Approximately 40

percent of complaints received about supervised institutions involve credit cards. The top

issues involved in these complaints include billing disputes and error resolution, terms

and conditions, and fees and service charges.

Consumer Complaints Addressed by the FDIC, 2002 - 2006

Complaints: 2002 | 2003 | 2004 | 2005 | 2006 | Total
FDIC Sup:rvised Banks - Total 4,008 | 4,057 | 3,950 3,618 3,8}1 19,464
Referred Outside the FDIC 3.770 | 4473 5.604 | 22,715
% of Total Referred Qutside the 45% 47% 51% 57% 58% 52%
FDIC

Credit Cards - FDIC Supervised | 2,184 | 2,073 | 1,608 | 1,241 | 1318 | 8,424
Banks

Credit Card Complaints as % of 54% 51% 41% 34% 34% 43%
Total for FDIC Supervised Banks

Residential Real Estate Loans | 235 | 255 | 279|207 | 245 | 1.221
Residential RE Loans as % of 6% 6% 7% 6% 6% 6%
Total for FDIC Supervised Banks

Tnstaliment Loans 73 | 184 | 252|209 | 166 984
Installment Loans as % of Total 4% 5% 6% 6% 4% 5%
for FDIC Supervised Banks

Other k 830 895 1,077 11,139 | 1,211 5,152
Total 8,408 18026 |8802 {8904 |9648 | 43788

When the FDIC receives a consumer complaint, specialists evaluate the

complaint, log it, and track the complaint case on an automated system to ensure

13
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appropriate follow up. The FDIC investigates each complaint with the financial
institution involved and provides appropriate information to the consumer to respond to

the problem.

Almost 60 percent of the complaint.s received by the FDIC in 2006 relate to
institutions supervised by other federal and state regulators. When concerns are
expressed about institutions beyond the FDIC’s jurisdiction, the complaint is referred
promptly and directly to the agency that has the authority to help. In an effort to further
enhance the process, the FDIC is working with the other federal and state banking
agencies to develop a common consumer complaint form. The form would ensure that
each agency is collecting the same data in the same format and increase the effectiveness

of interagency complaint communications and referrals.

In addition, consumer complaints and inquiries play an important role in the
development of strong public policy. Resolving these matters helps the FDIC:
o Identify trends or problems that may affect consumer rights;
« Understand the public perception of consumer protection issues;
« Formulate policy that aids consumers; and

« TFoster confidence in the banking system by educating consumers about the
protection that they receive under law.

Consumer complaints also may signal management or structural deficiencies in financial
institutions that are indicative of more systemic problems within an institution. For this
reason, every FDIC compliance examination of a financial institution includes a review

of complaints against the institution and their resolution.
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Encouraging Alternatives to High Cost Small Dollar Credit

In addition to supervisory tools, the FDIC also has the power to create regulatory
incentives for increased competition for underserved markets and products. One example
is responsibly priced small dollar lending. Loans in small dollar amounts are in strong
demand. The payday lending industry now generates more than $42 billion in loans per
year.'? Moreover, a substantial number of institutions now routinely provide fee-based

overdraft protection programs to their customers.*

In response to this growth, the FDIC has issued guidance on both payday
lending'* and fee based overdraft protection programs,’” two sources of small dollar
lending, and is in the midst of gathering empirical data about the nature of overdraft
protection programs and how they are used by customers. However, the larger issue is
the lack of low cost alternatives for consumers. To address this concem, the FDIC is
working closely with the industry and consumer groups to identify the best ways to

expand the availability of affordable small dollar credit to customers. Over the past two

2 See Stephens Inc., Payday Industry Report, March 27, 2007. The Stephens Inc. report also estimates that another $5.65B in payday
!c:ans were advanced by intemet payday lenders.

*“See “Banks: ‘Protection’ Racket,” Business Week Online, May 2, 2005,

httwww businesswegk conmvmagazine/contentl218DIGITORS mz020.hiny (30% of institutions provide overdraft protection);
“Sizing NSF-Related Fees,” by Bill Stoneman, Banking Strategies, January/February 2005 (2500 institutions, i.e., about 28%, provide
overdraft protection ) hup//www butorg/bankingstrateaies/ 2008 jan-lebisizing:  Laura K. Thompson, "Lending Rule Won't Apply to
Overdrafts,” American Banker, May 28, 2004. (3000 institutions, i.¢.. about 33% provide overdraft protection}

huprriamericanbankercom/anicle himlid=2004632 71 PAUARUD& from=washiegy

' Guidelines for Payday Lending, Federal Deposit Insurance Corporation, March 2, 2005

B Joint Guidance on Overdraft Protection Programs, 70 FR 9127, February 24, 2005. Among other things, the guidance explains
“best practices” for marketing these programs, monitoring customer usage, and communicating with consumers about overdraft

protection. The guidance encourages institutions 1o monitor excessive usage and offer recurrent customers more affordable products
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years, the FDIC has held two conferences to discuss both the need for such products and

ways that insured institutions can meet this need and achieve positive business benefits.

Institutions offering reasonably priced small dollar credit products that meet
consurmer needs can receive positive consideration under the Community Reinvestment
Act. Next week, the FDIC will issue final guidelines that will further explain how
affordable small dollar credit can be offered in a streamlined way that benefits both
borrowers and financial institutions. In addition, the FDIC Board will consider a
proposal to launch a two-year small doliar lending pilot project. This proposed project
will evaluate the effectiveness of business models used by up to 40 banks that currently
offer small dollar loans to their customers. Working with the bank trade associations, we
have initially identified 28 banks interested in participating in this proposed project and
the FDIC will be recruiting others over the next several months. Consistent with our
guidelines, the FDIC anticipates that loan programs selected to participate in this
proposed project will include reasonable interest rates below 36 percent APR, low
origination fees and repayment periods longer than a single payroll cycle. The goal of
this proposed project is to assist bankers by identifying and disseminating information on
the most effective ways to offer affordable small-dollar loans to consumers. Not only
will a successful small-dollar loan program achieve positive outcomes for banks, it will
also encourage wealth-development through savings and reduce consumers’ reliance on
high-cost, non-bank service providers. It is my hope that, over the next few years,
responsibly priced small dollar loans will become a staple offering among our nation’s

banks.

16



108

Needed Reforms

1 support the operation of market forces; however, regulators need to set rules for
market participation. Moreover, price competition does not work if consumers do not
understand the true cost of financial products. Through appropriate rulemaking,
regulators can establish consumer protections against abuses that are strong and
consistent across industry and regulatory lines. In addition, there should be meaningful
enforcement authority and sufficient resources devoted to that authority. To achieve
these goals, 1 would recommend that Congress consider the following reforms:

» The creation of national standards for subprime mortgage lending by all lenders
which could be done by statute or through HOEPA rulemaking;

e Expand rulemaking authority to all federal banking regulators to address unfair
and deceptive practices;

o Permit state Attorneys General and supervisory authorities to enforce TILA and
the FTC Act against non-bank financial providers; and

s Provide funding for “Teach the Teacher” programs to provide for more financial
education in the public schools. '

Creating National Standards for Mortgage Lending

In light of the existing patchwork of state laws, consistency in consumer
protection standards applied for mortgage loans at the federal level has the potential to
raise the bar for many institutions and reduce the incentives for regulatory arbitrage. Ina
recent speech to the Greenlining Institute; Chuck Prince of Citigroup noted that:

This balkanization, this patchwork of regulatory framework, . . . creates

the opportunity for regulatory arbitrage, . . . people will find out how to
game the system, they find out how to get the capital, get to that prize of

17
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funding in the capital markets through the least possible regulatory
oversight.'
National standards would address these concerns with regard to mortgage lending
and can be achieved through rulemaking under HOEPA or, alternatively, passage

of new statutory standards.

HOEPA Rulemaking

HOEPA was an amendment to TILA enacted in response to abusive lending
practices in the home equity lending market. HOEPA contains specific statutory
prohibitions that apply only to “high cost” home equity loans and refinance transactions,
and not to purchase money loans. HOEPA defines these “high cost™ loans in terms of
threshold levels for interest rate, points, and fees. For these “high cost” loans, HOEPA
bans some practices -- balloon payments, prepayment penalties and the extension of

credit without consideration of a borrower’s ability to repay.

In addition, HOEPA requires the FRB to promulgate rules prohibiting acts or
practices with respect to any mortgage loan that it finds to be unfair, deceptive, or
designed to evade the provisions of HOEPA, and acts or practices with respect to
mortgage refinancings that it finds to be associated with abusive lending practices, or that
are otherwise not in the interest of the borrower. These provisions apply to all mortgage

lenders, not just banks. The FRB has sole rulemaking authority with respect to HOEPA.

' Speech by Chuck Prince, Chairman and CEQ, Citigroup, to the Greenlining Institute, April 23, 2006.

18



110

A regulation under HOEPA would have several advantages over a statutory
approach. Rulemaking can usually be completed faster than passage of legislation and
can be changed more easily, making it potentially more flexible and more precisely
targeted to specific practices. It also can benefit from the public comment process to
assure technical fine tuning and the identification of unintended consequences. Many
abuses might be more effectively addressed by regulation rather than statute, especially in
areas such as misleading marketing, in which the manner and types of abuse frequently

change.

By using its broader rulemaking authority, the FRB could address a wider range
of transactions. A HOEPA rulemaking establishing national standards for mortgage

lending should include the following elements:

e Underwriting at the fully indexed rate -- Standards should require underwriting
based on the borrower’s ability to repay the true cost of the loan, not payments
based on an artificially low introductory rate. This requirement would go a long
way toward helping borrowers avoid loans they cannot repay, and would improve
the quality of lender portfolios and mortgage backed securities. It also would help
balance the role of mortgage brokers by curtailing the incentives to steer
customers to high cost products that they cannot afford;

e A presumption against affordability if the loan, including taxes and insurance,
exceeds a debt to income ratio of 50 percent;

* A prohibition on stated income loans in the absence of strong mitigating factors;

¢ Restrictions on prepayment penalties beyond two years or three months before
reset, whichever is earlier;

* Mandatory escrow of insurance and taxes;
¢ No advertising of a teaser rate without a fully indexed rate and 30-year baseline

comparison in the marketing materials -~ Standards should address misleading or

19
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confusing marketing that prevents borrowers from properly evaluating loan
products. The standards should require that marketing information for adjustable
rate mortgages include a benchmark comparison of the rate and payment being
offered by the same lender for a traditional 30-year fixed rate mortgage. The
standards also should require that all rate and payment disclosure information
include full disclosure of the borrower’s monthly payment at the fully amortized,
fully indexed rate, not just the teaser rate -- consistent with the approach of the
guidance that the FDIC and other agencies have issued;'” and
s A prohibition on the use of the term “fixed” for anything but permanent fixed rate
loans.
A HOEPA regulation that includes these elements would establish strong national
anti-predatory lending standards that would provide significantly enhanced protections
for consumers. In addition, the rule under HOEPA could make clear that the standard for

secondary market lability attaches only where the violation is apparent on the face of the

loan documents.

The regulation also should address activities by entities that operate outside the
supervision of the federal banking regulators or on a multi-state or nationwide basis. For
example, mortgage brokers have been identified as playing a significant role in predatory
mortgage lending prob}ems,18 Mortgage brokers are increasingly operating on a
multistate or nationwide basis, making it difficult for any one state to effectively regujate
the actions of a particular broker. A HOEPA rule could set standards that, as a practical
matter, would be applicable to mortgage brokers. For example, it could require lenders to
only do business with mortgage brokers that are licensed by a state. Such a rule would

complement the efforts of the Conference of State Bank Supervisors to establish a

'" Interagency Guidance on Nontraditional Mortgage Product Risks, 71 FR 58609 (October 4, 2006); Proposed Statement on Subprime
Mortgage Lending, 72 FR 10533, March 8, 2007.

** Mortgage Loan Fraud, Financial Crimes Enforcement Network (November 2006) at 6,

Lupriwew Dineon eoviMoripaeel vanFraud pdf;  Predatory Lending Report, Depanment of Housing and Urban Development.
Department of the Treasury (Report 3076, July 15, 2000), at 76, hup.//www.treas.gov/press/releases/reports/ireasrpt.pdf
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nationwide database identifying all licensed mortgage brokers -- a project which the

FDIC supports -- and would provide an incentive for states to license individual brokers.

The FRB will hold a public hearing tomorrow on HOEPA. The FDIC supports
the FRB’s efforts and would welcome new rules against abusive subprime or predatory

lending practices.

Statutory Standards

Although rulemaking under HOEPA has a number of advantages over a statutory
approach to the establishment of anti-predatory mortgage lending standards, Congress
alternatively could consider enacting federal legislation to set standards. A statutory
approach could establish whatever legal standard Congress wants to set for mortgage
lending and could apply it to any parties in the lending process that Congress feels should
be covered. However, it is very difficult to legislate underwnting and it would probably

take longer to pass a statute than to establish standards by regulation.

Similar to HOEPA rulemaking, a statutory approach to establishing national anti-
predatory mortgage lending standards could draw from the 36 state anti-predatory
mortgage laws currently in effect. This menu of state laws includes provisions
addressing loan flipping, prepayment penalties, escrow of taxes and insurance, the
fiduciary obligations of mortgage brokers, and many other areas. At its core, however, a

statutory framework should address two important areas: (1) the ability of the borrower to
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repay the loan; and (2) misleading marketing and disclosures that make it unnecessarily

difficult for borrowers to fully understanding the terms of loan products.

Expand FTC Act Rulemaking Authority to Address Unfair and Deceptive Practices

Section § of the Federal Trade Commission Act (FTC Act) prohibits “unfair or
deceptive acts or practices in or affecting commerce.” It applies to all persons engaged in
commerce, whether banks or non-banks, including mortgage lenders and credit card
issuers. While the standards for deceptive and unfair are independent of each other,'’ the
prohibition against these practices applies to all types of consumer lending, including
mortgages and credit cards, and to every stage and activity, including product
development, marketing, servicing, collections and the termination of the customer

relationship.

Deception: A three-part test is used to determine whether a representation,
omission, or practice is “deceptive.”20 First, the representation, omission, or practice
must mislead or be likely to mislead the consumer. The entire advertisement, transaction,
or course of dealing must be considered in determining whether a practice is misleading.
Second, the consumer’s interpretation of the representation, omission, or practice must be
reasonable under the circumstances. The totality of the circumstances and the net
impression that is made by the representation is evaluated in making this determination.

If the representation or practice affects or is directed at a particular group, reasonableness

** Joint Federal Reserve Board and FDIC Guidance on Unfair or Deceptive Acts or Practices by State-
Chartered Banks, March 11, 2004, hupriiwww {dic govnewsnews/ Tuneial 2004: 112604a hunt

2

*id
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is examined from the perspective of that group. Finally, the representation, omission, or
practice must be material. The basic question is whether the act or practice is likely to
affect the consumer’s conduct or decision with regard to a product or service. If so, the
practice is material, and consumer injury is likely because consumers are likely to have

chosen differently but for the deception.

Unfairness: Under the FTC Act, an act or practice is “unfair” where it: (1) causes
or is likely to cause substantial injury to consumers; (2) cannot be reasonably avoided by
consumers; and (3) is not outweighed by countervailing benefits to consumers or to
competition”' Where information is “minimally” disclosed to consumers, some courts
have beld that consumers can avoid injury by choosing another product or service.”? This
makes the second element hard to prove. With respect to the third element, lenders argue
that providing credit is a benefit -- even if questions can be raised about a borrower’s
long term ability to repay it. Finally, it is generally accepted that public policy may be
considered in the analysis of whether a particular act or practice is unfair, but public
policy may not serve as the principal basis for an unfaimess ﬁnding‘23 Taken together,
these high thresholds mean that situations that meet the statutory definition of “unfair”

are rare and, therefore, enforcement actions by all relevant agencies are also rare.

The FTC has express authority to issue regulations that define and ban unfair or

deceptive acts or practices with respect to entities other than banks, savings and loan

15 USC §45(n)

2 For example, Orkin Exterminating Co., Inc. v. FTC, 849 F.2d 1354, 1365 (1 1th Cir. 1988) (observing that “{cjonsumers may act to
avoid injury before it occurs if they have reason to anticipate the impending harm and the means to avoid it, or they may seek to
mitigate the damage afterward if they are aware of potential avenues toward that end™).

2 15UsC § 45(n); FTC Policy Siatement on Unfairness {December 17, 1980).
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institutions, and federal credit unions.”® Currently, the FRB has sole authority to issue
regulations that prohibit banks from engaging in specific unfair or deceptive acts or
practices.”® The OTS and the NCUA have such rulemaking authority with regard to

savings and loan institutions and federal credit unions, respectively.26

In order to further strengthen the use of the FTC Act’s rulemaking provisions, the
FDIC recommends that Congress consider granting Section 5 rulemaking authority to all
federal banking regulators. By limiting FTC rulemaking authority to the FRB, OTS and
NCUA, current law excludes participation by the primary federal supervisors of about
7,000 banks. Including the perspectives of the supervisor of some of the nation’s largest
banks and the perspectives of the supervisor of the largest number of banks, as well as the
deposit insurer, would provide valuable input and expertise to the rulemaking process.
As a practical matter, these rulemakings would be done on an interagency basis and

would benefit from the input of all interested parties.

