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GUIDANCE, SUPERVISORY EXPECTATIONS,
AND THE RULE OF LAW: HOW DO THE
BANKING AGENCIES REGULATE AND SU-
PERVISE INSTITUTIONS?

TUESDAY, APRIL 30, 2019

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

The Committee met at 10:01 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Hon. Mike Crapo, Chairman of the Committee,
presiding.

OPENING STATEMENT OF CHAIRMAN MIKE CRAPO

Chairman CRAPO. The Committee will come to order.

Today the Committee will turn its focus to guidance, supervisory
expectations, the rule of law, and how banking agencies regulate
and supervise institutions.

Banks receive significant forms of Government support and bene-
fits, including deposit insurance and access to the Fed’s discount
window.

In exchange for these benefits, which ensure that American con-
sumers have stable access to their deposits, banking agencies su-
pervise banks and in return expect them to operate in a safe and
sound manner.

The nature of the supervisory process and the need for trust be-
tween the supervisor and the supervised institution means that
sometimes supervisory expectations are communicated in an infor-
mal and confidential manner between the supervisor and the su-
pervised institution, which can be appropriate in certain cir-
cumstances, especially when protecting confidential supervisory in-
formation.

With that being said, there appears to be a number of situations
where the banking agencies have enacted guidance or other policy
statements that are being enforced as rules and therefore do not
comply with notice-and-comment rulemaking processes and do not
comply with the Congressional Review Act.

In addition, there are a number of situations where supervisors
make verbal “recommendations” to banks that are inappropriate
given the tremendous power supervisors have over banks.

All rulemaking authority at the banking agencies derives from
authority delegated to the banking agencies by Congress, which
means Congress has the authority to disapprove any rule a bank-
ing agency enacts.
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In addition to the absolute authority Congress has to disapprove
any agency action, Congress enacted the CRA in 1996 to provide
Congress with an expedited process to disapprove agency rules.

Under the CRA, before a rule can take effect, agencies must sub-
mit it to Congress for review.

Congress then has 60 days to disapprove the rule with a majority
vote.

A rule is defined, with a few exceptions, as “the whole or a part
of an agency statement of general or particular applicability and
future effect designed to implement, interpret, or prescribe law or
policy or describing the organization, procedure, or practice require-
ments of an agency.”

That is a very broad definition.

The CRA applies to more than just notice-and-comment rules. It
encompasses a wide range of other regulatory actions, including,
among others, guidance documents, general statements of policy,
and interpretive rules.

Even though the text itself is clear about the broad scope of what
constitutes a rule, during the floor debates leading up to the pas-
sage of the CRA, then-Senator Reid reinforced this point and said:
“[t]he authors are concerned that some agencies have attempted to
circumvent notice-and-comment requirements by trying to give
legal effect to general statements of policy, guidelines,” and agency
policy and procedure manuals. The authors admonish the agencies
that the APA’s broad definition of rule’ was adopted by the authors
of this legislation to discourage circumvention of the requirements”
of it.

Too often we see banking regulators implementing policy through
guidance and other informal means without following the require-
ments in the CRA.

For instance, some in the agencies may argue that guidance is
not binding, but as a practical matter, supervised institutions and
supervisors know that informal guidance and other communica-
tions between supervised institutions and supervisors change be-
haviors within institutions.

Legal departments at the banking agencies often assert that
guidance is nonbinding, but the language the supervisors at the
agencies use often suggest that supervisors treat guidance as bind-
ing and expect supervised institutions to treat it as binding.

Actions like this within agencies are problematic and require
congressional oversight, including by ensuring banking agencies
comply with the CRA.

Recognizing the importance of agencies complying with the CRA,
Acting Director of the Office of Management and Budget Russell
Vought issued a memorandum recently, which “reinforces the obli-
gations of Federal agencies under the CRA in order to ensure more
consistent compliance with its requirements across the executive
branch and sets forth guidelines for analysis that the Office of In-
formation and Regulatory Affairs will use to properly classify regu-
latory actions for purposes of the CRA.”

This memorandum is a step in the right direction.

The abuse of Government and agency power should not be a par-
tisan issue, and no Administration or agency should be able to use
their powers to influence the private market wrongly.
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I continue to encourage the regulators to follow the CRA and to
submit all rules to Congress, even if they have not gone through
a formal notice-and-comment rulemaking.

In addition, I encourage the banking regulators to provide more
clarity about the applicability of guidance and ensure that super-
visors throughout the agencies—especially outside of Washington,
DC—know about how guidance should be treated and do not inap-
propriately use their significant discretion.

As a final note, during the Obama administration, I fought
against Operation Choke Point, an initiative in which Federal
agencies pressured banks to “choke off” politically disfavored indus-
tries’ access to payment systems and banking services.

Operation Choke Point initially began in the supervisory process.
Operation Choke Point was inappropriate and demonstrates why
supervisory staff at the agencies need to be transparent and ac-
countable.

I look forward to hearing from each of our witnesses on their
views as to what can be done to ensure that there is greater trans-
parency and accountability in the supervisory process.

Senator Brown.

OPENING STATEMENT OF SENATOR SHERROD BROWN

Senator BROWN. Thank you, Mr. Chairman.

This is a hearing to talk about guidance, the nonbinding advice
from Federal agencies that is supposed to make it easier for the
banking industry to follow the rules.

There is a reason we have lots of banking laws. It is a com-
plicated industry that affects everyone’s lives with a great deal of
potential for special interests to do a whole lot of harm. It takes
a lot of oversight to prevent terrorist financing and to protect con-
sumers and to stop discrimination in lending and to keep Wall
Street from taking down the economy again.

Banks need guidance to help them comply with those laws. In
fact, industry begs for guidance all the time, so why this hearing?
Why hold this hearing at all? The same reason we always seem to
have hearings in this town: to make things a little bit easier for
Wall Street.

We know that this hearing is not actually about making it easier
for big banks to follow the rules, that it is really about making it
easier for big banks to get around the rules. It is about what kind
of guidance the industry wants and the kind of guidance it does not
want.

Big banks love guidance that makes it easier to trade derivatives
with big foreign banks. Big banks love guidance that tells them
how to track their capital or how to prepare for stress tests. I hear
that all the time. Big banks love guidance that makes sure they
can keep lending when a town is hit by floods or wildfires.

The guidance that big banks hate, though, the guidance we are
actually talking about at this hearing today, is the kind that makes
it easier for them to skirt the laws or take advantage of their con-
sumers. And as usual, Wall Street has plenty of Senators lining up
to help them every single time. Big banks hate guidance that ex-
plains how regulators are going to enforce the laws, the laws that
say you cannot discriminate against people of color. They hated
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that one so much they persuaded darn near every Republican to
help them repeal it. Guidance had never been repealed before, as
we know, but Republicans used the Congressional Review Act to
repeal instructions from the consumer protection agency that would
have made it harder for auto dealers to charge people of color more
for car loans.

Big banks also hate guidance that says they should be cautious
about risky leveraged loans that might crash the economy. They
hate it because it cuts into the huge fees they were getting for
making these types of loans to corporations. And they really hate
guidance that explains how the regulators are going to keep tabs
on Wall Street.

Last week, Senator Tillis, a Member of this Committee, sent a
letter to the GAO to start the process of having Congress step in
and tell regulators to take it easy on the largest banks in the coun-
try.

Two weeks ago, the Office of Management and Budget an-
nounced they want the President to have direct influence over the
guidance that independent banking agencies put out. That means
the President can lean over to his Acting—or maybe he is not act-
ing anymore—Chief of Staff Mick Mulvaney, who is also the head
of the OMB, who also, as we know, is head of the CFPB, and in
some sense still is, and tell independent agencies—the President
can lean over and tell Mulvaney and tell independent agencies
what we do—what they should do, and they saw how Mick
Mulvaney ran the CFPB.

These agencies are supposed to be independent for a reason. We
know how corporate special interests spread their influence around
in this town. The agencies policing Wall Street are supposed to be
independent to guard against that influence. But now the same
President, whose Cabinet looks like a Wall Street executive retreat,
wants to meddle—although “meddle” is probably an understate-
ment. Remember S. 2155, the bill that gutted many of the rules for
the biggest banks in the country and the foreign megabanks. Right
in that bill, in Section 109, the bill that Chairman Crapo wrote and
skillfully shepherded to the floor, that President Trump signed into
law, Congress instructed the CFPB to give guidance on filling out
mortgage forms. Republicans demanded, they insisted, they fought
for language instructing agencies to give more guidance. This is the
kind of guidance they pretend to be opposed to today. This hearing
is not about guidance. It is about getting rid of the rules that Wall
Street does not want to follow, and as everyone knows, everyone
except Republicans on the Senate Banking Committee, as everyone
knows, the whole country will end up paying for it.

Thank you, Mr. Chairman.

Chairman CRAPO. Thank you, Senator Brown.

Today our witnesses are Greg Baer, president and CEO of the
Bank Policy Institute; Margaret Tahyar, partner at Davis Polk and
Wardwell; and Patricia McCoy, professor of law at Boston College
Law School.

I would like to inform our witnesses that their written testimony
has been included in the record. I encourage you to follow the 5-
minute guideline so we can have time for our questions and your
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oral remarks, and we will proceed in the order I introduced you.
Mr. Baer, you may proceed.

STATEMENT OF GREG BAER, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, BANK POLICY INSTITUTE

Mr. BAER. Chairman Crapo, Ranking Member Brown, my name
is Greg Baer, and I am CEO of the Bank Policy Institute. I am
here to testify today about how legal process has broken down in
the regulation and examination of banks. I will not focus on the
substance of postcrisis requirements but, rather, on a process that
has prevented the public—not only banks but also their customers,
academics, and even Members of Congress—from learning what
many of those requirements are and having a say in their content.

The breakdown has three parts:

First, examination reports have effectively turned into enforce-
ment actions, as their mandates—specifically, Matters Requiring
Attention, or MRAs—are treated as binding orders. By law, an ex-
amination report is not binding. Make no mistake, however. The
banking agencies take the position that MRAs must be remediated.
So, too, do bank compliance teams. This is significant because the
volume of MRAs is extreme. Between the OCC and the Fed, at any
given time over the past 10 years, there have been between 8,000
and 20,000 MRAs outstanding. Each could be viewed as a quasi-
enforcement order. Each under agency rules is also secret, and
bankers are subject to criminal penalties for discussing or com-
plaining about them publicly. Notably, many of these, if not most
of these MRAs, have not focused on capital and liquidity, the core
rules that protect taxpayers. They are, rather, on matters such as
how banks manage their vendors, update models or spread sheets,
structure reporting lines, or monitor transactions.

Second, the basis for those MRAs frequently has not been a vio-
lation of law but, rather, of guidance or unwritten rules. Postcrisis
the agencies have generally avoided notice-and-comment rule-
making in favor of a massive volume of guidance in the form of su-
pervisory letters, bulletins, and circulars. Guidance also includes
examination handbooks and even enforcement actions, which are
read to bind all banks.

In other cases, MRAs are not even based on guidance but simply
examiner preference. Asked for the legal basis for such actions, ex-
aminers generally cite “safety and soundness.” Indeed, they do so
increasingly, as the law has recently become clearer that guidance
is, in fact, not binding.

But “safety and soundness” must be shorthand for an “unsafe
and unsound banking practice,” which is defined in the case law as
referring only to “practices that threaten the financial integrity of
the institution.” That is a high bar. The vast majority of MRAs
likely fail to meet that standard.

Third, these examination mandates must nonetheless be obeyed
because a shadow enforcement regime has grown up postcrisis
whereby a firm with unresolved MRAs is potentially subject to lim-
itations on its growth, limitations never authorized by Congress.
That is why banks have diverted extraordinary resources to comply
with mandates that are often immaterial to their safety and sound-
ness and against their better judgment.
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For a perspective on how odd this new enforcement regime is,
consider that we routinely see compliance violations across Amer-
ican industries. Those companies are appropriately required to pay
fines and remediate their practices, but no one suggests that they
should be stopped from opening new franchises, building new
plants, developing new drugs, designing new cars, or launching
new apps. Yet in banking, regulators often prohibit any type of ex-
pansion by the bank as a reaction to a compliance failure.

How could this be improved?

First, the banking agencies should grant the petition filed by the
Bank Policy Institute and the ABA and confirm what they have al-
ready said in a recent statement: that guidance is not binding and
that only a violation of law (including an unsafe and unsound prac-
tice) can be the basis for an MRA. This step is necessary because
by numerous accounts their earlier statement has been ineffective.

Second, more broadly, the agencies should seek public comment
on what an MRA is.

Third, a zero-based review of the application process should be
undertaken to clarify what factors are relevant.

Fourth, the CAMELS rating system should be rethought entirely.
The Federal Reserve has recently adopted a thoughtful revision of
holding company ratings which could serve as a model.

In closing, Congress did not enact the Administrative Procedure
Act as a sop to regulated entities or a blow to the independence of
agencies but, rather, out of a genuine and well-founded belief that
rules are better made when they are informed by an open process
and not as well made when they are made in secret, without fear
of public scrutiny or challenge. That spirit should be reinjected into
the bank examination process.

Many thanks for the opportunity today.

Chairman CraPO. Thank you, Mr. Baer.

Ms. Tahyar.

STATEMENT OF MARGARET E. TAHYAR, PARTNER, DAVIS
POLK AND WARDWELL LLP

Ms. TAHYAR. Thank you very much for inviting me here today.

Many sectors of the economy today are regulated, but only the
banking sector is also supervised. The legal framework governing
the banking sector is open and public. You might agree or disagree
with the policy choices, but they are open to all. Supervision hap-
pens behind closed doors and involves discretionary actions. The se-
crecy has traditionally been justified by financial stability or safety
and soundness. There has long been an uneasy truce between the
transparency required by the rule of law and the secrecy of super-
vision.

That uneasy truce has become untenable. One canary in the coal
mine is the increase in leaks of confidential supervisory informa-
tion. The canary is warning us about changed social expectations
around transparency.

I know that the supervisory staff is made up of men and women
of good faith doing a tough job, but it matters that confidential su-
pervision can be a shield that makes it more difficult to hold the
supervisors accountable. The public, congressional oversight com-
mittees, scholars, and others have limited information about the
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work of the supervisors. Should they be praised or criticized? No-
body knows. The public debate and academic scholarship is criti-
cally underinformed.

As Minsky noted, “Perfection is out of the question, but better is
possible.” So I have three suggestions. I hope, I dare to hope, they
might be bipartisan.

First, the regulations governing confidential supervisory informa-
tion should be updated. They were put in place in the 1960s. That
is a long time ago. They are not fit for the digital age. It should
be narrowed to the minimum necessary for financial stability.
There should be a serious reexamination from first principles of the
relationship between the zone of secrecy and the securities laws.

One thing is certain. Whatever changes are made should be done
on a systemic basis. Right now the practical reality is we have a
system where some banks sometimes are subject to leaks and dis-
closures and others are not.

Second, there has been an expansion, a vast expansion in the
zone of secrecy and discretion. Social and economic policy choices
that affect jobs and credit are being made in a shadow regulatory
system. These include moral suasion, MRAs, and horizontal re-
views. The concept of secret law in a democracy is on shaky
ground. We have recently seen strong steps in the right direction
from Vice Chair Quarles and Chairman McWilliams. These steps
should be supported.

Third, Congress and the banking agencies should rethink the
training of supervisory staff. The rise in compliance with law
exams, the focus on governance, and the increase in violation of
law MRAs all mean that staff are making more judgments that are
legally infused. And yet as the zone of secrecy and discretion has
widened, it has increasingly become delinked from the legal frame-
work. I recommend that training for the supervisory staff should
be expanded to include core modules on the Constitution, the sepa-
ration of powers, congressional oversight, the rule of law, and due
process—essentially the legal framework that governs the regu-
latory State.

I believe that the time has come for a rebalancing in favor of
more transparency, accountability, and observance of the rule of
law, and I believe that regardless of the policy choice, regardless
of whether you are thinking about Wall Street banks or consumers.
I believe it content neutral.

We need to get this balance right now because we are moving to
a digital age, and if the legal framework, due process, and the rule
of law are not in the supervisory culture, they won’t make it into
the technology and the algorithms. Cultural change is hard. I sus-
pect that both banks and supervisors might be a little uncomfort-
able with what I am saying today, but if, however, the changes I
recommend are made and there is a little discomfort on both sides,
I think the balance might be moving in the right direction.

We should not jettison confidential supervision, but we ought to
reform it for the 21st century digital age. Thank you very much.

Chairman CRAPO. Thank you, Ms. Tahyar.

Ms. McCoy.
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STATEMENT OF PATRICIA A. MCCOY, PROFESSOR OF LAW,
BOSTON COLLEGE LAW SCHOOL

Ms. McCoy. Chairman Crapo, Ranking Member Brown, and
Members of the Committee, thank you for inviting me here today
to talk about guidances and supervision.

My colleagues have argued that banking regulation needs more
transparency. They have singled out guidances as an offender in
that regard. In the interest of transparency, proposals are on the
table to put guidance through notice and comment and routine con-
gressional act review. Today I argue that that would backfire and
result in less transparency, not more.

In fact, Federal bank regulators issue guidances because they
want to provide transparency, not because they have to. Guidances
help financial institutions navigate the thicket of Federal banking
statutes and rules. Firms find guidances valuable because they
shed light on agencies’ supervisory perspectives, priorities, and con-
cerns. Guidances make agency decisions more predictable and re-
duce compliance risk. For these reasons, financial providers want
guidance, and they vocally request it. I have cited in my testimony
quotations from financial trade associations to that effect.

Despite the benefits of guidances, agencies are sometimes criti-
cized for penalizing third parties for failure to comply with them.
How often this occurs is unclear. Normally, agencies base adverse
actions on violations of statutes, notice-and-comment rules, unsafe
or unsound practices, or UDAP laws, not on guidances. However,
if financial institutions are ever penalized for violating guidances,
they already have ample recourse. They can sue to invalidate bind-
ing guidances for failure to provide notice and comment under the
APA. They can and do meet privately with Federal bank regulators
to lodge complaints. They can ask the agency ombudsman to help
resolve any problem. They can formally appeal adverse examina-
tion findings. And they have the right to judicial review to contest
enforcement actions based on guidance violations.

The question is, more specifically, should agency guidance go
through notice and comment and Congressional Review Act over-
sight? Let me cut to the chase. Imposing higher hurdles on the
adoption of agency guidance would badly hurt financial institutions
and the financial system. Normally, fast-track notice and comment
takes 2 years, and many rulemakings take longer. CRA review pro-
longs this process further.

Agencies might respond by turning nonbinding guidances into
binding rules. That would just increase companies’ legal risk. Alter-
natively, agencies might stop issuing guidances altogether. They
would be under strong internal pressure to do so given the
daunting staffing and budgetary challenges of a vast increase in
notice-and-comment requirements.

Is this what companies really want? Federal bank regulators
have statutory responsibility to enforce the statutes and rules
under their jurisdiction. If agencies stopped issuing guidances, they
would still be responsible for enforcing those statutes and rules,
and firms would still have to comply with them. But in the mean-
time, companies would lack guidance about agency interpretations
or about how to comply. This would result in less transparency, not
more. This would leave financial firms to fend for themselves and
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might well produce the “regulation by enforcement” that they in-
tensely dislike.

Moreover, companies would not be able to get quick responses to
their implementation questions due to onerous notice-and-comment
requirements. The result, unfortunately, might be less compliance
with banking laws. We went down this road before pre-2008. It is
not a risk that we can ever take again. Moreover, GAO has repeat-
edly criticized Federal bank regulators for not citing violations and
for failing to require their remediation.

Thank you.

Chairman CraPO. Thank you very much, Ms. McCoy.

I will start my questioning with you, Mr. Baer. Your association,
along with the ABA, recently petitioned the banking agencies to en-
gage in a rulemaking clarifying the role of supervisory guidance, to
codify, to ask the agencies to codify their recent interagency state-
ment clarifying the role of supervisory guidance, and in that proc-
ess to clarify that MRAs, MRIAs, and other supervisory action
should be based on a violation of statute or regulation, not on a
failure to comply with a supervisory guidance.

Can you explain why a rulemaking will help provide clarity in
the regulated institutions?

Mr. BAER. Yes, Mr. Chairman. We commend the banking agency
for the statement that they did issue. They stated in their state-
ment that guidance was not binding, could not form the basis for
an MRA, and, furthermore, that an MRA needs to be—well, that
a citation by an examiner needs to be based on a violation of law.
I think that was all very good.

It turns out, though, that I think there has been a lot of confu-
sion about that statement. Some have read citation to mean MRA;
some have not. There are, I think, numerous reports that it is not
really being observed in the field. And so really all we have asked
the agencies to do is to formalize in regulation what we believe
they have already said in a statement, which, of course, is guidance
and, therefore, nonbinding itself. But all we have asked them to do
is put into regulation what they have already said through guid-
ance.

Chairman CrAPO. All right. Thank you. And for Ms. Tahyar,
picking up on the topic of transparency, there is concern that the
use of guidance is really just a substitute or a work-around for the
notice-and-comment rulemaking standard set in statute. The lack
of transparency around regulators’ supervisory activities makes it
difficult to decipher when regulators use the threat of supervisory
actions that constitute confidential supervisory information against
institutions punitively and when they use it for legitimate safety
and soundness purposes.

For instance, as I mentioned in my introductory comments, in
Operation Choke Point Federal regulators used informal commu-
nications to express concerns about services to industries engaged
in what they called “high-risk activities” to pressure banks to cutoff
services to lawful businesses engaged in politically disfavored in-
dustries, and they openly admitted that that was exactly what they
were doing.

The question I have is: In this regard, can you discuss your con-
cern around the concept of reputational risk and the use of this
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concept to deter financial institutions from lending to certain mar-
kets as displayed during Operation Choke Point?

Ms. TAHYAR. Reputational risk, like supervision, isn’t in any stat-
ute anywhere. I think the concerns that arise when supervisors
within the confidential exam process express examiner preferences
either around banking services to a sector or their own concerns—
and these concerns may be done in the field and not in Wash-
ington, so there may not be consistency—around how supposed vio-
lations of law or other economic choices take place. All of this is
happening behind closed doors, and all of it is happening—you
know, some guidance is subject to notice and comment. Much guid-
ance is public. Some guidance is major and some isn’t. And, of
course, the banking sector likes guidance. But it is the closed-door
aspect of the economic choices that are being made, and in my
view, these need to come out into the open.

I hope I have answered your question.

Chairman CRAPO. Thank you.

Ms. McCoy, could you respond to the same question? The general
issue is the utilization of non-rulemaking or non-statutory stand-
ards for enforcement actions or supervisory actions.

Ms. McCoy. Yes, in my experience, there are multiple layers of
review of enforcement decisions; for example, at the CFPB, enforce-
ment decisions are reviewed all the way up to the Director’s office.
And I have information that enforcement decisions similarly at the
prudential banking regulators undergo many layers of review.

The agencies are very careful—many of these enforcement ac-
tions are public, and that is a very good thing. I encourage that.
They are very careful to ground those enforcement actions on viola-
tions of statutes, legislative rules, unsafe or unsound practices, or
in the case of the CFPB, UDAP violations. And so I am not seeing
the evidence that enforcement is being brought based on guidances
in isolation.

Chairman CRAPO. Thank you.

Senator Brown.

Senator BROWN. Thank you, Mr. Chairman.

Mr. Baer, the BPI, the Bank Policy Institute, represents some of
the biggest, most powerful banks on Wall Street. You are its CEO,
correct?

Mr. BAER. Correct.

Senator BROWN. Those banks talk a lot about their diversity ini-
tiatives and their antidiscrimination policies. I applaud that. I as-
sume you do.

Mr. BAER. I do.

Senator BROWN. We have a President of the United States who
said there are good people on both sides in Charlottesville, who has
made disparaging comments about immigrants, who has publicly
insulted my friend and colleague, the Chair of the House Financial
Services Committee, Maxine Waters. The President’s racism I as-
sume is offensive to many of your executives and many of the em-
ployees of your member banks. Do you think the President is a rac-
ist?

Mr. BAER. Senator Brown, I do not know the President.
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Senator BROWN. I do not know his heart either, but do you—well,
I will ask it this way: Do you think his words and his actions are
racist?

Mr. BAER. Again, I do not think it is my position to characterize
at a hearing on bank process what is in the heart of our President.

Senator BROWN. Well, I think it is. I am disappointed, but let me
shift to another question.

Has the BPI or the Clearing House Association of the Financial
Services Roundtable, which merged to create you, I guess, ever
asked regulators to provide guidance?

Mr. BAER. I would say that is unusual. Generally, we are in the
position of asking them to engage in notice-and-comment rule-
making around things that really matter.

Senator BROWN. But you have supported some guidance as BPI,
correct?

Mr. BAER. I am actually trying to recall an occasion when we
have done so, and I do not recall

Senator BROWN. Well, let me give you a larger historical context,
a wider time period. So as either the Financial Services Round-
table, the Clearing House Association, either of them, or you as the
BPI ?now, you have asked regulators to provide guidance in the
past?

Mr. BAER. Senator, we may well have. I just cannot recall an in-
stance. In every recollection that I have, we have been asking them
to use notice-and-comment rulemaking more, not less.

Senator BROWN. Did you have a position on Congress’ repeal of
the CFPB guidance, either you or your two predecessors that
merged, that instructed banks on how to avoid making discrimina-
tory car loans? Did you have a position on that repeal?

Mr. BAER. I do not think we engaged on that issue—of the two
initiatives on the CRA. We were more focused on the leveraged
lending one.

Senator BROWN. So you did not take a position or do any lob-
bying on that guidance, that rule?

Mr. BAER. I know we strongly supported review of—well, submis-
sion of the leveraged lending guidance and congressional review of
that. I do not recall our taking a position on the CFPB auto.

Senator BROWN. Professor McCoy, Congress repealed—we have
talked about a number of times now the CFPB’s guidance on dis-
criminatory auto lending.

Ms. McCoy. Yes.

Senator BROWN. Did that make CFPB’s plans for enforcing the
Equal Credit Opportunity Act more or less clear for industry?

Ms. McCoyv. It certainly made it murkier. I want to stress here
that before the CFPB was ever enacted, there is substantial Fed-
eral case law that established that disparate impact theory applies
to auto lending by indirect auto lenders. The CFPB in that guid-
ance was observing decided Federal case law that predated its ex-
istence. The CFPB remains statutorily responsible for enforcing
ECOA, and firms have to comply with that.

What it means then to disapprove that guidance in the face of
the still existing statute, which has not been repealed or amended,
and the decided case law is really unclear. What does disapproval
mean? If I were industry, I would not know.
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Senator BROWN. That is helpful. This is for you again, Professor
McCoy. The financial crisis took many Wall Street insiders by sur-
prise. Consumer advocates and community activists were less sur-
prised, were sounding the alarm about a foreclosure crisis, urging
regulators to take action before the crisis. I wonder about the col-
lective amnesia in this body about what happened a decade ago,
but I am still hopeful that we have learned something.

If OIRA has the ability to block independent regulators’ actions,
do you think our financial system will be more or less safe?

Ms. McCoy. I am very concerned about what I view as a power
grab by OIRA. It is a direct attempt to abridge Federal banking
regulators’ statutory independence. Congress clothed the Federal
banking regulators with independence for a very important reason.
It is for the stability of the banking system. It is to make sure that
the executive branch and the White House do not improperly inter-
fere with neutral expert bank regulatory decisions for short-term
political advantage.

The result of Federal bank regulator independence is to reside
oversight of Federal banking regulators where it belongs, which is
here in Congress. So I view OIRA’s memo as actually not only a
power grab vis-a-vis the Federal bank regulators, but an attempt
to wrest control away from Congress and consolidate it in the
White House.

Senator BROWN. Thank you.

Chairman CRrRAPO. Senator Toomey.

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

Two years ago, I sent two letters to the GAO. I asked the GAO
to review the CFPB’s indirect auto lending bulletin, their indirect
auto bulletin, and let me be clear, this was an ill-considered bul-
letin. It was really aimed at auto dealers despite the fact that that
industry was explicitly excluded from the CFPB’s jurisdiction. It
was based on extremely dubious and speculative statistical anal-
ysis, and it ultimately would have made offering dealer discounts
more difficult. In other words, it would have raised the cost of buy-
ing cars.

If Congress intended for dealers to have a harder time providing
discounts and to raise the cost of buying cars for our constituents,
in my view, we should pass a law to do that.

In any case, the second letter was regarding leveraged lending,
and I specifically asked the GAO to determine if these two guid-
ances, bulletins, met the CRA’s definition of a rule, which the CRA
defines in part as “the whole or part of an agency statement of gen-
eral or particular applicability and future effect designed to imple-
ment, interpret, or prescribe law or policy.”

In both cases, GAO concluded that the agency actions did meet
the definition of a rule, despite the fact that they did not go
through the Administrative Procedures Act. This is not a surprise.
It is not unheard of for agencies to intentionally circumvent the
transparent rulemaking process and instead implement its will
through these tools such as guidance. In fact, the authors of CRA,
including Senator Reid, acknowledged this reality, and the Chair-
man quoted from his remarks.
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So I want to say I am glad to see the Committee is taking this
up. I appreciate that, Mr. Chairman, and I would remind agencies
of their obligations under the Congressional Review Act.

Now, the banking regulators have published a statement making
it clear that they understand the law and that they do not believe
that their guidance has the binding force of law or of a rule. I think
that is widely acknowledged, at least at a theoretical level. My
question for you, Mr. Baer: In your experience with banks as they
interact with the regulators and supervisors, do supervisors treat
guidance as binding even though the heads of the regulatory agen-
cies have said that they are not supposed to be?