State Enforcement of Federal Consumer Protection Standards

While strengthening the authority of the FDIC and its sister agencies provides
tools necessary to deal with federally insured financial institutions and some related
entities, non-bank financial service providers are now a significant portion of the lending
market. Currently, state Attorneys General may bring actions to enforce violations of the

prohibitions against certain high cost mortgages under HOEPA. To enhance enforcement

¥ 15 USC § 57(a).
*1d. ar § 57(0)
26 Id
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of federal consumer protection laws, Congress could consider expanding TILA as well as
the FTC Act to allow state Attorneys General, state banking regulators, and other
appropriate state authorities to bring actions against non-bank financial service providers
under these laws. In general, state authorities currently operate under their own statutes
that prohibit unfair and deceptive acts or practices, but may not have the full ability to
enforce the federal standards. Expanding TILA and the FTC Act for non-bank financial
service providers would give additional tools to state authorities, assist in maintaining
minimum standards that apply to all financial service providers, and help provide a more

level playing field for consumers and all lenders.

Financial Literacy

In addition to resolving consumer problems once they occur, the FDIC is
committed to improving consumer knowledge and understanding of financial products.
The FDIC considers financial education to be an essential component of our activities on
vital issues facing consumers, markets and communities today. Not only is financial
literacy essential to evaluate the multitude of choices available to consumers, but this
knowledge serves to protect informed consumers from bad products and scams. A
consumer who knows the right questions to ask, understands economic fundamentals and
has the confidence to challenge products and practices that seem “too good to be true” is

aregulator’s best weapon in consumer protection.
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While innovations in financial services have dramatically improved access to
credit, this improved access has not always resulted in improvements in household
welfare. Lack of adequate financial knowledge can lead consumers to make poor
financial choices. Financially unsophisticated individuals may easily become targets of
abusive lending practices. In addition to arming consumers with the ability to recognize
the tradeoffs presented by products that may seem appealing at first glance, educating
consumers about basic financial services helps them accumulate wealth, keep transaction

costs down, comparison shop and secure access to credit.

As many on this committee know, the FDIC introduced a financial literacy
program in 2001 called Money Smarr. Over the past six years, this program has been
used by 864,000 low- and moderate-income adults to enhance their money management
skills. Available in six languages, large print and Braille, the program also helps these
consumers understand basic financial services, avoid pitfalls, and build the confidence to
use banking services effectively. To augment the Money Smart program, the FDIC has
worked to establish partnerships with community and banker coalitions to blend a strong

financial curriculum with service programs and proven asset building strategies.

Responsible and prudent financial practices should start early to teach good habits
to young consumers. To this end, Congress may want to consider continued funding for
programs that integrate financial literacy into school curricula such as the Excellence in

Economic Education Program, authorized as part of the No Child Left Behind Act of
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2001. This program is designed to provide resources for school systems to create

curricula and provide teacher training for financial literacy programs.

The public schools are the best venue for reaching students of all income levels.
Integrating financial education into core requirements such as math reduces the cost of
providing separate financial education classes, which may be less effective, and assure
students will be exposed to basic financial principles year after year. There are a number
of excellent Teach the Teacher programs being provided by a growing number of
education departments at major universities, but they could benefit greatly from federal

financial support.

Conclusion

In conclusion, the U.S. financial system has undergone significant change and
innovation in recent years. Although these new products and processes have increased
the choices and opportunities available to consumers, they have also created financial
pitfalls for the financially unsophisticated or the unwary. This has resulted in financial
distress for a number of consumers and has highlighted the importance of having a state
and federal legal framework that provides consumers with the information and tools

necessary to protect against unfair or exploitive products and practices.

The FDIC considers consumer protection as an integral part of its mission.

Working with our state counterparts, the FDIC regularly examines state-chartered
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financial institutions for compliance with consumer protection laws and regulations. In
addition, opportunities exist to improve and expand the ability of the federal banking
agencies to protect consumers through the regulatory and legislative process. The recent
judicial and regulatory decisions on preemption provide an opportunity for policymakers
to reexamine the existing supervisory framework for consumer protection at the federal
level. The FDIC stands willing to assist Congress and to join with our fellow regulators
in exploring options to supervise a financial industry that is profitable for the institutions

and fair to its customers.

This concludes my testimony. I would be happy to respond to any questions from

the Committee.
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INTRODUCTION

Chairman Frank, Ranking Member Bachus, and members of the Committee, I welcome
this opportunity to appear before you today to discuss consumer protection issues in the banking
industry. In your letter of invitation, the Committee expressed interest in various issues relating
to the adequacy of current federal consumer protection rules, including the federal banking
agencies’ use of authority to combat unfair or deceptive financial trade practices; the
effectiveness of existing consumer complaint resolution mechanisms; improvements that may be
needed in both areas; and the role of state agencies in protecting financial consumers,
particularly given recent developments concerning preemption of state laws.

I welcome this opportunity to describe all that the Office of the Comptroller of the
Currency (OCC) does in this important area. The OCC takes its consumer protection
responsibility very seriously. In recent years, retail banking has become an increasingly
important component of national banks’ activities and balance sheets; national banks have
become much more important providers of consumer credit and other consumer financial
services; and consumer financial products have become more diverse and complex. To address
these developments, the OCC has increasingly focused on assuring fair treatment of national
bank customers, and we have used all the tools at our disposal to do so.

Frankly, I believe our comprehensive approach to consumer protection is not well
understood. The fact is, consumer protection is a fundamental part of our mission; we are not
simply a safety and soundness regulator, as some have suggested. Accordingly, Part I of my
testimony discusses our approach to consumer protection in some detail in order to provide a
thorough description of what we do and how we do it. In particular, this part of the testimony
describes the critical and unique role that our supervision plays in ensuring compliance with

federal consumer protection standards. Our extensive and continual presence in national banks —
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from large teams of resident examiners at our largest banks to our frequent on-site examinations
of our community banks - allows us to identify and fix consumer compliance issues early and
swiftly, before they become major problems.

Thus, ours is not an “enforcement-only” compliance regime — far better to describe our
approach as “supervision first, enforcement if necessary,” with supervision addressing so many
problems early that enforcement often is not necessary. Indeed, given the effectiveness of the
supervisory process, the number of formal enforcement actions taken by any bank supervisory
agency is a misleading measure of the effectiveness of its consumer compliance regulation. Yet
when we have needed to take strong enforcement action, the OCC has not hesitated, as our track
record shows. And, as Part I further describes, our enforcement efforts have often been
innovative, providing new precedents, standards, and legal theories to protect bank customers.

Finally, Part I concludes with a description of our robust process to address consumer
complaints, including the new complaint sharing agreements we have signed with 18 states since
November. It also discusses the OCC’s planned launch, by the end of this summer, of a new

consumer-focused internet site, www.helpwithmybank.gov. Among other things, a consumer

having a problem with a financial institution will be able to access the site to obtain succinct and
useful information about the institution’s regulator and how to contact that regulator.

In short, we believe that the OCC’s comprehensive approach to consumer protection
regulation — integrating guidance, supervision, enforcement, and complaint resolution — is
effective in achieving the objectives established by Congress. Nevertheless, as described in
Part 11, this approach has three significant, externally imposed limits: statutory limits, in that
Congress has generally confined the scope of consumer protection regulation of banking
activities to disclosure and the manner in which products and services are provided; rule-writing

limits, in that the OCC has no authority to issue regulations to implement most of the important
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consumer protection statutes that it is responsible for enforcing; and jurisdictional limits, in that
the OCC’s authority, obviously, extends only to national banks and their subsidiaries' and not to
national bank competitors.

Part I1I addresses our view of the Supreme Court’s recent decision concerning
preemption of state laws in Watters v. Wachovia Bank* - what the decision does, and what it
does not do. The decision does not mark a shift in the prevailing state of the law, but it does
clarify accountability. In particular, it makes clear that federal and state regulators both have
important, though different, jobs to do. For the OCC, we recognize the crucial responsibility we
have to ensure that customers of national banks and their operating subsidiaries are not subjected
to predatory, abusive, unfair, deceptive, or other illegal practices.

To assure appropriate treatment of al] financial consumers, however, cooperation is vital
between the OCC and the states. We should strive to optimize use of scarce resources — and
maximize consumer protection benefits for all bank customers — by avoiding duplication of
efforts and seeking to ensure that all market participants are subject to appropriate scrutiny.

The OCC is taking a number of steps to make that cooperation an ongoing reality. In
addition to the MOU process already discussed for referring complaints, the OCC and the other
federal banking agencies have cooperated with the states to extend the coverage of the
nontraditional mortgage guidance and the proposed subprime lending guidance.

In addition, I am very pleased to announce today another cooperative initiative between

the OCC and state bank supervisors, including my colleague Commissioner Antonakes: parallel

! In this testimony, the term “national bank” includes operating subsidiaries of national banks, because federal
consumer protection standards apply to such operating subsidiaries in the same way as they apply to their parent
banks, and the OCC regulates operating subsidiaries for these purposes in the same way as it regulates national
banks.

2550 U.S. 127 S.Ct. 1559 (2007).
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examinations involving national bank use of mortgage brokers, i.e., instances in which national
banks regulated exclusively by the OCC use independent mortgage brokers regulated exclusively
by the states. This intersection of our regulatory jurisdictions provides a real and useful
opportunity to coordinate our examination efforts — especially since there has been much
criticism of the role played by mortgage brokers in mortgage markets around the country.
Though still in the very early stages, 1 think both we and the Conference of State Bank
Supervisors believe this new nitiative shows real promise.

Finally, Part IV provides suggestions for improvement to federal consumer protection
regulation, as the Committee requested. In particular, we suggest the need for joint agenc‘y
authority to write regulations defining “unfair and deceptive practices” applicable to banking
organizations. We also request that an agency charged with writing consumer protection
regulations applicable to banks be required to consult, before issuing such regulations, with the
regulators charged with implementing and enforcing them. In addition, we believe that
consumer protection regulations should be revised and updated more regularly than they are
now, in order for the regulations to keep pace with innovations and developments in retail
banking. Finally, we propose that federal and state banking regulators, acting through the
Federal Financial Institutions Examination Council (FFIEC), should jointly develop a centralized
website for complaints i)y consumers of any banking institution, regardless of charter — if
successful, such a website would provide real, tangible benefits to consumers.

L THE OCC’S ROLE IN FEDERAL CONSUMER PROTECTION REGULATION
OF BANKING ACTIVITIES

Banks are among the most extensively regulated commercial institutions in the United
States. A key part of that regulation flows from the group of laws established by Congress that
govern specific aspects of banks’ interactions with consumers. These consumer protection laws

apply to particular types of retail activities at all banks, including national banks, and often also

5
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apply to nonbanks engaged in the same activities, such as mortgage lending. In general, the
federal consumer protection laws applicable to banks are not intended to regulate product terms,
or the rates and fees that are charged — as is the case, for example, with public utilities. Instead,
markets are left to govern such activities, and federal consumer protection laws instead focus on
the manner in which such products and services are provided in order to help ensure fair
treatment of consumers.

When Congress enacted this group of banking consumer protection laws during the last
50 years, banks were already subject to an extensive regulatory and supervisory regime for safety
and soundness. Thus, bank regulators were uniquely positioned to implement these new laws in
ways that simply were not available with respect to unregulated providers of such financial
products as consumer credit. As a result, in addition to providing the normal enforcement tools
for implementing consumer protection requirements, Congress also charged the bank regulators
with implementing these new laws through their well established supervisory and enforcement
regime.

In this context, the OCC’s comprehensive approach to consumer protection in the retail
banking business of national banks integrates four related elements: 1) setting consumer
protection standards, primarily through supervisory guidance; 2) comprehensive on-site
supervision, to ensure compliance with federal laws and regulations and agency supervisory
guidance; 3) enforcement, not just through formal enforcement actions applicable to all kinds of
institutions, but also through informal enforcement actions applicable only to supervised banks;
and 4) a state-of-the-art process for addressing consumer complaints. Each of these functions is

discussed in more detail below.
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A. Standard-Setting

As it must, consumer protection regulation begins with the generally applicable standards
that govern particular activities. Federal consumer protection standards for banking activities
have, in their broadest sense, been established by Congress in a wide array of federal statutes. In
turn, these standards have been further articulated and refined in a multitude of federal
regulations. To provide a concrete sense of the extent of these standards, the OCC’s online
Consumer Compliance Examination Handbook discusses approximately 30 federal laws and
related implementing regulations.” For example, in the area of consumer credit alone, such laws
include:

¢ The Home Ownership and Equity Protection Act of 1994 (HOEPA), which provides
enhanced consumer protections with respect to certain high-cost mortgages and directs
the Federal Reserve Board to issue regulations to address unfair, deceptive, abusive, and
other problematic mortgage lending pra\ctices;4

o The Federal Trade Commission Act (FTC Act), which prohibits unfair or deceptive acts
or practices and directs the Federal Reserve Board (with respect to banks), Office of
Thrift Supervision (with respect to thrifts), and National Credit Union Administration
(with respect to credit unions) to issue regulations defining such unfair or deceptive acts
or practices and containing requirements prescribed for the purpose of preventing such
acts or practices;

s The Equal Credit Opportunity Act (ECOA), which prohibits discrimination against
applicants based on race, color, religion, national origin, sex, marital status, age, the
receipt of public assistance income, or the exercise of rights under the Consurner Credit
Protection Act in any aspect of a credit transaction, and directs the Federal Reserve
Board to prescribe regulations to carry out the purposes of the statute;®

¢ The Fair Housing Act (FHA), which prohibits discrimination based on race, color,
religion, sex, handicap, familial status, or national origin in making a residential real
estate-related transaction available, and authorizes the Secretary of Housing and Urban
Development (HUD) to make rules to carry out the law;’

* See http://www.occ.gov/handbook/compliance.htm,
415 U8.C. § 1601 ef seq.; see also 12 C.F.R, Part 226.
*15US.C. §§ 45, 57a(f)(1); see also 12 C.F.R. Part 227.
$15U.8.C. § 1691 et seq.; see also 12 CER. Part 202.
742 U.8.C. § 3601 et seq.; see also 24 C.F.R. Part 100,
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¢ The Truth in Lending Act (TILA), which requires creditors to provide disclosures about
the terms and costs of credit, and directs the Federal Reserve Board to prescribe
regulations to carry out the purposes of the law;® and

¢ The Real Estate Settlement Procedures Act (RESPA), which requires advance disclosure
of settlement costs in residential real estate transactions and prohibits kickbacks or
unearned fees for settlement services, and authorizes HUD to prescribe such rules as
may be necessary to achieve the purposes of the law.?

As is indicated by this list, the OCC generally has not been provided the authority to
write the regulations necessary to implement many of the most important federal consumer
protection statutes, so our standard-setting role is not as broad as it is for other agencies,
especially the Federal Reserve Board. There are some notable exceptions, such as in the area of
consumer privacy, where the Gramm-Leach-Bliley Act charged all the financial institution
regulatory agencies to issue consistent and comparable regulations that would be applicable to
the institutions under their respective jurisdictions.

Despite this general lack of rule-writing authority, the OCC is responsible for ensuring
that national banks comply with applicable federal consumer protection laws. This is not to say,
however, that, with respect to these laws, the agency has no role in establishing or articulating
standards that are generally applicable to national banks. To the contrary, like the other federal
banking agencies, the OCC has used a supervisory tool to establish the agency’s compliance
expectations for national banks: supervisory guidance. Indeed, the OCC approach to consumer
protection includes a prominent role for supervisory guidance to explain regulatory requirements.
Such guidance also advises national banks on emerging and significant risks; on our expectations

for bank practices for managing those risks and preventing problems from arising; and on likely

areas of focus by bank examiners. The OCC’s strategy is to prevent problems before they arise,

E15US.C. § 1601 et seq.; see also 12 C.F.R. Part 226.
*12U.8.C. § 2601 et seq.; see also 24 C.F R. Part 3500.
8
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and because we can issue supervisory guidance expeditiously, we can address issues quickly as
they surface.

In this context, let me emphasize a point that is frequently misunderstood. In its usual
form, OCC supervisory guidance is not merely a set of “suggestions” that national banks are free
to ignore. Instead, guidance articulates principles with which we expect our banks to comply,
and OCC examiners apply these principles in their ongoing bank supervision activities.

The OCC has issued supervisory guidance to national banks on a wide range of consumer
protection matters, providing both general guidelines and more targeted directives when
necessary to guard against specific practices. For example, a substantial amount of supervisory
guidance has been directed toward ensuring that national banks do not engage in unfair or
deceptive acts or practices within the meaning of the FTC Act. Perhaps most significantly, in
2002 we issued comprehensive guidance addressing the legal standards applicable to
determining whether practices are unfair or deceptive.’® This advisory letter also identified types
of practices that may violate the FTC Act; stated our intention to enforce the law to address
unfair and deceptive practices whether or not such practices have been specifically prohibited in
rules issued by the Federal Reserve Board; and provided specific recommendations for avoiding
unfair or deceptive practices and for mitigating compliance and reputation risks.’’

Our supervisory guidance has also addressed a range of specific consumer protection
issues, including credit card and mortgage lending practices, overdraft protection programs,

payroll cards, gift cards, payday lending, and automobile title loans. With respect to credit cards,

Yocc Advisory Letter 2002-3 {Guidance on Unfair or Deceptive Acts or Practices), March 22, 2002.

' See Attachment A for a partial list of significant OCC supervisory guidance documents issued since 2000 focused
on consumer protection issues. This list does not include numerous OCC and interagency issuances relating to
privacy and information security matters. The OCC also has issued advisories directly to consumers on such
subjects as gift cards and check processing (in addition to interagency brochures on a wider range of topics).
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for example, we issued an advisory letter in April 2004 addressing secured credit card products,
and we described the types of product terms and structures that appeared to raise such heightened
compliance and other risks that they should not be offered by national banks. 2 Later, in
September 2004, we released supervisory guidance concerning certain credit card marketing
pmctices.]3 This advisory letter focused on ensuring that advertising text is not misleading, that
Himitations on the availability of a promotional rate offer are fully and prominently disclosed, and
that there is full and prominent disclosure of the circumstances under which the interest rate,
fees, or other terms of the card may change, including in connection with “universal default” and
unilateral change-in-terms provisions.