Mr. BAER. Thank you, Senator. I have to start with an important
caveat. As noted, and I think as Meg Tahyar noted, the examina-
tion process is secret, and the communications between the exam-
iners and the banks, therefore, are considered confidential super-
visory information, and it is actually a crime for them to discuss
that with me or you. So I think my knowledge here is quite limited.
I think the Committee may have a better opportunity to find out
what is really going on than I. But I can certainly tell you that I
have heard from multiple banks, and I think in some cases even
from supervisors, that there is confusion about what that state-
ment means, particularly whether a citation means a MRA, wheth-
er guidance that was previously the basis of an MRA is somehow
grandfathered. And so, again, it seems to us to be a very low cost
and quite potentially beneficial move for the agencies to clarify and
formalize that in a regulation.

Senator TOOMEY. What about the argument that if a bank feels
that their examination or their rating is not accurate or is not done
properly or is not fair or somehow is inconsistent with the rules,
they can just appeal it? Is that an effective mechanism for regu-
lated institutions?

Mr. BAER. Sure, Senator, I will confess, I think as a young man
at the Federal Reserve, I actually at one point drafted the appeal
rule there and did so in all sincerity and with the hopes that it
would be used. There has been some terrific academic work on this
by Professor Julie Anderson Hill who actually has documented the
effectiveness of that regime. Again, consider as backdrop that we
are talking about tens of thousands of MRAs. I think interagency
appeals, the OCC has been averaging about nine per year, and

Senator TOOMEY. Can I interrupt for a quick clarification? With
respect to the MRAs, if I as a Member of this Committee wished
to examine the MRAs so that I could determine whether or not the
enforcement—whether they were being used properly in accordance
with the law, how many would I be able to read through?

Mr. BAER. I think it would depend on the law and your relation-
ship with the relevant agency. Certainly I am not allowed to read
any of them.

Senator TOOMEY. You are not allowed to read any of them?

Mr. BAER. No.

Senator TOOMEY. They are not public?

Mr. BAER. Correct. And, again, given the numbers involved, the
fact that you are only seeing between two and nine appeals per
year is an indication that that is not really a live option for institu-
tions.
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Senator TOOMEY. Ms. Tahyar, are you aware of the extent to
which these MRAs are available to Members of Congress for re-
view?

Ms. TaHYAR. Well, the confidential supervisory privilege belongs
to the agencies, and they could waive it if they chose to do so.

Senator TOOMEY. And if they chose not to?

Ms. TAHYAR. That is also totally in their discretion.

Senator TOOMEY. And there are thousands of these each year.

Ms. TAHYAR. There are thousands of these each year.

Senator TOOMEY. There is a lot happening that never sees the
light of day.

Ms. TAHYAR. That is exactly right, Senator. My recommendation
would be on MRAs that the agencies continue the process that the
Fed did in its supervisory report. Let’s get more information out,
more in the aggregate, more granular, taking out the names of
banks. Let’s see what the trends are. Scholarship is critically unin-
formed, and the congressional oversight committees are critically
underinformed.

Senator TOOMEY. Thank you, Mr. Chairman.

Chairman CRAPO. Thank you.

Senator Cortez Masto.

Senator CORTEZ MASTO. Thank you.

Let me just get some clarification because I am kind of confused
with what I am hearing. Are you telling me that the banks want
these confidential supervisory examinations to be public, Mr. Baer.

Mr. BAER. I think that is certainly something to be considered.
I do not

Senator CORTEZ MASTO. So the banks are not concerned about
information that may become public, so the banks are open to any
type of examination, a supervisory examination, being public and
people being aware? That is what I am hearing you say.

Mr. BAER. I have not surveyed our members, and I do not know
that there is one consensus view among the banks.

Senator CORTEZ MASTO. I would be curious to know that because
I would think just the opposite. I think from what I am seeing, and
somebody who has enforced the laws and has dealt with regulation,
that sometimes there is a need for secrecy for purposes of the bank-
ing industry, and they request that.

Now, let me ask you this: With respect to matters requiring at-
tention, are you here telling me today that there are some enforce-
ment actions taken against banks that were enforced because of a
violation of an MRA that is not based in a violation of law?

Mr. BAER. I think we can say with great confidence, given the
numbers and some background knowledge, that most MRAs are not
based on a violation of law.

Senator CORTEZ MASTO. So you are telling me that what I heard
you say is that there is some violations that have been imple-
mented that were violations just based on an MRA and that MRA
was not based in law?

Mr. BAER. The way I would put it is MRAs frequently, I believe,
are not based on a violation of law or an unsafe and unsound bank-
ing practice.

Senator CORTEZ MASTO. But what I heard you just say is that
there were some violations based on an MRA. Is that correct?
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Mr. BAER. I do not think that is correct.

Senator CORTEZ MASTO. So no MRA—what I am understanding
is that there are MRAs have been out there and that no bank has
been issued a violation based on an MRA?

Mr. BAER. Well, an unremediated MRA would probably lead to
an MRIA, immediate attention, and then if it were unremediated,
the agency would take formal enforcement action.

Senator CORTEZ MASTO. Action based on a violation of law, cor-
rect?

Mr. BAER. At that point they would need a violation of law to
take a formal enforcement action, for example, an order——

Senator CORTEZ MASTO. So any enforcement action is based on
a violation of law?

Mr. BAER. Correct.

Senator CORTEZ MASTO. OK. So there is not a misuse of the
MRAs or MRIAs from what I heard you say earlier. So I am just
trying to clarify. Let me jump, because I only have so much—so
many minutes to ask a question here. And, Ms. McCoy, let me ask
you this: I am concerned from what I am seeing and what I have
just heard that OMB’s decision that they have authority to review
independent bank regulatory—or regulators’ actions, in essence
what you have put in your writings, you basically say the OMB
memo improperly treads on Federal bank regulators’ independence
and violates Executive Order 12866, particularly when it comes to
the cost-benefit analysis. Can you talk a little bit about that and
why you think that is a violation?

Ms. McCoy. Yes. The Congressional Review Act only requires
Congressional Review Act review in Congress of major rules. So
somebody has to decide what is a major rule. Congress entrusted
OIRA with that decision.

Agencies submit financial information about the effect of pro-
posed rules, of final rules, to OIRA. What OIRA is doing in the
memo is specifying the methodology that the agencies must use
when they submit this financial information assessing the impact.
That is totally improper under Executive Order 12866.

OMB and OIRA have no statutory authority to tell the Federal
bank regulators how to conduct their cost-benefit analysis. In fact,
they are barred from doing so.

Senator CORTEZ MASTO. Because that treads on the independ-
f)nce and the province of the banking regulators, correct, under the
aw.

Ms. McCoy. Exactly.

Senator CORTEZ MASTO. And that is the whole intent why there
is that independence, so the White House cannot come in and try
to usurp that for their own short-term gain or long-term gain,
whatever that is, correct?

Ms. McCoy. Totally.

Senator CORTEZ MASTO. OK. Thank you.

Let me just say one thing. I get that we have to find balance,
and I think, Ms. Tahyar, you are trying to find a balance between
the two. And I get that that needs to be there. What I heard ear-
lier, that to the extent that my colleagues have issued requests to
the GAO to determine whether there is a rule or not and action is
taken, at least we still have that authority to take that action and
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the process was followed. But with this new guidance, that changes
the game. This is the White House now coming in and making a
determination and usurping the independence of the financial regu-
lators for their own short-term gain over the banking industry.
That concerns me. We should all be concerned about that. I get
that bank examiners have discretion, and sometimes that discre-
tion—they overstep their discretion. And I think what we are try-
ing to do is find a balance here.

But let me ask you this, Mr. Baer: Are you saying that there
should be no supervision?

Mr. BAER. To the contrary, Senator.

Senator CORTEZ MASTO. So let me ask you this: Are you saying
there should be no guidance with that supervision?

Mr. BAER. What I am saying, Senator, is that if the agencies are
going to treat guidance as a binding requirement, which is effec-
tively what MRAs have become, even without resort to consent or-
ders or an order——

Senator CORTEZ MASTO. So I guess I am still trying to under-
stand that. Maybe I need to see some of these, and I know they
are confidential. But if I am an enforcement agency and I am try-
ing to give you the benefit of the doubt without taking enforcement
to guide you, to give you that opportunity to clean it up, clear it
up, before enforcement action is taken, and you have not done it,
then I am going to enforce it based on a violation of the law. So
the only time enforcement is going to happen is if there is a viola-
tion of law. But I am going to give you the benefit of the doubt,
and I am going to let you try to take—cure it before you do.

Mr. BAER. Right.

Senator CORTEZ MASTO. So what I am hearing is that is not hap-
pening?

Mr. BAER. Here is, I think, the crucial distinction. The situation
you are describing I think describes agencies that use only enforce-
ment as a way to impose their wishes, so basically anybody but
banking agencies. Banking agencies are unique in that they are
resident at these institutions. They are always with them, and they
are telling them a lot of things that would never rise to the level
of an enforcement action, you know, how to minute your meetings,
how to structure your reporting lines, how to review your models.
Those are things that would never end up becoming a violation of
law or even an unsafe and unsound banking practice.

So really the question is—there has always been an informal
give-and-take between bank and regulator about, you know, “We
would like your report line to look like this,” “No, we like it the
way it is,” and you have that discussion. That has gone on for a
century.

What has changed over the last 10 years is that that has become
a much more one-sided conversation, and the notion is that if the
agency wants you to do something and you do not do it, well, then
you are subject to, you know, nonpublic sanctions, particularly
around your growth. “You do not want to do it our way, we are
going to give you a 3 for management, we are not going to let you
open any branches for a year.”

And all of that, to the extent it is happening behind the scenes,
I think that is what you hear us objecting to.
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Senator CORTEZ MASTO. Thank you. I appreciate that.

I know I went over my time. Thank you for the indulgence, Mr.
Chairman.

Chairman CRAPO. Thank you.

Senator Moran.

Senator MORAN. Chairman Crapo, thank you.

Before we turn to the specific topic of today’s hearing, we are on
the topic of accountability, and I want to restate, once again indi-
cate my concern with the lack of accountability at Financial Ac-
counting Standards Board and its requiring banks to forecast and
book current and expected losses over the life of loans at the time
the loan is made. Those actions are not subject to review, and I do
not think we ought to be allowing a self-governing body to, in ef-
fect, set national economic policy without congressional input and
Federal regulators should acknowledge.

On the topic of today’s accountability, let me start with Mr. Baer,
but I am fine to have comments from any of you. Effective super-
vision and regulation of financial institutions require accountability
of the regulators. That is what some of you—maybe all of you—
have been saying. One of the most important components of ac-
countability is the thread of legitimate appeal process, and Senator
Toomey raised this topic a moment ago.

As mentioned in the testimony, the ultimate arbitrator of an ex-
amination appeal is made by the same agency that made the origi-
nal decision. I think it is a difficult argument to make that this
does not have an effect on the impartiality of the appeals.

In addition to reining in the shadow enforcement regime that
was discussed in the testimony, would establishing an independent
ombudsman within the regulators be one of the most effective legis-
lative items this Committee could take up to address the examina-
tion appeals process that is currently in effect? Mr. Baer.

Mr. BAER. Senator, thank you. I think that would certainly be of
help. I think there are really two things that drive the fact that
banks generally do not appeal supervisory ratings or loan classi-
fications. The first, as you note, is they are effectively appealing to
the agency that made the decision, so you are unlikely to succeed.

I think the bigger factor, though, is really—and this gets to my
conversation with Senator Cortez Masto, which was that you have
to continue to live with those examiners.

Senator MORAN. All the other things they regulate or can do.

Mr. BAER. Right. I liken it to you can file for divorce and con-
tinue to live with your spouse, but you need to sleep with one eye
open. And I think the notion that you can be contesting an appeal
with regard to the examiner you are seeing every day and maintain
the relationship you have—and this is not of recent vintage. This
goes back forever. Examiners have long memories, and they will
tell you that. And so, you know, I think it is very difficult, even
to the extent that the agencies are well meaning—and I think they
are. They recently actually just put out a request for how can we
do more to prevent retaliation and make the system work better.
I think they genuinely wish to make the system work better. But
I think just as it is structured currently, it is very difficult to make
progress on that.
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Senator MORAN. I was surprised a number of years ago at the
number of bankers in Kansas who had a particular complaint
about a particular regulator, and I invited the regulator to my of-
fice and invited my Kansas bankers to come meet with the regu-
lator. Not one was interested in doing that. Instead, they sent the
president of the Bankers Association on their behalf, again, high-
lighting what I was surprised to learn was the fear of retaliation
if they were complaining about something at least they thought
was legitimate enough to complain to me over a long period of time
in numerous occasions.

Either of you have a thought about an ombudsman?

Ms. TAHYAR. I think an ombudsman with real power, acting inde-
pendently, would be a helpful step. But, ultimately, the appeals
process from examinations is a limited way forward because 1 think
ultimately the balance of power is such that, as you experienced in
Kansas, banks will be reluctant to come forward. That is why some
system of more transparency is needed. I am not necessarily sug-
gesting that suddenly everything comes out. I think change is hard,
and it would have to be done in an appropriate and systemic way.
But more information, trends in aggregate of MRAs, MRIAs, more
information coming out I think would make a lot of difference.

Senator MORAN. Thank you.

Professor.

Ms. McCoy. Yes, and, Senator, I am a fellow Kansan. It is won-
derful to meet you finally in person.

Senator MORAN. Thank you so much.

Ms. McCoy. Yes. I think it is really important that we focus on
improving the MRA and MRIA process. The current regulators are
really starting to focus on that to reduce the number. I totally
agree with Ms. Tahyar that it is imperative to do a better job of
training examiners—we have a lot; we have over 10,000 examiners
in the United States—on the proper use of MRAs and MRIAs. But
if I can look at Mr. Baer’s proposal, let us say that a particular reg-
ulator wants to adopt an MRA with respect to one bank on a par-
ticular safety and soundness issue. Do I understand him to say
that the agency would be required to publish that in the Federal
Register, naming the bank, naming the alleged unsafe and unsound
practice, seek public comment, and then decide whether to make it
final? Putting aside the time that that would take, I very much
doubt that banks want to be put through that ordeal. So that sug-
gestion does not seem to be at all practical to me. But an empow-
ered ombudsman is a very good idea.

Ms. TAHYAR. I think there is no suggestion that individual MRAs
be put through notice and comment. I will turn to Greg to see
where he is.

Mr. BAER. No. Again, it depends on what an MRA is. It would
never be a notice-and-comment rulemaking would be de facto in
order, which under the rules, if you are issuing a capital directive
or an order, there is a notice and process appeal right to the insti-
tution. And if it is going to have an effect on your ability to estab-
lish branches and grow, then perhaps you should have a formal ap-
peal process akin to what you would have with an order or capital
directive or a prompt corrective action directive. But, you know,
again, most MRAs are not anywhere near that level, and if they
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were truly treated as nonbinding orders, there would be no need
for that appeal process.

Senator MORAN. Thank you all three.

Thank you, Mr. Chairman.

Chairman CrAPO. Senator Tillis.

Senator TILLIS. Thank you, Mr. Chairman. Thank you all for
being here.

I think it was said by the Ranking Member that I dislike guid-
ance. What I dislike—it has nothing to do with guidance. Guidance
has a place in the regulatory process. What I dislike is the inappro-
priate use of guidance for things that should give rise to a rule,
which is why we have already utilized the CRA and the GAO proc-
ess on three, and we have got a long, long list of other actions that
regulatory agencies have taken that we are saying, look, maybe
this does relate to safety and soundness of the banking industry.
Just do your homework and go through the rulemaking process and
then determine whether or not you have got a rule that is sustain-
able, that regulates the risk, that gives appropriate insight into the
risk, but not so burdensome that we just layer more and more and
more on the banking industry. And I believe based on some of the
actions they just want to de facto nationalize the industry through
a combination of rules that sometimes overreach and guidances
and speeches and policy memos and a number of agency actions
that I think are inappropriate.

Look, that would be like the Congress deciding, well, you know,
we are going to pass laws when we think we can and when we
have, you know, the time to do it. But, otherwise, we are going to
start passing guidances that, unless the President vetoes them,
they are just in place. That is an absurd concept, and I think it is
also equally absurd for administrative agencies to go down the
same path.

I want to go back to the MRA. Why couldn’t we, instead of all-
or-nothing scenario that Senator Cortez Masto is suggesting, why
couldn’t we simply say that for financial institutions who simply
want to have the MRA review, they can actually have a redacted
version of it reviewed so that people like me and other third par-
ties, an IG, could take a look at it and see if it was an appropriate
supervisory examination process? Why wouldn’t that work? I do not
know necessarily the rules, if that runs afoul of the rules, but why
couldn’t they do that, almost like a whistleblower, like this was an
inappropriate set of behaviors and instructions between a super-
visor and an examiner, and we actually want this to see the light
of day? What would be wrong with a concept like that, Mr. Baer?

Mr. BAER. I think this gets to sort of what Senator Moran was
saying. You could certainly envision an appeals process around
MRAs where you could have a more neutral arbiter and perhaps
better assurance that there would not be future retaliation. Again,
I am a little dubious on that second point. I think, you know, insti-
tutions that were in the habit of appealing their MRAs would,
again, if that is a public appeal—and we have not even talked
about this component—you would have the reputation as someone
who could not get along with your regulator, which from an inves-
tor relations perspective is not a good thing. And I think that is
also a factor here.
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Senator TiLLIS. That is a great point. What we are really trying
to do, if you talk about 10,000 people in the mix on this, then obvi-
ously you know there are some number who, through their person-
ality or personal preferences, are probably abusing their authority.
So my goal is to try and figure out how you actually weed out the
minority, significant minority of people doing this every single day,
so that we are just not shifting our focus away from having a safe
and sound financial services industry. That is all I care about.

And, incidentally, industries that are regulated to the appro-
priate level but not regulated to death have more resources to pro-
vide loans, to provide housing, to do the kinds of things they want
to do ultimately for consumers. We talk about more and more regu-
lation here, but we do not talk about at the end of the day that
it has to be paid for. It is not paid for by the bank. It is paid for
by the people who take loans, who get credit cards, and who need
financial services to make ends meet.

I want to talk about maybe a couple of other ones that I should
take a look at, Mr. Baer, in terms of my list of other actions that
I may take through the GAO and the CRA. I think one—well, actu-
ally, I am not going to talk about this one. I had one on the list.
Oh, yeah, the SR letter, 1402, bank expansion, are you familiar
with that one?

Mr. BAER. Yes.

Senator TILLIS. What do you think? Is that something that I
should take a look at and get a consultation with the GAO to see
if that was something that should have been done through rule-
making?

Mr. BAER. Senator, I could certainly see that being appropriate.
I would hope—and it is not really clear what the status of that is.
I mean, I think the Federal Reserve recently, to their credit, has
been indicating that they are more inclined to stick to the statutory
factors for reviewing applications.

Senator TILLIS. That is awfully good of them.

Now, I would also say I think Chair McWilliams has done a good
job of rescinding a number of guidances over in the FDIC. Do you
think there is equal opportunities to do that in OCC and with the
Federal Reserve?

Mr. BAER. Yes, Senator, again, this sort of gets to the core of
what we are seeking through our petition for rulemaking, along
with the ABA, which is simply, you know, a clarification that if you
are going to have an MRA, it is going to be based on a violation
of law or an unsafe and unsound practice, not guidance. And that
cures a lot of ills because at that point guidance is, as I think some
here have described it, nonbinding as an indication of the priorities
or concerns of the agency but not a rule.

Senator TILLIS. Yeah, and when used in that spirit, it can be
helpful. When abused, it can be harmful.

Mr. BAER. Absolutely.

Senator TILLIS. And people should do their jobs and go through
the right processes.

I know I am over time. I almost never go over time, but the
Chair and Ranking Member are talking, so I am going to try and
get one more question in.

[Laughter.]
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Senator TILLIS. I wanted to go back because I had one that was
actually my—I have got two banking institutions who have decided
that they are going through the merger process, SunTrust and
BB&T. I personally think it would be good for the country. After
we implemented S. 2155, I think those are two banks that are right
in that middle ground that actually give them the scale to be able
to deal with what larger banks have to do with respect to footprint
and banking operations, regulatory burden.

Should I be worried as we go through this review process that
we could get caught up in things that are not necessarily things
that they should be subjected to to get approval for this bank merg-
er?

Mr. BAER. Senator, I think

Senator TILLIS. And do you think we will ever know the specifics
of the negotiations that occur?

Mr. BAER. I would just say, I mean, fortunately, when evaluating
bank mergers, the Federal Reserve looks at an objective measure
of that, the Justice Department measure, the HHI, or Herfindahl—
Hirschman Index, which I think shows—and we have looked at this
particular merger and published on it—shows banking to be an
unconcentrated industry, both as an absolute matter and relative
to other industries. I think the numbers show that this merger
would not materially add to the concentration of that industry.

Senator TILLIS. Just intuitively, can you imagine why it would
take a year or more to review this and make a decision on this
merger? It seems to me it should be something that should be done
in a matter of months. I think that the Federal Reserve is trying
to greatly compress the length of time for doing these reviews. But
can you imagine any scenario why it should be next year before we
get a decision on this merger in your professional opinion?

Mr. BAER. That is kind. I do not know if there are any complica-
tions around the merger of which I am unaware. I would think in
the ordinary course it would not take that long.

Senator TiLLIS. Well, I do not think that there are, so I am look-
ing forward to a quick decision on the part of the regulators so that
we can move forward. Thank you all.

This is the first time I have gone over my time, Mr. Chair, and
I appreciate your indulgence.

Chairman CRAPO. Thank you. You are welcome.

Senator Brown.

Senator BROWN. First time Senator Tillis went over this week.

[Laughter.]

Senator BROWN. Thank you.

Chairman CrAPO. He has been really good.

Senator BROWN. Thanks. My staff—a question to Mr. Baer. We
are going to follow up with written questions. We found several in-
stances in which the Financial Services Roundtable took a position
on indirect auto lending, so we would like to get some clarification.
We will send you a letter, if you would respond as quickly as pos-
sible, Mr. Baer.

Mr. BAER. Thank you, Senator. As I said, my statement was
based on my recollection. I actually never worked at the Financial
Services Roundtable, so I take your word for that.

Senator BROWN. Thank you.
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Chairman CraAPO. All right. Thank you, and that concludes our
questioning for today’s hearing. I again thank our witnesses for
your time and for your expertise and for coming here and partici-
pating in this hearing.

For Senators who wish to submit questions for the record, those
questions are due to the Committee by Tuesday, May 7th, and I
ask the witnesses to respond to those questions as promptly as you
can once you receive them.

Again, we thank you for being here, and this hearing is ad-
journed.

[Whereupon, at 11:06 a.m., the hearing was adjourned.]

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

Today, the Committee will turn its focus to guidance, supervisory expectations,
the rule of law, and how banking agencies regulate and supervise institutions.

Banks receive significant forms of Government support and benefits, including de-
posit insurance and access to the Fed’s discount window.

In exchange for these benefits, which ensure that American consumers have sta-
ble access to their deposits, banking agencies supervise banks and in return expect
them to operate in a safe and sound manner.

The nature of the supervisory process and the need for trust between supervisor
and supervised institution means that sometimes supervisory expectations are com-
municated in an informal and confidential manner between supervisor and super-
vised institution, which can be appropriate in certain circumstances, especially
when protecting Confidential Supervisory Information.

With that being said, there appears to be a number of situations where the bank-
ing agencies have enacted guidance or other policy statements that are being en-
forced as rules and therefore do not comply with notice-and-comment rulemaking
processes and do not comply with the Congressional Review Act (CRA).

In addition, there are a number of situations where supervisors make verbal “rec-
ommendations” to banks that are inappropriate given the tremendous power super-
visors have over banks.

All rulemaking authority at the banking agencies derives from authority dele-
gated to the banking agencies by Congress, which means Congress has the authority
to disapprove any rule a banking agency enacts.

In addition to the absolute authority Congress has to disapprove any agency ac-
tion, Congress enacted the CRA in 1996 to provide Congress with an expedited proc-
ess to disapprove agency rules.

Under the CRA, before a rule can take effect, agencies must submit it to Congress
for review.

Congress then has 60 days to disapprove the rule with a majority vote.

A rule is defined, with a few exceptions, as “the whole or a part of an agency
statement of general or particular applicability and future effect designed to imple-
ment, interpret, or prescribe law or policy or describing the organization, procedure,
or practice requirements of an agency.”

That is a very broad definition.

The CRA applies to more than just notice-and-comment rules. It encompasses a
wide range of other regulatory actions, including, among others, guidance docu-
ments, general statements of policy, and interpretative rules.

Even though the text itself is clear about the broad scope of what constitutes a
rule, during the floor debates leading up to the passage of the CRA, then-Senator
Reid reinforced this point and said: “[t]he authors are concerned that some agencies
have attempted to circumvent notice-and-comment requirements by trying to give
legal effect to general statements of policy, ‘guidelines,” and agency policy and proce-
dure manuals. The authors admonish the agencies that the APA’s broad definition
of ‘rule’ was adopted by the authors of this legislation to discourage circumvention
of the requirements” of it.

Too often, we see banking regulators implementing policy through guidance and
other informal means without following the requirements in the CRA.

For instance, some in the agencies may argue that guidance is not binding, but
as a practical matter, supervised institutions and supervisors know that informal
guidance and other communications between supervised institutions and supervisors
change behaviors within institutions.

Legal departments at the banking agencies often assert that guidance is non-
binding, but the language the supervisors at the agencies use often suggest that su-
pervisors treat guidance as binding and expect supervised institutions to treat it as
binding.

Actions like this within agencies are problematic and require Congressional over-
sight, including by ensuring banking agencies comply with the CRA.

Recognizing the importance of agencies complying with the CRA, Acting Director
of the Office of Management and Budget (OMB) Russell Vought issued a memo-
randum recently, which “reinforces the obligations of Federal agencies under the
CRA in order to ensure more consistent compliance with its requirements across the
Executive Branch and sets forth guidelines for analysis that the Office of Informa-
tion and Regulatory Affairs (OIRA) will use to properly classify regulatory actions
for purposes of the CRA.”

This memorandum is a step in the right direction.
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The abuse of Government and agency power should not be a partisan issue and
no Administration or agency should be able to use their powers to influence the pri-
vate market.

I continue to encourage the regulators to follow the CRA and submit all rules to
Corll{g'ress, even if they have not gone through a formal notice and comment rule-
making.

In addition, I encourage the banking regulators to provide more clarity about the
applicability of guidance and ensure that supervisors throughout the agencies (espe-
cially outside of Washington, DC) know about how guidance should be treated and
do not inappropriately use their significant discretion.

As a final note, during the Obama administration, I fought against Operation
Choke Point, an initiative in which Federal agencies pressured banks to “choke-off”
politically disfavored industries’ access to payment systems and banking services.

Operation Choke Point initially began in the supervisory process.

Operation Choke Point was inappropriate, and demonstrates why supervisory
staff at the agencies need to be transparent and accountable.

I look forward to hearing from each of you on your views of what can be done
to ensure that there is greater transparency and accountability in the regulatory
and supervisory process.

PREPARED STATEMENT OF SENATOR SHERROD BROWN

This is a hearing to talk about guidance—the nonbinding advice from Federal
ag{encies that’s supposed to make it easier for the banking industry to follow the
rules.

There’s a reason we have a lot of banking laws—it’s a complicated industry that
affects everyone’s lives, and with a great deal of potential for special interests to
do a whole lot of harm. It takes a lot of oversight to prevent terrorist financing and
protect consumers and stop discrimination in lending and keep Wall Street from
taking down the economy again.

And banks need guidance to help them comply with those laws.

In fact, industry begs for guidance all the time.

So why hold this hearing at all?

The same reason we always seem to have hearings in this town—to make life a
little easier for Wall Street.

Chair Crapo, I am concerned this hearing isn’t actually about making it easier
for big banks to follow the rules—that it’s really about making it easier for big
banks to get around them.

q It’s about what kind of guidance the industry wants, and the kind of guidance it
oesn’t.

Big banks love guidance that makes it easier to trade derivatives with big foreign
banks. They love guidance that tells them how to track their capital or how to pre-
pare for the stress tests. They love guidance that makes sure they can keep lending
when a town is hit by floods or wildfires.

The guidance big banks hate—the guidance we’re actually talking about at this
hearing today—is the kind that makes it harder for them to skirt the laws or take
advantage of their consumers.

And as usual, Wall Street has plenty of senators lining up to help them.

Big banks hate guidance that explains how regulators are going to enforce the
laws that say you can’t discriminate against people of color. They hated that one
so much they persuaded Republicans to repeal it.

Guidance had never been repealed before. But Congress used the Congressional
Review Act to repeal instructions from the Consumer Protection agency that would
have made it harder for auto dealers to charge people of color more for car loans.

Big banks also hate guidance that says they should be cautious about risky lever-
aged loans that might crash the economy. They hate it because it cut into the huge
fees they were getting for making these types of loans to corporations.

And they hate guidance that explains how the regulators are going to keep tabs
on Wall Street. Last week Senator Tillis sent a letter to the GAO to start the proc-
ess of having Congress step in, and tell regulators to take it easy on the very largest
banks in this country.

And 2 weeks ago, the Office of Management and Budget announced they want the
President to have direct influence over the guidance that independent banking agen-
cies put out.

That means the President can lean over to his Chief of Staff Mick Mulvaney, who
is also the head of OMB, and tell independent agencies what to do. And we saw
how Mick Mulvaney ran the CFPB.
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These agencies are supposed to be independent for a reason. We know how cor-
porate special interests spread their influence around Washington.

The agencies policing Wall Street are supposed to be independent to guard
against that influence. But now the same president whose cabinet looks like a Wall
Street executive retreat wants to meddle.

And remember 2155—the bill that gutted many of the rules for the biggest banks
in the country, and for foreign megabanks?

Right in that bill, in section 109 to be exact, the bill that Chairman Crapo wrote
and skillfully shepherded to the floor and that President Trump signed into law,
Congress instructed the CFPB to give guidance on filling out mortgage forms. Re-
publicans demanded, insisted, and fought for language instructing agencies to give
more guidance. This is the kind of guidance they pretend to be opposed to today.

This isn’t about guidance—it’s about getting rid of the rules that Wall Street
doesn’t want to follow.

And everyone else will end up paying for it.

PREPARED STATEMENT OF GREG BAER
PRESIDENT AND CHIEF EXECUTIVE OFFICER, BANK POLICY INSTITUTE

APRIL 30, 2019

My name is Greg Baer, and I am president and CEO of the Bank Policy Insti-
tute.! I am here to testify about how legal process has broken down in the regula-
tion and examination of banks. I will not today generally discuss the substance of
posterisis requirements imposed by the Federal banking agencies; instead, my focus
will be on a process that has prevented stakeholders in banking policy—not only
banks but also their customers, academics, and even Members of Congress—from
learning what many of those requirements are, and having a say in their content.

In so doing, I bring to bear not only my perspective as CEO of the Bank Policy
Institute, a trade association representing America’s leading banks, but also that of
a lawyer and sometime law professor. Over time, the laws and regulations I learned,
teach, and in some cases wrote have become decreasingly relevant in practice. The
procedural rights and protections that those laws provide are generally obsolescent,
as regulation and examination have become increasingly subjective, opaque, and
unappealable.

So, this hearing is a welcome development, and I thank the Committee for devot-
ing its valuable time to these issues.

In my testimony, I will describe the laws enacted by Congress to govern the regu-
latory, examination and enforcement process. I will then describe the actual status
quo, and how it diverges significantly from the laws as written. Finally, I will de-
scribe recent actions by the Government Accountability Office and some of the fi-
nancial regulators that hold the potential for reform in this area, and some addi-
tional steps that could be taken to restore the rule of law as enacted by Congress.

My testimony today describes how examination reports have been effectively
turned into enforcement actions, as their mandates—Matters Requiring Attention
and Matters Requiring Immediate Attention, or MRAs and MRIAs—are treated as
binding regulations or orders. Furthermore, the basis of those MRAs frequently is
not a violation of law but rather a “violation” of guidance that under the law is actu-
ally nonbinding, or of other standards that also have neither a legal basis nor an
evidentiary foundation. Finally, the reason these examination mandates are treated
as binding regulations or orders is because a shadow enforcement regime has grown
up posterisis whereby firms with any unresolved MRA are subject to limitations on
their growth—limitations never authorized by Congress.

I should note that my testimony generally does not focus on capital and liquidity
rules. Clearly, these are the most important components of banking regulation and
universally regarded as the core protection for taxpayers and financial stability. And
they generally have been adopted in accordance with the Administrative Procedure
Act, and are enforced in a transparent, objective way.2 Rather, ironically, it is the

1The Bank Policy Institute (BPI) is a nonpartisan public policy, research and advocacy group,
representing the Nation’s leading banks. Our members include universal banks, regional banks,
and the major foreign banks doing business in the United States. Collectively, they employ near-
ly 2 million Americans, make 72 percent of all loans and nearly half of the Nation’s small busi-
ness loans and serve as an engine for financial innovation and economic growth.

2One notable exception, however, is the Federal Reserve’s stress testing regime. See, e.g., Jer-
emy Newell, The Fed’s “2018 CCAR Scenarios: A Look at Process”, Underwritings: The BPI Blog
(March 2, 2018), https:/ | bpi.com [ the-feds-2018-ccar-scenarios-a-look-at-process /.
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regulatory requirements that matter the least that are the most opaque and come
with the fewest checks and balances—requirements about how banks manage their
vendors, minute their meetings, update spreadsheets, structure reporting lines, or
monitor transactions. Those requirements, not the core capital and liquidity require-
ments, are what have built a vast compliance bureaucracy, and it is those require-
ments that frequently have prevented banks from branching, investing and other-
wise serving new customers and offering new products postcrisis. Over the past few
years, many banks that met all of the dozens of capital and liquidity requirements
to which they are subject have been unable to open a branch because of perceived
failures in areas that are immaterial to their safety and soundness.

If T could stress one theme, though, it would be this: the erosion of the rule of
law in banking should not be a concern just to lawyers and bankers. Decisions made
behind the examination curtain significantly affect the ability of consumers and
businesses to access credit and other financial services, and the terms and price of
credit and services. They have every right to comment on the currently nonpublic
and sometimes unwritten rules that affect them. So, too, do academics and other
policy experts whose views would be helpful in making those rules better. This, of
course, is precisely why Congress enacted the Administrative Procedure Act: not as
a sop to regulated entities, but rather out of a genuine and well-founded belief that
rules are better made when they are informed by an open and public comment proc-
ess than when they are made in secret, without fear of public scrutiny or challenge.

The Law as Written

Under the law, banks are examined by the Federal banking agencies.3 By law,
an examination report is not an enforcement action, and is in no way legally bind-
ing. Rather, it is a statement of an examiner’s views, and the beginning of a dia-
logue between examiner and banker. To be sure, bankers generally accept examiner
criticisms, and strive to resolve any problems identified. But they sometimes dis-
agree.

In that case, the law is clear. If the agency wishes the bank to conform to its pre-
scriptions, it must initiate an enforcement action. Congress has provided multiple
legal mechanisms for doing so. For example:

e Under section 8 of the Federal Deposit Insurance Act, a Federal banking agency
may issue an order to halt, remediate, or penalize a violation of a law, rule, reg-
ulation, or final agency order, an “unsafe or unsound practice,” or a breach of
fiduciary duty. 4

e Under section 39 of the FDI Act, each Federal banking authority has prescribed
safety and soundness standards relating to internal controls, loan documenta-
tion, credit underwriting, interest rate exposure, asset growth, compensation,
and other topics. If an institution fails to meet the applicable standards, the
regulator may issue an order compelling remediation. 5

o If the issue relates to capital, under section 38 of the FDI Act, the banking
agencies may impose sanctions on a banking institution whose capital levels fall
below predefined levels. Alternatively, a Federal banking agency may issue a
capital directive to require a bank to maintain a level of capital deemed reason-
able by the regulator. ¢

e For individual employees and directors who engage in misconduct, the Federal
banking regulators have the authority to bar them from a firm (or the industry)
and assess monetary penalties. 7

In each of the above cases, the affected bank or individual has clearly delineated
procedural rights, which generally include the right to be notified of the basis of the
order, respond on the merits, and ultimately contest it before an Article III court.?8
Notably, these procedural rights incentivize both regulator and regulated to nego-
tiate an agreement in lieu of litigation.

Another important procedural right was provided by Congress when it required
each banking agency to establish a process for administrative appeal of any material
adverse supervisory determination—that is, actions for which there was no formal

3See 12 U.S.C. §248(a)(1) (Federal Reserve); 12 U.S.C. §481 (OCC—national banks); 12 U.S.C.
§1463, 1464 (OCC—Federal savings associations); and 12 U.S.C. §1820(b) and (c¢) (FDIC). State-
chartered banks are also subject to examination by the relevant State banking agency.

412 U.S.C. §1818.

512 U.S.C. §1831p-1.

612 U.S.C. §3907(b); see also 12 CFR 3.601 et seq. (OCC); 12 CFR 263.83 (Federal Reserve);
and 12 CFR 324.5 (FDIC).

712 U.S.C. §1818.

8See 12 U.S.C. §1818(h).
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appeal under the law.® This might include a CAMELS rating or a loan classifica-
tion.

Finally, all of these procedural rights are supplemented by section 706 of the Ad-
ministrative Procedure Act, which governs the rulewriting process for all Federal
agencies and gives any affected person the right to seek judicial review of any final
agency action.10 It serves as the ultimate guarantee that the regulations against
which banks are being examined are adopted and administered with due process of
law.

The System in Practice

Unfortunately, the laws that I have just described, and the procedural rights that
Congress provided in them, have become increasingly irrelevant in practice, sup-
planted by an alternative, nonpublic examination and enforcement regime where
they are unavailable.

The Shift From Regulation to MRAs Based on Guidance and Ad Hoc Mandates

First, the banking agencies have increasingly avoided notice and comment rule-
making, which under the APA requires the agencies to give prior notice of the rule
they propose to issue, seek public comment on that proposal, and explain in any
final rule why they have disregarded any comment. Instead, they have (i) issued
guidance generally without opportunity for public comment or Congressional review
or (ii) imposed mandates through the examination process, and then proceeded to
treat each examination mandate as binding as a regulation, contrary to law.

MRAs and MRIAs

A Matter Requiring Attention, or MRA, is the vernacular by which bank exam-
iners communicate criticisms to a bank’s management or (increasingly) to the board
of directors. MRAs and MRIAs have no basis in law—there is no reference to them
in any statute—and they are unenforceable as a legal matter (in contrast to agency
orders, which are enforceable and subject to due process). In essence, MRAs create
a to-do list for the bank that comes at the end of examination report.

Make no mistake, however: the banking agencies take the position that MRAs
must be remediated. 1* And ask any banker whether remediation of MRAs or MRIAs
is optional, and the answer will be no.12 But you really can’t ask any banker, be-
cause MRAs and MRIAs are included in an examination report, which the banking
agencies consider Confidential Supervisory Information; therefore, it is a Federal
crime for a banker to complain publicly about an MRA.

Consider the number of MRAs they are prohibited from talking about:

912 U.S.C. §4806.

105 U.S.C. §706.

11The bank enforcement section of the OCC’s “Policies and Procedures Manual” states that
an examination report may contain “concerns,” which are expressed in an MRA. It then states:
“The actions that the board and management take or agree to take in response to violations
and concerns are factors in the OCC’s decision to pursue a bank enforcement action . . . A
bank’s board and management must correct deficiencies in a timely manner.” See Office of the
Comptroller of the Currency, “Policies and Procedures Manual”, PPM 5310-3 (Nov. 13, 2018) at
3 (emphasis added), available at htips://www.occ.treas.gov/news-issuances/bulletins/2017/
ppm-5310-3.pdf. Similarly, in its Supervision and Regulation Report, the Fed states: “In the
event that holding companies do not address MRAs in a timely or complete manner, examiners
may determine that the related weaknesses represent a significant threat to the safety and
soundness of the company or its ability to operate in compliance with the law and may rec-
ommend further action.” Federal Reserve, Supervision and Examination Report (Nov. 9, 2018)
at 16, available at htips:/ /www.federalreserve.gov /publications /supervision-and-regulation-re-
port.htm. The Federal Reserve also states, “MRIAs are matters of significant importance and
urgency that the Federal Reserve requires banking organizations to address immediately.” 1d.
at Appendix A (emphasis added).

12Greg Baer and Jeremy Newell, “The MRA Is the Core of Supervision, But Common Stand-
ards and Practices Are MIA”, Underwritings: The BPI Blog (Feb. 8, 2018), https:/ |/ bpi.com /the-
mra-is-the-core-of-supervision-but-common-standards-and-practices-are-mia / .
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Approximate Number of Open MRAs at the Federal Reserve and OCC

Yer | occ | [lederal
Reserve
2008 | 6,100
2000 7900
2010 | 8200
2011 | 8400
2012 [ 9,500
2013 [ 7900 9,120
41 4900 7400
S| 4600 6,700
6 | 4100 5,890
T 1 3900 3,830
§ | 3700 5,400

Note: All figures are approximate as they were sourced from publicly available graphs released by the agencies. .

Consider, in contrast, the use of the enforcement mandates actually prescribed by
statute and described above. For the Federal Reserve and the OCC over the past
10 years:

e The Federal Reserve has issued 34 safety and soundness orders; the OCC has
issued zero.

e The Federal Reserve has issued only 20 prompt corrective action orders; the
OCC has issued 34.

e The Federal Reserve has issued 211 capital directives; the OCC issued 9.

e The Federal Reserve has issued 75 removal actions against individuals; the
OCC issued 246.

The case of safety and soundness orders is particularly telling. These are orders
that specifically relate not to capital or liquidity levels but rather exactly to the
sorts of issues examiners consider during an examination—risk management, credit
underwriting, etc. Over the past 10 years, the OCC has not issued a single such
order, but it has issued tens of thousands of MRAs.

What, then, are the bases for the thousands of MRAs and MRIAs being issued
to banks?

“Guidance”

Postcrisis, there has been issuance of a massive volume of “guidance” in the form
of supervisory letters, bulletins, and circulars. Guidance also includes examination
handbooks (which previously were designed for examiners, not banks) and even en-
forcement actions (where the standards enforced on one bank through a consent
order have at times been treated as binding on all banks). 14

13Data taken from the Federal Reserve’s “Supervision and Regulation Report” dated Novem-
ber 2018, available at hitps://www.federalreserve.gov/publications/files/201811-supervision-
and-regulation-report.pdf and OCC’s 2018 Annual Report, available at Attps:/ /www.occ.gov/an-
nual-report | download-the-full-report | 2018-annual-report.pdf. Federal Reserve data includes
MRAs for BHCs, SLHCs, and FBOs. Figures for 2018 are as of the end of Q2 2018. OCC data
includes MRAs for national banks and Federal savings associations. Figures for 2018 are as of
the end of Q3 2018.

14This stance is contrary to Supreme Court precedent. United States v. Armour and Co., 402
U.S. 673 (1971); Local No. 93, Int’l Ass’n of Firefighters v. City of Cleveland, 478 U.S. 501 (1986)
(holding that settled cases have no precedential effect).
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The volume of guidance is in some ways inestimable, as it takes so many forms.
By one estimate, since 2013, the OCC has issued 330 pieces of OCC-only or inter-
agency guidance in the form of bulletins; the Federal Reserve has issued 103 pieces
of Federal Reserve-only or interagency guidance in the form of Supervision and Reg-
ulation (SR) letters. 1> But this dramatically understates the volume, because the
agencies (and therefore bank compliance teams) treat numerous other agency state-
ments as binding.

Consider, as an example, vendor management. The OCC in 2013 issued a volumi-
nous bulletin, which itself referenced and reinforced over 50 previous bulletins, advi-
sory letters, and banking circulars, that describes how federally chartered banks
should deal with their vendors and contractors. 16 It applies to a wide range of ven-
dor—and many other types of business relationships (other than customer relation-
ships)—everything from key IT vendors to corporate wellness vendors—and its ex-
pectations are granular and prescriptive. The result has been a cottage industry, re-
quiring the retention of large teams of people, both internal and consultants, to act
as gatekeepers to any contract with a third party and to draft policies and proce-
dures for practically any interaction with a third party, and to document compliance
with those policies on an ongoing basis. 17 (Unfortunately, but not surprisingly, one
effective means to compliance is to concentrate one’s most critical vendor relation-
ships with fewer, larger firms that are able to handle the associated compliance bur-
dens, at the expense of small businesses who cannot.) 18

Banks generally treat all of those utterances as legally binding because a “viola-
tion” of any of them can form the basis for an MRA. And these guidance documents
not only impose meaningful restrictions on banks internal operations but also pro-
scribe or circumscribe specific products and offerings (e.g., small-dollar credit or le-
veraged lending).

To be sure, recent pronouncements by the GAO and statements by the agencies
have sent a message that guidance is not to be treated as binding. One could read
a recent interagency statement as stating as much, though it does not include a spe-
cific reference to MRAs and rather refers to agency “citations,” which has prompted
confusion. This area therefore appears to be one where, as suggested later in my
testimony, clarity is required.

“Safety and Soundness”

In some cases, MRAs are based not on any law, regulation or even written guid-
ance, but simply on examiner preference. In some cases, they take the form of “in-
dustry MRAs,” which are identical examination mandates issued to multiple
banks—basically, an ultra vires regulation without the process required by the APA.
Increasingly those preferences derive from “horizontal reviews,” where examiners
review practices across a variety of banks, decide which one they prefer, and then
require the remainder to adopt what examiners have determined to be best practice.
A primary source of many such reviews is the Federal Reserve’s Large Institution
Supervision Coordinating Committee (LISCC), a supervisory committee it uses to
oversee the supervision of large banks. Notwithstanding the LISCC’s significance,
the Federal Reserve has never established a process or meaningful criteria for how
firms become subject to (or exit from) LISCC designation and its requirements. Yet
LISCC designation triggers a wide range of heightened requirements related to cap-
ital adequacy and capital planning, liquidity sufficiency, corporate governance, and
recovery and resolution. (In turn, these significant requirements generally flow from
guidance, not law or regulation.)

Asked for the legal basis for such actions, examiners often cite “safety and sound-
ness.” Indeed, they are doing so increasingly, as the law has become clearer that
guidance is nonbinding and cannot serve as the basis for an MRA.

But “safety and soundness” is not a magical phrase. Rather, it is shorthand for
an “unsafe and unsound banking practice” that the banking agencies are authorized
(after appropriate procedural process) to prohibit under 12 U.S.C. 1818. And that
phrase has a well-defined legal meaning. As explained by the DC Circuit Court of
Appeals, an unsafe or unsound practice for purposes of section 1818 “refers only to
practices that threaten the financial integrity of the institution.” Johnson v. OTS,
81 F.3d 195, 204 (DC Cir. 1996); see also Gulf Federal Savings and Loan Association

15The Federal Reserve Bank of St. Louis maintains a public compendium of these and other
agency issues at https:/ /www.stlouisfed.org | federal-banking-regulations/.

16 OCC Bulletin 2013-29.

17This consultant-industrial complex frequently includes retention of former regulators.

18Tn a 2017 “Semi-Annual Risk Report”, the OCC itself observed that “[c]onsolidation among
service providers has increased third-party concentration risk, where a limited number of pro-
viders service large segments of the banking industry for certain products and services.” See
https:/ /www.occ.gov [ publications | publications-by-type | semiannual-risk-perspective | pub-semi-
annual-risk-perspective-spring-2017.pdf.
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v. Federal Home Loan Bank Board, 651 F.2d 259 (5th Cir. 1981) (“The breadth of
the ‘unsafe or unsound practice’ formula is restricted by its limitation to practices
with a reasonably direct effect on an association’s financial soundness.”); Seidman
v. Office of Thrift Supervision, 37 F.3d 911 (3d Cir. 1994) (“The imprudent act must
pose an abnormal risk to the financial stability of the banking institution . . .. Con-
tingent, remote harms that could ultimately result in ‘minor financial loss’ to the
institution are insufficient to pose the danger that warrants cease and desist pro-
ceedings.”); Hoffman v. FDIC, 912 F.2d 1172, 1174 (9th Cir. 1990) (requiring “abnor-
mal risk or loss or damage to an institution, its shareholders, or the agencies admin-
istering the insurance funds”). 19

Clearly, given the sheer number of MRAs it seems highly unlikely that all or even
most of them meet that standard. The fact that they come at a time when the vast
majority of banks are in compliance with all relevant capital and liquidity require-
ments makes it still more unlikely. Indeed, I wish that I could provide the Com-
mittee examples of MRAs that deal with matters that are beyond immateriality to
the point of irrelevancy. Again, however, the banking agencies take the position that
doing so is a criminal violation, so I cannot. The Committee itself would need to
investigate the extent to which banking agency MRAs meet this standard—perhaps
by requesting a sample of anonymized MRAs from exam reports issued over the
past 5 years. Furthermore, it is deeply unfortunate that, other than reporting the
total number, the agencies report no aggregate or anonymized data on the subject
of those MRAs—reporting that no reading of the law would prohibit.

Examination Versus Supervision

The breakdown in legal process goes hand in hand with a broader trend. By law,
the job of the regulatory agencies is to establish ex ante regulations, and then to
examine the books and records of banks to ensure that they are operating in accord-
ance with those regulations and that they are not engaged in practices that pose
the risk of a substantial loss to the firm—that is, losses that could materially erode
their capital and liquidity position. It is a system of regulation and examination.

Notably, the word supervision does not appear in the authorizing statues for the
examination process. There is a large difference between examining a firm and su-
pervising it. Congress authorized the former, but the current system is all about the
latter. It is less and less about protecting taxpayers—that goal is primarily served
through capital and liquidity requirements—and more about protecting shareholders
by attempting to comanage the firm. Thus, we see constant references to
“reputational risk”—another term that does not appear in law or regulation, but
which has become shorthand for a practice that is legal and creates no material fi-
nancial risk but which is disfavored by examiners. And as I will now describe, there
is now a shadow enforcement regime that allows regulators to “supervise” without
due process.

The Shadow Enforcement Regime

At this point, one should wonder: if all the MRAs are legally unenforceable and,
moreover, based on unenforceable guidance and vague references to safety and
soundness, why are they treated as binding rules by banks, and particularly their
compliance teams? Why are they diverting extraordinary resources to comply with
mandates that are often immaterial to their safety and soundness and in many
cases against their better judgment?

The answer is: because a new, shadow enforcement regime has grown up
posterisis. It relies on growth and investment restrictions never authorized by Con-
gress in place of written agreements, formal orders, and capital directives that were
so authorized. Those restrictions are immediately effective, effectively unreviewable
and therefore practically uncontestable by the bank. It is why those tens of thou-
sands of MRAs should not be viewed as examination findings but rather as de facto
enforcement actions.

Shadow Growth Restrictions

19There is a minority of circuits that has a somewhat lower standard for what constitutes
an unsafe and unsound practice, but even there the bar is still extremely high. These circuits
primarily endorse the so-called Horne standard—named after the Federal Home Loan Bank
Board Chairman who, in material provided to Congress in 1966 in support of the legislation that
employed the term, described it as: “any action, or lack of action, which is contrary to generally
accepted standards of prudent operation, the possible consequences of which, if continued, would
be abnormal risk or loss or damage to an institution, its shareholders, or the agencies admin-
istering the insurance funds.” See, e.g., First National Bank of Eden v. Department of the Treas-
ury, 568 F.2d 610 (8th Cir. 1978). That said, the law of the DC Circuit is effectively dispositive,
given that the defendant in any action under 12 U.S.C. 1818 has the option of appealing to the
DC Circuit, in addition to the relevant circuit for traditional venue purposes. Thus, a bank seek-
ing to challenge an action can do no worse than the law of the DC Circuit.
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Thus, the Federal Reserve’s Supervisory Letter 14-02, issued in 2014, describes
factors the Federal Reserve will consider in acting upon bank applications to engage
in a wide range of proposed transactions, including mergers, acquisitions, asset pur-
chases, investments, new activities, and branching.20 SR 14-2 states that banking
organizations that are rated below “satisfactory”, that are subject to any enforce-
ment action, or that have any significant consumer compliance issues or other “out-
standing supervisory issues” should not even file an application until they resolve
their supervisory issues. Although the literal terms of SR 14-2 suggest that various
of these prohibitory conditions can be overcome, the general prohibitions have been
virtually absolute in practice. Yet none of them is articulated in the relevant gov-
erning statutes. And, for good measure, SR 14-02 itself was never published for no-
tice and comment or submitted for Congressional review under the Congressional
Review Act. By all accounts, the practices at the other Federal banking agencies
have generally been similar, though generally not codified in writing. 21

For perspective on how odd this new enforcement regime is, consider that we rou-
tinely see serious compliance violations across a wide range of American industries.
Those companies are subjected to enforcement proceedings and are required to pay
fines and remediate their practices, but no one ever suggests that while those pro-
ceedings are pending they should be stopped from opening new franchises, building
new plants, developing new drugs, designing new cars, or launching new apps. Yet
in banking, regulators often prohibit any type of expansion by the bank as a reac-
tion to any compliance failure.

Thus, SR 14-02 states that covered banks seeking to expand must “convincingly
demonstrat[e] that the proposal would not distract management from addressing the
existing problems of the organization or further exacerbate these problems.” Again,
it is very difficult to imagine how senior management could not simultaneously
oversee, for example, one group of employees mailing reimbursement checks to con-
sumers under a consumer compliance settlement and another group of employees
opening a branch in Philadelphia or buying an asset manager in Los Angeles. In
other industries, one presumes that a retailer with a data breach can still open new
stores, or that an auto company with a fatal defect in its ignition switch can still
open new dealerships. Yet over the past 10 years, a contrary illogic has significantly
impaired the ability of banks to invest and expand to serve their customers better.

The unique reliance on growth restrictions in banking is even more remarkable
when one realizes that banks already are subject to more potential penalties, im-
posed by more potential regulators, than practically any other industry. The inabil-
ity to open a new branch is not necessary as a deterrent.

Thus, under agency practice, any unresolved consumer compliance issue or any
unresolved supervisory issue can prevent a bank from expanding in any way. There
are two results. First, obviously, bank expansion and investment in new tech-
nologies has been curtailed to an unhealthy extent. Second, and more importantly,
this arrangement has given examiners powers never contemplated by Congress,
without any procedural check or balance.

To be clear, Congress has authorized the banking agencies to restrict the growth
of financial institutions under some circumstances, but those circumstances were in-
tended to be quite limited. Under section 4(m) of the Bank Holding Company Act
and implementing regulations, and the Board’s Regulation Y, a financial holding
company which receives either a rating of Deficient-1 or Deficient-2 on any compo-
nent under the LFI rating system or whose subsidiary bank receives a CAMELS “3”
composite or Management rating must receive Federal Reserve approval to conduct

20SR 14-2/CA14-1: “Enhancing Transparency in the Federal Reserve’s Applications Process”
(Feb. 24, 2014). Most large transactions involve a Federal Reserve review and therefore SR 14-
2 may well directly affect many bank-level (in addition to bank holding company level) applica-
tions in that context.

21 Applicable OCC and FDIC guidance—which like SR 14-2 have never been subject to public
comment—differ from 14-2 in some respects and are less detailed. The OCC’s Comptroller’s
Manual, Business Combinations (July 2018) states that in the context of MRAs and program
deficiencies, the OCC assesses the nature and duration of the issues, the institution’s progress
in remediating identified program deficiencies, and whether the proposed combination would de-
tract from the remediation, exacerbate existing problems, or create new problems for the result-
ing institutions. In the context of an enforcement action, the Manual simply states that in these
circumstances the bank should consult with its supervisory office and Licensing Division before
pursuing any plans for a transaction. See “Comptrollers Manual” at 7-8. The FDIC’s 1998
“Statement of Policy on Bank Merger Transactions” simply provides that “[aldverse finding may
warrant correction of identified problems before consent is granted, or the imposition of condi-
tions.”
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certain nonbanking activities.22 A related provision requires the Board to consider
a company’s effectiveness in combatting money laundering activities in connection
with applications to acquire bank shares or assets.22 Similarly, under the law gov-
erning interstate mergers and branching, for a bank to open a branch in any State
in which it does not already have a branch, the bank must satisfy certain statutory
standards and requirements for the bank to be “well capitalized” and “well man-
aged.” 24

These provisions have been extended far beyond their statutory intent and become
part of the shadow enforcement regime. First, as noted above, the requirement to
consider anti—-money-laundering effectiveness in connection with some applications
became a bar to any expansion by any institution with an outstanding AML consent
order, regardless of whether the alleged problems were minor or major, or what
their State of remediation was. 25 Second, in conditioning certain nonbanking activi-
ties on a “3” rating, Congress understood that rating to reflect the management of
the overall organization. Indeed, by its own terms, the Management rating is in-
tended to reflect “the capability of the board of directors and management, in their
respective roles, to identify, measure, monitor, and control the risks of an institu-
tion’s activities and to ensure a financial institution’s safe, sound, and efficient oper-
ation in compliance with applicable laws and regulations.” 26 Postcrisis, however, the
Management rating has become less about the financial condition of the bank and
more about compliance with banking agency rules, guidance, and examiner pref-
erence. This represents a fundamental change.

The direct result of this shift (lower ratings) was less important than its indirect
result: adding an enforcement mechanism for MRAs that Congress never considered.
Once the Management rating became subjective and untethered to financial condi-
tion, the threat of a downgrade to a “3” rating became as powerful an enforcement
tool as any formal order. So, too, did an actual downgrade, with the need for Federal
Reserve approval to continue conducting nonbanking activities unless the bank re-
mediate exactly as instructed.

Again, though, section 4(m) relates only to nonbanking activities conducted by
bank affiliates. It has nothing to do with the establishment of branches, or even the
acquisition of or merger with other depository institutions or bank holding compa-
nies. Congress has never conditioned the opening of a branch on a particular man-
agement rating of the bank. Yet in practice, the agencies have done that them-
selves. 27

Examination Appeals

As the banking agencies have avoided statutory enforcement mechanisms that
come with congressionally established procedural rights in favor of informal but
equally binding examination mandates, the importance of the examination appeals
process, and the agency ombudsman, has grown significantly.

Sadly, for both structural and practical reasons, these tools are effectively dead
letters for banks, and thus almost never used. Between 1995 and 2012, the OCC
issued 157 decisions, and the Federal Reserve issued 25.28 Consider that against
a backdrop of tens of thousands of MRAs, and clearly something is very, very wrong.