Mortgage lending is another area in which we have issued detailed supervisory guidance.
Two of our advisory letters from 2003 outline our expectations for conducting mortgage lending
free from predatory or abusive characteristics. Among other things, these advisory letters
provided detailed recommendations for establishing policies and procedures to help ensure that
national banks do not become involved in predatory practices in any of their mortgage lending
activities, including in loans made through brokers.'

In 2004, we also issued regulations (which in this case we had specific authority to do)
prohibiting national banks from making loans based on liquidation of a borrower’s collateral

rather than the borrower’s ability to repay.

And in 2005 we issued “Guidelines Establishing
Standards for Residential Mortgage Lending Practices,”' based on the anti-predatory lending

principles of our 2003 supervisory guidance. These formal Guidelines may be enforced under

"2 0CC Advisory Letter 2004-4 (Secured Credit Cards), April 28, 2004.
B OCC Advisory Letter 2004-10 (Credit Card Practices), September 14, 2004,
'* OCC Advisory Letter 2003-2 (Guidelines for National Banks to Guard Against Predatory and Abusive Lending
Practices), February 21, 2003; and OCC Advisory Letter 2003-3 (Avoiding Predatory and Abusive Lending
Practices in Brokered and Purchased Loans), February 21, 2003.
'* 12 CF.R. § 34.3. Seealso 12 C.F.R. § 7.4008 (establishing similar limitations on other lending activities by
national banks).
'* 12 C.F.R. Part 30, Appendix C.
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provisions of the Federal Deposit Insurance Act (FDI Act). More recently, together with the
other federal banking agencies, we have issued joint guidance on safety and soundness and
consumer protection concerns presented by nontraditional mortgage products such as interest-
only mortgages and payment option ARMs, and we have published proposed guidance relating
to subprime mortgage lending.

B. Supervision

The primary method that federal banking agencies use to implement consumer protection
standards is direct supervision — not formal enforcement actions — of the banks we supervise. As
mentioned previously, this is a distinct and additional tool available to bank regulators that is
generally not available for the regulation of nonbanks. Indeed, given our extensive presence in
and supervision of the banks in our jurisdiction, we believe that supervision is by far the most
effective means for achieving compliance with consumer protection standards.

This is not to say, however, that supervision 1s the only way that we ensure such
compliance, or that we never resort to enforcement to achieve that result ~ quite the contrary, as
our discussion of our enforcement program below makes clear. Instead, the fundamental point is
that, when it comes to consumer compliance, banking regulators do not have an “enforcement-
only” regime; instead, our regime is better described as “supervision first, enforcement if
necessary.” And supervision is such a powerful and effective tool that enforcement, especially in
the form of formal enforcement actions, proves to be much less necessary than it is in
“enforcement only” regimes.

Thus, the comerstone of the OCC’s approach to consumer protection compliance is
comprehensive, ongoing supervision of national banks and their operating subsidiaries. The
OCC extensively examines national banks to ensure that they are operating in a safe and sound

manner and in accordance with applicable laws, regulations, and supervisory guidance —

11
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including those relating to consumer protection. We supervise national banks by business line,
so the standards applied in the course of our supervision are the same for national banks and their
operating subsidiaries.

The scope and depth of our consumer protection supervision of national banks’
operations is not well understood. This lack of understanding may result from the fact that the
bank regulatory regime is different from other consumer protection regimes in which
government actors must resort to publicized formal litigation or enforcement proceedings to
effect desired changes. The critical point, often forgotten, is that, “behind the scenes” and
without much public fanfare, bank supervision can result in significant reforms to bank practices
and keep banks on a proper course — and it can do so much more quickly than litigation, formal
enforcement actions, or other publicized events. As the Supreme Court recognized some years
ago, “recommendations by the [federal bank supervisory] agencies concerning banking practices
tend to be followed by bankers without the necessity of formal compliance proceedings.” United
States v. Philadelphia Nat'l Bank, 374 U.S. 321, 330 (1963). Of course, our broad range of
potent enforcement tools, as well as the fact that we will not hesitate to use them if necessary,
plainly helps make bank supervision a powerful and effective process for consumer protection.

So what exactly is this process? To begin with, retail banking supervision, including its
consumer protection component, is a complex enterprise. We are long past the time when a
“check the box” approach was adequate for consumer compliance supervision. Rather, effective
supervision of retail banking activities today requires a sophisticated assessment of the bank’s
policies, operations, and controls, and of the long-term effect of those policies, operations, and
controls on the bank’s reputation, customer relationships, legal exposure, and earnings.

The OCC is unique among U.S. banking supervisors in placing large teams of resident

examiners on the premises of each of the largest banking organizations we supervise. At some
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of the largest institutions, the OCC has well over 50 examiners onsite on a continuous basis.
This extensive on-site presence provides us with a heightened awareness of and insight into bank
plans, practices, and potential problems with respect to consumer banking. Similarly, in our
more than 1700 community banks, our regular exam cycle of 12 to 18 months, complemented by
more frequent communications with bank management, always includes examination of the
consumer compliance function — even though, as national bankers point out to us, our frequenéy
of compliance review is not similarly required by a number of states with respect to their state-
chartered banks.

The OCC also has networks of mortgage banking, retail credit, credit card, and
compliance specialists located throughout the United States. The number of specialists has
increased in the past ten yeafs due to the significant growth and increased complexity of the
retail banking business of national banks. The agency taps into this expertise for examinations in
all parts of the country.

The time and attention devoted to the consumer lending and compliance activities of a
national bank, large or small, is directly related to the nature and complexity of the bank’s
operations and associated risks. In the course of our ongoing supervision, OCC examiners
review the adequacy of the bank’s policies, systems, and controls relative to the character and
complexity of the bank’s business, and they evaluate whether the bank’s activities comply with
applicable consumer protection laws and regulations. Examiners typically sample individual
loans or other transactions to validate their assessment of the bank’s systems, controls, and legal
compliance, and, depending on the circumstances, may target their reviews to a particular loan
product, business line, or operating unit. If consumer protection issues surface in the course of

these examinations, examiners assess whether the practices in question violate applicable
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consumer protection laws or regulations, including the FTC Act, and whether they are consistent
with OCC guidance and standards.

Throughout this process, examiners have access to nearly all types of management
documents and reports, including policy and process changes, tracking reports, management self-
assessments, and internal and external audit reports. Examiners independently review and
evaluate performance, looking for potential compliance issues and other emerging risks. In the
largest banks, compliance and consumer lending specialists meet frequently with key line-of-
business, risk management, compliance, and audit personnel from the bank. Examiners discuss
strategic initiatives, new product development, risk profiles, the status of major projects, and
progress in addressing corrective actions for issues identified by bank management itself,
auditors, or OCC examiners. Similar meetings occur with multiple levels of bank management,
from business line managers to the most senior executives. OCC consumer lending and
compliance specialists remain vigilant for potential consumer protection issues during these
meetings and while reviewing reports. And the agency also uses so-called “target reviews” for
more in-depth evaluations of an area of a bank’s operations.

OCC examiners are often able to address potential consumer protection and safety and
soundness issues proactively with management through this ongoing supervision process. As an
example, bank management often will consult with examiners if they have questions about
regulatory issues as they consider new processes or products. Similarly, management may
identify potential problems in existing products or practices and consult with examiners about
appropriate corrective actions that the bank should undertake. In addition, as described in more
detail below, consumer complaints are used by examiners to address emerging consumer
protection issues. And examiners also hold discussions with bank management to discuss

significant litigation against the bank that may involve consumer protection matters. In all these
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ways, examiners can identify and deal with many issues in a timely manner and address them
before they develop into major problems.

Of course, communication plays an essential role throughout the supervisory process,
whether through formal and informal meetings or examination reports and other written
documents. The written materials detail findings from our ongoing supervision and target
reviews. Violations of law or regulation, non-conformity with supervisory guidance, and other
significant problems can be addressed in a variety of ways, including as findings and conclusions
in written reports of examination, especially “Matters Requiring Attention” (MRAs) directed to
the bank’s Board of Directors. OCC examiners expect prompt corrective measures to be taken
with respect to consumer protection matters when they are identified. Failure by bank
management to do so will contribute to a conclusion that additional steps, including formal
enforcement action, are required.

In sum, the OCC’s supervision of the retail banking operations of national banks,
including the consumer protection issues raised by those operations, is rigorous and
comprehensive. We devote substantial resources to this area, and we are proud of the quality of
the work that we do to oversee the retail banking business conducted by national banks and their
interactions with their customers. Because we are not an “enforcement-only” regime, we expect
most problems to be resolved through the supervisory process — and they are. Nevertheless,
those who assert that the OCC is not committed to this area, or lacks the resources to handle it, or
cares only about safety and soundness, are quite simply wrong.

C. Enforcement

When the normal supervisory process is not sufficient to result in bank compliance with

consumer protection staﬁdards, the OCC, like the other bank regulatory agencies, has a spectrum

of potent enforcement tools to address violations of law or regulation, non-conformity with
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supervisory guidance, and other significant compliance problems. For the less serious of these
problems, the OCC begins at one end of this enforcement spectrum — not with the type of formal
and public enforcement actions that are widely reported, but instead with informal enforcement
actions. In ascending order of severity, informal enforcement actions can take the form of a
supervisory letter, memorandum of understanding, or a so-called “Part 30 compliance élan.”
Banks take these informal enforcement actions very seriously, because they are rightly perceived
as a serious indication that there is a problem that needs the bank’s immediate attention to fix —
with formal action to follow if they do not. Such actions frequently involve specific and detailed
steps that the bank must take before “the document” is removed. And the imposition of such
documents can sometimes impair the bank’s ability to expand through acquisitions until the
underlying problem is addressed — a condition that always obtains management’s full attention.
In the OCC’s experience, national banks go to great lengths to take the corrective steps necessary
to address informal enforcement actions involving consumer protection issues.

But that is not always true, and in other circumstances, the underlgzing problem is so
severe that informal enforcement action 1s inadequate. In such cases, the OCC can and will take
formal enforcement action, as our track record clearly demonstrates.

Congress has provided the federal banking agencies with broad authority to take such
formal actions. Section 8 of the FDI Act gives the agencies power to compel compliance with
any law, rule, or regulation applicable to banks, including TILA, HOEPA, FHA, ECOA,
RESPA, and the FTC Act - the principal federal statutes that provide protections for consumer
credit applicants and borrowers. For example, this authority allows the OCC to require national
banks to: (1) enter formal written agreements not to engage in particular activities that violate

consumer protection laws; (2) cease and desist from engaging in such activities; (3) provide
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restitution for affected consumers in appropriate cases; and/or (4) pay civil money penalties.'’
Since 2002, the OCC has taken over 100 formal enforcement actions relating to consumer
protection issues., These include actions to address RESPA violations, TILA violations,
violations of flood insurance requirements, and deficiencies in information security programs. In
connection with these actions, we required national banks to, among other things, cease making
payday loans and improve internal controls regarding consumer compliance and information
security.

In addition to cases based on the specific requirements of applicable consumer protection
laws and regulations, the OCC also has the authority to bring enforcement actions when it
determines that a national bank has engaged in unfair or deceptive practices within the meaning
of the FTC Act. Indeed, the OCC was the first federal banking agency to take enforcement
action based on this authority. In a groundbreaking case in 2000, the OCC asserted section 5 of
the FTC Act — together with our general enforcement authority under the FDI Act - as a basis for
seeking a cease and desist order, as well as affirmative remedies, against a national bank. Use of
this authority led to a consent order that required the bank to provide at least $300 million to
consumers in restitution for deceptive marketing of credit cards and ancillary products; to cease
engaging in misleading and deceptive marketing practices; and to take appropriate measures to
prevent such practices in the future, including the modification of its policies and telemarketing
scripts to ensure the accurate disclosure of all fees, charges, and product Iimigations before a
consumer purchases a product. This use of the FTC Act was initially greeted with substantial

skepticism ~ even by our fellow regulators — but the OCC believed it was both necessary and

712 U.S.C. § 1818. This statute also permits the OCC to pursue remedies based on unsafe or unsound banking
practices.
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lawful to address practices that the agency concluded were unfair or deceptive to consumers.
This enforcement position has since been adopted by all the federal banking agencies.

Since that time, the OCC has taken nine additional formal enforcement actions against
national banks or their operating subsidiaries based on the FTC Act’s prohibition against unfair
or deceptive practices. '8 These actions have involved issues ranging from misleading subprime
crecht card practices, to unfair product terms, to abusive mortgage practices. Contrary to some
reports, these cases were focused on violation of this importaﬁt consumer protection law, not on
safety and soundness concerns, and the actions have been crafted to redress harm to consumers.

The OCC also was the first federal bapking agency to use its enforcement authority to
apply the FTC Act’s prohibition against unfair or deceptive practices to predatory mortgage
lending. While there is scant evidence of predatory lending in the national banking system, we
will not hesttate to use our enforcement tools to combat abusive mortgage lending. To date, the
OCC has brought two FTC Act cases against abusive mortgage lending practices. In a 2003
consent order, we required a bank to provide restitution to borrowers who were affected by
unfair practices in connection with “tax lien” mortgage loans. In 2003, the OCC entered into a
formal agreement requiring another bank to establish a $14 million fund to reimburse various
categories of consumers harmed through their dealings with the bank’s mortgage lending
operating subsidiary.

In sum, the OCC has broad enforcement authority to achieve corrective action to ensure
compliance with consumer protection laws, and we have not been hesitant to use it where
required. As described above, however, it is misleading to focus only on enforcement actions —
especially just formal and public enforcement actions — as the sole measure of bank regulators’

effectiveness in achieving corrective actions at banks. Indeed, the type of corrective action that

'® See Attachment B for a summary description of the OCC’s enforcement actions based on the FTC Act.
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can be achieved in the supervisory and informal enforcement process is often far broader than
the corrective action that can be achieved in the formal enforcement process.

At the OCC, we employ all of the tools available to us — supervisory communication,
informal enforcement actions, and formal enforcement actions - to address compliance
violations; to combat abusive, predatory, unfair, or deceptive lending practices; and to require
appropriate corrective action.

D. Complaints

In its letter of invitation, the Committee specifically requested information on consumer
complaint processing. The OCC’s Customer Assistance Group, or CAG, provides assistance to
customers of national banks and their subsidiaries by fielding inquiries and complaints from or
on behalf of consumers. CAG’s complaint processing and analysis helps to redress individual
problems and to educate consumers about their financial relationships. In addition, it frequently
leads to compensation or other relief for customers who may not have a more convenient means
for having their grievances addressed. CAG also supports our supervision of national banks’
retail banking operations in several respects, as described below.

Our CAG function today integrates skilled professionals and effective use of up-to-date
technology to address bank customer concerns, and our significant investment in the success of
this operation has resulted in its becoming a recognized — and effective — leader among
government complaint analysis and resolution functions.” CAG is staffed by customer
assistance professionals who have backgrounds in consumer law, compliance, and bank

supervision, and who can process written complaints and telephone calls in both English

'® See “Remarks by John C. Dugan before the Exchequer Club and Women in Housing and Finance,” (January 17,
2007) (discussing the sophisticated systems used by CAG in connection with the complaint resolution process).
19



140

and Spanish. Additionally, other OCC personnel, including attorneys in the Law Department,
regularly assist CAG staff with more complex issues or problems to help ensure that complaints
are resolved appropriately and, where applicable, that any identified violations of law are fully
addressed.”

CAG receives approximately 70,000 inquiries and complaints each year on a multitude of
consumer issues that are received through a variety of channels. Many of the inquiries and
complaints are received directly from consumers, but there are numerous other sources as well,
including Congress, other federal government agencies, state attorneys general, state banking
departments, or other state agencies. For instance, CAG receives thousands of complaints each
year referred from state entities.

When CAG receives a written complaint involving a national bank or national bank
operating subsidiary, CAG contacts the national bank involved and requests a response regarding
the consumer’s complaint and, if relevant, supporting documentation. CAG evaluates the bank’s
response, consults with other OCC personnel in appropriate cases, requests additional
information from the bank or consumer as necessary, reaches a final conclusion regarding the
matter, and notifies the consumer or other complainant of its findings.

CAG staff is dedicated to its mission of satisfactorily addressing inquiries and resolving
consumer complaints, and is persistent in its efforts to obtain fair treatment of national bank
customers. This commitment is reflected in the results they have achieved. Over the last five
years, CAG has generated almost $32 million in compensation for national bank customers, as
well as other relief such as suspended foreclosure proceedings, corrected credit bureau reports,

and reduced interest rates.

* Complaints that allege or raise issues of predatory lending or unfair or deceptive practices, for example, are
generally reviewed by CAG personnel in close consuitation with the OCC’s Law Department,
20
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In response to one issue in which the Committee has expressed a particular interest — and
consistent with a recommendation by the Government Accountability Office - CAG conducted
its first customer satisfaction survey last year. Although we are still carefully reviewing the
comments and suggestions made by consumers, several results are evident. First, the public
rated the initial point of contact at CAG higher than the government average. Second, as one
would expect, those consumers who received the relief they requested reported high overall
satisfaction with their CAG experience, while those who did not obtain their requested relief
were less satisfied — and of course, CAG cannot always provide the relief requested by the
consumer. In some iﬁstances, for example, the consumer may simply be dissatisfied with a
provision in his or her contract with the bank in question. CAG will conduct follow-up surveys
on a regular basis to identify trends and patterns in responses, and to assess the progress we are
making in addressing consumer concerns.