The reasons for the paucity of appeals are not hard to divine. First, every banker
and bank counsel is taught that “examiners have long memories,” such that poten-
tial for retaliation is always a concern.29 Second, appeals are made to the same
agency that assigned the rating. For example, at the Federal Reserve, the ultimate
arbiter in an appeal is a designated Federal Reserve Board Governor, while at the

2212 U.S.C. §1843(m)(3); 12 CFR 225.83(d)(2).

2312 U.S.C. §1842(c)(6).

2412 U.S.C. §1831u. A similar requirement exists for approval of interstate mergers.

25 According to Federal Reserve SR 13-7, which addresses de novo branching by State member
banks rated “3”, “In all cases, the bank’s Bank Secrecy Act/Anti—Money-Laundering program
needs to be considered satisfactory.”

26 Uniform Financial Institutions Rating System, 61 FR 67021, 67027 (Dec. 19, 1996).

27See Louisiana Public Service Comm’n v. FCC, 476 U.S. 355, 375 (1986) (“/Aln agency lit-
erally has no power to act . . . unless and until Congress confers power upon it . . . . Thus,
we simply cannot accept an argument that the FCC may nevertheless take action which it
thinks will best effectuate a Federal policy. An agency may not confer power upon itself.”)

28 Julie Anderson Hill, “When Bank Examiners Get It Wrong: Financial Institution Appeals
of Material Supervisory Determinations”, 92 Wash. U. L. Rev. 1101 (2015). The author notes
that data from 1995-2000 was unavailable for the Federal Reserve.

291n recognition of this tendency to retaliate, the agencies have adopted internal policies criti-
cizing examiner retaliation against institutions for pursuing supervisory appeals. One can ques-
tion their effectiveness in practice, however.
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FDIC, appeals are ultimately decided by the agency’s Supervision Appeals Review
Committee.

To their considerable credit, some of the agencies have recently sought public com-
ment on their internal appeals processes. My suspicion, though, is that the problem
cannot be solved without related reforms of the type discussed in this testimony.

Attorney—Client Privilege

A case study in the examination status quo concerns the attorney—client privilege.
Examiners take the position that they can override attorney—client privilege, wheth-
er in the course of an ordinary examination of a bank or of an enforcement action.
Thus, for example, in the latter case, the agencies take the position that they can
begin their investigation by seeking the interview notes of inside and outside litiga-
tion counsel who have been defending the case. This is remarkable. So too is the
fact that the SEC and the Department of Justice take the opposite position in the
enforcement context.

What is more remarkable is that there is no legal basis for this position. Seven
of the Nation’s leading law firms have done a joint opinion that concludes “There
is no valid legal basis for the Agencies to demand that supervised institutions dis-
close privileged material. As discussed, all the relevant case law and fundamental
legal principles compel this conclusion.”39 The American Bar Association in a 2012
letter to the CFPB agreed that the examination powers of the agencies do not allow
them to invade the privilege, finding “the ABA is not aware of any reported Federal
appellate court case holding the Federal Banking regulators—or any other Federal
agencies—can require production of privileged materials, nor do the Federal bank-
ing statutes contain such authority.”

Of course, the agencies state that the privilege still holds with respect to all other
third parties, and that providing privileged material to examiners or enforcement
lawyers does not constitute a waiver of the privilege. While this is true, it is akin
to saying that only the Government will be reading your email or searching your
house, not other third parties. The fact that the Government is potentially accessing
any and all privileged information absolutely vitiates the goal of the privilege, which
is to “encourage full and frank communication between attorneys and their clients
and thereby promote broader public interests in the observance of law and adminis-
tration of justice.” 31

Notably, none of the banking agencies has contested the legal merits of the seven-
firm memorandum in any venue at any time. Rather, they have continued their
practice unabated. And banks have almost universally complied.

Why? This question really gets to the heart of the postcrisis hidden regime. First,
it is unlikely that any bank (or trade association) would have standing to bring a
declaratory judgment action against the agencies. A court’s likely response would be
that a case or controversy would exist only if a bank refused to provide privileged
material and the agencies served a subpoena for it. But no bank is going to take
that step, because of concerns about retaliation and reputational harm if labeled as
uncooperative. For that reason, the Department of Justice and SEC affirmatively
state that a bank’s failure to provide a “voluntary” waiver will not be considered
against it in assessing cooperation and penalties. Neither, importantly and con-
versely, will a company be rewarded for a waiver. 32

As a result, banks (and indeed, banks alone) operate without the benefit of the
candid legal advice that the attorney—client and work product privileges have en-
sured for centuries. Examiner pressure on keeping minutes of all management com-
mittee meetings and criticizing banks when the minutes are not specific enough are
another means to chill candid conversations within the banking organization itself.

The Results

The results of this new supervisory regime are significant. Many banks of all sizes
have been restricted from branching, investing in new businesses, or merging for
reasons that are neither public nor assessable. (Indeed, the Committee might con-
sider asking the banking agencies for a list of all banks that have been subject to

30See “Banking Regulators’ Examination Authority Does Not Override Attorney—Client Privi-
lege”, Opinion of Cleary Gottlieb Steen and Hamilton; Covington and Burling; Davis Polk;
Debevoise and Plimpton; Simpson Thacher and Bartlett, Sullivan and Cromwell; and Wilmer
Cutler Pickering Hale and Dorr, available at https:/ /www.sullcrom.com /siteFiles | Publications /
SC-Publication-Banking-Regulators-Examination-Authority-Does-Not-Override-Attorney-Client-
Privilege.pdf.

31Upjohn Co. v. United States, 449 U.S. 383, at 389, citing Hunt v. Blackburn, 128 U.S. 464,
470 (1888).

32§28710-20; SEC Division of Enforcement Office of Chief Counsel, “Enforcement Manual”
(Oct. 28, 2016).
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a nonpublic growth restriction over the past 5 years, to be reviewed in camera.)
Bank technology budgets often are devoted primarily not to innovation but to re-
dressing frequently immaterial compliance concerns. Indeed, an underrated cause of
the rise of FinTech companies over the past 10 years has been the fact that banks
were spending their innovation budgets on compliance systems geared towards im-
material issues.

Board and management time has been diverted from strategy or real risk man-
agement and instead spent remediating frequently immaterial compliance concerns
ar}d éangag'ing in frequent meetings with examiners to ensure that they are fully sat-
isfied.

In effect, Congress has said that banks are free to develop different and competing
practices, so long as they do not rise to the level of unsafe or unsound. But “unsafe
and unsound” is a high bar from an evidentiary perspective, and due process can
be a bother; thus, bank supervision has shifted away from this legal concept to a
more malleable and supple one—“best practices” enforced by MRAs (Matters Requir-
ing Attention) that are effectively unappealable.

A Way Forward

Notwithstanding the problems and concerns I have articulated, it is important to
acknowledge several recent developments that suggest more attention is being paid
to these issues:

e The General Accountability Office in a series of opinions requested by Members
of Congress has ruled that various types of agency action self-described as
“guidance” are in fact rules under the Congressional Review Act; they are there-
fore unenforceable until they are submitted for Congressional review and not
invalidated. Furthermore, these decisions have served to highlight the fact that
rules the agencies have clearly treated as binding33 not only were not sub-
mitted to Congress but also were never published for public comment, in viola-
tion of the Administrative Procedure Act.

e Last September, the Federal banking agencies and CFPB issued an “Inter-
agency Statement Clarifying the Role of Supervisory Guidance”, which re-
affirmed that supervisory guidance “does not have the force and effect of law,
and the agencies do not take enforcement actions based on supervisory guid-
ance.”34 This represented an important step forward in ensuring that agency
guidance is issued and applied in a manner consistent with the APA and the
Congressional Review Act and, more broadly, that formal examination criti-
cisms focus on matters material to the financial condition of a bank. Unfortu-
nately, there are numerous reports that the statement (which is itself non-
binding guidance) is not being followed in practice.

e Also last year, the CFPB issued a bulletin that established two categories of ex-
aminer mandates—a step that could serve as a model for the Federal banking
agencies. The bulletin notes that the CFPB would continue to use MRAs going
forward, but only to address and correct issues that are “directly related to vio-
lations of Federal consumer financial law”;35 the bulletin then establishes a
separate and distinct category of communication, the “Supervisory Rec-
ommendation” (SR), which will be used “to recommend actions for management
to consider taking . . . when the Bureau has not identified a violation of Fed-
eral consumer financial law, but has observed weaknesses in CMS.” 36 Thus, the
CFPB statement allows for an important dialogue to continue between exam-
iners and the institution with respect to nonmaterial matters, but without legal
sanction. In other words, with respect to matters that do not involve a violation
of law, a bank’s management is free to design and innovate, while examiners
remain free to identify best practices and provide input.

e Last November, the Federal Reserve finalized a new ratings system for large
financial institutions that was substantially clearer, more objective, and better
focused on core matters of financial condition than its predecessor. Although not
perfect, this new framework not only represents a meaningful shift closer to
transparency and the rule of law for those institutions.

33See, e.g., Ryan Tracey, “Feds Win Fight Over Risky-Looking Loans”, Wall Street Journal
(Dec. 2, 2015), available at https://www.wsj.com/articles/feds-win-fight-over-risky-looking-
loans-1449110383.

34See, e.g., Federal Reserve Supervisory Letter SR 18-5 / CA 18-7, Interagency Statement
Clarifying the Role of Supervisory Guidance (Sept. 12, 2018).

35 BCFP Bulletin 2018-01, “Changes to Types of Supervisory Communications” (Sept. 25,
20%68% éemphasis added).
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e The FDIC has recently withdrawn hundreds of Financial Institution Letters, its
version of regulatory guidance.

e In general, there has been a recent trend towards publishing more regulatory
requirements for public comment. As the numbers show, the number of out-
standing MRAs has reduced over the past few years. Still, the numbers remain
extraordinarily high, particularly given that by every possible objective measure
the banking industry is in good health. Furthermore, we cannot know whether
those lower numbers reflect a greater focus on material safety and soundness
matters by examiners, or simply the fact that banks have spent billions of dol-
lars redressing every possible examiner concern for the past few years.

More broadly, some banks have reported that examinations have recently become
more focused on material issues. Others, though, have not. But the primary concern
remains: when the great majority of requirements are imposed in secret, with no
process, they can vary across banks and across time because there simply are no
checks or balances. So, this fundamentally is not an issue of tighter regulation or
looser regulation (deregulation) but an issue of consistent and predictable regulation
that is consistent with the law.

Potential Next Steps

How could matters be improved?

First, the banking agencies should grant the petition for rulemaking filed by the
Bank Policy Institute and the American Bankers Association, follow the example set
by the CFPB, and confirm what they have already said in a recent statement: that
guidance is not binding and will not form the basis for an MRA, and that only viola-
tions of law (including an unsafe and unsound practice) will form the basis for an
MRA. This step is necessary because by numerous accounts their earlier statement
is being disregarded in practice.

Second, more broadly, the agencies should seek public comment on what an MRA
is. If an MRA is an unenforceable suggestion, with no consequences for a company’s
ability to grow or invest, then they should make that clear. If it is a de facto order,
then it should be issued only when there is a legal basis for it—a violation of law
or an unsafe or unsound banking practice—and the bank should receive APA-pre-
scribed process.

Third, a zero-based review of the application process should be undertaken by
each banking agency. Pending such a review, the Federal Reserve should rescind
its SR Letter 14-02 (establishing a series of ultra vires rules for bank expansion)
and formally return to applying statutory standards for branching, merger, and in-
vestment applications. The OCC, which has acted similarly but without issuing pub-
lic guidance to that effect, should do likewise. Any resulting application process
should emphasize transparency and accountability. For example, the Governors of
the Federal Reserve Board, the Comptroller of the Currency, and the Directors of
the FDIC personally should receive regular reports on applications that have been
pending for more than a given period—say, 75 days—along with the reason for the
delay. The pendency of an investigation should not constitute grounds for delay ab-
sent extraordinary circumstances.

Fourth, the CAMELS rating system should be rethought entirely.37 The Federal
Reserve Board has recently adopted a significant rethinking of holding company rat-
ings, and the banking agencies/FFIEC should do likewise. Such a review should em-
phasize the benefits of objective, transparent, consistent standards over subjective,
opaque, and ad hoc standards. In particular, a management component, if retained,
should not be a highly subjective wild card that can be used to deem a bank with
solid capital, liquidity, and earnings to be unsafe and unsound, and thereby subject
to an expansion ban. Any assessment of management should focus on financial man-
agement. A meaningful appeals process should be instituted.

Conclusion
Many thanks for the opportunity to appear before you today.

37The expansion of bank supervision is having an impact on the economy. See Greg Baer and
Jeremy Newell, “How Bank Supervision Lost Its Way”, Underwritings: The BPI Blog (May 25,
2017), hitps:/ | bpi.com | how-bank-supervision-lost-its-way /.
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Many sectors of the economy are regulated. Only the banking sector is also super-
vised. The legal framework that governs the banking sector and the banking agen-
cies is written and public. Whether you agree or disagree with the policy choices,
the legal framework is made in full sight of all. Supervision happens behind closed
doors. It relies upon secrecy and involves a system of discretionary actions by super-
visory staff. This zone of secrecy is traditionally justified for the sake of financial
stability and bank safety and soundness. There has long been an uneasy truce be-
tween the transparency and accountability required by the rule of law and the se-
crecy and discretion of supervision.

That uneasy truce has become untenable. One canary in the coal mine is the in-
crease in leaks of confidential supervisory information. The melody that canary is
singing is changed societal mores about transparency. It also matters that confiden-
tial supervision can be a shield that makes it more difficult to hold the banking su-
pervisors accountable. The public, including the Congressional oversight committees,
scholars and others, has limited information about the work of the banking super-
visors. Should they be praised or criticized? ! Nobody knows. The public debate, and
academic scholarship, is critically underinformed.

As Hyman Minsky has noted, “Perfection is out of the question, but better is pos-
sible.”2 Understanding that some secrecy is necessary for bank safety and sound-
ness and candid conversations, I recommend beginning with three changes.

First, the regulations governing confidential supervisory information need to be
modernized. Their core framework was put in place during the late 1960s and only
lightly updated in the mid-1990s. They no longer match the reality of the digital
age. The realm of confidential supervisory information should be narrowed to the
core minimum necessary to protect financial stability or individual bank safety and
soundness.

Second, we should recognize that one of the aftereffects of the Financial Crisis has
been a vast expansion in the nature of supervision and its zone of secrecy and dis-
cretion. Social and economic policy choices are being made within a shadow regu-
latory system. From “moral suasion” to the matters requiring attention and matters
requiring immediate attention that come out of the examination process, as well as
horizontal reviews, banking organizations are subject to both a public and a non-
public web of guidance and expectations. Sensible guardrails are needed so that su-
pervision does not make economic and social policy choices that impact credit, jobs
and growth in an ad hoc manner free from oversight. We should also recognize that
secret lore3 and guidance have a troublesome placement in the legal framework
since the concept of secret law in a democracy is on shaky ground.

Third, Congress and the banking agencies need to think clearly about how to cre-
ate an environment where the supervisory staff are given the training, resources
and tools that would permit them to do their jobs in a way that is more transparent
to the world, where there is more accountability and where there is more consist-
ency with the rule of law. As the zone of secrecy and discretion has widened, it has
increasingly become delinked from the legal framework of the regulatory State. One
way to increase those tools and resources, in light of the increased complexity of
both the legal framework and the banking sector, is that training for the super-
visory staff should be expanded to include core modules on the rule of law in a Con-
stitutional democracy and the legal framework that governs the regulatory State.

The time has come for a rebalancing of how the banking regulators supervise
banking organizations. The extensive scope of the shadow regulatory system, which
operates without transparency and with limited accountability, has become unten-
able in the digital age. The rebalancing should be in favor of more transparency,
accountability and observance of the rule of law by the banking supervisors. We

1Banking supervisors are highly professional men and women acting in good faith to carry
out an important mission in monitoring the banking sector for safety and soundness and compli-
ance with the law. The pressures on the supervisory staff during and since the Financial Crisis
have been enormous. I am convinced that more openness will lead to as much praise as criti-
cism.

2Hyman P. Minsky, “Financial Instability and APT Bank Supervision”, Hyman P. Minsky Ar-
chive Paper 470, 24 (1992).

31 prefer the term “secret lore” to “secret law” even though many banking lawyers, myself
included, will, in conversation refer to “secret law.” We do well to remind ourselves that, in a
democratic country, law cannot be secret. And, under the Administrative Procedure Act, it is
not.
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need to get this balance right as we move toward a more digital world with increas-
ing reliance on algorithms. If the norms of the rule of law, transparency, and ac-
countability are not part of supervisory culture, they will not find their way into
new technology.

We should not jettison confidential supervision but we ought to reform it for the
21st Century digital era.

The need to rethink the theory of supervision and how we might go about it are
inextricably linked to its history. I therefore begin in Part I by describing that his-
tory and suggesting principles for how to reform the regulators’ approach to con-
fidential supervisory information. In Part II, I set forth my view that supervisory
staff have not been trained in the legal framework at a time when their jobs have
grown tougher and the legal framework itself has become more complex.

I. The Need To Reform Confidential Supervisory Information

The Federal banking regulators have long operated under a cultural mindset dif-
ferent from other independent Federal agencies both in the financial sector and in
the larger regulatory State.* History explains why the separate cultural tradition
exists. This Part examines two regulatory traditions—a tradition of secrecy and dis-
cretion unique to banking supervision and a New Deal tradition of transparency in
the regulatory State more broadly.

A. The Tradition of Secrecy and Discretion

In banking supervision, two regulatory traditions have lived in an uneasy truce
since the New Deal. The central core and direct ancestor of Federal banking super-
vision is the confidential bank examination, which dates back to at least the mid-
19th Century.? Many do not realize, however, that these traditions of secrecy and
discretion developed at a time when there was limited Federal regulation of any sec-
tor, long before Federal deposit insurance, the creation of the Federal Reserve as
the lender of last resort, the New Deal administrative State of the 1930s and the
Administrative Procedure Act (APA) of 1946. The lack of a solid foundation in Fed-
eral law for many of the secrecy traditions of the banking regulators will surprise
many who have accepted them as if they were contained in hallowed texts.

There is another, more recent policy tradition, dating from the New Deal, which
created Federal securities disclosure laws and put in place a legal framework that
favors transparency and accountability by administrative agencies. Both traditions
must abide by the rule of law in our Constitutional democracy.

The truce remained workable when banks were engaged almost exclusively in tak-
ing demand deposits and making commercial loans. But, as market competition and
technological change made the banking sector more complex, the uneasy and
unexamined truce was, counterintuitively, sustained by the expansion of both the
tradition of secrecy and discretion and that of transparency and the rule of law. In
today’s complex times, we have both more secrecy and discretion and more trans-
parency. The problem is that we have them randomly and without serious thought
about how the zone of secret supervision ought to work in the 21st Century digital
era.

The bank examination, where an outside person appointed by the State examines
the books and records of the bank, has a long history. The 19th Century bank exam-
iner’s job was to look closely at the loans and liabilities of each individual bank and
to make sure that vault cash and reserves really existed. ¢ He, and in the 19th Cen-
tury it was always a he, performed his task in conditions of utmost secrecy.? His
critically important job was to assess whether the bank was safe and sound in an

4 For the purposes of this testimony, the concept of a banking regulator is limited to the Fed-
eral Reserve, the OCC and the FDIC. The CFPB operates under newer, more transparent cul-
tural norms.

5 As Professor Conti-Brown has noted, “the Examination Report from the Comptroller of the
Currency for each bank remained the same in general form from 1865 to 1953—an extraor-
dinarily stable institutional arrangement across a long period of economic, political, legal, and
financial tumult.” Peter Conti-Brown, “Stress Tests and the End of Bank Supervision”, The Reg-
ulatory Review (Apr. 21, 2016), available at link.

6 Simpler times exemplified in “It’s a Wonderful Life” by Mr. Carter, a diligent bank examiner
checking whether the Bailey Building and Loan had cash in its vault.

7The first woman bank examiner was Adelia M. Stewart who officially become a bank exam-
iner in 1921, after having gone to law school at night and having worked as a “clerk-stenog-
rapher” at the OCC since 1892. In 1922, the year after she was the first woman to pass the
test for national bank examiners, she was promoted to head of the examination division. See
Office of the Comptroller of the Currency, “The Changing Role of Women in the Workplace”,
available at link. I like to imagine that the first woman examiner understood the tight link be-
tween the legal framework and supervision.
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era when rumors could lead to deposit runs and bank panics were frequent.® Thus
developed the tradition of the secret bank examination, the crime of spreading false
rumors about a bank? and the view that bank supervision was best done inside a
cone of confidentiality to preserve the stability of the financial system and avoid
triggering a bank panic.

Central to the concept of a confidential bank examination is the need for a free
flow of communication in conditions of high trust between a bank’s management,
its board of directors and supervisory personnel. Bank examiners and the banking
sector feel strongly about the need for this candid conversation, which has contrib-
uted to the creation of a common-law bank examiners’ privilege that keeps reports
out of the public domain and out of the hands of the plaintiff’s bar. 1 The other jus-
tification for a confidential bank examination report has been that it contains pri-
vate personal information about bank customers and unvarnished views about the
creditworthiness of borrowers. The free flow of information, much of it deliberately
and appropriately leaning toward the negative and critical, and the protection of
personal information are policy goals to be taken seriously today.

The Federal banking regulators used the passage of FOIA in the mid-1960s, a
statute meant to expand the scope of information available to the public, to expand
their zone of confidentiality beyond the scope of the traditional bank examination.
There is no Federal statute that explicitly prohibits anyone other than bank exam-
iners from disclosing the bank examination or parts of it,1! such as CAMELS or
other ratings. 12 Soon after the passage of FOIA, 13 each of the Federal Reserve, the
OCC and the FDIC promulgated stern but ambiguous regulations that contain addi-
tional constraints on the sharing of confidential supervisory information. These reg-
ulations also introduced the assertion of the Federal banking regulators that bank
examinations and other supervisory communications are the property of the banking
regulators.

The authority to treat confidential supervisory information as property is less
solid than one might think, relying on a general Federal statute relating to Federal
Government property. One suspects that the general Federal property law was
pressed into service by the Federal banking regulators because no other statutory
authority was available. The result of viewing bank examinations or other super-
visory communications as the property of the State is that stealing them or mis-
using them becomes a crime. It is solely from this source that the criminal prohibi-
tions on banking organizations revealing bank examinations or other supervisory
communications derive. With the increased scope of confidential supervisory infor-
mation along with the changes in technology and societal mores, it is increasingly
uncomfortable for banking entities and their personnel to have to worry about crimi-
nal liability for the “property” of the banking regulators. 14

The banking regulators have defined this type of “property” very broadly in their
regulations, the plain text of which could be read to encompass a vast amount of
information. Tracking the statute, the Federal Reserve’s definition of confidential
supervisory information includes any document prepared by a banking organization
“for the use of” the Federal Reserve. 15 The FDIC’s definition is similar. 16 The Fed-
eral Reserve’s definition excludes documents prepared by the banking organization

8 Panics took hold of the American banking sector in 1819, 1837, 1857, 1873, 1893, 1901,
1907, 1929, and 1933, as well as in 2007-2008.

9NY. Bankmg Law §671 False Statements or Rumors as to Banking Institutions.

10The need for candid conversations in the supervisory context is hotly defended in the courts
by banking regulators. By sharp contrast, banking regulators frequently take the view that the
attorney—client privilege should be waived by the banks or limited in supervisory communica-
tions. So, sometimes candid conversations are encouraged and sometimes they are not.

11There is a Federal criminal statute that prohibits bank examiners from disclosing the re-
sults of an examination. See 18 U.S.C. §1906. Few are aware, however, that the Comptroller
may, if he is not satisfied with the response of a national bank, disclose an examination. See
12 U.S.C. §481.

12CAMELS is used in this testimony for simplicity even though there are other ratings sys-
tems with their own acronyms.

13The precise words of the FOIA statute’s exemption, which were originally drafted by the
banking regulators, encompass matters “contained in or related to examination, operating, or
condition reports prepared by, on behalf of, or for the use of an agency responsible for the regu-
lation or supervision of financial institutions” from disclosure.

14 One of the elements of the conﬁdentlal superv1sory information regulations that needs up-
dating is the requirement that any “property” of the banking regulators be viewed on bank
premises. This made sense in the late 1960s, but with the development of email and the cloud,
it no longer does.

1512 CFR §261.2(c)(1)({ii).

16 See 12 CFR §309.5(g)(8).
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“for its own business purposes and that are in its possession.” 17 The FDIC does not
have such an explicit exclusion. The OCC’s definition of confidential supervisory in-
formation (in OCC parlance, “nonpublic OCC information”) is broader and includes
any “record” that is “obtained” by the OCC in connection with the OCC’s perform-
ance of its duties, including “supervision.” 18

These regulations were put in place before a world of email, electronic files, the
cloud and PowerPoint and at a time when the data and information flow was much
smaller. The line between data prepared by the banking organization “for the use”
of the agency or for its own “business purposes” is a troublesome one in the super-
visory context today. It cannot be that, by some means of transubstantiation, every
bit of data or every PowerPoint sent to the regulators becomes confidential super-
visory information. 19

The Federal Reserve, the FDIC and the OCC all permit sharing of confidential
supervisory information within the banking organization. Under the OCC’s regula-
tion, sharing within the banking organization is permitted only “where necessary
or appropriate for business purposes.”20 The OCC has not defined what would be
necessary or appropriate for business purposes and criminal liability may hang on
this ambiguous phrase. These ambiguities will get more intense as we enter into
more technologically infused RegTech. There is a real question whether these vague
standards, along with the changes in the world since the 1960s, ought to continue
to contain the threat of criminal liability.

B. The Other Tradition of Transparency

The other regulatory tradition has as its central paradigm that of the disinfectant
of disclosure.?! Created in the New Deal or as an immediate reaction to it, the
norms of the securities disclosure laws and the APA illustrate this cultural mode
of transparency. These laws take a very different approach to the relationship be-
tween the Government and the governed.

The APA is properly viewed as a “bill of rights for the new regulatory State.”22
It demands that regulations be public and subject to notice and comment, and has
transparency and accountability as its central core. The APA was the end product
of a decade’s worth of political wrangling between New Dealers, who fought for the
expansion of a discretionary administrative State, and those concerned with the rule
of law and transparency. A compromise was finally reached following Truman’s as-
sumption of the Presidency, in a post-WWII environment more sensitive to authori-
tarian tendencies. 23 Public choice scholarship since the New Deal has widely shown
that the regulators also have their own stakeholder interests.

It was not immediately clear whether or to what extent this new approach would
apply to banking regulators, at least from the perspective of the supervisors accus-
tomed to secrecy and discretion. While for many readers the New Deal and the pas-
sage of the APA may seem like long ago developments, it is important to understand
that, by the time of their passage, the cultural traditions and institutional path de-
pendency of the banking supervisors had already been set. Early versions of the bill
that became the APA excluded the Federal banking agencies from its scope.24 The
banking regulators might be forgiven, in the early years after the APA, for thinking
that the APA only lightly applied to them. But we are now nearly 85 years since
the passage of the Securities Exchange Act and 73 years since the passage of the
APA. The impulse toward secrecy remains strong within the banking regulators,

1712 CFR §261.2(c)(2).

1812 CFR §4.32(b).

19Even if such information were not considered confidential supervisory information, other
exemptions from FOIA disclosure may apply, such as the exception for trade secrets, confidential
commercial or financial information and personal information.

2012 CFR §4.37(b)(2). The Federal Reserve does not have this limitation on sharing in the
group. The FDIC’s regulations require that there be an annual board resolution for a bank to
share a report of examination with its parent, which must contain a number of archaic require-
ments. These requirements include that the resolution specifically name the parent holding com-
pany and state the snail mail address to which the reports are to be sent. See 12 CFR
§309.6(b)(7)(iii)(B).

21 As Justice Brandeis famously said just before his time on the court, “[slunlight is said to
be the best of disinfectants.” Louis D. Brandeis, “Other People’s Money and How the Bankers
Use It” 93 (Frederick A. Stokes Company ed. 1914).

22 George B. Shepherd, “Fierce Compromise: The Administrative Procedure Act Emerges From
New Deal Politics”, 90 NW. U. L. Rev. 1557, 1558 (1996).

23 See id. at 1683.

24See id. at 1618.
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even as transparency and accountability have become foundational tenets of admin-
istrative law. 25

A key question is how both of these regulatory traditions—the long-standing se-
crecy of banking regulators and the 20th Century paradigm of a transparent admin-
istrative State more broadly—have managed to coexist in an uneasy truce for so
long. One part of the answer is counterintuitive: as the banking sector has become
more complex, both transparency and secrecy have expanded in scope.

For example, the scope of financial disclosure and its companion market discipline
has been expanding over the last 50 years vis-a-vis banking organizations. 26 In ad-
dition to the constraints of the securities laws, Pillar 3 of Basel II, now in full imple-
mentation, also requires more disclosure. The existence of enhanced capital and li-
quidity requirements, subordinated debt, credit default swaps, and, more recently,
TLAC debt that might be bailed in, all push towards market signaling functions.

The public nature of these disclosures has become so embedded in our conscious-
ness that many have forgotten that the requirements to disclose hundreds of pages
of information, whether in periodic reports under the securities laws, Pillar 3 or the
many public reports filed by banking organizations, were once new and shocking in
the banking sector. Banking-sector requirements for disclosure lagged the disclosure
norms in other sectors by many years. Call reports were not made public by the
FDIC until 1972 and even then, it was upon request, with a fee for search costs, 27
bank stocks were not subject to periodic reporting until 1964,28 the requirements
of Guide 3 date from 197629 and audited bank financial statements were not re-
quired under Federal law until 1991.3% When CAMELS ratings were first created,
they were not even disclosed to bank management. 31

The formal and informal punitive actions of the banking regulators against bank-
ing organizations have also become increasingly more public. Banking regulators
were not given formal enforcement powers until 1966. Before that, moral suasion
and “jawboning” were the main powers of the banking supervisors, backed by the
nuclear, and therefore not used, threat to revoke a charter or terminate deposit in-
surance. Even after the banking regulators were given the power to remove direc-
tors and officers, impose civil money penalties and enter into informal written
memoranda or formal consent or cease and desist orders, the tendency was to favor
informal—that is, nonpublic—board resolutions and memoranda of understanding
(MOU). The long litany of very public post-Financial Crisis consent orders shows
that the old custom has definitively changed to be more transparent. As a result,
there is an increasing tendency to disclose informal and private MOUs in securities
disclosure documents, with the express consent of the banking regulators, when
their contents are deemed material to investors. 32

Also on the side of transparency, the long-term trend has been toward a greater
tendency to publish guidance, interpretations, and FAQs, and greater disclosure of
informal and formal enforcement actions against banking organizations. Many inter-
pretive positions, even in the form of written letters, were typically kept secret well
into the 1990s. It was long a given that the only way to find out the interpretive

25 As stated by Professor Gillian Metzger, “Accountability is administrative law’s central ob-
session, which it furthers through mechanisms for public participation, congressional oversight,
centralized White House regulatory review, and judicial review. Fear of agency capture is a re-
curring theme, as is the concern that agencies will wield their delegated powers arbitrarily.”
Gillian E. Metzger “Through the Looking Glass to a Shared Reflection: The Evolving Relation-
iléi()p(]zf;g{\g)een Administrative Law and Financial Regulation”, 78 Law and Contemp. Probs. 129,

26 The long-standing spat between the banking regulators and the SEC on the calculation of
allowances for loan losses is an example of the transparency and secrecy traditions clashing.
See George J. Benston and Larry D. Wall, “How Should Banks Account for Loan Losses?”, Fed-
eral Reserve Bank of Atlanta (2005), available at link. That clash was resolved by an adminis-
trative detente in the early 2000s. Nonetheless so-called GAAP/RAAP debates sometimes show
up in the footnotes to call reports. It remains to be seen how the implementation of CECL will
impact this dynamic.

27See 37 FR 28607, 28608 (Dec. 28, 1972).

28 See Alfred D. Mathewson, “From Confidential Supervision to Market Discipline: The Role
of Disclosure in the Regulation of Commercial Banks”, 11 J. of Corp. L. 139, 141 (1986).

29 See id. at 161.

30See Eugene N. White, “Lessons From the History of Bank Examination and Supervision
in the United States 1863—-2008”, in Financial Market Regulation in the Wake of Financial Cri-
sis: The Historical Experience Conference 15, 34 (2009), available at link.

31See Ron Feldman, Julapa Jagtiani, and Jason Schmidt, “The Impact of Supervisory Disclo-
sure on the Superv1sory Process: Will Bank Supervisors Be Less Likely To Downgrade Banks?”
in Market Discipline in Banking: Theory and Evidence, edited by G. Kaufman in Research in
Financial Services, Elsevier, at 3 (2003), available at link.

32 Requirements to raise capital and restrictions on dividends are the core examples. Other
MOUs remain undisclosed.
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views of the Federal Reserve was to file a FOIA request and hope for the best.33
The development of the Internet, which brings with it increased expectations of
transparency, has meant that many, but not all, interpretive positions now find
their way onto the banking regulators’ websites. There is more in the public domain
than ever before. This trend started even before the Financial Crisis and the Dodd-
Frank Act, which required 390 new rulemakings by the banking agencies.3¢ A
prominent pre- Dodd—Frank example is that the long history of semipublic interpre-
tations under Section 23A of the Federal Reserve Act came to an end with the pro-
mulgation of Regulation W in 2002.

Yet, all of these advances in transparency and accountability are not enough, ei-
ther for the rule of law or for the norms of the digital age. The disparate elements
of increased use of the Congressional Review Act, the GAO ruling that guidance can
be subject to the Congressional Review Act, an increased focus on cost-benefit anal-
ysis in financial regulation and increased attention by the OMB on major guidance
issued by independent agencies each, in their own way, are attempts to answer the
call for more transparency and accountability.

C. The Increasing Scope of Secret Guidance and Lore

Against this recent societal backdrop of increased transparency and accountability
is the opposite tradition covered by confidential supervisory information, secret
guidance and secret lore. As a noted administrative law scholar has argued:

The banking agencies of the Federal Government have long maintained sys-
tems of secret evidence, secret law, and secret policy. The result has been
a degree of unchecked and unstructured discretionary power that is far
greater than it should be. Sound principle calls for openness, so that discre-
tion may be checked and structured. To some extent the systems the agen-
cies have been following violate existing legal requirements. The banking
agencies can and should make procedural changes that will increase both
efficiency and fairness. 35

What may come as a surprise is that these statements were made in 1966. They
remain fresh today.

Indeed, I would posit that as supervision and the banking sector have grown more
complex, the amount of confidential supervisory information shielded from public
view has increased vastly not only since 1966, but also at an accelerated pace after
the Financial Crisis. One reason for the expansion of confidential supervisory infor-
mation is that the traditional bank examination has morphed into something much
wider in scale and scope than its 19th and early 20th Century ancestor. A regional
banking organization will have up to 50 bank examinations on different topics a
year; a G—SIB will have hundreds. The annual roll-up examination now covers mul-
tiple areas, and the number of matters requiring attention or immediate attention
have expanded into hundreds for some banking organizations. It is a fair question,
in a time of high capital and liquidity, what these matters requiring attention are
covering and at what level of materiality. It goes without saying that there is no
sense of cost-benefit or proportionality. The lack of public data is disturbing.

Economic and social policy, affecting financial stability, economic growth and jobs,
is being fashioned in the shadows of the confidential supervisory arena. Some of
these economic and social policy choices may reflect the right tradeoffs, but, as they
are made, Congress and the public have no way of knowing. Before regulators act
through matters requiring attention, horizontal reviews, guidance or lore, we should
ask why a particular policy choice or regulatory interpretation is being made under
the rule of discretion rather than the rule of law. In an era of increased trans-
parency and accountability, policy choices that have an impact on access to deposit
services, credit allocation, and investment in the banking sector—that is on jobs and
growth—should be open, not secret.

Today’s supervisory culture has moved far away from the core of examining the
quality of a bank’s loans or the amount of cash it has in its vault. It is easy to un-

33 As a young lawyer in the early 1990s, I was frequently given the task of crafting a FOIA
request to capture a secret interpretive letter that was known by the bank regulatory bar to
exist but that was not public. Letters received under FOIA were carefully tended in paper files
and shared among banking lawyers. Contrast that cultural mode with that of the SEC, which
began publishing no-action letters in 1970. See Donna M. Nagy, “Judicial Reliance on Regu-
latory Interpretations in SEC No-Action Letters: Current Problems and a Proposed Framework”,
83 Cornell L. Rev. 921, 948-49 (1998).

bi"‘ Se(i Dkavis Polk and Wardwell LLP, “Dodd—Frank Progress Report” (July 19, 2016), avail-
able at link.

35Kenneth Culp Davis, “Administrative Procedure in the Regulation of Banking”, 31 Law and
Contemp. Probs. 713 (1966).
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derstand how the supervisory theory of the traditional bank examination translates
into supervision over capital and liquidity, including stress testing. The theory of
supervision for the 21st Century becomes muddled, however, once one leaves the
realm of qualitative judgements around a quantitative core. How should compliance
with law examinations be fashioned? What is the purpose behind supervisors’ focus
on the internal governance structure of management, the review of the minutes of
management’s discussions and forced changes in reporting lines?36 On what basis
was the ideology of the three lines of defense imposed upon almost all banking orga-
nizations? 37 The word supervision, although longstanding, appears nowhere in the
legal framework governing the banking sector. The only public source is the expla-
nations published in agency reports and on agency websites. These explanations are
not helpful to understanding the theory of banking supervision beyond logical exten-
sions of the traditional banking examination. 38 Academic scholarship on supervision
is almost nonexistent and hard to do given that what is happening is kept confiden-
tial. Congressional oversight is also made more difficult.

The bias, for important policy choices affecting economic and social conditions,
should be toward the rule of law and transparency. The realm of lore or secret con-
straints on banking organizations should be narrowed to a core minimum of what
is necessary to preserve financial stability or the safety and soundness of any one
banking organization. Part of the challenge is that, a decade ago, the supervisory
staff, like the rest of us, lived through the Financial Crisis and its aftermath on the
economy. When the fire is raging, the firefighters appropriately use whatever tools
are handy, whether it is by the stretching of legal texts or the need for tough super-
visory actions. But, long after the fire, when the house has been rebuilt on a better
foundation, it is time to leave behind the emergency culture of firefighting and think
in terms of regular maintenance.

As those within banking organizations will know, it is only possible, because of
the constraints of confidential supervisory information, to speak about those exam-
ples that have randomly become public. Those who are at banking organizations or
the regulators will know that there are many additional examples. This informal
nonpublic shadow system of regulation is neither transparent nor accountable.

For example, what became the leveraged lending guidelines, which are meant to
guard against the next asset bubble, started in the bank examination. They were
originally sent to banks as confidential letters, and banks were not permitted to dis-
close to their clients such letters’ existence, or the reasons why banks were not mak-
ing certain loans. From the perspective of the banking regulators, the leveraged
lending guidelines were an advancement in transparency and disclosure. They were,
after all, public and had been subject to notice and comment. From the perspective
of those who have been thinking deeply about the administrative law and its march
towards transparency and accountability, they did not go far enough. Similarly,
there have been attempts to take legal interpretations on the Volcker Rule in the
context of bank examinations.

As one more significant example of important policy being made in the shadows,
the Federal Reserve’s lore on what constitutes a “controlling influence” and the so-

36 Since the Financial Crisis, the banking agencies have required that compliance in larger
institutions report to risk, not legal. These decisions were taken without any public comment
or discussion, and the evidentiary basis for them was not developed. In most smaller and re-
gional banking organizations, compliance remains within legal. The collateral consequences of
tyzlo co(;npeting poles of legal interpretation and judgement within the organization were not con-
sidered.

37The three lines of defense appears in only one place in the legal framework in guidelines
issued by the OCC in 2014. See 12 CFR pt. 30 app. D. It is otherwise not a part of the tradi-
tional bank supervision. There was no cost-benefit analysis around its adoption in the OCC’s
guidelines and it was imported from a position paper of The Institute of Internal Auditors. See
generally The Institute of Internal Auditors, IIA Position Paper: “The Three Lines of Defense
in Effective Risk Management and Control” (January 2013), available at link.

38The Federal Reserve describes supervision as follows: “Once the rules and regulations are
established, supervision—which involves monitoring, inspecting, and examining financial insti-
tutions—seeks to ensure that an institution complies with those rules and regulations, and that
it operates in a safe and sound manner.” Board of Governors of the Federal Reserve System,
The Federal Reserve System: Purposes and Functions, at 73 (10th ed., Oct. 2016), available at
link. Until recently, however, the OCC included the promulgation of regulations in its concept
of supervision. The OCC’s 2017 annual report, for example, listed the power to issue regulations
as one of its supervisory powers, but that was removed from the 2018 report. Compare Office
of the Comptroller of the Currency, 2017 Annual Report, at 2, available at link, with Office of
the Comptroller of the Currency, 2018 Annual Report, at 1, available at link. The FDIC’s 2018
annual report does not explicitly distinguish between supervision and regulation under its “Su-
pervision” section. Federal Deposit Insurance Corporation, 2018 Annual Report, at 14-20, avail-
able at link. Moreover, it contains a section titled “Supervision Policy” that groups together dis-
cussions of supervision programs, rulemaking, and supervisory guidance. Id. at 20—-26.
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called “tear-down rules” were mostly secret for a long time. These are not “rules”
at all, but a series of oral principles, not made public nor written down, but which
reflect the views of some legal staff at a moment in time. In a welcome development,
the Federal Reserve last week announced a move from the “Delphic and hermetic
process” for ordaining control to notice and comment rulemaking. 39 In announcing
the proposed rulemaking, Vice Chair for Supervision Quarles acknowledged that di-
vining whether the Board will find control under the existing framework requires
“supplication to a small handful of people who have spent a long apprenticeship in
the subtle hermeneutics of Federal Reserve lore, receiving the wisdom of their el-
ders through oral tradition in the way that gnostic secrets are transmitted from
shaman to novice in the culture of some tribes of the Orinoco.” 40 As the Vice Chair
for Supervision implies with his colorful metaphor, the oral tradition from shaman
to novice is not good governance.

Another example arises because of the ability of the Federal Reserve to impose
limitations on the conduct and activities of a financial holding company. To qualify
as a financial holding company, an institution and all of its insured depository insti-
tution’s subsidiaries must be both “well managed” and “well capitalized.” Under Sec-
tion 4(m) of the Bank Holding Company Act, the Federal Reserve may impose limi-
tations on the conduct and activities of a financial holding company that fails to sat-
isfy either condition, and the financial holding company is required to enter into a
4(m) agreement to comply with those limitations. Because the Federal Reserve
treats the failure to be well managed as confidential supervisory information, the
existence and scope of 4(m) limitations are confidential if based on the failure to sat-
isfy the well managed condition. One study, which examined the securities disclo-
sures of 60 financial holding companies (FHCs) between the years 2005 and 2017,
noted that nearly all FHCs disclose that they are well capitalized but many do not
disclose if they are well managed. 41

Another example has come about due to the informal “penalty box” rules of thumb
that the banking supervisors have applied to banking organizations as a result of
CAMELS ratings, especially as to Management ratings, BSA/AML compliance re-
views and consumer compliance reviews. Tacit principles in the evaluation of man-
agement include the fact that any compliance problem resulting in an enforcement
action will result in a downgrade of the Management rating and that it is often hard
for a bank to obtain a Composite rating better than “3” if it has a Management rat-
ing of “3”.42 Bank expansion is not possible as long as a consent order is pending,
meaning banks of all sizes devote board and management time as well as technology
resources toward even the most immaterial compliance concerns to ensure regu-
lators are fully satisfied. 43 Appeals against adverse ratings are rare because appeals
must be made to the same agency that issued the rating—part of evaluation is the
readiness with which management responds to regulator criticisms, and banks are
warned that “examiners have long memories.” 44

The evolution of the living wills guidance is also instructive. Resolution plans and
their guidance started out as largely confidential, then morphed into a mix of con-
fidential and public feedback—all of which applied—and finally, over the years, reg-
ulators nudged toward public guidance. The first set of public guidance was issued
without advance warning or notice and comment and stated that all previous guid-
ance, public and private continued to apply. For those working on living wills, fig-
uring out which parts of which years’ private guidance no longer applied—because
it was not aligned with the public guidance—was a puzzle. More recently, and in
a welcome move, the Federal Reserve and the FDIC have issued new guidance, sub-
ject to notice and comment, that makes it clear that all previous guidance has now
been superseded. The point here is that banking organizations were subject to a mix

39Board of Governors of the Federal Reserve System, “Federal Reserve Board Invites Public
Comment on Proposal To Simplify and Increase the Transparency of Rules for Determining Con-
trol of a Banking Organization”, Press Release (Apr. 23, 2019), link (statement of Vice Chair
for Supervision Quarles).

40Board of Governors of the Federal Reserve System, “Transcript Open Board Meeting on
April 23, 2019”7, at 2-3, available at link.

41“Ethics Metrics, Analysis of Bank Holding Company Disclosures”, comments submitted May
8, 12011{7, to the SEC on its Industry Guide 3, Statistical Disclosure by Bank Holding Companies,
8, link.

42See “Examination of the Federal Financial Regulatory System and Opportunities for Re-
form”: Hearing before the U.S. H. Financial Services Subcomm. on Financial Institutions and
Consumer Credit, 115th Cong. 10 (2017) (statement of Greg Baer, President, The Clearing
House Association), available at link.

43 See id. at 11.

44 See id. at 12.



44

of private and public expectations, many of which were not clearly aligned and all
of which were perceived as binding.

The long tradition of regulation by negotiation in the applications process is an-
other type of shadow regulatory system.45 Conditions, sometimes not linked to the
pending application, are imposed. Regulators strategically use delays and silence to
encourage silent, nonpublic withdrawals of applications. Some have called this regu-
lation by negotiation but it is more akin to regulation by threat or intimidation. 46
An illustrative example, which can be used because it is one of the few to become
public, comes from applications by Citicorp, J.P. Morgan, and Bankers Trust New
York Corporation in 1987 to underwrite and deal in municipal revenue bonds, mort-
gage related securities and commercial paper.4? During negotiations with agency
staff, each applicant “voluntarily” consented to market share limitations while pro-
testing that they saw no need for them. When considered for review by the Federal
Reserve Board of Governors, the banks admitted that they agreed to the limitations
only to “expedite the applications.”48 In this instance, the market share limitations
were ultimately overturned by the Second Circuit but normally such “voluntary”
commitments do not come up in final orders and are unlikely to be challenged in
court or known to the public. 4 As a result, the staff conducting negotiations during
the application process wield an immense policymaking power.

Many have debated whether confidential supervision and its secret lore are bind-
ing upon banking organizations. The recent “guidance on guidance” from the bank-
ing regulators seeks to settle that debate by stating that guidance is not binding
unless it impacts safety and soundness. In a world where the supervisor can punish
the banking organization and mold its behavior through these tools, from the per-
spective of those who receive it, the secret guidance and lore may as well be binding.
Of course, banking organizations frequently seek and are happy to receive nonpublic
guidance, on a written or oral basis, from the supervisory staff. The point is not to
eliminate these communications but to put more guardrails around them, as the
guidance on guidance begins to do.

D. Uneasy Truce Is Now Untenable—Tilt Towards Accountability and Transparency

The uneasy truce between the tradition of secrecy and the tradition of account-
ability has become untenable. The signal that the balance is askew is the increase
in leaks of confidential supervisory information. By my count, there have been 7
leaks of confidential supervisory information that have made their way into the
media since 2011, some but not all of which can be traced to regulators. In addition,
in 2016 one judge released the CAMELS ratings of a bank % and, near the time of
the Financial Crisis, two exam reports were released by the Financial Crisis Inquiry
Commission. Before 2011, leaks of confidential supervisory information into the pub-
lic square were virtually unknown. So far, each of these releases has been treated
as a one-off situation. It is time to consider, however, whether they are a signal of
the pressures felt by humans living in a digital society where there is a strong tilt
towards transparency.

There is also an increase in the officially sanctioned publication of confidential su-
pervisory information by the banking supervisors themselves. Confidential super-
visory information belongs to the supervisors who can choose, when they so desire,
to disclose it. Although the Comptroller has not used his power to disclose examina-
tion results to the public, that power exists. The New York Department of Financial
Services in 2017 used its power to release information in the public interest to re-
lease its otherwise confidential ratings of Bank of Tokyo-Mitsubishi as part of its
ongoing spat with the bank and the Comptroller over who should be the primary
regulator of the bank’s New York branch.5! The decision about what is in the public
interest and its timing is entirely in the hands of the supervisors.

45See Culp Davis, “Administrative Procedure in the Regulation of Banking”, supra n. 35, at
713 (arguing the OCC practice of making decisions regarding charter applications without pro-
viding reasoned opinions or findings of fact lends itself toward arbitrariness).

46 Daniel Schwarz and David T. Zaring, “Regulation by Threat: Dodd-Frank and the Non-
Bank Problem”, 84 U. Chic. L. Rev. 1813, 1817 (2017).

47See Alfred C. Aman, Jr., “Bargaining for Justice: An Examination of the Use and Limits
of Conditions by the Federal Reserve Board”, 74 Iowa L. Rev. 837, 894-95 (1989).

48 See id. at 895.

49 See id.

50See Memorandum Opinion and Order, Builders Bank v. FDIC., No. 15-cv-06033 (N.D. Ill
Apr. 25, 2016), ECF No. 26.

51Letter from Shirin Emami, Executive Deputy Superintendent-Banking, N.Y. State Dept. of
Fllalll Selivsk, to Marva V. Cummings, Director for District Licensing, OCC (Nov. 13, 2017), avail-
able at link.



45

Banking organizations, however, are silenced in the public arena when the media
or Congress make statements that might otherwise be corrected but for the rebuttal
being considered confidential supervisory information, even when that information
has been made public by the regulatory staff. As one example of the potential
chilling effect, the OCC issued a bulletin reminding banking organizations of their
confidentiality responsibilities and potential criminal liability just 2 weeks before
the CEOs of the Nation’s largest banks were scheduled to testify before the House
Financial Services Committee. 52

E. What Policy Purpose Is Served by Confidential Supervision and Discretionary Ac-
tions?

The question then becomes how to improve the existing situation by narrowing
the scope of confidential supervisory information. Following in the footsteps of
Minsky, we should aim for better, not perfect. We are moving into an era where
policy making will increasingly be driven by data analytics and evidence in a tech-
nological environment. Going forward, three key questions ought to be asked about
confidential supervision. Each one of these questions would involve a new way of
thinking.

1. Why is this topic being treated confidentially? Banking regulators and banking
organization should begin to ask themselves why a given topic is being treated as
confidential. There should be a tight link to financial stability and the need for can-
did conversations. There should be a serious reexamination, from first principles, of
how the obligations of the securities laws and confidential supervision interact. It
is fair to ask why shouldn’t banks have the option to make their CAMELS ratings
public. After all, since 1990, the results of CRA examinations have been made pub-
lic. 33 Or, one could ask why the banking regulators don’t publish examination find-
ings and trends in matters requiring attention in anonymous aggregate but with
granular detail. 54 One thing is certain, however, and that is that any reform of the
confidential supervisory information regulations and culture needs to be done on a
systemic basis that applies equally to all banking organizations. Right now, the
practical reality is one where some institutions sometimes are subject to random
leaks or disclosures and others are not. There is a deep unfairness in that situation.

2. Who or what is being protected by the confidentiality? Sometimes confidentiality
shields the supervisors’ actions from the public scrutiny. How is it that the confiden-
tial “penalty box” constraints on a banking organization’s activities can exist for
years? 55 Do CAMELS ratings really judge individual institutions or do they follow
the trends of the business cycle? On what basis are matters requiring attention and
matters requiring immediate attention issued and what patterns exist in them?
Some of these examples are areas where the supervisor fears that its actions would
be controversial to the public and so a confidential route is chosen, or sometimes
the confidential route is traveled just because it is familiar and is done without
much forethought. If confidentiality is chosen to protect the regulator from public
scrutiny, it is not appropriate. If, however, it is chosen for financial stability, then
it is appropriate.

3. Why is this policy choice or regulatory interpretation being made under the con-
fidential rule of discretion rather than the rule of law? Why did the leveraged lend-
ing guidelines start as confidential letters? What is one to make, for example, of
Henry Paulson admitting that he privately threatened to remove the management
and board of Bank of America if it did not complete a merger with Merrill Lynch?
He has since stated “[bly referring to the Federal Reserve’s supervisory powers, I
intended to deliver a strong message.”5¢ This message was not disclosed at the
time. The penalty box, and many nonpublic examples involve similar threats of con-
fidential supervisory actions.37 The increasing number of banks requesting to
strengthen their ability to appeal examination results reflects the sense that con-

52See OCC, Bulletin 2019-15: Statement on Confidentiality (Mar. 25, 2019), available at link;
United States House Committee on Financial Services, Hearing: “Holding Megabanks Account-
able: A Review of Global Systemically Important Banks 10 years after the Financial Crisis”
(Apr. 10, 2019), available at link.

53See FFIEC Interagency CRA Rating File Specifications, Community Reinvestment Act,
FFIEC, link (last visited Apr. 22, 2018).

54The Federal Reserve’s recent “Supervision and Regulation Report” is an excellent start.
Board of Governors of the Federal Reserve System, “Supervision and Regulation Report” (Nov.
2018), available at link.

55 Transcript of Q&A with Federal Reserve’s Randal Quarles, WSJ (Nov. 7, 2017), available
at link (statement by Greg Baer) [hereinafter Quarles Transcript].

56 Martin Kady II, “Paulson Admits To Threatening Lewis”, Politico (July 17, 2009), link.

57Quarles Transcript, supra n. 55 (statement by Greg Baer).
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fidential supervision can look like a weapon when it is shrouded in secrecy.58 On
what basis can new standards be imposed upon banking organizations through hori-
zontal reviews by supervisors that are not made transparent to the organizations
or the public?

We have recently seen helpful steps in the right direction toward transparency
and accountability. Vice Chair for Supervision Quarles has stated that increases in
transparency and a re-think of supervision are high on his agenda, noting that “one
of the reasons for transparency . . . is just a basic view of the right relationship
between the Government and the governed . . . I do think we can be much more
transparent about the regulatory process generally.”59 Chairman McWilliams has
also focused on increased transparency with her Trust through Transparency initia-
tive at the FDIC.

II. Training of Supervisory Staff in the Legal Framework of the Regulatory
State

Congress and the banking agencies need to think clearly about how to create an
environment where the supervisory staff are given the training, resources, and tools
that would permit them to do their jobs in a way that is more transparent to the
world, more accountable and more consistent with the rule of law. 6% Given that the
legal framework governing the banking sector has become much more complex, the
work of the examination staff has become more legally infused and yet the super-
visory culture has become increasingly unmoored from the legal framework itself. 61
The rise in compliance with law examinations, the focus on risk and board govern-
ance and the increasing use of matters requiring attention and matters requiring
immediate attention for violations of law mean that the examination staff are in-
creasingly making judgments that are legally infused, either involving legal judg-
ments or involving a mixture of facts and law.

At the same time, the legal departments and legal staff of the Federal banking
agencies remain quite slim, especially as compared to other major agencies. 2 It is
fair to ask whether there is a deep enough pool of lawyers at the agencies for the
agency lawyers to be able to guide the supervisory staff on the more complex legal
framework and to deal with all of the increased legally infused work that is occur-
ring. 63 It is also fair to ask whether the budget, resources, and stature of the agency
legal departments is sufficient for the increased legal complexity and the coming
digital transformation. A study should be done on whether increases in the legal
staff have kept pace with increases in supervisory staff and increases in legally in-
fused work by the supervisory staff. 64

Examples that I have seen in my practice, as well as examples that have been
relayed to me, lead me to believe that the current generation of examination and
supervisory staff, who are people of goodwill trying to do a complex job under dif-

58 Julia Anderson Hill, “When Bank Examiners Get It Wrong: Financial Institution Appeals
of Material Supervisory Determinations”, 92 Wash. U. L. Rev. 1101, 1165-69 (2015).

59 Quarles Transcript, supra n. 55 (statement by Vice Chair for Supervision Randal Quarles).

600ne important resource, beyond the scope of this testimony, is equipping the supervisors
with more advanced technology, known as RegTech or SupTech. See Jo Ann Barefoot, “Regula-
tion Innovation: Using Digital Technology to Protect and Benefit Financial Consumers”, Har-
vard Kennedy School Mossavar-Rahmani Center for Business and Government Working Paper
Series No. 110, at 10-11 (Mar. 2019), available at link.

61 Of course, major elements of bank supervision are related to credit, interest rate, liquidity,
and other market driven elements rather than the legal framework.

62See Rory Van Loo, “Regulatory Monitors: Policing Firms in the Compliance Era”, 119 Co-
lumbia Law Review 369, 436—40 (2019)

63The banking agencies have long been understood to be monitor- or examiner-dominated in
their personnel. Based on research by an academic, some of which is estimated, the Federal Re-
serve is 95 percent monitor staff, the OCC is 93 percent monitor staff and the FDIC is 86 per-
cent monitor staff. See id. at 438-39. The higher proportion of lawyers at the FDIC is likely
linked to its work as the deposit insurer and bank failures. Just a comparison of the number
of lawyers to the number of examination staff at each of the agencies tells us that deep training
on the law, legal interpretation and the legal framework has not been possible. A memo pub-
lished by two former Federal Reserve staffers has pointed out that training on the legal frame-
work has been delegated to the regional Federal Reserve Banks. Richard K. Kim, Patricia A.
Robinson, and Amanda K. Allexon, “Financial Institutions Developments: Revamping the Regu-
latory Examination Process”, Wachtell, Lipton, Rosen, and Katz (Nov. 26, 2018). That fact alone
brings into question the consistency of the training.

64]n the private sector it is well understood that increases in the budget, resources and staff-
ing of the in-house legal department have not kept pace with the rise of risk management and
the separation of compliance from the legal function. See Thomas C. Baxter, Jr., “The Rise of
Risk Management in Financial Institutions and a Potential Unintended Consequence—The Dim-
imi(tion of the Legal Function”, American Bar Association Business Law Today (Apr. 2, 2019),
ink.
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ficult circumstances, have not had in-depth training in the legal framework. Some
examiners were confused about the fact that the First Amendment protects lobbying
activity by banking organizations, and attempting to stop such activity or subject
it to an examination is unconstitutional. 65 There is confusion about the fact that
the Constitution and statutes are higher level authorities than a regulation, guid-
ance, or handbook. Some supervisory staff mistakenly believe that guidance can
override a statute. Some supervisory staff are confused about what is part of the
legal framework and what i1s not. Some supervisory staff mistakenly believe that
guidance is not governed by the statutes or regulations and that they can pick and
choose among the applicable guidance or law. Some supervisory staff seek to exclude
in-house lawyers from meetings or tasks.