Another issue in which the Committee expressed particular interest is how consumer
complaints are taken into account as part of the examination process for any given institution. In
fact, data derived from the CAG process plays an important role in identifying problems — at a
particular bank or in a particular segment of the industry — that may warrant further investigation
by examination teams, supervisory guidance to address emerging problems, or enforcement
action. Indeed, OCC supervisory guidance requires examiners to consider consumer complaint
information when assessing a bank’s overall compliance risk and ratings, and when scoping and
conducting examinations.

The CAG process thus has a direct impact on our bank supervision. The complaint data
collected by CAG are summarized and distributed to OCC examiners to help them identify issues
that warrant further review. Examiners have real-time access to an electronic database that

stores consumer complaints and other relevant data for use in bank examinations. Examiners use
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this information in assessing risks at the banks they examine, as well as in the process of
planning, timing, and scoping examinations to target areas of potential concem. CAG
specifically alerts examiners if the volume, patterns, or types of complaints concerning a
particular bank appear to warrant immediate attention. Moreover, as discussed above, an
important component of OCC supervision is the guidance we issue to alert national banks to
emerging risk areas. CAG information has informed OCC policy personnel on the need for
additional supervisory guidance, such as our guidance on credit card marketing practices and on
gift cards.

OCC guidance also directs national banks themselves to monitor and address consumer
complaints that they receive, whether from consumers directly or through CAG or other sources.
To assist banks in addressing the underlying factors that may be contributing to consumer
complaints, and to encourage them to do so, CAG provides aggregate feedback to banks on
practices that, based on complaint volumes and trends, may need improvement. CAG regularly
contacts banks that have large complaint volumes, both through informal telephone and e-mail
exchanges and through annual meetings with bank management.

Finally, let me briefly mention three recent initiatives involving CAG that we believe will
significantly improve the consumer complaint resolution process, not just for national banks, but
for consumers at other banks as well.

First, as described in more detail below in the section of the testimony on OCC/State
Cooperation, late last year the OCC executed a model Memorandum of Understanding with the
Conference of State Bank Supervisors (CSBS) that is intended to facilitate the referral of
complaints between the OCC and individual states, and to share information about the
disposition of these complaints. We believe this process will result in much more timely

handling of consumer complaints that are mistakenly filed with another agency.
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Second, we have work underway to establish a secure, web-based technology platform to
expedite complaint information sharing. The Complaint Referral Express will be a new
application to facilitate the transfer of misdirected complaints and referrals between the OCC and
other federal and state banking agencies. This project is currently in development, with testing
anticipated early next year and full implementation planned by mid-year 2008. When this
system is fully implemented, the end user agency — the one that will be handling the complaint —
will be able to “pick up” the consumer’s complaint information in a digital format and
incorporate that information into the agency’s own case management system. In addition,
consistent with the information sharing agreements we have entered into with many state
banking agencies, Complaint Referral Express will include a feature that provides the status and
disposition of complaints referred to the OCC by the states.

Last but not least, I am very pleased to announce that the OCC will soon launch a new

internet site called www. helpwithmvbank.gov. As the Committee’s letter of invitation implicitly

recognizes, customers of financial institutions may not know which federal or state agency
regulates their banks, or how to file a complaint or otherwise obtain assistance when they have a
problem. We believe the new website — initiated, developed, and funded by the OCC — will be
an important step to help address those issues. The site will include a wide variety of frequently-
asked questions and answers; a reference tool that will assist consumers in determining which
agency regulates their institution; and information on how to contact the various federal and state
bank regulatory agencies. The English language version of this site should be operational this
summer, and we plan to implement a Spanish language version next year.

We will continue to seek ways to use our CAG operations as a base from which to
improve coordination on consumer complaints with our federal and state counterparts. In fact,

we are hosting a meeting that will take place later today with the other banking agencies, the

23



144

CSBS, and the FTC to discuss development of a uniform consumer complaint form that would
be used by consumers to file complaints with federal and state authorities. We also will be
exploring these issues with those counterparts later this year, at an interagency forum on
consumer complaint processing organized by the OCC.
1L LIMITS ON OCC’S ROLE IN CONSUMER PROTECTION

We believe that the OCC’s integrated approach — incorporating standard-setting,
supervision, enforcement, and the consumer complaint function — has proven to be an effective
way to implement the consumer protection responsibilities that Congress has assigned to us.
Nevertheless, there are three externally imposed limits on the OCC’s consumer protection role
that are important to understand as the Committee weighs additional actions in this area:
statutory limits; rule-writing limits; and jurisdictional limits.
A. Statutory Limits

As discussed at the outset, Congress has generally not attempted to address consumer
protection by regulating product terms or rates and fees — or indeed, by going beyond disclosure
regulation in most instances. Thus, while some may argue that “penalty” credit card interest
rates are excessive, or that so-called “2/28” subprime adjustable-rate mortgages should not be
permissible, federal Jaw does not impose a cap on permissible interest rates, and it does not
generally prohibit particular mortgage features. As a result, the authority of the OCC and the
other federal banking agencies to take action in such areas is circumscribed.
B. Rule-writing Limits

As described above, few consumer protection statutes authorize the OCC to issue
implementing regulatiqns, and that in tum limits our authority to establish prescriptive standards
in interpreting such statutes. In many cases the apparent logic for this regime is to vest a single

regulatory agency — often the Federal Reserve — with the authority to establish a single set of
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rules applicable to all market participants, regardless of regulator. While that logic plainly has
merit, it can also create anomalies. For example, the OCC supervises 75 percent of the credit
card market, yet had no input into the recently proposed revision to Regulation Z covering credit
card disclosures (other than a formal comment letter on the Advance Notice of Proposed
Rulemaking that we submitted to the Federal Reserve in 2005). This is not a criticism of the
content of that proposed revision, which the OCC generally supports, but rather an observation
about the rulemaking process. Likewise, neither the OCC nor the FDIC has rule-writing
authority to define unfair and deceptive practices under the FTC Act even though so much of the
expansion in retail banking activities has occurred in the banks we supervise.

As described above, the OCC does have, and uses, its authority to issue supervisory
guidance as a means to set some consumer protection standards for national banks — but such
guidance does not (and should not) have the same force of law as a regulation. Guidance is
simply not a vehicle for establishing new prohibitions or new legally binding constraints across
an industry. OCC supervisory guidance in the consumer protection arena, for example, has
alerted national banks to existing legal standards and emerging risks, and provided disclosure
and other recommendations designed to address those risks. But it has not created new legally
enforceable standards. Enforcement actions, similarly, do not - and cannot - create new legal
standards that apply across-the-board to all national banks operating throughout the country with
the force and effect of law.

The OCC has been successful in effecting changes in national bank policies and practices
through supervisory actions where we believed such policies and practices were inconsistent
with prudential or consumer protection standards or requirements that the OCC has been charged
with implementing, including the FTC Act’s prohibition on unfair or deceptive practices.

However, when practices have not been restricted by Congress or existing rules — and in some
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cases may even appear to be countenanced or endorsed by applicable federal laws and
regulations, such as certain credit card billing practices — our ability to effect such changes is
constrained.

C.  Jurisdictional Limits

Obviously, the OCC’s authority extends only to national banks. That fact can actas a
practical constraint on what can be done in the area of consumer protection regulation, especially
in the area of standard setting. For example, the OCC’s recent effort to.curtail prolonged
negative amortization practices in the credit card market met strong resistance from national
bankers who complained that non-national bank comﬁetitors may not be subject to the same
stringent standards. We ultimately insisted on compliance notwithstanding this potential
problem, but the differential regulation made the process more difficult and time-consuming, and
similar issues have arisen in other areas.

We recognize that such potential regulatory differences can often be reduced through
cooperation among federal regulators, and the agencies have worked together on a number of
different regulatory projects to do just that. But it is not always possible to achieve consensus in
a short period, and agencies that seek to “go it alone” will nearly always confront the
“competitive unfairness” objection. Put another way, relying on OCC supervisory activities
alone to effect needed changes across an industry confronts both practical limits and important
faimness considerations.

A related limit arises from the increased participation of nonbank providers in markets
for credit products and other traditional banking services. In such instances, the agreement of the
federal banking agencies to pursue a unified position is not likely to be adequate to establish a
uniform standard that is fair to all competitors, because such a standard would apply only to

banking organizations and not to other providers of the same products. A standard with limited
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applicability also would not provide comprehensive consumer protection. As described below,
we confronted this issue both with the guidance for nontraditional mortgages and the proposed
guidance for subprime mortgages. In both cases, huge parts of the market have been dominated
by nonbank providers subject exclusively to state regulation. Federal regulators have attempted
to address this issue by urging adoption of similar standards by each of the 50 states. While the
states have made progress with this approach in both instances, it remains to be seen whether this
will prove to be an effective way to establish and apply a national standard. These realities make
plain the importance of coordinated interagency action — at the federal and state levels - to
resolve appropriately the many consumer protection issues that cut across particular charter
choices and the jurisdictions of particular agencies.

IIl. FEDERAL/STATE COORDINATION ON CONSUMER PROTECTION ISSUES
A. Preemption and the Impact of Watters v. Wachovia Bank

The Committee has also e;xpressed an interest in the consumer protection role of the
states, the impact of federal preemption of state laws on consumer protection, and the role that
can be played by states working with federal regulators. We believe that there is much promise
for enhanced federal/state cooperation and corresponding improvements in consumer protection,
and that the recent decision of the Supreme Court in Watters v. Wachovia Bank does not
undermine those opportunities.

In our view, the Watters decision does not mark a shift in the state of the law. Citinga
number of its previous decisions, the Supreme Court in Watters reaffirmed that state law may not
significantly burden, curtail, or hinder a national bank’s efficient exercise of any of its banking
powers established by Congress under the National Bank Act. The decision also recognized,

again citing multiple Supreme Court precedents, that national banks are subject to state laws of
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general application to their daily business, if they do not conflict with the provisions or purposes
of the National Bank Act.

What the decision does do is provide certainty and a definitive confirmation that the
banking business conducted by national banks under powers granted to them by federal law,
whether conducted by the bank itself or through the bank’s operating subsidiary, 1s, with limited
exception, subject to the OCC’s exclusive supervisory authority, and not to state supervisory
regimes.

Thus, the Watters decision clarifies accountability. Both federal and state agencies have
jobs to do. At the OCC, we are committed to ensuring strong protections for national bank
consumers under federal standards, and have devoted substantial resources toward that goal. The
standards that we apply, and the initiatives that we have taken, belie the notion of a “regulatory
gap” in assuring fair treatment of national bank customers. Because of these standards, and the
OCC’s comprehensive supervisory approach, neither national banks nor their subsidiaries have
been, or will become, a “haven” for abusive or predatory practices.

The subprime mortgage situation illustrates this point well. The abuses in the subprime
lending business — loan flipping, equity stripping, and making subprime loans that borrowers
have no realistic prospect of repaying — simply have not seeped into the national banking system.
Hard data show that the quality of the subprime loans that are made by national banks is
markedly better than those of other lenders — the delinquency rate has run about half the national
average. This is not an accident ~ it is a reflection of the quality of our supervision and our
supervisory standards. Further, hard data also show that most subprime lending is done by non-
bank entities regulated exclusively by state authorities. These lenders clearly are — and always

have been — subject to the oversight and enforcement jurisdiction of state officials. The Watters
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decision does nothing to handcuff their ability to prevent these lenders from engaging in abusive
practices or making loans that borrowers have no reasonable prospeét of repaying.

This leads to a second important point about Watrers. Critics of the decision contend that
state officials should be able to enforce their state laws against national banks, arguing that there
can never be “too many cops on the beat.” Respectfully, this assertion is simply not true in a
world that has only a limited number of “cops.” It is counterproductive for state officials to
focus their finite supervisory and enforcement resources on national banks and their subsidiaries
when those institutions are already extensively supervised by the OCC, and when there aré other
entities — many of which answer only to state authorities — that are demonstrably the source of
problems. Returning to the metaphor, you can indeed have too many cops on the same beat if it
means leaving other, more dangerous parts of the neighborhood unprotected.

There is, of course, the possibility that federal standards of consumer protection will
differ from state standards. But that does not represent a “gap” in consumer protection for
customers of national banks. Rather, the difference reflects the essence of our dual banking
system and federalism, where individual states can take different approaches to a particular issue
affecting state banks, and any one state’s approach may be different from the uniform federal
approach for national banks. Again, this is not an unintended regulatory gap, but the inherent
and essential result of the different approaches possible — and encouraged — in our dual system of
national and state banks. And when Congress wants to ensure the same treatment on any
particular issue for all or certain types of lenders or depository institutions, it can do so, and has
done so. For example, national banks, state-chartered banks, and thrifts are equally able, under
federal law, to charge interest rates permissible under their home state usury laws, even in credit

transactions with consumers located in other states.”!

' See 12 U.S.C. §§ 85, 1463(g)(1), and 183 1d(a).
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In short, the OCC keenly recognizes its consumer protection responsibility, and we
expect to be held accountable for how well we do that job. The same should hold true for states.
We believe that consumers benefit most when the OCC and the states focus on our respective
areas of responsibility, rather than duplicating each other’s efforts, and where we find ways to
collaborate and share information where that makes the most sense.

B. OCC/State Cooperation

Despité past differences, the OCC and state banking regulators are moving on the right
track, we believe, toward the type of cooperation and collaboration that optimizes use of our
respective resources and maximizes consumer protection benefits for bank customers. For
example, as previously mentioned, we have made significant progress working with our state
counterparts to iraprove consumer complaint information sharing. The model Memorandum of
Understanding agreed to by the OCC and the CSBS provides that we and state regulators will
refer misdirected complaints to the appropriate agency. It also establishes a mechanism for state
agencies to obtain — without compromising consumer privacy - periodic reports from the OCC
on the disposition of complaints they have referred to the OCC’s Customer Assistance Group.
With the assistance of the CSBS, we are in the process of entering into complaint information
sharing agreements with individual states, and the process is moving along very well —~ we have
executed 18 such agreements since November, and others are on the horizon. Likewise, the
Complaint Referral Express, also previously referred to, is a new technology platform in
development that we hope will provide, in 2008, a more automated application to facilitate the
transfer of misdirected complaints and referrals between the OCC and other federal and state
banking agencies.

In the area of supervisory guidance, the OCC and state regulators have worked

constructively in connection with implementation of the nontraditional mortgage guidance issued
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by the federal banking agencies, and are following a similar process on the subprime mortgage
guidance that the federal banking agencies expect to finalize soon. As the Committee is aware,
the guidance issued by the federal banking agencies extends only to the institutions that are
supervised by federal regulators. Yet, as noted above, most subprime lending is done by non-
bank lenders regulated exclusively by the states. So, it 1s critical that all states adopt and apply
standards comparable to those adopted and applied by the federal banking agencies.

We ére encouraged that 35 states have adopted or endorsed similar nontraditional
mortgage policies and reguiations applicable to those they regulate, and we believe a similar
effort will be made with respect to the federal banking agencies’ subprime mortgage guidance
once it is finalized. We applaud thesebefforts, led by the CSBS. It bears repeating, however, that
neither type of guidance can be fully effective until it is adopted and actually applied by all
states, not as a suggestion, but as an expectation. (In this context, we note that several large
states are among the 15 that have yet to adopt the nontraditional mortgage guidance, most
notably California and Florida.) Uneven implementation and application creates an unlevel
playing field where market participants can avoid the new and higher standards by concentrating
their activities in those states that have either not adopted or not actually applied such standards —
a result we all hope to avoid.

Finally, I am very pleased to announce today an important new cooperative initiative
between the OCC and state bank supervisors involving instances in which national banks
regulated exclusively by the OCC use independent mortgage brokers regulated exclusively by
the states. This intersection of regulatory jurisdiction strikes us, as it did Commissioner
Antonakes in a recent Congressional hearing, as fertile ground to coordinate our examination
efforts with respect to the nontraditional mortgage guidance already issued and the subprime

mortgage guidance about to be issued ~ especially since there has been much criticism of the role
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played by mortgage brokers in these markets. Through parallel examinations of a sample of
national banks by the OCC, and examinations of a sample of state-licensed mortgage brokers by
the state, we hope to develop a baseline of useful compliance information resulting from this
unique congruence of state and federal jurisdictional interests.

IV.  SUGGESTIONS FOR IMPROVEMENTS TO CONSUMER PROTECTION
REGULATION OF BANKING ACTIVITIES

Finally, the Commitiee’s letter of invitation requested suggestions for improvements to
specific aspects of consumer protection regulation applicable to banking activities. In general,
we believe the current tools provided to the OCC — in particular, strong supervisory and
enforcement authority — are sufficient to address the specific areas of consumer protection
regulation that Congress has delegated to the agency. In addition, we are not suggesting the need
for additional areas of substantive consumer protection regulation, such as product, rate, or fee
regulation, which have traditionally been left to the marketplace — though of course, if Congress
chooses to take such a path, the OCC will work closely with this body to implement such
change.

Nevertheless, as discussed in more detail below, the OCC does believe that there are
several targeted areas in which changes to the status quo would be helpful.

A. Joint Rulemaking Authority to Define Unfair and Deceptive Practices

As previously noted, Congress has not given the OCC a rulemaking role with respect to
most of the important federal consumer protection legislation affecting the rights of national
bank customers. Vesting such authority in a single regulator such as the Federal Reserve can
make sense as a way to establish a single standard applicable to all market participants. But one
such area of federal law constitutes a particular anomaly. The FTC Act vests exclusive authority
with the Federal Reserve Board, with respect to banks, to promulgate regulations that define

unfair or deceptive acts or practices and prescribe restrictions for the purpose of preventing such
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acts or practices. Comparable authority is vested in the Office of Thrift Supervision for thrifts,
and in the National Credit Union Administration for credit unions. Thus, Congress has already
allocated to mulitiple agencies the task of writing unfair or deceptive practice rules for financial
institutions. Yet, left out of this aliocation are the FDIC, which supervises over 60 percent of the
banks in the United States, and the OCC, which supervises banks holding nearly 70 percent of
the country’s banking assets.

Accordingly, the OCC would support the extension of FTC Act rulemaking authority to
all of the federal banking agencies, so that we could, as necessary, write joint rules that define
unfair or deceptive practices and establish requirements that are designed to prevent such acts or
practices. Such authority would be helpful to establish across-the-board rules to prohibit
especially egregious practices.

I want to emphasize, however, that what we would support is joint rulemaking authority
for the federal banking agencies. Because of the potential commonality of the issues across
different financial institutions, joint rulemaking would limit the ability of market participants to
“forum shop” an aggressive practice 1o a less stringent regulatory standard adopted by a single
regulator. In addition, the vesting of rulemaking authority in one agency, with respect to
standards of conduct for entities subject to the jurisdictions of many, may not always produce a
result that reflects the views and concerns of other relevant agencies. By giving each regulator a
“‘seat at the table,” a joint interagency process would allow a single regulator to prompt
discussion of the need for an across-the-board rule ~ with more weight and credibility than either
the OCC or the FDIC has today without any regulatory authority at all.

Of course, coordinated interagency action carries the potential for real frustrations —
principally, the delays in implementation that are usually generated by legitimate difficulties in

achieving consensus — and we recognize that if that sometimes slow process is not allowed to run
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its course, the final results may not be desirable. But coordinated action also may bring
countervailing benefits: different perspectives, supervisory experiences, and policy priorities,
and the ensuing marketplace of ideas may produce solutions preferable to those resulting from
any one agency acting on its own.

Indeed, collaborative interagency action has proven effective in the past, such as in the
banking agencies’ recent work on nontraditional mortgage gnidance and the proposed statement
on subprime mortgage products, and in situations where Congress has directed it. For example,
in the privacy provisions of the Gramm-Leach-Bliley Act, Congress recognized that the sharing
of customer information was a practice of national scope and concern cutting across different
types of financial institutions, and that those entities are subject to the jurisdictions of different
federal and state regulators. Congress then designed federal standards uniformly applicable to all
types of financial services providers, and prescribed that those standards were to be consistently
administered by the relevant functional regulators.

While the OCC supports this proposed change in rulemaking authority, let me emphasize
that it would by no means be a panacea. Practices that rise to the level of “unfaimess” or
“deception” under the standards of the FTC Act generally combine both an inordinate degree of
risk or harm to the consumer and deficiencies in the information provided that disable the
consumer from appreciating the risk or harm in question. They present relatively extreme
situations. As a result, recent banking practices that some have criticized as “unfair” in layman’s
terms — such as ATM fees or the high level of “penalty” credit card interest rates — are not likely
to be treated as unfair or deceptive under existing FTC Act precedents if adequately disclosed. It
would be difficult for the agencies to prohibit such a practice using the proposed joint

rulemaking authority — a more specific directive from Congress would be required.
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B. Rulewriting: Required Consultation with Implementing Regulators

As previously discussed, there is logic in vesting a single regulator with rulemaking
authority governing all market participants, as is the case with the Federal Reserve for the Truth
in Lending Act. Nevertheless, we believe that the regulators who are responsible for
implementing and enforcing such rules should be consulted as an integral part of the rulemaking
process. Accordingly, we would support statutory changes that require such consultation.
C. More Frequent Revisions to Consumer Protection Regulations

The OCC believes that it would be beneficial to have more frequent reviews and updating
of existing consumer protection regulations to help ensure that they better keep pace with
developments in consumer financial products and industry practices. Statutory timetables of
some sort would help achieve this objective.
D. Centralized Consumer Complaint Function

Finally, the Committee’s letter of invitation raised questions about the need for a
centralized consumer complaint function that would be available to consumers of any banking
organization. As mentioned above, the website that the OCC is about to launch,

www.helpwithmybank.goy, is a good step in this direction. But it is not enough. Accordingly,

the OCC supports the development of a true “one stop” approach for consumer assistance with
banks and their affiliates, including mechanisms for consumers who do not have access to, or do
not want to use, the Internet. The federal and state banking regulators should jointly develop
such a proposal through the auspices of the FFIEC.
CONCLUSION
At the OCC, we recognize our responsibility with regard to consumer protection. We
take that responsibility seriously, and will continue to do so. We are committed to using, and

adapting and improving as needed, each of the key elements of our supervisory approach to the

35



156

retail banking operations of national banks. And, we are committed to continuing to seek ways
to act collaboratively with other federal regulators and our state colleagues to enhance
protections available to, and fair treatment of, bank customers.

I appreciate the opportunity to present the OCC’s views on the important issues that are

the subject of this hearing, and will be pleased to answer any questions that you might have.
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Attachment A

List of QCC Supervisory Guidance Documents on Consumer Protection Issues

Advisory Letter 2000-7, “Abusive Lending Practices” (July 25, 2000)
Advisory Letter 2000-10, “Payday Lending” (Nov. 27, 2000)
Advisory Letter 2000-11, “Title Loan Programs” (Nov. 27, 2000)

Advisory Letter 2001-9, “Electronic Fund Transfer Act --Investigations of Unauthorized
Transactions” (Sept. 7, 2001)

Advisory Letter 2002-3, “Guidance on Unfair or Deceptive Acts or Practices” (Mar. 22,
2002)

Advisory Letter 2003-2, “Guidelines for National Banks to Guard Against Predatory and
Abusive Lending Practices” (Feb. 21, 2003)

Advisory Letter 2003-3, “Avoiding Predatory and Abusive Lending Practices in
Brokered and Purchased Loans” (Feb. 21, 2003)

Advisory Letter 2004-4, “Secured Credit Cards” (Apr. 28, 2004)
Advisory Letter 2004-6, “Payroll Card Systems” (May 6, 2004)
Advisory Letter 2004-10, “Credit Card Practices”(Sept. 14, 2004)
Joint Guidance on Overdraft Protection Programs (Feb. 18, 2005)
OCC Bulletin 2006-34, “Gift Card Disclosures” (Aug. 14, 2006)

Interagency Guidance on Nontraditional Mortgage Product Risks (Sept. 29, 2006)
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Attachment B

List of QCC Enforcement Actions under the FTC Act

Providian National Bank, Tilton, New Hampshire (consent order — June 28, 2000). We
required the bank to set aside not less than $300 million for restitution to affected consumers and
to change its credit card marketing program, policies, and procedures.

Direct Merchants Credit Card Bank, N.A., Scottsdale, Arizona (consent order — May 3, 2001).
We required the bank to provide restitution of approximately $3.2 million and to change its
credit card marketing practices.

First National Bank of Marin, Las Vegas, Nevada (consent order — December 3, 2001). We
required the bank to set aside at least $4 mmillion for restitution to affected consumers and to
change its marketing practices.

First National Bank, Ft. Pierre, South Dakota (formal agreement — July 18, 2002). We required
the bank to change 1ts marketing practices.

First National Bank in Brookings, Brookings, South Dakota (consent order — January 17, 2003).
We required the bank to set aside at least $6 million for restitution to affected consumers, to
obtain prior OCC approval for marketing subprime credit cards to non-customers, to cease
engaging in misleading and deceptive advertising, and to take other actions.

Household Bank (SB), National Association, Las Vegas, Nevada (formal agreement — March 25,
2003). We required the bank to provide restitution in connection with private label credit card
lending and to make appropriate improvements in its cornpliance program.

First Consumers National Bank, Beaverton, Oregon (formal agreement ~ July 31, 2003). We
required the bank to provide refunds of approximately $1.9 million to affected consumers in
connection with credit card practices.

Clear Lake National Bank, San Antonio, Texas (consent order — November 7, 2003). We
required the bank to set aside at least $100,000 to provide restitution for borrowers who received
tax lien mortgage loans, review a portfolio of mortgage loans to determine if similar violations
existed, and take steps to prevent future violations.

First National Bank of Marin, Las Vegas, Nevada (consent order — May 24, 2004). In a second
case involving this bank, we required the bank to set aside at least $10 million for restitution to
affected consumers and prohibited the bank from offering secured credit cards in which the
security deposit is charged to the consumer’s credit card account.

The Laredo National Bank, Laredo, Texas, and its subsidiary, Homeowners Loan Corporation
(formal agreement — November 1, 2005). We required the bank to set aside at least $14 million
for restitution to affected customers and to strengthen internal controls to improve compliance
with applicable consumer laws and regulations.

38



159

For release on delivery
10:00 a.m. EDT
June 13, 2007

Statement of
Randall S. Kroszner
Member
Board of Governors of the Federal Reserve System
before the
Committee on Financial Services

U.S. House of Representatives

June 13, 2007



160

Chairman Frank, Ranking Member Bachus, and members of the Committee, 1 appreciate
the opportunity to appear today to discuss the Federal Reserve Board’s role in protecting
consumers in financial services transactions.

Introduction

An important part of the Federal Reserve’s statutory mandate is promoting the
availability of credit throughout the banking system. In the case of consumer credit, equally
important with promoting its availability is the Federal Reserve’s responsibility for
implementing the laws designed to protect consumers in financial services transactions. Many of
these laws are based on ensuring that consumers receive adequate information in the form of
disclosures about the features and risks of a particular product.

Information is critical to the effective functioning of markets. A core principle of
economics is that markets are more competitive, and therefore more efficient, when accurate
information is available to both consumers and suppliers. When information on alternatives is
readily available, product offerings have to meet customers’ demands and offering prices have to
reflect those of market competitors. If consumers are well informed, they are in a better position
to make decisions that are in their best interest. Information helps and empowers individual
consumers by improving their ability to compare products and to choose those that will help
them meet their personal goals.

With the aid of technological advances, financial institutions have been able to offer
innovative products that are increasingly diverse but also increasingly complex. While this has
expanded consumers’ access to credit and their options, it also presents a challenge in ensuring
that consumer disclosures about these more complex products are effective. To be effective,

disclosures must give consumers information at a time when it is relevant, and in language they



161
_2-

can ¢asily understand. The information must also be in a format that allows consumers to
identify and use the information that is most important to them. In a nutshell, because effective
disclosure gives consumers information they notice, understand, and can use, it empowers
consumers and enhances competition.

The Board is committed to developing more effective disclosures, but even well-designed
disclosures can only be useful if they can be understood by consumers who have the necessary
financial knowledge. Accordingly, we must promote financial education, and having been an
educator for many years, I am very pleased that the Board is actively involved in this area.

The Board is keenly aware, however, that disclosures and financial education may not
always be sufficient to combat abusive practices. Indeed, the consumer financial services laws
implemented by the Board contain a number of substantive protections, reflecting carefully
considered legislative judgments that certain practices should be restricted or prohibited. The
Board also has the responsibility to prohibit other practices by issuing rules, for example, if the
Board finds they meet the legal standard for “unfair or deceptive” practices under the Federal
Trade Commission Act (FTC Act) or the Home Ownership and Equity Protection Act (HOEPA).
We must be mindful, however, of unintended consequences.

Crafting effective rules under the “unfair or deceptive” standard presents significant
challenges. Whether a practice is unfair or deceptive depends heavily on the particular facts and
circumstances. To be effective, rules must have broad enough coverage to encompass a wide
variety of circumstances so they are not easily circumvented. At the same time, rules with broad
prohibitions could limit consumers’ financing options in legitimate cases that do not meet the

required legal standard.
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This has led the Federal Reserve to focus primarily on addressing potentially unfair or
deceptive practices by using its supervisory powers on a case-by-case basis rather than through
rulemaking. The FTC, which has authority to prohibit unfair or deceptive practices for financial
services firms that are not depository institutions, has taken a similar approach. Because the
prohibition on unfair or deceptive acts or practices applies to all depository institutions as a
matter of law, the banking and thrift agencies can and do enforce this prohibition using their
supervisory enforcement powers.

The Board also addresses concerns about some practices under other statutes, such as the
Truth in Lending Act (TILA) or Truth in Savings Act (TISA). For example, the Board used its
HOEPA authority to address the “flipping” of high-cost mortgage loans. Under TILA, we
recently proposed a rule prohibiting credit card issuers’ from describing their rates as “fixed”
unless they specify a period where the rate is not subject to change for any reason. The Board
also revised its TISA rules to address concerns about overdraft protection programs. The Board
is committed to addressing abusive practices and will consider how it might use its authority to
prohibit specific practices consistent with the legal standards in appropriate cases, such as when
there are widespread abuses that cannot be effectively addressed through case-by-case
determinations in the supervisory process.

The Board’s Role in Protecting Consumers

In carrying out its mandate related to consumer protection in financial services, the
Federal Reserve has several roles that are carried out through four complementary processes.
First, there is the Board’s role as rulewriter, in which we issue regulations, either alone or jointly
with other federal agencies, to implement the consumer financial services and fair lending laws.

Second, there is the Federal Reserve’s role in examining the financial institutions that we
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supervise for safety and soundness, as well as for compliance with consumer protection laws and
regulations. This includes taking supervisory action for the institutions under our jurisdiction, as
appropriate, to enforce the laws and resolve any consumer complaints. Third, the Federal
Reserve actively promotes consumer education through its publications and through a variety of
partnerships with other organizations. Finally, the Federal Reserve’s Community Affairs
Program supports the Board’s objective of promoting community development and fair and
impartial access to credit by conducting outreach activities in lower-income commiunities and
traditionally underserved markets. Today, I would like to discuss each of these four roles and
some significant actions that the Board has taken in these areas. I will also highlight how the
Board is coordinating its efforts with the other federal and state supervisory agencies.
The Board’s Rulewriting Responsibilities

The Board has sole responsibility for issuing rules to implement a number of consumer
financial services and fair lending laws, including TILA, TISA, the Electronic Fund Transfer Act
(EFTA), Consumer Leasing Act, Equal Credit Opportunity Act (ECOA), and Home Mortgage
Disclosure Act (HMDA). In conducting these rulemakings, the Board reviews public comment
letters and solicits the views of other federal and state regulators who have valuable insights
based on their own experience and expertise in supervising financial institutions and protecting
consumers. We often obtain the views of other agencies on Board rulemakings through informal
outreach efforts, but sometimes we receive written comment letters, as was the case with the
Office of the Comptroller of the Currency’s (OCC) recent recommendations for revised credit
card disclosures. We receive the views of state agencies through such organizations as the

Conference of State Bank Supervisors (CSBS), the American Association of Residential
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Mortgage Regulators (AARMR), and the National Association of Attorneys General (NAAG), as
well as from individual state regulatory agencies.

In addition to the statutes for which the Board has exclusive rulewriting responsibility,
the Board shares rulewriting responsibility with other agencies under certain laws, such as the
Community Reinvestment Act (CRA) and the Fair Credit Reporting Act (FCRA). Moreover, the
Board and other federal financial regulators sometimes play a consulting role in the development
of consumer regulations issued by other agencies such as the Department of Housing and Urban
Development, and the FTC. For example, most recently, the Board has consulted with the
Department of Defense (DOD), as Congress directed with respect to DOD’s development of
regulations governing loans to members of the armed services and their families.

In addition to its rulemakings to implement statutory changes, the Board updates its
regulations in response to the changing marketplace and emerging issues. As markets change
and products evolve, questions arise about how existing rules apply in new circumstances. We
often address these matters with amendments that specifically target a particular issue, or by
updating the interpretations published in the commentaries to our regulations. That was the case
with the Board’s recent revisions to the rules governing electronic fund transfers, which
addressed eléctronic check conversions and payroll card accounts. It was also the case with our
recent amendments to the TISA rules addressing overdraft protection programs.

As a matter of policy, the Board periodically conducts a comprehensive review of each
regulation. For the consumer financial services laws, one goal of our regulatory reviews is to
develop more effective consumer disclosures. Writing regulations always involves the challenge
of crafting rules that are, on the one hand, clear and specific enough to facilitate compliance and

promote consistency among financial institutions but, on the other hand, flexible enough to
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accommeodate market developments as products and pricing continue to change. We also
consider ways to eliminate unnecessary burdens consistent with consumer protection. By
balancing these interests we seek to avoid imposing undue regulatory burdens that could hinder
innovation and raise costs without producing offsetting benefits in consumer protection.

Over the last several years, the Board has completed several regulatory reviews. The
Board reviewed the regulations implementing HOEPA and issued revised rules in 2001. The
Board’s review of the rules implementing HMDA was completed in 2002, resultiri‘g in expanded
data collection and reporting requirements, and the Board completed a review of the rules
implementing ECOA in 2003. Most recently, the Board initiated a review of the TILA rules,
which are implemented in the Board’s Regulation Z. The initial phase of the Board’s review of
Regulation Z focused on credit cards and other revolving credit accounts. Last month, the Board
issued a proposal for public comment that would substantially revise the rules governing credit
cards and improve credit card disclosures. Our review of the Regulation Z rules for mortgage
transactions is now under way as well,
The Board’s Efforts to Improve the Effectiveness of Credit Disclosures

The Board has recently undertaken an innovative approach to improve the effectiveness
of credit disclosures--namely, using consumer surveys and testing to assess consumers’ needs
and develop our regulatory proposal. Having taught at the University of Chicago’s business
school for many years, I am well aware of the types of consumer testing that firms have long
employed: surveys, focus groups, and so-called “mall intercepts” in which shoppers are
interviewed at random. However, it is relatively novel to systematically use such techniques to

develop regulatory proposals to improve the effectiveness of disclosures requirements.