I believe that the training of supervisory staff for compliance with law is heavily
weighted towards the technical elements of individual banking regulations and guid-
ance in areas of subject matter expertise. The training has been overfocused on com-
pliance with the technical aspects on a regulation-by-regulation basis and has
underweighted fundamental principles such as the rule of law in a Constitutional
democracy and the legal framework that governs the regulatory State. The training
has also not focused on basic grounding statutes such as the APA or the Congres-
sional Review Act.®6 The supervisory staff are also not trained in major case law
that affects their work. There is a large difference in what the supervisory staff be-
li}fve to be their authority under safety and soundness and the case law that defines
the term.

There is no need for 3 years of law school to understand these critical concepts.
We also need not be purists worrying about the unauthorized practice of law. In-
stead, it should be possible, especially in light of the quality of the credentialed ex-
amination staff and the base of the past training, to add more of the following ele-
ments to the training of supervisory staff so that they are better able, in light of
the shortage of lawyers at the agencies, to handle legally infused judgments: 67

e The principle of the separation of powers and how the delegation of authority
by Congress to agencies is based solely on written statutory authority with their
being no such thing as “inherent authority”; 68

e Fundamental principles of due process, including the distinction between pro-
spective and retroactive application of rules, regulations, and other standards;

o The legal hierarchy among the Constitution, statutes, regulations and guidance,
including the distinction between binding law and nonbinding written public
guidance;

e The statutes, regulations, other laws and guidance that are binding on the su-
pervisory staff;

e The key major cases that impact the work of supervisory staff;

e Why reading the legal framework involves cannons of construction and def-
erence, so that it is not like ordinary reading;%° and

e Why adhering to the rule of law and fundamental principles of due process is
fundamental in a representative democracy and binding upon agency staff.

The lack of training about the legal framework, the principles of how legal texts
must be interpreted, the binding nature of court decisions, and the regulatory State
has real world consequences. One real world consequence is the creation of matters
requiring attention and matters requiring immediate attention, with all that im-
plies, based on misunderstandings of the legal framework. Another consequence is

65See Semi-Annual Testimony on the Federal Reserve’s Supervision and Regulation of the Fi-
nancial System, 115 Cong. 86 (2018) (Statement of Randal K. Quarles, Vice Chairman for Super-
vision).

661t is safe to say that none of the banking regulators, and certainly not the banking bar,
noticed or were aware of the passage of the Congressional Review Act in 1996. In hindsight,
the GAO ruling that the leveraged lending guidelines are a “rule” under the APA is completely
obvious. See 5 U.S.C. §551(4) (defining “rule”). Thinking of guidance as requiring a stop at OMB
or notice to Congress has thrown a wrench into the traditional cultural mode.

671 began my life in the law by taking, as is common in the Midwest, a 6-week paralegal
certification. I can attest that if a 22-year-old from a small town in Michigan could grasp the
basics of these concepts in a paralegal certification course, then the much more highly educated
and mature supervisory staff should be able to with ease.

68 The safety and soundness statute, 12 U.S.C. §1831p-1, is broad and delegates discretion to
the banking agencies. It is not, however, unlimited and does not create “inherent authority.”

69See Margaret E. Tahyar, “Legal Interpretation Is Not Like Reading Poetry—How To Let
Go of Ordinary Reading and Interpret the Legal Framework of the Regulatory State”, at 9-11
(Dec. 4, 2018, Working Draft), available at link.
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the historical failure to keep track of appeals from examinations 70 or not being sen-
sitive to the fact that some examination judgments or matters requiring attention
are legally infused.?® One clue that there is not enough sensitivity to the role of
the rule of law is that risk governance guidance on the role of risk and compliance
did not mention in-house legal departments at banking organizations.?2 Another
clue is the three lines of defense ideology, developed post-Financial Crisis, which
was drafted and adopted by the auditing profession without consideration of the role
of the rule of law or the in-house legal function. 73

Increased training in the hierarchy of the legal framework, why legal interpreta-
tion is not like normal reading and a wider understanding of the separation of pow-
ers and the regulatory State would, I believe, also have positive knock-on effects in
the private sector. Many in the growing professions of risk management and compli-
ance had their initial training in the banking agencies. They take their confusion
about the legal framework, the role of guidance and the limits of secret lore with
them to the private sector.

Conclusion

Change is hard but, the longstanding uneasy truce is now untenable. I suspect
that both banking organizations and supervisors might be made a little uncomfort-
able by what I am saying here today. If, however, the changes I recommend are
made, and if both supervisors and banking organizations are a little bit uncomfort-
able, the balance is moving in the right direction.

PREPARED STATEMENT OF PATRICIA A. MCCOY
PROFESSOR OF LAw, BOSTON COLLEGE LAW SCHOOL

APRIL 30, 2019

Chairman Crapo, Ranking Member Brown, and Members of the Committee:
Thank you for inviting me here today to discuss nonbinding guidances by Federal
bank regulators. !

Imagine a world in which Federal bank regulators did not provide guidances.
They would still have statutory responsibility to administer and enforce the statutes
and legislative rules under their jurisdiction. Regulated firms would still have to
obey those statutes and rules. The only difference is, firms would not have insight
into the agencies’ interpretations, priorities, or positions in the form of guidances.
In the process, financial providers would be deprived of an essential source of trans-
parency that they vocally want and benefit from today.

Some are calling for changes that would require nonbinding agency guidances to
undergo notice-and-comment proceedings and Congressional Review Act oversight.
Such changes would be badly misguided. Agencies would either respond by con-
verting flexible, nonbinding guidances into binding legislative rules or by continuing
to discharge their supervisory and enforcement responsibilities without the illu-
mination provided by guidances. In all likelihood, “regulation by enforcement” would
become a self-fulfilling prophecy, for the reasons I explain.

I. Guidances Provide Vital Transparency in Banking Regulation

Guidances are informal agency statements that advise the public of an agency’s
construction of its statutes or rules or the agency’s prospective plans to exercise dis-
cretion. As such, guidances are “an essential instrument of [Flederal administra-

70See Hill, supra n. 58, at 1115-60 (describing appeals process at OCC, Federal Reserve,
FDIC and NCUA, and noting data issues).

71See Davis Polk and Wardwell LLP, Comment Letter on Proposed Amendments to Guide-
lines on an Internal Appeals Process for Institutions Wishing to Appeal an Adverse Material
Supervisory Determination, Docket No. OP-1597, at 4-5 (Apr. 30, 2018), available at link.

72 See Davis Polk and Wardwell LLP, Comment Letter on the “Proposed Guidance on Super-
visory Expectation for Boards of Directors”, Docket No. OP-1570, at 9—11 (Feb. 15, 2018), avail-
able at link (“The Management Proposal is similarly silent on the importance of a firm having
a sufficiently robust legal department with appropriate resources, budget and independence and
a general counsel with sufficient stature and authority, instead addressing only risk manage-
ment, internal audit and compliance functions.”).

73 See generally The Institute of Internal Auditors, supra n. 37.

1T use the term “Federal bank regulators” in this statement to refer to the Board of Gov-
ernors of the Federal Reserve System, the Federal Deposit Insurance Corporation, the Office of
the Comptroller of the Currency, and the Consumer Financial Protection Bureau (CFPB).
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tion” and “facilitate[] stakeholders’ knowledge of agency positions and intentions
ahead of enforcement or similar actions.” 2

The term “guidances”, the topic of this hearing, refers broadly to a variety of non-
binding agency statements. Guidances encompass interpretive rules, policy state-
ments, guidance, supervisory bulletins, opinion letters, frequently asked questions,
and compliance guides, among other things.

e APA requires interpretive rules and policy statements of general applicability
to be published in the Federal Register but expressly exempts them from the notice-
and-comment requirements for legislative rules.3 Nevertheless, sometimes Federal
bank regulators solicit public comment on proposed guidances at their discretion in
order to refine the final versions.4 Guidances are nonpartisan in nature and are
issued by Republican and Democratic appointees alike. 5

Guidances are distinguishable from notice-and-comment legislative rulemakings
under Section 553 of the Administrative Procedure Act (APA) in at least two impor-
tant respects. First, unlike legislative rules, which can affect individual rights and
obligations, guidances are nonbinding on third parties. ¢ Second, guidances are high-
ly flexible and allow agencies to more nimbly respond to changing market conditions
because they can be amended without going through a time-consuming notice-and-
comment process. 7

Except in rare instances, Federal bank regulators are not required to issue guid-
ances. 8 Instead, they do so to provide transparency for what might otherwise be an
opaque regulatory process. Agencies increased their use of guidances before the 2008
financial crisis, in response to industry requests for a “principles-based approach”
to regulation. Guidances have continued to be important post-2008.

Guidances serve an essential function, given the intricacy of Federal banking law.
Federal bank regulators administer the Federal banking statutes and implement
those statutes through binding, notice-and-comment legislative rules. This thicket of
banking statutes and rules is voluminous and complex.

Against this backdrop of statutes and rules, regulated entities find guidances val-
uable because they shed light on agencies’ supervisory perspectives and concerns.
When they are issued as policy statements, guidances can advise the public prospec-
tively on how an agency proposes to exercise one of its discretionary powers.? When
issued as interpretive rules, guidances apprise the public of an agency’s construction
of the statutes and rules it administers. 190 Other types of guidances provide a useful
possible roadmap for compliance, while leaving companies free to propose alter-
native models or interpretations or consideration of additional facts. In this way,
guidances “can make agency decision making more predictable and shield regulated
parties from unequal treatment, unnecessary costs, and unnecessary risk
Finally, guidances can flag potentlal compliance issues for regulated entities’ atten-
tion.

Guidances can emanate out of rulemaking or out of supervision. During the rule-
making process, for example, it is common for regulated firms to request guidance
to help them comply with an agency’s legislative rules (particularly new rules). This
was especially important during the implementation of the Dodd—Frank Act, when

2Bureau of Consumer Financial Protection, Request for Information Regarding Bureau Guid-
ance and Implementation Support, 83 FR 13959, 13959 (Apr. 2, 2018) (citations omitted) (here-
inafter CFPB Guidance RFI).

35 U.S.C. §§552(a)(1)(D), 553(b)(A); see CFPB Guidance RFI, supra n. 2, at 13960.

4 CFPB Guidance RFI, supra n. 2, at 13960.

5See, e.g., Bureau of Consumer Financial Protection, “Changes to Types of Supervisory Com-
munications”, BCFP Bull. 2018-01 (Sept. 25, 2018) (issued by the CFPB under former Acting
Director Mick Mulvaney), https://files. consumerﬁnance gov /f/documents [bcfp  bulletin-2018-
01 changes-to-supervisory-communications.pdf, Office of the Comptroller of the Currency, “De-
scription: Cyber-Related Sanctions”, OCC Bull. 2018-40 (Nov. 5, 2018) (guidance on the potential
impact of Office of Foreign Assets Control sanctions on financial institutions’ operations; issued
under Comptroller Joseph M. Otting), https://www.occ.treas.gov/news-issuances /bulletins/
2018/ bulletin-2018-40.html#; Securities and Exchange Comm’n, TurnKey Jet, Inc., SEC No-Ac-
tion Letter (Apr. 3, 2019), hitps:/ | www.sec.gov / divisions [ corpfin / cf-noaction | 2019 | turnkey-jet-
040219-2a1.htm.

6See, e.g., Administrative Conference of the United States, Agency Guidance Through Policy
Statements, Recommendation 2017-5, at 1 (Dec. 14, 2017) (hereinafter Administrative Con-
ference); CFPB Guidance RFI, supra n. 2, at 13960

7 Administrative Conference, supra n. 6, at 2.

8 Recently, however, in the Economic Growth, Regulatory Relief, and Consumer Protection
Act, Pub. L. No. 115-174 (2018), Congress urged or required Federal agencies to provide addi-
tional guidance. Id. §§109(b) (on integrated mortgage disclosures), 209(e) (on shared waiting lists
for public housing facilities).

9 Attorney General’s Manual on the Administrative Procedure Act 30 n.3 (1947).

10714.

11 Administrative Conference, supra n. 6, at 2.
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Congress instructed Federal bank regulators to adopt multiple complex rules. These
industry requests for guidance are often time-sensitive, because firms are eager for
guidance to be in place by a rule’s effective date.

Other guidances come out of supervision. Bank supervision requires confiden-
tiality, to protect regulated firms’ sensitive proprietary information and to prevent
bank runs. For this reason, bank examination reports and the findings of bank ex-
aminations are secret and may not be released to the public, on pain of criminal
sanction. 12 Importantly, other financial institutions are not privy to the examina-
tion reports or findings of sister institutions. Against this backdrop, supervisory
guidances provide a crucial sightline into the supervisory process by informing regu-
lated companies of supervisors’ viewpoints, priorities, and concerns.

For these reasons and more, regulated companies want guidance and they are
vocal about asking for it. As the National Association of Realtors put it last year: 13

[I]t is imperative that necessary guidance, including interpretive rules and
nonrule guidance, be provided to regulated entities to ensure compliance
across the industry.

The American Financial Services Association (AFSA) has emphasized the impor-
tance of guidance to financial providers in similar terms: 14

There is undoubtedly a need for written, explanatory guidance. Written
guidance can be a useful tool to help financial institutions obtain clarifica-
tion on specific practices. With many regulations, particularly long and
complex regulations, operational difficulties or unintended consequences
arise. In these cases, clarifying guidance is need[ed] quickly.

As these industry statements stress, guidance serves important functions and we
should be wary of jettisoning it.

II. Regulated Entities Have Ample Recourse if Guidances Are Given Bind-
ing Effect

Despite the many benefits of guidances, agencies are sometimes criticized for pe-
nalizing third parties for failure to comply with guidances. Whether this is really
a problem or its extent is unclear. Agencies are statutorily responsible for enforcing
the statutes and legislative rules with which they are charged. The fact that those
statutes and legislative rules may overlap with guidances does not relieve agencies
of that statutory responsibility.

Criticisms of guidance often assert that examination reports downgrade compa-
nies for failure to follow guidance or that enforcement actions are based on guidance
violations. This might raise concerns that guidances were being given binding effect
against third parties without prior public input into their substance through the no-
tice-and-comment process. In the more likely case, Federal banking regulators base
negative exam ratings, exam citations, and enforcement actions on violations of stat-
utes or rules, on unsafe or unsound practices (in the case of the prudential banking
regulators), or on unfair, deceptive or abusive practices (in the case of the Consumer
Financial Protection Bureau), and not on any guidances that happen to overlap.

At this juncture, it is critical to dispel the mistaken impression that financial in-
stitutions are helpless if they are penalized for violating guidances alone. To the
contrary, if financial institutions are experiencing this problem, they already have
ample recourse. Regulated entities have multiple avenues of review if agencies seek
to penalize them for violating guidances:

o Suits to invalidate guidances: Affected parties can sue to invalidate guidances
that are given binding effect for failure to comply with the notice-and-comment
provisions of Section 553 of the APA. 15

o Informal meetings with regulators: In addition, regulated entities can and do
meet privately with Federal bank regulators to request guidance, propose
changes, and contest its use.

12See, e.g., 12 CFR §§4.32(b), 7.4000(d), 261.21(a), 309.6(b), 1070.42. There are narrow excep-
tions permitting public disclosure of the nonconfidential portion of Community Reinvestment Act
examination reports, 12 U.S.C. §2906(a)—(b), and of summaries of capital adequacy stress test
results, see, e.g., 12 CFR §§252.17, 252.46, 252.58.

13 Letter from the National Association of Realtors to the CFPB on Docket No. CFPB-2018-
0013, at 1 (July 2, 2018) (hereinafter NAR Comment Letter).

14Letter from AFSA to the CFPB on Docket No. CFPB-2018-0013, at 4 (July 2, 2018); see
also id. at 3 (“There is a clear need for guidance that is responsive to operational difficulties
or unintended consequences resulting from new regulations”).

155 U.S.C. §§704, 706(2)(A), (2)(D); see, e.g., United States v. Gypsum Co. v. Muszynski, 209
F. Supp. 2d 308, 310 (S.D.N.Y. 2002).
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o Agency ombudsmen: All Federal bank regulators maintain an ombudsman that
provides an independent, impartial, and confidential resource to help firms re-
solve any problem they may have resulting from the regulatory activities of an
agency. 16

e Supervisory appeals: In the supervision context, proposed citations go through
special scrutiny and multiple layers of agency review before they can be in-
cluded in examination reports. Informally, this gives companies the opportunity
to raise any concerns about the use of guidances with examiners’ supervisors.
In addition, all Federal bank regulators provide formal procedures in which
companies can appeal examination findings. 17

o Judicial review of enforcement actions: In the enforcement process, aggrieved re-
spondents have the right to judicial review to contest sanctions based on guid-
ance violations. 18

o Legislation: Finally, financial providers can petition Congress to enact legisla-
tion overturning guidances.

In short, financial institutions already have ample recourse for any agency misuse
of guidances. Proposals to make it more difficult to issue guidances would throw the
baby out with the bath water, as I discuss.

III. Recent Initiatives To Increase the Procedural Requirements for Guid-
ances

Recently, some have proposed stringent curbs on guidances issued by Federal
bank regulators. The two leading initiatives in this regard involve Congressional re-
versal of agency guidances under the Congressional Review Act and mandatory no-
tice-and-comment requirements for guidances akin to those for legislative rules in
Section 553 of the APA. Above, I discussed the current APA requirements for guid-
ances. In this section, I discuss the debate surrounding the Congressional Review
Act’s applicability to guidances.

a. The Provisions of the Congressional Review Act

The Congressional Review Act (CRA)9 is a major vehicle for Congressional over-
sight of agency rulemaking. Under the CRA, before a rule can take effect, every
Federal agency that promulgates a rule must submit a copy of the rule, “a concise
general statement relating to the rule,” and the proposed effective date of the rule
to each House of Congress and the Comptroller General. 20 In the case of major
rules, upon receipt, Congress has a statutorily specified time period to enact a joint
resolution of disapproval of the rule.2! If Congress allows the statutory time period
to expire without enacting a joint resolution of disapproval, the rule will take ef-
fect. 22 If Congress enacts a joint resolution of disapproval and the joint resolution
survives any veto, the rule will not take effect. 23

Where Congress has struck down a major rule through a joint resolution of dis-
approval that has withstood any veto, the rule may not be reissued in substantially
the same form unless it is specifically authorized by a law enacted after the date
of the joint resolution. The same result holds for any new rule that is substantially
the same as the original rule that Congress disapproved. 24

The CRA’s procedures for joint resolutions of disapproval only apply to major
rules. For purposes of CRA review, a “major rule” is any rule that the Office of In-

16See 12 U.S.C. §4806(d) (requiring every Federal bank regulator to establish an ombuds-
man); Consumer Financial Protection Bureau, “Appeals of Supervisory Matters” 5-6 (Oct. 28,
2015), https:/ /files.consumerfinance.gov /| documents |
201508 cfpb ApprovedSupervisoryAppealsProcess.pdf (CFPB Supervisory Appeals).

1712 U.S.C. §4806 (requiring every Federal prudential banking regulator to establish a super-
visory appeals process); CFPB Supervisory Appeals, supra n. 16.

1812 U.S.C. §1818(h).

195 U.S.C. §§801-808.

201d. §801(a)(1)(A). The CRA requires other accompanying materials as well. Id.

211d. §§801(b)(1), 802; see also id. §801(a)(4).

221d. §801(a)(3). The statute sets forth a timeframe for effective dates. Id. §§801(a)(3), (d)-(e),
808. The same result occurs if the President vetoes a joint resolution of disapproval and Con-
gress does not override the veto. Id. A rule that Congress disapproved may also take effect
where the President makes a written determination that the rule is necessary based on narrow
statutory grounds or was issued pursuant to any statute implementing an international trade
agreement. Id. §801(c).

231d. §801(b)(1); see also id. §801(a)(3), (f).

241d. §801(b)(2).
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formation and Regulatory Affairs (OIRA) of the Office of Management and Budget
(OMB) finds has resulted in or is likely to result in: 25

1. An annual effect on the economy of $100,000,000 or more;

2. A major increase in costs or prices for consumers, individual industries, Fed-
eral, State, or local government agencies, or geographic regions; or

3. Significant adverse effects on competition, employment, investment, produc-
tivity, innovation, or on the ability of United States-based enterprises to com-
pete with foreign-based enterprises in domestic and export markets.

The term “major rule” excludes any rule promulgated under the Telecommuni-
cations Act of 1996 and the amendments made by that Act.26 In addition, nothing
in the CRA applies to rules concerning monetary policy proposed or implemented
by the Federal Reserve Board or the Federal Open Market Committee. 27

No determination, finding, action, or omission under the CRA is subject to judicial
review. 28

On two recent occasions, Congress invalidated Federal banking pronouncements
under the CRA. In late 2017, Congress issued a joint resolution disapproving the
mandatory arbitration rule issued by the Consumer Financial Protection Bureau
(CFPB or the Bureau).2? Last year, Congress invoked the CRA to nullify the CFPB’s
2013 bulletin on indirect auto lending. 30

b. The Recent OMB Memorandum Interpreting CRA

Under the CRA, Congress tasked OIRA with determining whether agency rules
are “major rules” for purposes of the statute.3! The CRA is silent on the timing of
that determination vis-a-vis agency publication of final rules.

On April 19, 2019, the Acting Director of OMB, Russell T. Vought, issued a memo-
randum that announced new, stricter procedures for Congressional Review Act com-
pliance (OMB Memo). 32 OMB addressed the memorandum, which it termed a “guid-
ance”, to all executive departments and agencies, including all Federal bank regu-
lators and other independent Federal agencies. According to OMB, the memo-
randum takes “full effect” on May 11, 2019. 33

The OMB Memo took an aggressive position on CRA’s compliance requirements
in at least three respects. First, in the OMB Memo, Mr. Vought asserted that agen-
cies “should not publish a rule—major or not major—in the Federal Register, on
their websites, or in any other public manner before OIRA has made the final deter-
mination and the agency has complied with the requirements of the CRA.”34 Sec-
ond, OMB required all independent Federal agencies, when providing ORA with
their analyses whether a rule is a “major rule” under the CRA, to comply with
OMB’s cost-benefit analysis methodology and requirements in OMB Circular A-4
and Part IV of the OMB Memo. 35 Finally, OMB took the position that “guidance
documents, general statements of policy, and interpretive rules” are subject to CRA
review, in addition to notice-and-comment legislative rules. 36

¢. The Congressional Review Act Does Not Apply to Guidances

This last OMB pronouncement followed two separate opinions by the Government
Accountability Office (GAO) in 2017 finding that a guidance document37? and a su-

251d. §804(2).
26 ]d

271d. §807.

281d. §805.

29Pub. L. No. 115-74, 131 Stat. 1243 (2017); see CFPB, Arbitration Agreements, 82 FR 55,500
(Nov. 22, 2017); CFPB, Arbitration Agreements, 82 FR 33,210 (July 19, 2017).

30Pub. L. No. 115-172, 132 Stat. 1290 (2018) (disapproving CFPB, Bulletin re: Indirect Auto
Lending and Compliance with the Equal Credit Opportunity Act (Mar. 21, 2013), https://
files.consumerfinance.gov /f/201303 c¢fpb march -Auto-Finance-Bulletin.pdf).

315 U.S.C. §804(2).

32 Memorandum from Russell T. Vought titled “Guidance on Compliance With the Congres-
sional Review Act”, OMB Memorandum M-19-14 (Apr. 11, 2019), Attps:/ /www.whitehouse.gov /
wp-content | uploads /2019 /04 | M-19-14.pdf (OMB Memo).

331d. at 2.

341d. at 4; see also id. at 5.

351d. at 5.

361d. at 3.

37GAO, Office of the Comptroller of the Currency, “Board of Governors of the Federal Reserve
System, Federal Deposit Insurance Corporation—Applicability of the Congressional Review Act
to Interagency Guidance on Leveraged Lending”, GAO Opinion No. B-329272 (Oct. 19, 2017),
https:| |www.gao.gov | assets | 690/ 687879.pdf.
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pervisory bulletin 38 by Federal bank regulators were “rules” and therefore had to
undergo CRA review.

The CRA only applies to “rules.” The statute defines the term “rule” as having
the same meaning as in 5 U.S.C. §551.39 In turn, 5 U.S.C. §551(4) of the APA de-
fines a “rule” as: “the whole or a part of an agency statement of general or par-
ticular applicability and future effect designed to implement, interpret, or prescribe
law or policy or descrlblng the organization, procedure, or practice requirements of
an agency . .

Section 551(4) sets forth three requirements to satisfy the definition of a rule.
First, there must be an “agency statement of general or particular applicability.”
Second that statement must have “future effect.” Finally, the agency statement
must be ¢ ‘designed to implement, interpret, or prescribe law or policy . . ..”

That is not the end of the story, however. CRA goes on to expressly exclude any
rule of particular applicability, any rule relating to agency management or per-
sonnel, and any rule of agency organization, procedure, or practice that does not
substantially affect the rights or obligations of nonagency parties from its definition
of a “rule.” 49 Consequently, nonbinding guidances are not rules under the CRA be-
cause they do not substantially affect the rights or obligations of nonagency par-
ties. 41

In an opinion letter last year, GAO affirmed that the Justice Department’s zero-
tolerance policy 42 was not subject to CRA review based on that exclusion. 43 Accord-
ing to GAO, “the rights and obligations in question [were] prescribed by existing im-
migration laws and remain unchanged by the agency’s internal enforcement proce-
dures at issue here.”#* In so concluding, GAO relied on Federal case law holding
that “rules were ‘procedural’ . . . when the rules did not have a ‘substantial impact’
on nonagency parties.”45 GAO reasoned: “Although the memorandum changes pre-
vious policy, there is no underlying change in the legal rights of aliens who cross
the border.” 46

If we change the phrase “aliens who cross the border” in GAO’s letter to “regu-
lated financial institutions,” it is hard to understand how a nonbinding guidance by
Federal bank regulators is a “rule” for purposes of the CRA when the Justice De-
partment’s zero-tolerance policy is not. For as the CFPB emphasized under then-
Acting Director Mick Mulvaney last year, “neither an interpretive rule nor a general
statement of policy can create new rights and obligations for regulated entities.” 47

Other provisions in the CRA highlight why it is advisable to exclude guidances
from the definition of a “rule” for purposes of that statute. Rules that Congress dis-
approves under the CRA may not be reissued in substantially the same form unless
they are specifically authorized by a law enacted after the date of the joint resolu-
tion. Nor may an agency issue a new rule that is substantially the same as the
original rule that Congress disapproved unless a later statute specifically authorizes
the new rule. 48

38 GAO, “Bureau of Consumer Financial Protection: Applicability of the Congressional Review
Act to Bulletin on Indirect Auto Lending and Compliance with the Equal Credit Opportunity
Act”, GAO Opinion No. B-329129 (Dec. 5, 2017), https:/ /www.gao.gov/assets/690/688763.pdf.

395 U.S.C. §804(3).

405 U.S.C. §804(3).

41There is another reason why guidances are not “rules” under the CRA. Because guidances
are nonbinding by definition, they do not “take effect.” As such, they lack “future effect” for pur-
poses of Section 551(4) of the APA and the CRA. See Adam Levitin, “Congressional Review Act
Confusion: Indirect Auto Lending Guidance Edition” (a/k/a “The Past and the Pointless”), Credit
Slips (Apr. 17, 2018), hitps:/ [ www.creditslips.org [ creditslips /2018 | 04 | congressional-review-act-
confusion.html. This distinction between binding rules that “take effect” and nonbinding guid-
ances has real significance when it comes to the CRA. For the CRA states that a rule cannot
“take effect” until the agency submits the rule and its “proposed effective date” to Congress and
to GAO. 5 U.S.C. §801(a)(1)(A). It is impossible, however, for an agency to transmit a “proposed
effective date” for a guidance that does not take “effect.” Strikingly, GAO did not explain how
guidances have “future effect” in its 2017 opinions.

42The policy instructed Federal prosecutors to give higher priority to certain immigration of-
fenses with the goal of deterring first-time improper entrants along the southwest border. De-
partment of Justice, Office of the Attorney General, Memorandum to Federal Prosecutors along
the Southwest Border, Zero-Tolerance for Offenses Under 8 U.S.C. §1325(a) (Apr. 6, 2018).

43GAO, U.S. Department of Justice—Applicability of the Congressional Review Act to the At-
torney General’s April 2018 Memorandum, GAO Opinion No. B-330190, at 1 (Dec. 19, 2018),
httfﬁsl:(/i /www.gao.gov / assets | 700/ 696164.pdf.

451d. at 4 (citing Brown Express, Inc. v. United States, 607 F.2d 695, 702 (5th Cir. 1979)).
461d. at 5.

47CFPB Guidance RFI, supra n. 2, at 13960.

485 U.S.C. §801(b)(2).



54

But what does it mean for Congress to disapprove a nonbinding guidance? The
answer is murky, to say the least. Take disapproval of a policy statement that
adopts Federal judicial decisions construing a statute that the agency is charged
with enforcing. Nothing relieves the agency of its statutory duty to carry out the
statute. Similarly, nothing prevents the agency from observing the case law dis-
cussed in the policy statement when enforcing the statute. This is doubly true when
Congress does not amend the underlying statute or relieve the agency of its respon-
sibility to enforce it. Under these circumstances, it is unclear what disapproval of
the policy statement actually means.

For these reasons, the text and spirit of the CRA excludes guidances from the def-
inition of “rules.” 49 However, there is an even more important reason for not impos-
ing added procedural hurdles such as CRA, which is the adverse effect that doing
so would have on regulated parties and the larger financial system.

IV. Imposing More Procedural Hurdles To Adopting Agency Guidances Is
Unwise

Both of the initiatives to put guidances through notice-and-comment proceedings
and CRA review are overkill because they would result in serious negative effects
on regulated companies and the financial system. In this section, I discuss why it
would be counterproductive to impose stiffer procedural requirements on guidances.

If nonbinding agency guidances had to undergo the notice-and-comment proce-
dures in the APA plus CRA review, the negative effect on regulated persons would
be palpable. Normally, a fast-track notice-and-comment procedure takes at least 2
years and many rulemakings take longer. Congressional Review Act transmission
and review prolongs this process even further.

At a minimum, the new procedural requirements would result in protracted un-
certainty and loss of transparency during the periods for notice and comment and
CRA review. During the intervening 2-plus years, the public would be in the dark
as to the content of the final guidance and the agency’s current position. The OMB
Memo would prolong that uncertainty and loss of transparency by prohibiting agen-
cies from even publishing final guidances until receiving a go-ahead from OIRA.

The adverse consequences for industry could be even worse, depending on how
Federal agencies respond. One way agencies might respond is by elevating non-
binding guidances into binding legislative rules. This would increase the number of
binding rules on financial providers and with it, their attendant legal risk and regu-
latory burden.

Alternatively, agencies might respond by declining to formulate guidances at all.
Agencies would have strong internal pressures to choose this path, given the
daunting staffing and budgetary challenges of what otherwise would be a vast in-
crease in notice-and-comment proceedings.

Is this what companies really want? Federal bank regulators have statutory re-
sponsibility to enforce the existing statutory authorities and binding rules under
their jurisdiction. If agencies stopped issuing guidances, they would still be respon-
sible for enforcing those statutes and rules. In the meantime, regulated persons
would lack any guidance about agency interpretation of those statutes and rules or
about ways to achieve compliance. This could result in precisely the type of “gotcha”
enforcement actions that regulated entities complain about and that guidances are
designed to avoid. Moreover, we would lose the constraints that guidances may prac-
tically place on agency enforcement. Ironically, subjecting guidances to notice-and-
comment procedures and CRA review would result in less transparency, not more.
Doing so might well leave regulated entities to fend for themselves and produce the
“regulation by enforcement” that they intensely dislike.

Putting guidances through notice-and-comment proceedings and CRA scrutiny
also is a slippery slope. Clearly, statements of policy and interpretive rules are guid-
ance. Generally, so are official ex ante agency announcements that are labeled as
“guidance.” But how about individually tailored communications by regulators with
specific regulated entities, such as no-action letters, which industry members find
valuable? %9 Similarly, would concerns about issuing “guidance” cause examiners to
clam up when companies ask them for compliance advice? The CFPB, under the
leadership of Mr. Mulvaney, stated in 2018 that it “uses the term guidance . . .
broadly to [also] refer to compliance guides and other materials and activities that

49 See Levitin, supra n. 41. GAO’s and OMB’s interpretations to the contrary are only opinions
unless and until they are affirmed by the courts.

50 Securities and Exchange Commissioner Hester Peirce recently described S.E.C. no-action
letters as guidance. “SECret Garden: Remarks at SEC Speaks by Commissioner Hester M.
Peirce” (Apr. 8, 2019), https:/ /www.sec.gov | news | speech | peirce-secret-garden-sec-speaks-040819.
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it does not believe are rules within the meaning of the APA . . . .”51 A sweeping
position that all such materials must undergo notice and comment and CRA review
would have a severe chilling effect on those materials.

Undoubtedly for these reasons, the Mortgage Bankers Association (MBA) ex-
plained last year that “[t]here are times when the costs of public participation out-
weigh its benefits. . . . [T]he extent of public participation should vary on the na-
ture of the guidance document.”52 The National Association of Realtors has pointed
out that “time is of the essence” in certain regulatory situations and argued for
“quick responses” in the form of agency guidances in those situations. 53 The MBA
similarly called on agencies (and specifically the CFPB) to “frequently revise imple-
mentation and compliance support materials to ensure they remain relevant.” 54

Needless to say, companies cannot have it both ways. Imposing notice-and-com-
ment requirements on agency guidance indiscriminately would make these types of
quick responses and frequent revisions impossible. 55

Furthermore, erecting stringent procedural barriers to guidance would pose enor-
mous risks to the financial system and the public writ large. Regulators issue guid-
ance to increase the level of compliance with the law. Losing this vital information
source for the bulk of companies that want to comply with banking law would likely
increase the level of unsafe and unsound practices and raise the aggregate risk in
the financial system.

We cannot afford to take that risk, especially after the devastating losses from
the 2008 financial crisis. Currently, leveraged loans pose one of the biggest threats
to U.S. financial stability.5¢ But after GAO classified the leveraged loan guidance
as a “rule” under the CRA, the Comptroller of the Currency lifted that guidance for
the biggest players in that market, which are national banks.57 This is not good
for anyone, be it national banks or the financial system at large.

Part of the controversy about guidances involves Matters Requiring Attention
(MRAs) and Matters Requiring Immediate Attention (MRIAs) that examiners issue
from time to time in individual companies’ examinations. Concerns have been raised
that some examiners at the Federal prudential banking agencies write up violations
of guidance as MRAs and MRIAs.

In addressing this issue, it is important to stress the important role of MRAs and
MRIAs in resolving safety and soundness problems and violations of statutes and
rules short of initiating enforcement. Without those notices, problems could fester
until sanctions were unavoidable or the institution flat-out failed. Requiring all
MRAs and MRIAs to go through notice and comment—including those that address
unsafe and unsound practices and violations of statutes and rules—would ban them
for all intents and purposes. Instead, a better approach would be for senior bank
regulators to carefully review proposed MRAs and MRIAs and to train examiners
on their appropriate use. Supervised companies can also appeal MRAs and MRIAs
through the supervisory appeals process. 58

In sum, putting nonbinding guidances through notice and comment and CRA re-
view would result in the worst of both worlds. Either agencies would issue even
more binding legislative rules or they would enforce their statutes and rules without

51CFPB Guidance RFI, supra n. 2, at 13960. These sorts of “nonrule guidances,” to use the
Bureau’s term, include frequently asked questions, compliance guides, checklists, institutional
and transactional coverage charts, webinars, staff manuals, and oral informal guidance in re-
sponse to individual inquiries. Id.

52Letter from the Mortgage Bankers Association to the CFPB on Docket No. CFPB-2018-
0013, at 4 (July 2, 2018) (hereinafter MBA Comment Letter).

53NAR Comment Letter, supra n. 13, at 1. See also id. at 2 (“compliance bulletins are often
ll,ilseful due to the expedited timeframe for issuance without formal notice and comment proce-

ures . . ..”).

54 MBA Comment Letter, supra n. 52, at 6.

55Indeed, the Administrative Conference of the United States has advised that a “Govern-
ment-wide requirement for inviting written input from the public on policy statements is not
recommended, unless confined to the most extraordinary documents.” Administrative Con-
ference, supra n. 6, at 6.

56See “Financial Stability Oversight Council, 2018 Annual Report” 11-12 (2018), htips://
home.treasury.gov | system |/ files | 261/ FSOC2018AnnualReport.pdf;, “Office of Financial Research,
Annual Report to Congress” 18-20 (2018), https:/ /www.financialresearch.gov /annual-reports/
files/ office-of-financial-research-annual-report-2018.pdf.

57“0CC Head Says Banks Need Not Comply With Leveraged Lending Guidance”, Ropes and
Gray (March 1, 2018), https://www.ropesgray.com/en/newsroom/alerts/2018/03/0CC-Head-
Says-Banks-Need-Not-Comply-with-Leveraged-Lending-Guidance.

58 See, e.g., CFPB Supervisory Appeals, supra n. 16, at 2; Comptroller of the Currency, OCC
Banking Bull. 2013-15 (June 7, 2013), https://www.occ.treas.gov [ news-issuances/bulletins/
2013/ bulletin-2013-15.html.
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the benefit of guidance. Given these undesirable results, this is an area where Con-
gress should tread carefully.

V. The OMB Memo Improperly Seeks To Curtail Federal Bank Regulators’
Independence

In this final section, I close by discussing other problems with the OMB Memo
and specifically its attempt to infringe on the independence of Federal bank regu-
lators.

In the OMB Memo, OMB purports to prohibit independent Federal bank regu-
lators from publishing their final rules on their websites or in the Federal Register
before OIRA has made its major determination under the CRA.5° In addition, the
memorandum also seeks to prescribe the methodology independent agencies are to
use when conducting their cost-benefit (impact) analyses through the back door. 69

In adopting this stance, the OMB Memo improperly treads on Federal bank regu-
lators’ independence and violates Executive Order No. 12,866. Historically, the
courts and Federal law have guarded the independence of Federal bank regulators
from the Executive Branch to shield the financial system from political intervention
for short-term gain. 61 This is why Federal bank regulators are exempt from the re-
quirement that agencies submit their rules to OIRA for review and cost-benefit
analysis. 62 This results from the express exemption in Executive Order 12,866 for
agencies designated as “independent regulatory agencies” under the Paperwork Re-
duction Act. %3 The Paperwork Reduction Act’s list of independent regulatory agen-
cies includes the CFPB and all other Federal bank regulators. 64

Because OMB is an arm of the White House, 65 Executive Order 12,866 effectively
shields Federal bank regulators from White House review of their rules. The pur-
pose of this carve-out is to ensure the expert neutrality of bank regulators and to
insulate those rules from political manipulation by the White House and OMB. In-
stead, Congress, not the White House, retains ultimate control over Federal bank
regulators’ rules.

The OMB Memo seeks to intrude on Federal bank regulators’ cost-benefit anal-
yses by requiring them to submit a major rule analysis that is consistent with
OIRA’s cost-benefit analysis methodology. To begin with, it is not clear how Federal
bank regulators can even do a meaningful cost-benefit analysis of nonbinding guid-
ance. Beyond that, there are important reasons why Congress exempted cost-benefit
analyses by Federal bank regulators from OIRA and OMB oversight in Executive
Order 12,866. In financial regulation, it is generally harder to quantify benefits in
the form of harms avoided than it is to quantify costs. Federal bank regulators must
make numerous rulemaking decisions under conditions of incomplete data and un-
certainty. Requiring Federal bank regulators to monetize all harms avoided—which
might prove impossible—would dangerously tilt rulemaking analyses toward inac-
tion and the status quo.

In short, Executive Order 12,866 means that OIRA’s standards for cost-benefit
analyses do not apply to Federal bank regulators’ major rule analyses and may not
be wielded as a threat to “delay OIRA’s determination and an agency’s ability to
publish a rule and to make the rule effective.” OMB’s threat to hold up final rules
by Federal bank regulators indefinitely for “insufficient or inadequate analysis” in
OIRA’s view 66 poses the added, serious concern that OMB or OIRA might call a reg-
ulator’s bluff and press to renegotiate the provisions of a final rule pending publica-
tion of the rule’s text, with no judicial review. Any attempt to do so would be a bla-
tant affront to Federal bank regulator independence and a rank violation of Execu-
tive Order 12,866. Even more seriously, any such move by OIRA would represent
an attempt under the unitary executive theory to bottle up rules, detaining them
from Congressional review and wresting CRA oversight from Congress in the proc-
ess. In that respect, it is well known that OIRA has mired final rules of executive
agencies indefinitely while conducting its review.

59See OMB Memo, supra n. 32, at 4.

60 See id. at 5.

61See, e.g., Humphrey’s Executor v. United States, 295 U.S. 602 (1935).

22 Fdxec. Order No. 12,866, 58 FR 51,735, 51,753 (Oct. 4, 1993).

6444 U.S.C. §3502(5) (2012).

6531 U.S.C. §501 (2012) (establishing OMB as “an office in the Executive Office of the Presi-
dent”). Because OMB resides within the White House, its website is nested within the White
House website. See “Office Mgmt. and Budget, White House”, https:/ /www.whitehouse.gov /omb.

66 OMB Memo, supra n. 32, at 5.
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In the OMB Memo, OIRA implicitly commits itself to making a CRA determina-
tion on independent agency rules within 40 days. 67 Fortunately, if OIRA does not
respect the 40-day timeframe, no statute or rule stops Federal bank regulators from
publishing their rules at that point and transmitting their rules directly to Congress
for CRA review. Any suggestion in the OMB Memo to the contrary has no legal ef-
fect.

To conclude, nonbinding agency guidances bring important transparency to Fed-
eral banking regulation and regulated firms depend heavily on them. In all likeli-
hood, requiring those guidances to go through notice and comment and CRA review
would backfire by causing agencies to scrap guidances altogether and increasing the
likelihood of the “regulation by enforcement” that industry fears.

671d. The memorandum states that OIRA may inform agencies that rules are not major with-
in 10 days of notification. Other rules must undergo the major rule determination, for which
OIRA advises independent agencies to allocate 30 days. Id.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR BROWN
FROM GREG BAER

Q.1. The Financial Services Roundtable and The Clearing House
Association, predecessors of the Bank Policy Institute, have pre-
yiously requested written guidance from Federal agencies, includ-
ing:
A. a 2013 request for written guidance from CFPB and HUD on
Dodd-Frank mortgage standards;

B. a 2014 request for written guidance from CFPB on the TILA/
RESPA integrated mortgage disclosures rule;

a 2015 request for guidance from the Federal banking agen-
cies, through the FFIEC, on Call Reports; and

C.

D. a 2016 comment letter suggesting guidance from the Federal
Reserve and IRS on the tax consequences of total loss-absorb-
ing capacity (TLAC) rules.

Please provide to the Committee all instances in which the Bank
Policy Institute or its predecessors have requested or advocated
guidance from the Federal financial institution regulatory agencies
since July 21, 2010.

A.1. We are unable to provide a full accounting of “all instances”
in which BPI or any of its predecessors have requested or advo-
cated guidance. At least in our most recent iteration, we have con-
sistently expressed concern about the agencies use of guidance be-
cause that guidance has often been treated as a binding rule
through the examination process, even where no public notice was
provided or comment sought. Such action is inconsistent with the
Administrative Procedure Act and, unless the guidance is sub-
mitted to the Congress for review, with the Congressional Review
Act. And it is poor Government, in the sense that public com-
ment—not just from banks but other groups or individuals with in-
terest and expertise in banking policy—tends to make for a better
rule. Postcrisis, the combination of voluminous issuance of guid-
ance along with agency treatment of that guidance as binding, ef-
fectively created a whole new regulatory regime about which the
public had no input.

Therefore, we strongly support a 2018 interagency statement
that reaffirmed that supervisory guidance “does not have the force
and effect of law, and the agencies do not take enforcement actions
based on supervisory guidance.” To the extent that in recent years
the agencies have strayed from that practice, we are advocating a
return to the appropriate role of guidance: to State the views of the
agency, but not create binding obligations on regulated entities.

None of this is to deny that guidance can sometimes play a use-
ful role, as it did until relatively recent times. If treated as non-
binding, guidance can inform regulated entities of agency priorities,
and let them know of best (or worse) practices that the agency is
observing. It is only when it is treated as binding in practice that
we believe it needs to be issued as a rule under the law.
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RESPONSES TO WRITTEN QUESTIONS OF
SENATOR CORTEZ MASTO FROM GREG BAER

Q.1. During this hearing, a number of my colleagues floated the
idea of a neutral arbiter or an independent ombudsman to rep-
resent financial institutions who have concerns with Federal regu-
lators’ overreach. Would you support such a proposal? If so, what
should this review process look like? What review powers do you
believe the arbiter should have? If you do not support the proposal,
please explain why.

A.1. We support the idea of a neutral arbiter for financial institu-
tions concerned with regulatory overreach, but would caution that
its utility can be quite limited. Each of the banking agencies cur-
rently has an intra-agency appeals process and an ombudsman, but
a recent article that analyzed the process and outcomes of those re-
gimes concluded that they were a failure. See Hill, Julie Anderson,
“When Bank Examiners Get It Wrong: Financial Institution Ap-
peals of Material Supervisory Determinations”, Washington Univer-
sity Law Review (2015). https://openscholarship.wustl.edu/
law lawreview /vol92/iss5/5/

In sum, banks are loathe to appeal any adverse determination,
for two reasons. First, and most significantly, they fear retaliation
through the examination process. Moreover, this may seem like
overreaction needing to be addressed by the institutions, but one
must keep in mind that failing to address examiner concerns can
result in a downgrade to the bank’s Management rating. As noted
in my testimony, such a downgrade—and until relatively recently—
any unremediated examiner mandate—can act as a prohibition on
expansion by the bank. And that prohibition is nonpublic and
therefore effectively nonappealable. Second, appeals are made to
the same agency that made the initial determination, and thus un-
likely to succeed.

While the second concern could be resolved by allowing appeal to
a third party, the first would remain. Therefore, we believe that re-
form in this area should focus more on requiring the agencies to
adhere to statutory standards for deciding whether a firm can ex-
pand, rather than employing a “penalty box” approach, and revis-
iting the CAMELS rating regime to make it more objective, as the
current approach is to make the most subjective of its component
(Management) the most significant.

RESPONSES TO WRITTEN QUESTIONS OF
SENATOR CORTEZ MASTO FROM MARGARET E. TAHYAR

Q.1. During this hearing, a number of my colleagues floated the
idea of a neutral arbiter or an independent ombudsman to rep-
resent financial institutions who have concerns with Federal regu-
lators’ overreach. Would you support such a proposal? If so, what
should this review process look like? What review powers do you
believe the arbiter should have? If you do not support the proposal,
please explain why.

A.1. Stronger ombudsmen and examination appeals processes are
needed to start the cultural change. Recent efforts by the banking
regulators to strengthen the authority of their internal ombudsmen
and their examination review processes are welcome signs of
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progress. I do not think that an external ombudsman outside of the
banking agencies is the optimal structure; instead, more power and
authority should be given to the current ombudsmen. Strong om-
budsmen and robust appeals processes will not, however, be
enough because of legitimate fears of retaliation despite attempts
to provide protection against such retaliation. The root causes also
need to be addressed. These are lack of transparency, limitations
on the practical ability of the agency principals to oversee the su-
pervisory staff's compliance with applicable legal restrictions on
their discretion, the lack of any clear limits on the supervisory dis-
cretion to classify any shortcoming as a safety and soundness viola-
tion based on an individual supervisor’s policy preferences, and the
lack of legal training for bank supervisors. Congress should also
focus on this more fundamental reform. Increased transparency of
the supervisory process, including appropriate limits on the perim-
eter of what can be classified as confidential supervisory informa-
tion or as safety and soundness violations, as well as better over-
sight of the supervisory staff's compliance with applicable legal re-
strictions on their discretion and better training about such legal
restrictions, would increase the odds that supervisory staff would
become more accountable to the public and agency leadership.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR SINEMA
FROM MARGARET E. TAHYAR

Q.1. In your experience, what is the best approach to balance the
competing demands of providing regulatory clarity while ensuring
rigorous supervision that protects the safety and soundness of the
U.S. financial system?

A.1. The best approach is to narrow the realm of confidential su-
pervisory information to the core minimum necessary to protect fi-
nancial stability or individual bank safety and soundness. As a
bank regulatory lawyer, I fully recognize that some secrecy is need-
ed to ensure candid conversations and protect the financial system.
Yet we need to move away from the current situation, in which
nearly anything a bank gives its regulator in the course of the su-
pervisory process might be transformed into confidential super-
visory information, with all the attendant consequences. Part of the
solution is for bank examinations to return to a focus on the quan-
titative core and move away from qualitative judgments that reflect
examiner policy preferences on how to run the business—the exam-
iner as management consultant. Ultimately, however, confidential
supervisory information is a creature of regulation, not etched in
stone, and Congress can exert pressure on the banking agencies to
reform their approach or even take legislative action to force
change if needed.

Regulators should also take efforts to increase transparency,
even within the current bounds of confidential supervisory informa-
tion. In particular, the banking agencies should strive to release
more granular data on the state of banking supervision, aggregated
across the industry to anonymize the information. The Federal Re-
serve’s November 2018 and May 2019 Supervision and Regulation
Reports represent admirable efforts in the right direction. The
banking sector is a critical part of our economy and the banking
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agencies are a critical part of our Government, so it is imperative
that bank supervisors are accountable to the public.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR WARREN
FROM PATRICIA A. MCCOY

Q.1. Congress designed Federal regulatory agencies to be inde-
pendent from the President’s continuing influence so that they
could make rules for our economy based on technocratic analysis
and data, rather than political considerations. Can you describe
why independence at regulatory agencies is critical?

A.1. Congress wisely conferred independence on Federal regulatory
agencies for the long-term welfare of the American people. Inde-
pendence promotes the general good in several important ways.
First, it helps ensure that regulators will make informed decisions
on the basis of data, scientific expertise, and facts. Second, it insu-
lates regulators from pressure by the President and the Executive
Branch to rig decisions in order to boost the reelection prospects of
the President or the President’s political party, to the detriment of
the public generally. Such pressure could occur in at least two sce-
narios. Pressure might be exerted to curry favor with politically
powerful industries or groups in tacit exchange for campaign con-
tributions. Alternatively, the White House could lean on regulators
to stimulate the economy in order to win election, indifferent to the
long-term risks to the economy. Finally, independence helps shelter
Federal regulators from lobbying by politically powerful and well-
oiled industry interests seeking exceptions from regulatory actions
that are designed to protect the American people. Independence,
simply put, helps ensure that Federal regulators make decisions for
the betterment of ordinary families and not as political favors.

Q.2. After abusive mortgages crashed the economy in 2008, you led
the team at the Consumer Financial Protection Bureau (CFPB)
that wrote the rules to fix the mortgage market and prevent an-
other financial crisis. Can you describe, broadly, who wrote those
rules and what evidence they used?

A.2. When Congress charged the CFPB with promulgating the
mortgage rules in the Dodd—Frank Act, ensuring sustainable mort-
gages while advancing access to credit and minimizing industry
burden were of uppermost importance to the Bureau. For this rea-
son, the CFPB’s mortgage rules were the product of extensive fac-
tual research, mortgage expertise, and public consultation. The
economists, lawyers, and markets experts in the Bureau’s Re-
search, Markets, and Regulations Division took the lead in drafting
the mortgage rules, following voluminous written public comment
and outreach to all affected parties, including consumers, financial
providers, independent researchers, community housing organiza-
tions, industry associations, consumer advocacy groups, and sister
State and Federal regulators. In the rulemaking for the integrated
mortgage disclosures, the Bureau even posted each new draft of the
prototype disclosures online and asked the crowd to suggest needed
improvements. Based on the public’s suggestions, the Bureau then
improved the draft and posted the next version online. This
crowdsourcing was repeated every month and the public eventually
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submitted over 30,000 comments on the prototype forms. I can say
from personal experience that the final disclosure forms were
markedly better due to this public input.

Meanwhile, the Bureau’s economists and researchers drew heav-
ily on a wide assortment of other empirical data in designing the
mortgage rules. Much of that data came from large national data
sets reporting every residential mortgage origination in specific
channels over a substantial time period. These data sets contained
tens of millions of observations and allowed the Bureau’s research-
ers to conduct sophisticated analyses of the projected effect of dif-
ferent rules on expected default rates, the cost of credit, and access
to credit. In other instances, the Bureau created data sets to ana-
lyze questions such as the size of potential legal liability to lenders
from specific types of mortgage rules. Separately, the CFPB’s mar-
kets analysts conducted ongoing, in-depth studies of the business
models and earnings reports of mortgage lenders to ensure that
mortgage lending remained profitable and sustainable following
adoption of the rules. This was augmented by CFPB analysis of the
vast economics literature on the effects of residential mortgages
and specific types of regulatory intervention on key outcomes such
as delinquencies and cost of credit. In one notable instance—the in-
tegrated mortgage disclosure rule—the CFPB used the most so-
phisticated field testing available to ensure that the disclosure rule
was broadly understandable and useful to consumers and industry
participants.

Q.3. When you were writing the rules at CFPB, President Obama
was in the White House and his appointees were leading the agen-
cy. Did you ever submit CFPB rules to the White House for review?
Why or why not?

A.3. Neither I nor the CFPB submitted CFPB rules to the White
House or the Office of Management and Budget (OMB) for review.
This practice conformed to the Dodd-Frank Act, which prohibits
OMB from asserting “jurisdiction or oversight over the affairs or
operations of the Bureau.” 12 U.S.C. §56497(a)(4)(E). Furthermore,
this practice comported with Executive Order No. 12,866, 58 FR
51,735, 51,753 (Oct. 4, 1993), which exempts all Federal bank regu-
lators, including the CFPB, from the requirement that agencies
submit their rules to OMB for review and cost-benefit analysis.
This express exemption applies to agencies designated as “inde-
pendent regulatory agencies” in the Paperwork Reduction Act. The
Paperwork Reduction Act’s list of independent regulatory agencies
includes the CFPB and all other Federal bank regulators. 44 U.S.C.
§3502(5) (2012).

This exemption from OMB review of rules is a crucial mainstay
of Federal bank regulators’ independence. Because OMB is located
within the White House and is subject to White House control, any
provision requiring the CFPB and/or other Federal bank regulators
to submit their rules to OMB would open up their rulemaking proc-
esses to White House pressure for short-term political benefit. Ef-
fectively, Executive Order No. 12,866 shields the CFPB and other
Federal bank regulators from White House review of their rules.
The purpose of this carve-out is to ensure the expert neutrality of
CFPB rules and to insulate those rules from political manipulation
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by OMB and the White House. Instead, Congress, not the White
House, retains ultimate control over CFPB rules.

Q.4. On April 11, 2019, Acting OMB Director Russel Vought sent
a memo to all heads of executive departments and agencies, includ-
ing independent agencies, creating a “systematic process to deter-
mine whether rules that would not be submitted to OIRA . . . are
major,” ! a determination that should be made by looking at wheth-
er a rule will cost $100 million or more annually, will cause a
major increase in costs or prices, or will have a significant adverse
effect on players in the market. Are you concerned that the review
of the cost-benefit analysis by OIRA of rules promulgated by inde-
pendent agencies could substantively affect the rules?

A4. 1 am deeply concerned that the OMB’s back-door attempt to
subject rules promulgated by independent agencies to cost-benefit
analysis by OIRA could distort the content of those rules, to the
detriment of the American public.

The April 11, 2019, OMB Memo?2 seeks to intrude on inde-
pendent agencies’ rulemaking autonomy by requiring them to sub-
mit major rule analyses under the Congressional Review Act (CRA)
that are consistent with OIRA’s cost-benefit analysis methodology.
However, there are important reasons why Congress exempted
cost-benefit analyses by independent agencies from OIRA and OMB
oversight in Executive Order No. 12,866. One reason, discussed
above, is to protect independent agencies from White House pres-
sure for purposes of political gain. Another reason, discussed in my
response to Senator Cortez Masto’s Question 1, involves the pre-
cautionary nature of many rules by independent agencies. Pre-
cautionary rules are ones that seek to avoid harm. These types of
rules pose challenges in cost-benefit analyses, because quantifying
harms avoided is generally more difficult than quantifying costs.
Because OIRA’s cost-benefit methodology gives no or little weight
to benefits that cannot be quantified, OIRA’s methodology
overweights costs and thus biases rulemaking decisions in favor of
agency inertia. As such, OIRA’s approach is poorly suited to a pre-
cautionary approach to harm.

Here, it bears emphasizing that the OMB Memo lacks legal va-
lidity as applied to independent agencies. Executive Order No.
12,866 means that OIRA’s standards for cost-benefit analyses do
not apply to independent agencies’ major rule analyses and may
not be wielded as a threat to “delay OIRA’s determination and an
agency’s ability to publish a rule and to make the rule effective.”
OMB’s threat to hold up final rules by independent agencies indefi-
nitely for “insufficient or inadequate analysis” in OIRA’s view (see
OMB Memo at 5) poses the added, serious concern that OMB or
OIRA might call a regulator’s bluff and press it to renegotiate the
provisions of a final rule pending publication of the rule’s text, with
no judicial review. Any attempt to do so would be a blatant affront
to agency independence and a rank violation of Executive Order

10ffice of Management and Budget, “Guidance on Compliance With the Congressional Review
Act”, Russell T. Vought, April 11, 2019, htips://www.whitehouse.gov/wp-content/uploads/
2019/04/M-19-14.pdf.

2Memorandum from Russell T. Vought titled “Guidance on Compliance With the Congres-
sional Review Act”, OMB Memorandum M-19-14 (Apr. 11, 2019), https:/ /www.whitehouse.gov /
wp-content /uploads /2019 /04 /M-19-14.pdf (OMB Memo).
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No. 12,866. Even more seriously, any such move by OIRA would
represent an attempt to bottle up rules, detain them from Congres-
sional review, and wrest CRA oversight from Congress in the proc-
ess. OIRA has mired final rules of executive agencies indefinitely
while conducting its review in the past and there is reason to think
the same would occur if independent agencies had to submit the
cost-benefit analyses of their rules to OIRA.

Q.5. This review “applies to more than just notice-and-comment
rules; it also encompasses a wide range of other regulatory actions,
including, inter alia, guidance documents, general statements of
policy, and interpretive rules.”2 How will the mandatory submis-
sion of guidance documents for review affect the ability of agencies
to do their jobs?

A.5. Please see my response to Question 3 from Senator Cortez
Masto.