166

-7-

Consumer testing can help the Federal Reserve address the considerable challenge of
making disclosures more effective by providing insight into consumers’ understanding of
financial products and their decision-making process. Given the complexity of certain products,
such as credit card products with multiple features and nontraditional mortgages, we have to be
mindful of the pitfalls of information overload. We must seek to carry out the responsibilities
Congress has given us to design disclosures that are not only accurate, but also clear and simple
enough that they are meaningful and useful to consumers. Pages of fine print that provide
comprehensive descriptions might satisfy lawyers, but the legalese needs to be translated into
something consumers can use.

This requires the Board to make judgments about which credit terms are most important
to highlight and which could be eliminated. We plan to make these judgments with the benefit
of surveys of actual consumers and extensive consumer testing. We recently completed several
rounds of consumer testing for credit card disclosures, and that testing was critical to our effort
to redesign and, I believe, dramatically improve those disclosures in the proposed regulations
recently published for comment.

The substantial investment we have made in developing and testing revised credit card
disclosures has given us insights that will contribute to our ability to make mortgage disclosures
more effective. We are finding that it is tremendously beneficial to listen to consumers so that
we can learn more about how they use information and how we can simplify disclosures and
enhance consumers’ understanding. Through our testing, we learned firsthand what information
consumers find useful when making credit decisions and what information they ignore. Second,

we learned what information consumers comprehend and what information they do not. Third,



167

-8-

we saw the impact that different formats and presentation can have on consumers” ability to
notice and use the information.

The Board’s proposal for credit card accounts would revise the format and content of
various credit card disclosures to make them more meaningful and easier to read, and to
highlight the various costs. The disclosure table accompanying credit card applications and
solicitations would highlight fees and the reasons penalty rates might be applied, such as for
paying late. Creditors would be required to use the same type of disclosure table to summarize
key terms at account opening and when the account terms change. In addition, format changes to
periodic statements--such as grouping fees, interest charges, and transactions together--would
make them more understandable. As I noted earlier, card issuers would be prohibited from
describing their rates as “fixed” unless they specify a time period where the rate cannot be
changed for any reason, or if the rate is fixed for the life of the program.

The proposal to revise the credit card rules would also expand the circumstances under
which consumers receive advance notice of changes in their account terms, including advance
notice before a penalty rate is applied. Creditors would be required to send notice of a rate
increase or other change in terms forty-five days before the change becomes effective, instead of
the current fifteen days. The proposal would also revise the rules governing the advertising of
open-end credit to help consumers better understand the credit terms being offered.

As I mentioned earlier, the Board plans to conduct extensive consumer testing as part of
its review of mortgage disclosures. Like credit cards, mortgage products have become more
diverse and more complex. In some cases, creditors are using pricing strategies similar to those
used for credit cards, for example, offering customers discounted introductory rates that will be

replaced in a short time by a much higher rate, often a variable rate. Of course, there is an
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inherent difficulty in adjustable rate mortgage (ARM) disclosures because future interest rate
changes are not known. Consumer testing is needed to determine whether, for example,
consumers would find disclosure of the “worst-case” payment useful given that such a payment
might never occur or might not occur for several years or more, by which time the consumer’s
own financial circumstances may have changed.

The wider marketing of payment-option mortgages presents another challenge.
Consumers have the choice of making low minimum monthly payments that increase the overall
cost of the credit and ultimately lead to higher payments. Just as with credit cards, however,
disclosing a consumer’s repayment obligation and the cost of the credit is more complex when
there are unknowns--such as the future rate if it may vary based on an index, the amount of the
consumer’s monthly payment, and the possibility of negative amortization. When the Board
reviews mortgage disclosures, it will consider these developments and conduct extensive
consumer testing to determine how the features and risks of today’s mortgage products can be
communicated effectively.

The Board has already taken some initial steps in its review of mortgage disclosures.
Last summer, the Board held a series of four public hearings on home-equity lending, where we
gathered views on the impact of federal and state predatory lending laws and on the adequacy of
mortgage disclosures, particularly those concerning nontraditional mortgage products.
Following those hearings, the Board revised the consumer handbook that creditors are required
to provide with applications for all ARMs. The revised handbook gives consumers a better
explanation of the features and risks of nontraditional ARMs, especially “payment shock” and

the risk of increasing loan balances, also known as “negative amortization.”
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The recent problems in the subprime mortgage market have prompted the Board to hold a
fifth hearing, which I will chair temorrow, here in Washington, D.C. The purpose of the hearing
is to gather information to evaluate how the Federal Reserve might use its rulemaking authority
to curb abusive lending practices in the subprime mortgage market in a way that also preserves
incentives for responsible lenders. Specifically, hearing participants will discuss concerns about
prepayment penalties, escrows for taxes and insurance, “stated-income” loans, and lenders’
standards for determining that consumers can afford to make the scheduled payments. Some of
these concerns may call for more effective disclosures. However, we will also seriously consider
whether there are mortgage lending practices that should be prohibited under HOEPA.

We must be careful, however, not to curtail responsible subprime lending or beneficial
financing options for consumers. A robust and responsible subprime mortgage market benefits
consumers by allowing borrowers with non-prime or limited credit histories to become
homeowners, access the equity in their homes, or have the flexibility to refinance their loans as
needed. Under HOEPA, lenders are subject not only to regulatory enforcement actions but also
to private lawsuits to redress violations. Thus, any rules should be drawn sharply with bright
lines to avoid creating legal and regulatory uncertainty, which could have the unintended effect
of substantially reducing consumers access to legitimate credit options.

Supervisory Activities

Examination and Enforcement

The Board has responsibility for enforcing compliance by state-member banks and
certain foreign banking organizations with consumer financial services laws, the fair lending
laws, and the CRA. Because of the complexity of consumer regulatory requirements, the Board
has had a specialized consumer examination program since the late 1970s. The Federal Reserve

System has a trained cadre of examiners dedicated solely to this function.



170

-11-

The scope of the consumer compliance examination program has evolved and grown
significantly over the years. In 1977, the program covered just nine federal consumer protection
laws and regulations. Today the program covers compliance with more than twenty federal laws
related to deposits, credit, and the privacy of consumers’ financial information. Consumer
compliance examinations assess the bank’s compliance with ECOA, HMDA, TILA, TISA,
RESPA, the EFTA, FCRA, and CRA, section 5 of the FTC Act, and other federal consumer
protection laws.

Examinations and other supervisory activities conducted as part of the Board’s consumer
compliance program follow a risk-focused approach and are tailored to fit the risk profile of the
bank. This approach ensures that supervisory resources are directed to the products, services,
and areas of the bank’s operations that pose the greatest risk to consumers. In addition to
assessing an institution’s compliance with particular laws and its performance under the CRA,
examinations evaluate a bank’s processes for identifying, measuring, monitoring, and controlling
its risk exposure.

Examiners routinely analyze consumer complaints submitted to the Federal Reserve
regarding the bank being examined, looking for any trends, issues, or areas of possible risk. The
exarminers also analyze any consumer complaints received directly by the bank. The resuits of
this analysis are factored into examiners’ decisions regarding the scope of the compliance
examination. We view this analysis of consumer complaint activity as an integral component of
the examination scoping process. Moreover, consumer complaints can serve as an early waming
signal about emerging or potential compliance problems or new industry practices.

The frequency of examinations is a function of an institution’s size and prior supervisory

ratings. Institutions with less than satisfactory compliance or CRA ratings, regardless of their
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size, are typically examined every twelve months. Institutions with assets greater than

$250 million and satisfactory or better ratings are examined every twenty-four months. Small
banks (those with assets of less than $250 million) with satisfactory or better ratings are typicaily
examined every forty-eight to sixty months. The Federal Reserve Banks also monitor
institutions between examinations looking for indicators that could have implications for their
compliance efforts and bear on the need for more frequent supervisory intervention. For
example, we analyze consumer complaints and consider any changes in supervisory ratings,
financial condition, corporate structure, or the institutions’ management.

Where Federal Reserve examiners observe weaknesses or compliance failures by
supervised institutions, examiners document them in a report to bank management. The required
corrective actions are stated in the examination report. We find that in the overwhelming
majority of cases, management voluntarily addresses any violations or weaknesses that we have
identified without the need for formal enforcement actions. In those rare instances where the
bank is not willing to address the problem, we have a full range of enforcement tools at our
disposal and use them to compel appropriate corrective action.

We also recognize that cooperation and coordination among the financial institution
supervisory agencies are essential to ensuring consistent and effective supervision. Financial
institution regulators share information and coordinate activities, such as the development of
uniform examination procedures and policies, through the Federal Financial Institutions
Examination Council (FFIEC) and other channels. Recently, the CSBS joined the FFIEC, but
we have, for many years, coordinated supervisory efforts through the CSBS State and Federal
Working Group.

Enforcing the Prohibition Against Unfair or Deceptive Practices
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This Committee has specifically asked the agencies to discuss their ability to pursue
unfair or deceptive practices by depository institutions. The prohibition on unfair or deceptive
acts or practices in section 5 of the FTC Act applies to all banks, thrifts, and credit unions as a
matter of law, and may be enforced by each of the federal banking agencies using their
supervisory powers under the Federal Deposit Insurance Act. This authority is independent
from, and in addition to, the banking agencies’ authority to enforce any specific regulations the
Board may promulgate.” The Board, the OCC, and the Federal Deposit Insurance Corporation
(FDIC) have all issued written guidance confirming this view of the agencies’ broad authority to
enforce the FTC Act. In fact, the Board, OCC, and FDIC have each exercised their supervisory
authority in recent years to address the activities of particular banks that the agencies deemed
unfair or deceptive.

The lack of rules under the FTC Act does not appear to be an impediment to the
agencies’ enforcement efforts because a finding of unfairness or deception depends heavily on
the facts and circumstances, and must be determined on a case-by-case basis. Rules seeking to
define all the circumstances when a particular practice is unacceptable can be too narrow or too
broad and, as a result, they may be ineffective or have unintended consequences. In our view,
enforcement of the FTC Act on a case-by-case basis, reinforced by agency guidance that
establishes standards and recommended practices, is a more effective way to address these
concerns,

The Board will, however, continue to assess whether there are unfair or deceptive
practices that are appropriately addressed by adopting rules of general applicability under the

FTC Act or other consumer protection laws. We will continue to consult with the OCC and

! Section 18 of the FTC Act authorizes the Federal Reserve Board to issue regulations prohibiting specific practices
by banks that it finds to be unfair or deceptive. The Office of Thrift Supervision and the National Credit Union
Adminstration have the same authority for thrifts and credit unions respectively.
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FDIC on these matters. We encourage our fellow bank regulators to bring to our attention
particular practices that they believe are unfair or deceptive that can best be addressed by rules of
general applicability rather than through the supervisory process.

Supervisory Guidance

The Federal Reserve and other financial institution regulators also use more informal
means to protect consumers and promote safe and sound practices by financial institutions. This
includes issuing principles-based guidance, which sometimes includes “best practices” that
institutions should adopt in following the recommendations contained in the guidance.
Principles-based guidance can often be a more flexible tool than rules for accomplishing
regulators’ goals. This flexibility allows supervisory agencies to adapt the guidance to different
situations.

Principles-based guidance is particularly useful when dealing with practices that may be
inappropriate in some circumstances but appropriate in others. An example of this is the
guidance concerning unfair and deceptive acts or practices (“UDAPs”) issued jointly by the
Board and FDIC in 2004. The UDAP guidance outlines the legal standards the Board and FDIC
use in carrying out their responsibilities for enforcing the FTC Act’s prohibition of unfair or
deceptive acts or practices. These standards are consistent with those articulated by the OCC and
with long-established standards articulated by the FTC in enforcing the FTC Act for non-bank
entities. The UDAP guidance outlines strategies for banks to use to avoid engaging in unfair or
deceptive acts or practices, to minimize their own risks and to protect consumers. The guidance
also lists “best practices” to address some matters seen as having the greatest potential for unfair
or deceptive acts or practices: advertising and solicitations; servicing and collections; and the

management and monitoring of employees and third-party service providers.
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Through the issuance of principles-based guidance, backed-up with regular examinations,
the federal depository institution regulators are able to have a significant impact on institutions’
practices. Although the supervisory guidance issued by the banking and thrift agencies only
applies to depository institutions and their affiliates, state regulators can and sometimes do adopt
the federal regulators’ guidance for independent nonbank providers of financial services. This
was the case with the interagency guidance on nontraditional mortgage products that was issued
in 2006. We expect similar action by state regulators for the interagency guidance on subprime
mortgage lending that was proposed in March 2007. The agencies are finishing their review of
the comment letters received and will work expeditiously to take final action on the proposed
statement, including coordinating with the CSBS.

Consumer Complaints

In 1976, the Federal Reserve established a system-wide program for receiving and
handling consumer complaints. Through this program, the Board addresses complaints about the
banks under its supervision (state-chartered banks that are members of the Federal Reserve
System and certain foreign banking organizations) and refers complaints regarding other
financial services firms to the appropriate federal or state agency, including the FTC. The Board
has established uniform policies and procedures for investigating and responding to consumer
complaints, which are implemented by staff of the twelve Federal Reserve Banks who have been
specially trained for that purpose. In each of the last two years, the Board has received about
1,900 complaints concerning state-member banks, which number about 900. The Board
maintains a database that enables us to track the complaints filed for each institution and how
they are resolved.

The Federal Reserve has consistently and promptly referred the consumer complaints we

receive to the appropriate state or federal regulator when they do not involve a bank under our
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supervision. We also immediately notify consumers of the agency to which their complaint has
been referred. Since January 2002, the Federal Reserve System has received over 25,000
consumer complaints. Of these, about 12,000 involved entities other than banks under our
supervision and were referred to other agencies. In virtually all of these cases (about 99 percent),
the Federal Reserve referred the complaints to the proper agencies and notified the complainants
in an average of two business days. Similarly, virtually all of the consumer complaints we
received against state member banks and their subsidiaries were promptly acknowledged.

We understand that consumers may face challenges in sorting out where to go for help
with questions about financial transactions and in determining where to send complaints. As
indicated, we facilitate the process for consumers by ensuring that the complaints we receive are
routed quickly and accurately to the right agency for handling. To further enhance our consumer
complaint handling process, we recently launched a new online consumer complaint system that
creates a single Internet web site for submitting complaints and inquiries to the Federal Reserve.
Complaints submitted through the web site are routed automatically to the appropriate Reserve
Bank or other supervisory agency.

One feature of the new online system that we plan to activate in the near future is a
customer satisfaction questionnaire that will provide us with feedback about consumers’
experiences with the Federal Reserve’s processing of their complaints. This questionnaire will
be an improved version of the one we used for many years. The Board is also establishing a
central location for the administrative handling of complaints, which will establish a single
mailing address and toll-free telephone number that the public can use. These enhancements

underscore our commitment to ensuring the public has an effective and efficient means for
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resolving complaints. Our goal is to make a consumer’s submission of a complaint as easy and
seamless as possible regardless of the entity involved.

To enhance interagency cooperation and coordination in processing consumer
complaints, the federal banking agencies held a conference in April 2006 to share information
about complaint trends and issues, and learn about best practices in investigating and analyzing
complaints. The agency staffs also discussed ways to improve customer service and the potential
ways complaint data might be used to aid in the development of consumer education materials.
Another interagency conference is scheduled for later this year. In addition to these conferences,
the agencies’ staffs meet periodically to share complaint data and to discuss emerging issues
identified through the complaint process.

Consumer Education and Research

The Federal Reserve is actively engaged in educating consumers about financial
transactions so they can better understand their options when shopping for various products. The
education materials we produce are based on surveys, consumer testing, and other research about
consumer behavior. For example, the Board has published brochures to assist consumers when
they are shopping for credit cards, mortgages or leasing a vehicle. We have also issued
brochures to help consumers understand their checking accounts and overdraft protection
programs, and to educate consumers about the effects of having their payments processed
electronically. These publications are also available on the Board’s web site.

Recently the Board has focused on helping consumers understand nontraditional
mortgage products and ARMs. For example, the Board recently published a consumer education
brochure (Jnterest-Only Mortgage Payments and Payment-Option ARMs — Are They for You?)

on interest-only mortgages and payment-option ARMs. This brochure describes the loan terms
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and risks inherent in such products and alerts borrowers to possible future payment increases.
The Board’s revised Consumer Handbook on Adjustable Rate Mortgages, which creditors must
provide with every ARM application, also seeks to educate consumers about the features and
risks of nontraditional mortgage products.

The Federal Reserve’s Community Affairs Program

The Federal Reserve’s Community Affairs Program supports the Board’s objective of
promoting community development and fair and impartial access to credit by focusing on low-
and moderate-income consumers, We develop programs and build partnerships with
organizations to help bring consumers into the financial and economic mainstream. The
Community Affairs function within the Board and the Reserve Banks complements other
regulatory and compliance activities with programs that educate and equip low- and moderate-
income consumers with the tools they need to make better choices in establishing credit and
building assets.