Q.6. If Donald Trump was president when you were writing the
mortgage rules in 2011 and his OMB demanded the opportunity to
review cost benefit analysis as it just did, what do you believe could
have happened to those rules?

A.6. Please see my response to Question 4 above. The CFPB used
rigorous cost-benefit analyses in the mortgage rules. Despite the
strong foundation supporting those rules, the OMB Memo, had it
been 1n effect at the time, would have raised concerns that OMB
might have withheld the major rule determination required by the
Congressional Review Act on grounds that the CFPB’s regulatory
impact analyses did not adhere to OIRA’s cost-benefit analysis
methodology.

RESPONSES TO WRITTEN QUESTIONS OF
SENATOR CORTEZ MASTO FROM PATRICIA A. MCCOY

Q.1. In our discussion, you raised concerns with the OMB memo
specifying the methodology for cost-benefit analysis. Do you believe
there is a better process by which to determine cost-benefit or a
rulemaking or guidance?

A.1. To answer this question, it is necessary to distinguish between
regulations and guidances. In the case of regulations, the most im-
portant consideration is preserving the discretion of the inde-
pendent Federal bank regulators to determine the appropriate
methodology for their regulatory impact or cost-benefit analyses.
Federal bank regulators take regulatory impact analyses extremely
seriously. Since the enactment of the Dodd—Frank Act, they have
strengthened and refined their regulatory impact and cost-benefit
analyses, particularly given the heightened judicial scrutiny that
those analyses now receive after the D.C. Circuit’s decision in Busi-
ness Roundtable v. Sec. and Exch. Comm’n, 647 F.3d 1144, 1148
(D.C. Cir. 2011).1

31d.
1See, e.g., Board of Governors of the Federal Reserve System, Response to a Congressional
Request Regarding the Economic Analysis Associated with Specified Rulemakings 9, 20 (June
http:/ | oig.federalreserve.gov | reports | Congressional-Response-economic-analysis-
2011web.pdf (stating that the Federal Reserve “conducts its rulemaking activities in a manner
that is generally consistent with the philosophy and principles outlined in the Executive orders”
and suggesting that the Federal Reserve acts consistently with at least some aspects of the guid-
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An overly rigid cost-benefit methodology that required quantifica-
tion of all costs and benefits could jeopardize financial institutions’
solvency, consumer welfare, or financial stability. That is because
in financial regulation, it is generally harder to quantify benefits
in the form of harms avoided than to quantify costs. Federal bank
regulators must make numerous rulemaking decisions under condi-
tions of incomplete data and uncertainty. Requiring Federal bank
regulators to monetize all harms avoided—which might prove im-
possible—would dangerously tilt rulemaking analyses toward inac-
tion and the status quo.

In the case of guidances, it is difficult or impossible to conduct
regulatory impact or cost-benefit analyses because guidances are
not binding on private third parties and therefore do not impose
defined costs.

Q.2. In your testimony, you raise concerns regarding political influ-
ence on our Nation’s economy and financial system. Can you elabo-
rate on the potential harms political influence on our financial sys-
tem may have?

A.2. Insulating bank regulation from political influence is vital to
the long-term economic welfare of our Nation and the American
public. A couple of examples illustrate why this is the case. If Fed-
eral bank regulators lacked independence, a President could pres-
sure those agencies to deregulate the banking industry to an exces-
sive degree in order to increase bank lending, goose the economy,
and boost the President’s reelection prospects. If the ensuing de-
regulation resulted in unwise lending and an eventual spike in
loan delinquencies, the economy might experience a short-term
bump but long-term losses. In a similar way, White House pressure
on the Federal Reserve Board to lower interest rates could stimu-
late the economy in the short term, to the President’s political ben-
efit, but inflict harm on the economy in the long term by stoking
inflation and reducing the buying power of ordinary Americans.

Q.3. Could you discuss the potential impact that a drawn out OIRA
review or Congressional Review Act process on guidance could have
on the markets, or the economy as a whole?

A.3. As I noted in my written testimony (p. 9 [p. 54 herein]), notice-
and-comment proceedings for major rules take at least 2 years and
normally longer. Congressional Review Act transmission and re-
view prolong this process even further.

Imposing those same procedures on guidance would have unin-
tentional effects redounding to the detriment of markets or the
economy as a whole. For instance, agencies might respond by
issuing pronouncements that otherwise would be nonbinding guid-
ances as binding legislative rules. This would put a drag on finan-
cial firms by unnecessarily increasing the number of binding rules
they had to observe and raising their legal exposure for violation
of those new rules. If the financial sector became less efficient and

ance in OMB Circular A-4); GAO Report GAO-12-151, Dodd—Frank Act Regulations: Implemen-
tation Could Benefit From Additional Analyses and Coordination 12 (Nov. 2011), htip://
www.gao.gov [ new.items /d12151.pdf (reporting statements by the Federal Reserve Board, FDIC,
NCUA, and OCC that their agencies follow OMB’s guidance in spirit or principle. CFPB officials
also stated that the Bureau expects to follow the spirit of OMB’s guidance, “in a manner con-
sistent with the Dodd-Frank Act, which speaks directly to the consideration of benefits, costs,
and impacts”).
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increasingly cautious in lending and investment as a result, the
larger economy could suffer adverse knock-on effects in the form of
reduced access to capital and credit.

Alternatively, agencies might respond to more onerous guidance
procedures by issuing fewer compliance guidances or none at all.
This would hurt honest companies’ efforts to comply with regula-
tions, because many guidances are designed to aid industry with
compliance. As a result, firms would face increased legal exposure
for violations of rules, with a potential negative impact on earnings
and their willingness to take reasonable business risks. Any such
excessive business caution could dampen the financial sector and
reduce credit and investment to the economy as a whole.

Q.4. Some of your fellow witnesses raised concerns regarding the
opacity of the Matters Requiring Attention (MRA) and the Matters
Requiring Immediate Attention (MRIA) process, and have sug-
gested giving financial institutions a process by which to arbitrate
or contest these actions. Would you support such a process and if
so, why? If not, please explain why.

A.4. Depository institutions and their holding companies already
have several avenues of recourse to challenge MRAs and MRIAs
with which they disagree (see pp. 4-5 [50-51 herein] of my written
testimony). First, they can meet privately with examiners and their
supervisors to propose changes to or contest those actions. Second,
all Federal bank regulators maintain ombudsmen whom financial
institutions can enlist to help resolve any problems from MRAs and
MRIAs. Third, Federal bank regulators all have procedures for for-
mal agency reviews of examination results, including MRAs and
MRIAs. And fourth, the banking industry can informally petition
Federal bank regulators to reduce the burden of MRAs and MRIAs
through across-the-board reforms. Indeed, in response to banking
industry calls, the Board of Governors of the Federal Reserve Sys-
tem proposed a guidance in 2017 that would reduce the burden on
financial institutions’ boards of directors to respond to MRAs and
MRIAs. See Federal Reserve System, “Proposed guidance on Super-
visory Expectation for Boards of Director”, 82 FR 37219 (Aug. 9,
2017).

In view of these multiple avenues of relief from MRAs and
MRIAs, there is no justification for tying Federal bank supervisors
in knots by conferring depository institutions with a right to arbi-
trate MRAs and MRIAs. Such a cumbersome procedure would in-
tensify the problem experienced during the lead-up to the 2008 fi-
nancial crisis, when Federal bank examiners routinely failed to in-
sist that institutions address and resolve outstanding MRAs and
MRIAs from their prior examinations and regularly failed to take
enforcement for persistent unsafe and unsound practices. IndyMac
Bank, F.S.B., was an especially egregious example, but it was not
alone. See Office of Inspector General, Department of the Treasury,
Safety and Soundness: Material Loss Review of IndyMac Bank,
FSB 17-19, 24-26, 33-34, 63-70 (OIG-09-032, Feb. 26, 2009). This
widespread regulatory inaction contributed to the 2008 financial
crisis and its fallout. If anything, the regulatory inaction that cul-
minated in the crisis of 2008 underscores the importance of pre-
serving today’s stronger MRA and MRIA process, not weakening it
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through rigid arbitration procedures. Adopting such arbitration
procedures would embolden unsafe institutions to discourage Fed-
eral examiners from writing up needed MRAs and MRIAs, thereby
endangering the Deposit Insurance Fund, uninsured depositors,
and the banking system as a whole.

Q.5. During this hearing, a number of my colleagues floated the
idea of a neutral arbiter or an independent ombudsman to rep-
resent financial institutions who have concerns with Federal regu-
lators’ overreach. Would you support such a proposal? If so, what
review powers do you believe the arbiter should have? If you do not
support the proposal, please explain why.

A.5. Federal statutes already provide financial institutions that are
aggrieved by Federal regulators’ actions with a neutral, inde-
pendent arbiter in the form of Article III courts. Under the Admin-
istrative Procedure Act (APA), aggrieved institutions can seek fed-
eral judicial review of a broad array of final agency actions, includ-
ing rules and agency enforcement. 5 U.S.C. §§701-706. This right
to Article III judicial review is on top of the multiple avenues of
internal agency relief to which financial institutions are entitled
(see pp. 4-5 [50-51 herein] of my written testimony).

Superimposing the right to another neutral arbiter or inde-
pendent arbiter would be unwise and potentially disastrous. First,
it would undermine the carefully drafted procedures in the APA for
independent, neutral judicial review and the judiciary’s constitu-
tional responsibility for conducting that review. Second, it would
supplant the judgment of Federal bank regulators with decisions by
outside arbiters who lack responsibility for the safety of the larger
financial system. Especially in this era of heightened systemic risk,
that would be a dangerous path to tread. Finally, it would hamper
the nimbleness of Federal bank regulators to respond to emerging
threats by bogging them down in unnecessary and time-consuming
procedures.

Q.6. In your conversation, you discussed improvements to the MRA
and the MRIA process. What are the problems with the current
process? What reforms do you believe need to be made to the proc-
ess? Do you believe there should be a threshold of some sort for
what MRAs and MRIAs go through the process?

A.6. It would be a mistake to hamstring Federal bank regulators’
ability to cite depository institutions for unsafe and unsound prac-
tices and seek remediation of those practices by legislating artifi-
cial limits on the MRA and MRIA process. Regulators need full
latitude to address practices that threaten the safety and sound-
ness of depository institutions and MRAs and MRIAs are important
to that flexibility and discretion. To the extent that the MRA and
MRIA process could benefit from streamlining, that should be re-
solved through transparent engagement with the public by Federal
bank regulators. The banking industry is fully capable of exploring
any needed reforms with regulators and, indeed, those discussions
have already set in motion a pending guidance by the Federal Re-
serve Board to reduce the demands imposed by MRAs and MRIAs.
See Federal Reserve System, “Proposed Guidance on Supervisory
Expectation for Boards of Director”, 82 FR 37219 (Aug. 9, 2017).
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ADDITIONAL MATERIAL SUPPLIED FOR THE RECORD

LETTER SUBMITTED BY CBA

4 % 4 CONSUMER
i V[ | BANKERS
ASSOCIATION
o &F cenTENNIAL
CBA
HELPING FINANCE THE AMERICAN DREAM SINCE 1919,
April 30,2019
The Honorable Mike Crapo The Honerable Sherrod Brown
Chairman Ranking Member
Committee on Banking, Housing, and Urban Affairs Committee on Banking, Housing, and Urban Affairs
534 Dirksen Senate Office Building 534 Dirksen Senate Office Building
U.S. Senate U.S. Senate
Washington, D.C. 20510 Washington, D.C, 20510

Dear Chairman Crapo and Ranking Member Brown:

On behalf of the Consumer Bankers Association (CBA), | write to share our comments on the Senate Banking
Committee’s hearing entitled “Guidance, Supervisory Expectations, and the Rule of Law: How do the Banking
Agencies Regulate and Supervise Institutions?”. CBA is the voice of the retail banking industry whose products
and services provide access to credit for consumers and small businesses. Our members operate in all 50 states,
serve more than 150 million Americans, and collectively hold two-thirds of the country’s total depository assets,

The Role of Guidance

CBA supports a regulatory framework that provides clear rules of the road which have been vetted through formal
notice and comment periods. The rulemaking process, as mandated by the Administrative Procedure Act and the
Dodd-Frank Act, is time consuming for a reason: it demands agencies adhere to a strict process that invites those
who are affected by a proposal to have a say in the creation of the rule. While we are strong proponents of
formal rulemaking, we also recognize there is an appropriate role for regulatory guidance to provide financial
institutions with needed clarity.

Unfortunately, the Consumer Financial Protection Bureau (CFPB) under the leadership of former Director Cordray
tested the boundaries of the use of guidance when it issued its 2013 bulletin on indirect auto lending. This was a

clear example of the Bureau overstepping its authority and Congress agreed by revoking this form of guidance in

2018,

To ensure proper rulemaking and instructive guidance is issued for future CFPB actions, CBA supports previously
introduced bi-partisan legislation known as the GUIDE Act, which would provide greater clarity to what constitutes
guidance, improve compliance with consumer financial protection laws, and bring predictability to the Bureau’s
rulemaking. The bill would require the Bureau to issue guidance necessary or appropriate to comply with
consumer protection laws. It would provide for public notice and a comment period for the issuance,
amendment, or revocation of guidance, with clear timelines for industry. It would provide liability protection for
acting in good faith in accordance with guidance. The bill would also create a penalty matrix that would require
the Bureau to publish penalty guidelines that determine the size of any civil monetary penalties issued by the
Bureau based on the severity of the violation of Federal consumer law. By requiring the Bureau to issue clear
guidance and rules, the financial services industry can build and offer products and services with greater clarity.

1225 EYE STREET, NW, SUITE 550, WASHINGTON, D.C. 20005
consumerbankers.com



69

Supervision

Bank examinations are an essential function of the regulatory process that oversees financial institutions and
ensures compliance with regulations and adherence to safety and soundness standards. It is critical prudential
bank examiners and CFPB examiners be experienced, competent and conduct their jobs without pre-judgement.
Unfortunately, it has been the experience of some CBA members that CFPB examiners have had little to no
experience making examinations disjointed, overly burdensome, and time consuming. CBA also strongly
encourages the CFPB to promote a level regulatory playing field through the robust supervision of nonbanks, who
are playing an increasingly large role in mortgage originations and consumer deposit taking, among other areas.

In addition, CBA supports a supervisory structure that allows financial institutions to have an independent third
party review disputes on supervisory actions and provide impartial rulings. In the 115" Congress, CBA supported
H.R. 4545, the Financial Institution’s Examination Fairness and Reform Act. This bill would provide additional
clarity to the examination process and allow hanks and credit unions the right to have supervisory determinations
reviewed by the newly created Independent Examination Review Director that would be housed under the
Federal Financial Examinations Institution Council {FFIEC). The bill would also require reasonable time limits for
examiners to provide their findings to the institutions they oversee. CBA encourages Congress to support this
legislation to increase impartiality and help streamline the examination process for banks and credit unions.

Regulatory Coordination
CBA member banks are often supervised by multiple federal regulators (not to mention the state regulatory

bodies that supervise state chartered banks). A single financial services company can be examined by the Federal
Reserve, the OCC, the FDIC, and the CFPB. In some cases, more than one agency is examining a bank for similar or
related issues, each with a slightly different set of lenses. The same documents can be requested, or variations
can be sought, and similar inquiries can be made to the same people. Better coordination is needed to minimize
the cost and burden to the financial institutions, permitting them to better serve their customers.

In a similar vein, enforcement can be a multiple agency process, with each agency taking on the same issue and
imposing its own penalties for related violations. At times this appears to be driven by a desire to demonstrate its
regulatory authority and not defer to any other regulatory body, but this duplication is an unnecessary cost that
ultimately reduces the effectiveness of the entire enforcement process. The Treasury Department, in its 2017
report on financial services, recommended a single entity act as a coordinator of these regulatory actions. CBA
encourages Congress to take a closer look at the benefits this approach to increased regulatory coordination
would have on efficiency.

Thank you for the opportunity to share our thoughts on the financial regulatory framework, and particularly the
role of guidance and supervision. CBA looks forward to working with you to ensure the U.S. financial regulation is
structured in a way that promotes a safe and competitive marketplace which can meet consumers financial needs.

Sincerely,

Relhr

Richard Hunt
President and CEO
Consumer Bankers Association
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LETTER SUBMITTED BY CUNA

Credit Union Jim Nussle i
National Piesident &CEQ Washinglon, DG 200083799

cuna Association Frone: 200406745

jnussle@cuna.coop

April 30,2019

The Honorable Mike Crapo The Honorable Sherrod Brown

Chairman Ranking Member

Committes on Banking, Housing and Urban Affairs Committee on Banking, Housing, and Urban Affairs
United States Senate United States Senate

Washington, DC 20510 Washington, DC 20510

Dear Chairman Crapo and Ranking Member Brown:

On behalf of America’s credit unions, I am writing regarding the Committee’s upcoming hearing: “Guidance, Supervisory
Expectations, and the Rule of Law: How do the Banking Agencies Regulate and Supervise Institutions?” The Credit Union
National Association (CUNA) represents America’s Credit Unions and their 115 million members.

In response to this important topic, we would like to highlight for the Committee our recent letter to the Consumer
Financial Protection Burcau (CFPB or Bureau) regarding the Bureau’s supervision of the nation’s not-for-profit credit
unions. Please find the attached April 22, 2019, letter to CEPB Director Kathy Kraninger.

In summary, Section 1025 of the Dodd-Frank Wall Street Reform and Consumer Financial Protection Act (the Dodd-Frank
Act) conveys supervision and enforcement authority with respect to consumer financial protection laws for credit unions
with assefs greater $10 billion to the Burcau.! At the end of 2018, only nine of the nearly 5,500 credit unions had assets
ereater than the $10 billion threshold and were therefore subject to Bureau’s examination and enforcement authority.

For the reasons specified in our letter, we argue that not only does the Bureau have the authority to delegate the supervisory
responsibilities for credit unions with more than $10 billion in assets to the National Credit Union Administration, but it
should do so based on credit unions” deep history of consumer protection, the support this action has received from NCUA,
the protections in the Dodd-Frank Act that preserve the Bureau’s authority, and the opportunity this action presents to
reallocate supervisory resources to ofher critical Burean priorities,

On behalf of America’s eredit unions and their 115 million members, thank you for the opportunity to share our thoughts
on the supervision of financial institutions and the appropriateness of the CFPB delegating authority to NCUA.

Sincerely,

Attached: Letter to CFPB Director Kraninger re: the Bureau’s authority to delegate supervision of credit unions over $10
billion in assefs to the National Credit Union Administration

112US.C. §1551
cuna.org
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() Credit Union Jim Nusdle DM sreaie
) National President & CEQ Westinglon, 0C 200063799
CUNA Association Prore: 202806675

nussie@cuna.coop

April 22, 2019

The Honorable Kathy Kraninger
Director

Consumer Financial Protection Bureau
1700 G Street, NW

Washington, DC 20552

Dear Director Kraninger:

On behalf of the Credit Union National Association (CUNA), [ am writing to urge you to exercise
the Consumer Financial Protection Bureau’s (Bureau) authority to delegate supervision of
credit unions over $10 billion in assets to the National Credit Union Administration (NCUA).
CUNA represents America’s credit unions and their 115 million members.

General Comments

Section 1025 of the Dodd-Frank Wall Street Reform and Consumer Financial Protection Act
(the Dodd-Frank Act) conveys supervision and enforcement authority with respect to
consumer financial protection laws for credit unions with assets greater $10 billion to the
Bureau.! At the end of 2018, only nine of the nearly 5,500 credit unions had assets greater than
the $10 billion threshold and were therefore subject to Bureau’s examination and enforcement
authority. For the reasons stated herein, we argue that not only does the Bureau have the
authority to delegate the supervisory responsibilities for credit unions with more than $10
billion in assets to the NCUA, but it should do so based on eredit unions’ deep history of
consumer protection, the support this action has received from NCUA, the protections in the
Dodd-Frank Act that preserve the Bureau’s authority, and the opportunity this action presents
to apply these supervisory resources to other critical Bureau priorities.

The Bureau Has the Authority to Delegate Supervision of Credit Unions with More
than $10 billion in assets to the NCUA

The Bureau can delegate its examination and enforcement over the nine largest credit unions
to the NCUA by exempting these credit unions from section 1025 of the Dodd-Frank Act using
authority Congress granted the Bureau under section 1022(b)(3)(A). This provision states that
the Bureau:

[MJay conditionally or unconditionally exempt any class of covered persons . ..
from any provision of this title, or from any rule issued under this title, as the
Bureau determines necessary or appropriate lo carry out the purposes and
objectives of this title, taking into consideration the [following] factors [as
appropriate]: (i) the total assets of the class of covered persons; (i) the volume

112 US.C. §1551
cuna.org
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of transactions involving consumer financial products or services in which the
class of covered persons engages; and (i) existing provisions of law which are
applicable to the consumer financial product or service and the extent to which
such provisions provide consumers with adequate protections.2

The statutory language is unambiguous: The Bureau has the authority to conditionally or
unconditionally exempt any class of covered person—including credit unions—from any
provision of Title X of the Dodd-Frank Act—including the provisions related to Bureau-
conducted examinations. The exemption of credit unions with over $10 billion in assets from
Bureau-conducted consumer financial protection examinations could be conditioned upon the
NCUA conducting those examinations, in practical effect this would be a delegation of
authority.

In addition, the section goes on to state this authority may be executed after—as appropriate—
the Bureau considers the three enumerated statutory factors. Taking these factors into
consideration reinforces the Bureau’s ability to use this authority to delegate supervision of
credit unions with more than $10 billion in assets to the NCUA. With respect to the first factor,
credit unions’ total combined assets are far fewer than the total combined assets of banks—and
even some individual banks—as well as other financial institutions subject to the Bureau's
authority. While the credit unions with more than $10 billion in total assets are large credit
unions, they all are small financial institutions. Similarly, with respect to the second factor,
while the transaction volumes of the largest credit unions may be greater relative to other credit
unions, the transaction volumes are far fewer than comparable banks. And, with respect to the
third, the Bureau would not completely cede control over credit unions with this delegation, as
the Bureau would still retain rulemaking authority over consumer protection regulations that
impact all credit unions, and the Bureau also could participate in examination and enforcement
decisions should it determine such involvement necessary.

The Bureau Should Transfer Examination and Enforcement Authority of the
Largest Credit Unions to the NCUA

Without question, the Bureau could use its authority under section 1022 to delegate
supervisory authority of the credit unions with more than $10 billion in assets to NCUA. Here
is why the Bureau should do this:

Credit Unions’ Structure and Mission Are Unique in the Financial Services Sector and Provide
Credit Union Members with Extraordinary Protections and Benefits Not Enjoyed by Users of
Other Providers

As not-for-profit financial cooperatives dedicated to promoting thrift and providing access to
credit for provident purposes to their members, credit unions have a structure and statutory
mission that make them unique in the financial services sector and afford consumers with
substantial protections they do not enjoy when using other providers. Credit unions’ structure
and mission provides them fundamentally different operating motives compared to for-profit
banks and nonbank providers which result in credit unions putting their member-owners first.
Predicated on a one-member, one-vote franchise, the member-owner relationship that credit

219 US.C. § 5512(b)(3).
cuna.org
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union members have with their credit union ensures that the credit union is operated by its
members, for its members; in contrast, users of for-profit institutions have no control over the
decisions the institution makes. There is no question that an institution operates in the best
interest of those who control it; for credit unions, the control rests in the hands of the member-
owners. We encourage the Bureau to recognize that the credit union structure and mission
affords consumers extraordinary consumer protections that no other provider offers.

Credit unions’ “people helping people” approach has resulted in credit unions’ long and deep
history of providing their members with safe and affordable financial services. A substantial
bedy of evidence exists to suggest that credit unions are not engaged in the abusive activity that
the Bureau was designed to mitigate.

Data from the Bureau’s Consumer Complaint Database clearly shows how differently credit
unions treat their members compared to other providers. At the highest level, each of the five
largest banks has been the subject of more consumer complaints individually than the entire
credit union industry. Overall, credit unions have been subject to 8,336 complaints since the
Bureau began accepting consumers complaints. This represents 0.66% of all complaints
submitted to the Bureau.

Analysis of data published by NCUA and banking regulators suggests that credit unions provide
significant economic benefit to the consumers they serve.s In recent years, credit union
members have benefited by as much as $12 billion because credit unions offer lending products
at lower interest rates, saving products with higher rates of return, and other services with
lower fees. In addition, the presence of credit unions in the marketplace has benefited
consumers of other providers’ services an additional $4 billion.

If the data from the Bureau and other regulators is insufficient to demonstrate just how well
credit unions treat their members, consider what consumers say. In 2018, Consumer Reports
reported that credit unions are among the highest rated services that they had ever rated, with
96% of members highly satisfied.4

Despite this record, credit unions have been subjected to one-size-fits-all regulatory
requirements that have driven the cost of compliance to more than $6 billion annually. To
make matters worse, compliance costs for credit unions are growing more than three times the
rate on inflation. Much of these costs are to comply with regulations designed to mitigate
abuses and activity that credit unions have not perpetrated.

Given the dearth of consumer complaints regarding credit unions, the substantial economic
benefit they provide consumers, the extraordinarily high level of satisfaction consumers have
toward credit unions and the substantial and rapidly growing cost of compliance with one-size-
fits-all regulation for credit unions, the Bureau should delegate its supervisory authority over
credit unions to the NCUA to allow this function to be conducted in conjunction with credit
unions’ safety and soundness examinations, thereby reducing regulatory burden for these
credit unions without sacrificing important consumer protection.

3 Credit Union National Association. Membership Benefit Report. Year End 2018. Auvailable at:
https://www.cuna.org/uploadedFiles/Global/About Credit Unions/National-MemberBenefitsD18.pdf
4 Consumer Report. “Best and Worst Banks According to Consumer Reports Members.” Mar. 24, 2018.
Available at: https://www.consumerreports.org banks best-and-worst-banks-and-credit-unions,

cuna.org
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NCUA Has Encouraged the Bureau to Take This Action

In July 2017, then-NCUA Chairman McWatters wrote to then-Bureau Director Cordray
requesting that Federally-insured credit unions (FICUs) be exempt from the examination and
enforcement provisions of section 1025 of the Dodd-Frank Act.

In his letter, McWatters stateds:

As not-for-profit, consumer-owned and -controlled financial institutions, FICUs
serve a unique, positive role for consumers in today’s financial services
markelplace. . .. That role can and should be distinguished from the role played
by for-profit, investor-owned and -controlled financial institutions. Subjecting
FICUs and thetr consumer /member owners to the duel examination—and, in the
case of federal insured, state-chartered credit unions, triple examination—
regime mandated under section 1025 of the CEPA imposes unnecessarily
burdensome costs on FICUs, particularly given their positive, consumer-focused
role.

CUNA strongly supported the NCUA's position and urged the Bureau to accept and implement
the request. Although the Bureau chose to decline the NCUA’s request at the time, stating a
lack of authority to execute the requested action, CUNA urges the Bureau to reevaluate its
position on this question as part of any continuous review of the Bureau's statutory authority.
CUNA believes the delegation of the Bureau's examination authority to NCUA using the
Bureau'’s exemption authority is the best option for both credit unions and the members they
serve,

Delegation of Authority I's Not Abdication of Authority

If the Bureau delegates examination and enforcement authority over credit unions with over
$10 billion in assets to the NCUA, the NCUA would still consult with the Bureau to ensure its
mission is being effectively pursued. As highlighted in the then-Chairman’s letter, the NCUA
has its own Office of Consumer Financial Protection that regularly coordinates and works with
the Bureau as well as the Office of National Examination and Supervision which specializes in
examining credit unions with over $10 billion in assets. In addition, both agencies are members
of the Federal Financial Institutions Examination Council (FFIEC), which is tasked with
promoting consistency in the supervision of financial institutions and encouraging uniform
examination standards among its member agencies. This interagency coordination provides
the mechanism for communication about financial institution practices and would allow the
Bureau to provide consistent feedback on the examination and enforcement of consumer
protection regulations for the largest credit unions.

Further, if the Bureau determined there were practices in the financial services marketplace
that warranted further regulation and government oversight, it could always address these
practices through regulations for financial institutions. Since its creation, the Bureau has

5 Letter from NCUA Chalrman McWatters to then Bureau Director Cordray, July 6 2017 Aumlﬂble ﬂt
I e i -

enfor(,emenl pdf
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imposed many new regulatory requirements through the rulemaking process. It would be
expected that the Bureau would continue to monitor practices in the industry and impose
reasonable regulatory requirements as needed. The protection of consumers from bad actors
in the market would not change if NCUA—not the Bureau—conducted routine exemptions for
compliance with consumer protection regulations for credit unions with over $10 billion in
assets.

Conclusion

We believe credit unions are best positioned to succeed when supervised and examined by a
regulator particularly familiar with their unique characteristics, and there is no regulator more
familiar with credit unions than NCUA. If NCUA was delegated the authority to conduct
consumer protection examinations for credit unions with over $10 billion in assets, then not
only would the affected credit unions benefit from reduced duplication and burden in
examinations, but the Bureau could reduce its costs or apply the resources it would have used
for credit union supervision to other priorities.

On behalf of America’s credit unions and their 115 million members, we urge you to delegate
supervision of credit unions over $10 billion in assets to the National Credit Union
Administration, and we look forward to continuing to work with you to ensure consumers are
protected from bad actors in the consumer financial services market.

Sincerely,

m Nussle
President & CEO

cuna.org
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