The Reserve Banks’ Community Affairs programs are specifically focused on improving
understanding about low- and moderate-income consumers’ needs for and access to financial
services. Toward this end, the Reserve Banks engage in research that explores issues relating to
consumers’ use of financial services products and services. In addition, the Community Affairs
Offices convene a research conference every two years dedicated to generating and presenting
research that explores current trends in financial services and the implications for lower-income
consumers. For example, the most recent conference held this past March in Washington, D.C.,
offered research on predatory lending and payday lending.

The Federal Reserve Banks also collaborate with local and regional partners to explore

opportunities to create awareness of and solutions to address concerns about financial services
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issues as they relate to lower-income consumers and communities. Several Reserve Banks have
spearheaded initiatives to respond to concerns about rising mortgage defaults and delinquencies,
with the San Francisco Federal Reserve Bank holding forums in six cities to discuss community
responses. Others Federal Reserve Banks have worked with nonprofit organizations and local
governments to develop strategies to improve lower-income consumers’ wealth-building
opportunities, such as initiatives promoting savings and accessing tax credits.

All twelve Community Affairs Offices have initiatives to promote and support consumer
financial education. The Federal Reserve Banks have partnered with financial institutions,
nonprofit organizations, local governments, and community institutions to help improve
consumers” access to financial education materials and programs. Currently, the Board and the
Philadelphia Reserve Bank are conducting long-term research projects to better understand what
makes particular consumer counseling and education programs successful.

Conclusion

The Federal Reserve is committed to being proactive in addressing issues that affect
consumers in their financial services transactions. We seek to promote the availability of
consumer credit while ensuring that consumers receive the information they need to understand
their options. Consumers who do not have accurate information and an understanding of what
that information means will have difficulty choosing among competing products. Because
information is critical to more competitive, and thus more efficient markets, more effective
disclosure also has the capacity to weed out some abuses.

By using consumer testing systematically, the Federal Reserve is taking an innovative
approach to revising its regulations and improving the effectiveness of disclosures. At the same
time, we will continue our cooperation with educational and community organizations around

the country to help inform and support consumer education efforts. We recognize, however, that
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disclosures and financial education may not always be sufficient to combat abusive practices.
Because some bad lending practices may require additional measures, the Federal Reserve will
seriously consider how we might use our rulemaking authority to address abusive practices
without restricting consumers’ access to beneficial financing options and responsible subprime
credit. We will, along with the other supervisory agencies, also continue to actively use our
other tools--such as supervisory guidance, the examination process, and our enforcement

powers--to address specific practices that are abusive or otherwise inappropriate.
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I INTRODUCTION

Chairman Frank, Ranking Member Bachus, and Members of the Committee, T am
Deborah Platt Majoras, Chairman of the Federal Trade Commission (“FTC” or “Commission™).’
1 appreciate the opportunity to appear before you today to discuss the Commission’s efforts to
combat unfair, deceptive, and other illegal practices in the consumer financial services industry.
Financial issues affect all consumers — whether they are purchasing homes, trying to establish
credit and improve their credit ratings, or managing rising debt. The FTC protects consumers at
every stage of the consumer credit life cycle, from advertising and marketing of financial
products to debt collection and “debt relief.” The Commission’s activities are focused on
assisting consumers in obtaining the information they need to make informed financial decisions,
and on protecting them from unlawful acts and practices that are likely to cause them harm.

Among other things, the FTC would like to emphasize the following points:

* The FTC uses three main tools to protect consumers of financial services from harm:
law enforcement, consumer education, and policy research and development.

* The Commission’s recent law enforcement actions in the financial services marketplace
have targeted deception and illegal practices in: (1) mortgage lending and servicing;

(2) non-mortgage lending and leasing; (3) gift card sales; {4) advance fee loan scams;

(5) debt collection practices; (6) credit and debt counseling services; and (7) credit
reporting.

* The FTC has targeted deceptive or unfair practices in all stages of morigage lending -
from advertising and marketing through loan servicing. In the past decade, the
Commission has brought 21 such actions, focusing in particular on the subprime market.
As a result of these actions, courts collectively have ordered more than $320 million to be
returned to consumers. The Commussion currently has several ongoing, non-public
mvestigations of companies in the subprime lending industry.

' The views expressed in this statement represent the views of the Commission. My oral

presentation and responses to any guestions you have are my own, however, and do not necessarily
reflect the views of the Commission or any other Commissioner.
1
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» Because law enforcement is most effective when government officials cooperate, we
have worked together with other federal and state agencies in some of the financial
services cases we have investigated and prosecuted. Currently, representatives of federal
and state agencies arc discussing how to improve complaint sharing among law enforcers.

* To empower consumers 1o avoid harm, the Commission has developed extensive
consurner education programs addressing financial services, and we recently have
expanded the reach of these efforts. In fiscal year 2006, the Commission distributed more
than 4.1 million printed copies of fimancial education brochures, in both English and
Spanish; “bits” on the FTC’s Web site for the same materials exceeded 6.2 million.

* The Commission engages in broad-based research and policy development conceming
financial services to adapt its policies to protect consumers more effectively.

* Last year, following an FTC public workshop concerning nontraditional mortgage
products, the Commission filed comments with the Federal Reserve Board emphasizing
that consumers must obtain all of the relevant information needed to make an informed
choice at each stage of the morigage process, especially for nontraditional morigage
products.

* Today the FTC’s Bureau of Economics released a study that confirms the need to

1mprove mortgage disclosures. The Commission would be pleased to work with the

Federal Reserve Board and Department of Housing and Urban Development as they work

on improving mortgage disclosures.

* The FTC will continue to develop policy responses on financial services issues; in

October, the Commussion wilf hold a public workshop to examine changes in the debt

collection industry and their impact on consumers and competition.

This testimony will discuss in more detail (1) the Commission’s authority in the
consumer financial services industry; (2) the FTC’s activities protecting consumers in that
marketplace in recent years; and (3) the Commission’s cooperation with other regulators.

11 THE COMMISSION’S LEGAL AUTHORITY

The Commission has wide-ranging responsibilities regarding consumer financial issues.

The FTC targets many types of practices in the area, from fraud in which, for example,

telernarketers collect fees for non-existent Joans, to legitimate businesses failing to comply with

specific statutory mandates, for example. failing to provide the disclosures required by the
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Consumer Leasing Act.? The Commission’s enforcement actions have involved companies large
and small in various regions of the country.

The Commission enforces Section 5 of the Federal Trade Commission Act (“FTC Act™),
which broadly prohibits unfair or deceptive acts or practices in commerce.” The Commission
also enforces statutes that address specific aspects of lending practices, including the Truth in
Lending Act (“TILA™)* and the Home Ownership and Equity Protection Act (“HOEPA™).}
Moreover, the Commission enforces a number of other consumer protection statutes that govern
financial services providers, such as the Consumer Leasing Act, the Fair Debt Collection
Practices Act (“FDCPA™), the Fair Credit Reporting Act {(“FCRA™),’ the Equal Credit

Opportunity Act,? the Credit Repair Organizations Act (“CROA™),” the Telemarketing and

? 15 U.S.C. §§ 1667-1667f (requiring disclosures, limiting balloon payments, and

regulating advertising in conmection with consumer lease transactions).

3 15 US.C. § 45(a).
4 15 U.S.C. §§ 1601-1666] (requiring disclosures and establishing other requirements in
connection with consumer credit transactions).

5 15 U.S.C. § 1639 {providing additional protections for consumers who enter inte certain
high-cost refinance mortgage loans). HOEPA is a part of the TILA.

¢ 15 U.S.C. §§ 1692-16920 {prohibiting abusive, deceptive, and unfair debt collection
practices by third-party debt collectors).

! 15U.8.C. §§ 1681-1681x (imposing standards for consumer reporting agencies and
mformation furnishers in connection with the credit reporting system and placing restrictions on the use
of credit reporting information). The Fair and Accurate Credit Transactions Act of 2003 amended the
FCRA.

N 15 U.S.C. §§ 1691-16911 (prombiting creditor practices that discriminate on the basis of
race, color, religion, national origin, sex, marital status, age [provided the applicant has the capacity to
contract], receipt of public assistance, and exercise of certain legal rights).

? 15 US.C. §§ 1679-1679j {requiring disclosures and prohibiting unfair or deceptive
advertising and busimess practices by credit repair organizations).

3
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Consumer Fraud and Abuse Prevention Act,'® and the privacy provisions of the Gramm-Leach-
Bliley Act (“GLB")."!

Several federal agencies have authority over entities in the financial services marketplace.
The FTC Act and the other statutes that the FTC enforces specifically exempt banks, savings and
loan institutions, and federal credit unions from the agency’s jurisdiction.”? But, the Commission
does have jurisdiction over nonbank financial companies, including nonbank mortgage
companies, mortgage brokers, finance companies, and units of bank holding companies.” The
FTC engages in aggressive law enforcement as to entities under its junisdiction and collaborates
with other agencies where practicable.
1. THE COMMISSION’S RECENT ACTIVITIES

The Commission uses all of the tools at its disposal — law enforcement, consumer
education, and policy research and development — to fulfill its mission of protecting consumers
of financial services.

A, Law Erforcement

Many Commission law enforcement actions have targeted deception and other illegal
practices in the financial services marketplace. The agency’s recent law enforcement activity has
focused primarily on seven subjects: (1) mortgage lending and servicing; (2) non-mortgage

lending and leasing; (3) gift card sales; (4) advance fee credit scams; (5) debt collection

e 15 U.S.C. §§ 6101-6108 (protecting consumers from telemarketing fraud and abuse).

" 15 U.S.C. §§ 6801-6809 (imposing requirements on financial institutions with respect to
annual privacy notices, procedures for providing customers an opt-out from having certain information
shared with nonaffiliated third parties, and safeguarding customers” personally identifiable information).

12

- E.g. 15U.8.C.§ 5{a)2).
" The Commission generally engages in law enforcement investigations but does not
engage mn regular exammnations of entities within its jurisdiction.

4
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practices; (6) credit and debt counseling services; and (7) credit reporting.”*
1. Mortgage Lending and Servicing

In the last decade, the agency has brought 21 actions against companies in the morigage
lending industry, focusing in particular on the subprime market."” Several of these cases have
resulied in large monetary judgments, with courts collectively ordering that more than $320
million be returned to consumers. These enforcement actions have targeted deceptive or unfair
practices in all stages of mortgage lending — from advertising and marketing through loan
servicing — by mortgage lenders, brokers, and loan servicers.

In most of its mortgage lending cases, the Commission has challenged alleged deception
in the advertising or marketing of subprime loans. For example, the FTC’s complaint against
Associates First Capital Corporation and Associates Corporation of North America (“‘the
Associates™) alleged that the defendants marketed subprime mortgage loans through false and

misleading statements about loan costs.” The Associates represented that consumers would save

" Other high priorities for the Commission in the financial area are financial privacy, data

security, and identity theft. For a description of some of these recent cases, see FTC, THE FTC IN 2007:
A CHAMPION FOR CONSUMERS AND COMPETITION (April 2007), available at
http://www fic.gov/0s/2007/04/ChairmansReport2007 pdf (pdf pages 29-30, 37).

1 FTC v, Mortgages Para Hispanos.Com Corp., No. 06-00019 (E.D. Tex. 2006); FTC v.
Ranney, No. 04-1065 (D. Colo. 2004); FTC v. Chase Fin. Funding, No. 04-549 (C.D. Cal. 2004); United
States v. Fairbanks Capital Corp., No. §3-12219 (D. Mass. 2003); FTC v. Diamond, No. 02-5078 (N.D.
1. 2002): United States v. Mercantile Mortgage Co., No. 02-5079 (N.D. 11. 2002); FTC v. Associates
First Capital Corp., No. 01-00606 (N.D. Ga. 2001); FTC v. First Alliance Mortgage Co., No. 00-964
(C.D. Cal. 2002); United States v. Action Loan Co., No. 00-511 (W.D. Ky. 2000); FTC v. NuWest, Inc.,
No. 00-1197 (W.D. Wash. 2000); United States v. Delta Funding Corp.. No. 00-1872 (E.D.N.Y. 2000):
FTC v. Barry Cooper Prop., No. 99-07782 (C.D. Cal. 1999); FTC v. Capitol Morigage Corp., No. 99-
580 (D. Utah 1999), FTC v. CLS Fin. Serv., Inc., No. 99-1215 (W.D. Wash. 1999); FTC v. Granite
Morigage, LLC, No. 99-289 (E.D. Ky. 1999); FTC v. Interstare Res. Corp., No. 99-5988 (S.D.N.Y.
1999); FTC v. LAP Fin. Serv., Inc., No. 99-496 (W.D. Ky. 1999); FTC v. Wasatch Credit Corp., No. 99-
579 (D. Utah 1999); Jn re First Plus Fin. Group, Jnc., FTC Docket No. C-3984 (2000); /n re Fleet Fin.,
Inc., FTC Docket No. C-3899 (1999); £FTC v. Capital City Morigage Corp., No. 98-00237 (D.D.C.
1998).

1 FTC v. Associates First Capital Corp., No. 01-00606 (N.D. Ga. 2001).
5
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money when consolidating their existing debts, but these “savings claims” did not take into
account the loan fees and closing costs the company typically added to the consumers’ loan
amounts. Further, the claims did not reveal that, for certain Associates loans, consumers would
pay only interest and would still owe the entire principal amount in a “balloon” payment at the
end of the loan term. The complaint also challenged as deceptive the Associates’ practice of
including single-premium credit insurance in loans, without disclosing its inclusion to
consumers. The defendants paid a record-setting $215 million in consumer redress to seftle the
FTC complaint.”

With mortgage brokers now originating between 65-70% of mortgage loans,” the
Commission has brought several recent enforcement actions against these entities for allegedly
deceiving consumers about key loan terms, such as the existence of a prepayment penalty'” or a
large balloon payment due at the end of the loan.*® Similarly, the Commission has charged
brokers with falsely promising consumers low fixed payments and rates on their mortgage
Joans.?! For example, in June 2004, the Commission sued Chase Financial Funding (“CFF™), a

California mortgage broker, and its principals, in connection with sending unsolicited email and

v FTC v Associates First Capital Corp.. No. 01-00606 (N.D. Ga. Jan. 26, 2002) (Order
Prelimnarily Approving Stipulated Final Judgment and Order). Defendants paid an additional $25
million to settle a concurrent class action.

1 See NEW RESEARCH ABOUT MORTGAGE BROKERS PUBLISHED (July 28, 2005), and other
data, available al www wholesaleaccess.com.

” FTC v. Chase Fin. Funding, No. 04-549 (C.D. Cal. 2004); FTC v. Diamond, No. 02-5078
(N.D. Til. 2002).

0 FTCv. Diamond, No_02-5078 (N.D. TI1. 2002).
# FTCv. Chase Fin. Funding, No. 04-549 (C.D. Cal. 2004); FTC v. Ranney, No. 04-1065
(D. Colo. 2004); FTC v. Digmend, No. 02-5078 (N.D. I1l. 2002).

6
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direct mail promising a “3.5% fixed payment loan.”” The Commission alleged that CFF did not
offer any such loan ~ in fact, 1f consumers chose to pay the advertised payment amounts, then
their principal balances would increase, and after an introductory period, they would be forced to
make higher monthly payments. The litigation in this matter is ongoing.

Most recently, in 2006, the Commission filed suit against a mortgage broker for allegedly
deceiving Hispanic consumers who sought to refinance their homes by misrepresenting
numerous key loan terms.” The alleged conduct was egregious because the lender conducted
business with his clients almost entirely in Spanish, and then provided at closing loan documents
in English containing the less favorable terms. To settle the suit, the broker paid $10,000 in
consumer redress and agreed to a permanent injunction prohibiting him from misrepresenting
loan terms.™

The Commission also has challenged allegedly deceptive and unfair practices in the
servicing of mortgage loans. For example, in November 2003, the Commission, along with the
Departnent of Housing and Urban Development (“HUD”), announced a scttlement with
Fairbanks Capital Corp. and its parent company. Fairbanks (now called Select Portfolio
Servicing, Inc.) had been one of the country’s largest third-party subprime loan servicers — it did
not originate any loans, but collected and processed payments on behalf of the holders of the

mortgage notes. The Commission alleged that Fairbanks failed to post consumers” payments

7

- FTC v. Chase Fin. Funding, No. 04-549 (C.D. Cal. 2004).

2

FTCv. Mortgages Para Hispanos.Com Corp., No. 06-00019 (E.D. Tex. 2006).

H FTCv. Mortgages Para Hispanos.Com Corp., No. 06-00019 (E.D. Tex. Sept. 25, 2006)

(Stipulated Final Judgment and Order of Permanent Injunction) (entering suspended judgment of

$240,000 and ordering payment of $10.000 based on documented inability to pay full judgment amount).
i United States v. Fairbanks Capital Corp., No. 03-12219 (D. Mass. 2003); FTC v Capital

City Mortgage Corp., No. 98-00237 (D.D.C. 1998).

7



188

upon receipt, charged unauthorized fees, used dishonest or abusive tactics to collect debts, and
reported consumer pﬁymem information that it knew to be inaccurate to credit bureaus. To
resolve these charges, Fairbanks and its former chief executive officer paid over $40 million in
consumer redress, agreed to halt the alleged illegal practices, and implemented significant
changes to company business practices to prevent future violations.®® The Commission is
continuing to investigate companies in the mortgage lending industry, focusing in particular on
the subprime market.”’
2. Non-Mortgage Lending and Leasing

The FTC frequently has challenged the sales practices used in the personal (unsecured)
loan industry. For instance, the Commission charged a regional subprime lending company,
Stewart Finance, and its affiliates with making deceptive claims in selling small personal loans.”®
The complaint alleged that defendants engaged in deception to induce consumers to purchase
expensive add-on products to obtain costly refinance }oans, and to pay fees to participate in a
“direct deposit” program. In January 2006, the court entered a stipulated judgment bamning
defendants from engaging in lending and related activities and imposing a $10.5 million redress

amount.”

W

United States v. Fairbanks Capital Corp., No. (03-12219 (D. Mass. Nov. 21, 2003)
(Qrder Prelinunarily Approving Stipulated Final Judgment and Order as to Fairbanks Capital Corp. and
Fairbanks Capital Holding Corp.); United States v. Fairbanks Capital Corp., No. 03-12219 {D. Mass.
Nov. 21, 2003) (Stipulated Final Judgment and Order as to Thomas D. Basmajian).

- Moreover, the Comnmission has imhiated actions against several realtor groups operating
Multiple Listing Services charging that they engaged in anticompetitive conduct that hampered
consumers’ ability to obtain low-cost real estate brokerage services. E.g., FTC Press Release, “FTC
Charges Real Estate Groups with Anticompetitive Conduct in Limiting Consumers’ Choice in Real
Estate Services” (Oct. 12, 2006).

23

FTC v. Stewart Finance Company Holdings, Inc., No. 03-2648 (N.D. Ga. 2003).

» FICv. Stewart Finance Company Holdings, Inc., No. 03-2648 (N.D. Ga. Jan. 10, 2006)
(Stipulated Final Judgment and Order} (note that the FTC does not expect to collect the full amount of its

8
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With respect to automobile leasing, the Commussion has worked 1o halt the practice of
omitting or burying key cost information i small and unreadable print in automobile lease
advertisements.®® The Consumer Leasing Act and its implementing Regulation M,*! which
govern lease transactions, require that advertisements for leasing plans that contain specific terms
also state clearly and conspicuously certain additional terms of the offer. These terms include,
among other things, the fact that the transaction advertised is a lease; the total amount of any
payments such as a security deposit required at lease inception; and the number, amount and
timing of scheduled payments. The agency’s actions have resulted in significant improvements
to national advertisements for automobile leases.

3. Gift Cards

The Commission also has brought cases against sellers of gift cards that carried concealed

fees or expiration dates. Sales of gifi cards have exploded in the marketplace in recent years and

generated nearly $28 billion in sales during the 2006 holiday season.¥ Some gift cards, however,

Jjudgment because the companies filed petitions for bankruptcy relief during the course of the litigation
and owe substantial amounts to other creditors).

o See In re RN. Motors, Inc., FTC Docket No. C-3947 {Apr. 27, 2000); Jn re Simmons
Rockwell Ford Mercury, Inc., FTC Docket No. C-3950 (Apr. 27, 2000); In re Chrysler Corp., FTC
Docket No. C-3847 (Jan. 4, 1999); /n re Martin Advertising. FTC Docket No. C-3846 (Jan. 4, 1999); In
re Bommarito Oldsmobile, Inc., FTC Docket No. C-3774 (Jan. 5, 1998); In re Toyota Motor Sales,
U.S.A, Inc., FTC Docket No. C-3776 (Jan. 5, 1998); In re Beuckman Ford, Inc., FTC Docket No. C-3777
(Jan. 5, 1998); In re Volkswagen of America, Inc., FTC Docket No. C-3778 (Jan. 5, 1998); /n re Suntrup
Ford, Inc.. FTC Docket No. C-3779 (Jan. 5, 1998); In re Lou Fusz Automotive Nerwork, Inc., FIC
Dacket No. C-3780 (Jan. 5, 1998).

o 15U8.C. § 1667-16671: 12 CF.R. § 213,
2 Press Release, Nat’l Retail Fed'n, “Gift Card Spending Surpassed Expectations as Last-
Minute Shoppers Looked for Quick, Easy Gifts” (Jan. 23, 2007); see also MONTGOMERY COUNTY,
MARYLAND, DIVISION OF CONSUMER AFFAIRS, GIFT CARDS 2006: RETAIL CARDS CONTINUE TO IMPROVE
{WITH PRODDING); BANK CARDS STILL HAVE PROBLEMS (Nov. 28, 2006), available ar
hitp://www montgomerycountymd.gov/content/ocp/gificardreportfinal 2006 pdf; MONTGOMERY COUNTY,
MARYLAND, IIVISION OF CONSUMER AFFAIRS. GIFT CARDS 2005: MANY GOOD RETAIL CARDS. ANY
GOOD Bank CARDS? (Dec. 1, 2003), available at http://www . montgomerycountymd.gov/content/ocp/
consumer/gift_cards_report_200S5 pdf.

9
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charged consumers “dormancy” fees - fees imposed against the cards during periods of non-
use — or imposed expiration dates without sufficiently informing purchasers of these important
Iimitations. The FTC recently settled separate cases against two such gifi card retailers, Kmart
Corporation and Darden Restaurants, Inc., alleging that they failed to disclose adequately to
consumers the fees associated with their cards.® The settlements prohibit Kmart and Darden
from marketing cards with dormancy fees or expiration dates without clearly and prominently
disclosing their existence on the front of the gift cards, and disclosing certain material terms to
consumers at the point of sale prior to purchase. The Commission further mandated that each
company adopt a program to reimburse eligible consumers whose cards were previously charged
fees.
4. Advance Fee Credit Scams

The FTC has sued fraudulent marketers in over 60 cases since 1998 alleging that they
charged advance fees but did not provide consumers with credit as promised.* In some cases,
the defendants promised credit cards, and in other cases, thé defendants promised unsecured
loans. The Commission’s Telemarketing Sales Rule (“TSR™) explicitly prohibits telemarketers
from requesting or receiving payment of any fee in advance of obtaining credit, if the

telemarketer has represented a high likebhood of success in obtaining or arranging the extension

i3

In re Kmart Corp., FTC File No. 0623088 (Mar. 12, 2007) (proposed order); /n re
Darden Restaurants, Inc., FTC Docket No. C-4189 (Apr. 3, 2007) (final order).

3 E g., FTCv. Remote Response Corp., No. 06-20168 (S.D. Fla. 2006); FTC v. Centurion
Fin. Benefits LLC, No. 05-5542 (N.D. 11, 2005); FTC v. 3RBancorp, No. 04-7177 (N.D. 1. 2004); FTC
v. SunSpectrum Comme 'ns Org., Inc., No. 03-8110 {S.D. Fla. 2003). FTC v. Platinum Universal, LLC,
No. 03-61987 (S.D. Fla. 2003); FTC v. Assail, Inc., No. 03-007 (W.D. Tex. 2003); FTC v. Star Credit
Servs., Inc., No. 02-4500 (ED.N.Y. 2002); FTC v. Capital Choice Consumer Credit, Inc., No. 02-21050
(S.D. Fla. 2002); FTC v. Bay Area Business Council, Inc.. No. 02-5762 (N.D. 1. 2002); F1Cv. Ist
Beneficial Credit Servs. LLC, No. 02-1591 (N.D. Ohio 2002); FTC v. Membership Servs., Jnc., No. 01-
1868 (S.D. Cal. 2001); FTC v. American Consumer Membership Servs., No. 99-1206 (ND.NY. 1999).
10



191

of credit.*® The FTC moves expeditiously to stop practices that violate the TSR and the FTC Act
and to obtain monetary relief for injured consumers.
5. Debt Collection

Protecting consumers from debt collection abuses is another critical part of the
Commission’s mission. The agency receives more complaints about third-party debt collectors
than any other single industry, with nearly 70,000 complaints in 2006, Since 1998, the FTC has
brought twenty lawsuits for illegal debt collection practices.® In these cases, the Commission
has obtained tough permanent injunctive relief, such as banning some defendants from engaging
in debt collection. The FTC also has obtained large amounts in monetary relief, including a
record $10.2 million judgment ordered in a recent case.”’

The FTC continues to focus on preventing debt collectors from harming consumers. Just
yesterday, the Commission filed a case under seal against defendants who collected purported

debts from Spanish speaking consumers. Since 2006, the defendants often posed as third-party

3 16 CF.R. § 310.4(a)(4).

% FTCv. Rawlins & Rivera, Inc.,No. 07-146 (M.D. Fla. 2007); United States v. Whitewing
Fin, No. 06-2102 (S.D. Tex. 2006); FTC v. Check Investors, Inc., No. 03-2115 (D.N.J. 2005), appeai
docketed, Nos. 05-3558, 05-3957 (3rd Cir. Aug. 2, 2005); United States v. Capital dequisitions and
Mgmt. Corp., No. 04-50147 (N.D. I1}. 2004); FTC v. Capital Acquisitions and Mgmt. Corp., No. 04-7781
(N.D. 1i1. 2004); In re Applied Card Sys.. Inc., FTC Docket No. C-4125 (Oct. 8, 2004); United States v.
Fairbanks Capital Corp.. No. 03-12219 (D. Mass, 2003); FTC v. Associates First Capital Corp., No. 01-
00606 (N.D. Ga. 2002); United States v. DC Credit Servs., Inc., No. 02-5115 (C.D. Cal. 2002); United
States v. United Recovery Sys., Inc., No. 02-1410 (8.D. Tex. 2002): United States v. North American
Capital Corp., No. 00-0600 (W.DNY. 2000): United States v. National Fin. Sys.. Inc., No. 99-7874
(E.D.N.Y. 1999); Perimeter Credit, L.L.C., No, 99-0454 (N.D. Ga. 1999): In re Federated Dep 't Stores,
Inc., FTC Docket No. C-3893 (Aug. 27. 1999) FTC v. Capital City Morigage Co., No. 98-00237
(D.D.C. 1998); United States v. Nationwide Credit, Inc., No. 98-2920 (N.D. Ga. 1998); United States v.
Lundgren & Assocs., P.C., No. 98-1274 (E.D. Cal. 1998); In re May Dep 't Stores Co., FTC Docket No.
C-3848 (Nov. 2, 1998); /n re General Elec. Capital Corp., FTC Docket No. C-3839 (Dec. 23, 199%).

3 FTCy. Check Investors, Inc., No. 03-2115 (D.N 1. 2005), appeal docketed, Nos. 05-
3558, 05-3957 (3rd Cir. Aug. 2, 2005).
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debt collectors and called consumers who previously purchased or merely inquired about a
product and misrepresented that the consumers owed large outstanding amounts relating to that
product. The defendants repeatedly called consumers, sometimes posing as attorneys and
threatening out-of-state litigation, home foreclosure, and even incarceration. Numerous
consumers acquiesced to the defendants’ demands. The Comumnission is seeking injunctive relief,
an asset freeze, appointment of a receiver, and consumer redress.

In addition, in February of this year, the Commission charged a collection agency,
Rawling & Rivera, Inc., and its principals with violating federal law by falsely threatening
consumers with lawsuits, seizure of property, and arrest, and violating specific FDCPA
provisions.® The court granted the FTC’s request for a preliminary injunction,” and the
litigation is continuing.

6. Credit and Debt Counseling

The Commission has prosecuted over a dozen companies that allegedly purport to offer
debt relief but misrepresent the cost or nature of the relief.™ In its largest case, the FTC in 2003>
sued AmeriDebt, Inc., a purported credit counseling organization. The Commission alleged that

AmeriDebt deceived consumers with claims that it was a nonpro{it organization that provided

- FICv. Rawlins & Rivera, Jnc., No. 07-146 (M.D. Fla. 2007).

» FTCv. Rawlins & Rivera, Inc.. No. 07-146 (M.D. Fla. Apr. 6, 2007) (Order Granting
Motion for Preliminary Injunction).

40 FIC v. Debt-Set, No. 07-558 (D. Colo. 2007y, FTC v. Select Personnel Mgmt., Inc.. No.
07-0529 (N.D. IlL. 2007); FTC v. Dennis Connelly, No. 06-701 (C.D. Cal. 2006); FTC v. Express
Consolidation, No. 06-61851 {S.D. Fla. 2006), US v. Credit Found. of Am., Neo. 06-3654 {C.D. Cal.
2006); FIC v. Debt Selutions, Inc., No. 06-0298 (W .D. Wash. 2006);, F7C v. Debt Mgmt. Found. Servs.,
Inc., No. 04-1674 (M.D. Fla. 2004); FTC v. Integrated Credit Sohations, Inc.. No. 06-00806 (M.D. Fla.
2006); FTC v. National Consumer Council, Inc., No. 04-0474 (C.D. Cal. 2004), FTC v. Better Budget
Fin. Servs., Inc., No. 04-12326 (D. Mass. 2004); FTC v. Innovative Sys. Tech., Inc., dfb/a Briggs &
Baker, No. 04-0728 (C.D. Cal. 2004y, FTC v. Jubilee Fin. Servs,, Inc.. No. §2-6468 (C.D. Cal 2002).
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bona fide debt counseling services, when in fact it funneled profits to affiliated for-profit entities
and individuals.”" The Commission also alleged that AmeriDebt deceived customers by claiming
that it did not charge an up-front fee, when in fact AmeriDebt kept its clients’ first payments as a
fee, rather than disbursing the money to their creditors as promised. On the eve of trial,
AmeriDebt’s founder agreed to a $35 million settlement.

Similarly, the Commission has acted aggressively against “credit repair” scams, which
have long been marketed as a quick and easy method to cleanse individual credit reports of
negative information. The FTC has brought over 50 cases since 1998 against actors that
allegedly have misrepresented the credit-related services they provide consumers.® For example,
in February 2006, the Commission, along with federal and state law enforcement partners,
ammounced a crackdown on 20 credit repair organizations.* As part of this effort, the FTC
charged Bad Credit B Gone, LLC with violating the FTC Act and the CROA by claiming it could

improve most consumers’ credit reports by removing negative information that was accurate and

“ FTCv. AmeriDebt, Inc.. No. 03-3317 (D. Md. 2003).

2 See FTC v, AmeriDebt, Inc., No. 03-3317 (D. Md. Jan. 9, 2006) (Stipulated Final
Judgment and Permanent Injunction as to DebtWorks, Inc. and Andris Pukke). Subsequently, the court-
appointed recetver determined that primary defendant Andris Pukke had hidden assets from the FTC, and
the court entered a judgment requiring him to turn over tens of millions of dollars’ worth of additional
assets. Because he resisted turning over his assets even after the court found him in contempt of court,
the Court ordered his incarceration pending full cooperation, lasting almost a month.

® E.g., FTCv. Sunshine Credit Repair, Inc., No. 05-20228 (S.D. Fla. 2005). FTC v. Service
Brokers Assoc., Inc., No. 05-60129 (S.D. Fla. 2005); FTC v. JCR Services, Inc., No. 03-5532 (N.D. 1l
2003), FTC v. Cliff Cross, individually and d/b/a Build-h-Fast, No. 99-018 (W.D. Tex. 2001); FTC v.
Patrick R. P.RK. Enters., No. 99-562 (E.DN.Y. 1999); United States v. Cornerstone Wealth Corp.. Ne.
98-0601 (N.D. Tex. 1998); United States v. Jack Schrold, No. 98-6212 (S.D. Fla. 1998); FTC v. Midwest
Mgnu. Assocs., Inc., No. 98-1218 (N.D. 1. 1998},

- FTC Press Release, “Project Credit Despair’ Snares 20 “Credit Repair” Scammers
{Feb. 2, 2006). available at http:/ivww fic. gov/opa/2006/02/badereditbgone shim.
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not obsolete. The court ruled that defendants had violated the law and ordered them to pay
more than $322,000 in equitable monetary relief.*
7. Credit Reporting

The Commission has pursued an aggressive enforcement program to ensure compliance
with the FCRA. The Commission has taken action against violations involving all three of the
principal players in the credit reporting system - consumer reporting agencies {CRAs), fuornishers
of information to the CRAs, and consumer report users. For example, the Commission has
brought cases in the past few years against the three major nationwide CRAs, obtaining nearly $3
million in civil penalties.”

The Commission’s action last year against ChoicePoint, Inc. is one of the most notable
examples of the Commission’s enforcement.® The FTC lawsuit alleged that ChoicePoint, Inc.
violated the Fair Credit Reporting Act and the FTC Act by failing to screen prospective

subscribers before selling them sensitive consumer information. Under the terms of a settlement,

i FTCv. Bad Credit B Gone, LLC, No. 06-0254 (N.D. Til. 2006).

e FICv. Bad Credit B Gone, LLC, No. 06-0254 (N.D. iL. Apr. 21, 2006) (Minute Entry
Before Judge James F. Holderman: Plaintiff”s Motion for Entry of Default Judgment Against Defendants
Bad Credit B Gone, LLC and Joseph A. Graziola, I is Granted).

4 In three such cases, the Commission alleged that Experian, Equifax, and TransUnion
failed to maintain adequate personnel to respond to consumer telephone disputes about their credit
reports. FTC v. Equifax Credit Info. Services, Inc., No. 00-0087 (N.D. Ga. 2000); FTC v. Experian Mkig.
Info. Solutions, Inc., No. 00-0056 (N.D. Tex. 2000); FTC v. TransUnion LLC, No. 00-0235 (N.D. 11l
2000). More recently, the Commisston alleged that Equifax had violated its consent decree and obtained
another order requiring it to pay $250,000 in disgorgement. United States v. Equifax Credit Info. Servs.,
Inc., No. 03-06087 (N.D. Ga. 2003). See alvo United States v. Far West Credit, Inc., No. 06-00041 (D.
Utah 2006) (CRA failed to use reasonable procedures to ensure accuracy).

i United States v. ChoicePoint, Inc., No. 06-0198 (N.D. Ga. 2006).
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