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In January 2004, the Office of the Comptroller of the Currency (OCC), a division of the Treasury
Department, issued federal regulations that pre-empted the ability of state attorneys general to enforce state anti-
predatory lending laws against national banks and their operating subsidiaries.” To justify the regulations, the OCC
explained that its pre-emption of state laws promotes uniformity and efficiency for national banking operations,
which ultimately benefits consumers by keeping down the operating costs of banks.? In response, state attorneys
general, national consumer groups, and members of the House and Senate, expressed extreme dissatisfaction with
the regulations.3 In particular, attorneys general were concerned with the OCC’s aggressive campaign of pre-
empting state consumer protection laws enforced against national banks.* Furthermore, critics of the regulations
feared that the OCC would not adequately pursue anti-predatory lending actions against national banks, given the
OCC’s history of siding with national banks in the courtroom against states and consumers filing suit.”

According to the OCC, the Supremacy Clause of the United States grants them the authority to enact the

regulations that pre-empt any state laws that “obstruct, impair, or condition” the activities of national banks in the
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areas of lending and deposit-taking.6 The OCC maintains that the “obstruct, impair, or condition” standard of the
regulations adopt the same standards set forth in Supreme Court precedent spanning the last 130 years.7 Not so fast,
say the attorneys general.8 They argue that case precedent and Congressional intent support their position that

federal regulations only pre-empt state laws when they “significantly interfere” with national banking operations.9
This paper examines the merits of both arguments against existing case law and evaluates whose position the law
favors.

Part | of the paper provides a brief history of the federal and state anti-predatory lending regulations in
existence before the issuance of the OCC’s pre-emption rule in January. Part Il sets forth the OCC’s January pre-
emption regulations in more detail. Part Il discusses the policy underlying the OCC regulations and the counter-
arguments of the opposition. Finally, Part IV examines the legal validity of the regulations, and in conclusion, Part

V evaluates whether or not there should be competitive enforcement of anti-predatory lending legislation.

Part |: Federal and State Anti-Predatory Lending Requlations

There is no clear definition of predatory lending, but generally, it occurs when lenders take advantage of
borrowers through unfair practices.lO Most predatory lending is targeted at minority and elderly communities.™
Several federal laws that can be enforced against predatory lending practices have been in place for over the past
twenty years, yet these regulations did little to curb the growth of predatory Iending.12 Some of these laws include
the Truth in Lending Act, the Home Owners Equity Protection Act, section 5 of the the Federal Trade Commission

Act barring businesses from engaging in “unfair and deceptive practices”, and the Equal Credit Opportunity Act®

Yet despite the existence of all these federal regulations, the nineties witnessed a dramatic increase in the sub-prime
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lending market.* Although not all sub-prime lending is predatory lending, most predatory lending occurs in the
sub-prime market.'® Predatory lending grew despite the existence of federal regulations for two reasons. First of
all, the federal regulations did not cover all kinds of predatory lending activity.16 Secondly, federal agencies were

not enforcing existing regulations against predatory lenders.’

Recognizing the problem of predatory lending within their own borders, states began enacting their own
legislation to combat the problem of predatory Iending.18 In 1999, North Carolina was the first state to pass an anti-

predatory lending law. Afterwards, several states followed suit, including New York and Massachusetts.2

Today, there are nine states with anti-predatory lending laws or regulations, five major cities with anti-predatory
lending laws, and five more states with bills pending that would restrict predatory Iending.21

The federal agency most prominently pursuing anti-predatory lending actions has been the Federal Trade
Commission (FTC).22 In recent years, the FTC pursued three separate actions against Fleet Finance, Inc.,
Citigroup, Inc., and First Alliance Mortgage Co., all of which resulted in settlements.?® In 1999, the FTC charged
Fleet Finance with violations of TILA and section 5 of the FTC Act.?* In 2000, the FTC charged First Alliance

with violations of the FTC Act and TILA.?® In 2002, the FTC brought charges against Citigroup, Inc. under the
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FTC Act, TILA, the Equal Credit Opportunity Act, and the Fair Credit Reporting Act?® The Fleet Finance
settlement resulted in $1.3 million.”’” The First Alliance settlement resulted in $60 million.? Finally, the Citigroup
settlement resulted in $215 million, which was the largest consumer protection settlement in FTC’s history.29
However, these settlements pale in comparison to the settlements that attorneys general have succeeded in
securing with predatory lenders. In December 2002, a group of attorneys general from different stats brought an
action against Household International under their own state anti-predatory lending laws. > The case resulted in a
$484 million settlement, more than twice as large as the FTC’s record settlement with Citigroup.?’1 Attorneys
general succeeded in securing remedies for victims in all states where Household International had done business,
2

not just those with anti-predatory lending laws.

Part 11: The OCC’s January 2004 Requlations

The two regulations that the OCC issued in January 2004 were the pre-emption rule and the visitorial
powers rule. The pre-emption rule exempts national banks and their operating subsidiaries from complying with

state legislation in the areas of deposit-taking and lending that “obstruct, impair, or condition” their national
banking activities.> According to the visitorial powers rule, the OCC has the exclusive power of visiting national

banks and their operating subsidiaries to investigate their national banking activities.>* Even before the visitorial

powers rule was issued, the OCC formally advised its member national banks that if any state officials visited them,

the banks had to inform the OCC. * When New York Attorney General Eliot Spitzer tried to resolve an issue
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involve a loan issued by a national bank subsidiary, First Horizon, bank officials told an attorney from his office
that, per the OCC’s directive, they should not speak with the office. >

The pre-emption rule includes the anti-predatory standard adopted by the occ* 12CFR. 8§ 7.4008(b)
and 12 C.F.R. § 7.4008(c) set forth two standards under which the OCC will pursue a predatory lending action
against a national bank or its operating subsidiary.38 12 C.F.R. § 7.4008(b) prohibits banks from engaging in asset
based lending, which is one kind of predatory Iending.39 Asset-based loans are those based predominantly on the
expectation that the borrower cannot repay the loan, thus resulting in foreclosure of the collateral used to secure the
loan.*® Under 12 C.FR. § 7.4008(c), the OCC will enforce section 5 of the FTC Act prohibiting “unfair or
deceptive practices” actions against national banks and operating subsidiaries.*" This standard is meant to cover all
other predatory lending activities.

Part 111: Policy Arguments

The OCC provides several policy reasons for the January regulations. First and foremost, the OCC argues

that these regulations promote uniformity and efficiency for national banks, which ultimately benefits consumers by
keeping operating costs down.*? The variety of standards enacted by different states entails a greater fear of
litigation and higher compliance costs for banks, which means greater costs for consumers.”® At worst, under this

scenario, less credit would be available for banks loans.** Rather then litigate state legislation on a case-by-case
basis to determine the validity of local laws, the OCC viewed pre-emption of state laws as a way of preserving a
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uniform, efficient environment in which national banks could operate.
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Secondly, the OCC pre-empted state anti-predatory legislation against national banks to preserve the
secondary mortgage market.*® The OCC wanted to prevent what happened in Georgia, the state with the strictest
anti-predatory lending standards, from happening in other states.*” In Georgia, banks from the secondary mortgage
market who purchased predatory loans that originated in Georgia could be held liable under the state’s anti-
predatory lending laws even though the original bank that issued the loan, and not the secondary mortgage
purchaser, had engaged in the predatory Iending.48 As a result, Fannie Mae and Freddie Mac would not purchase
any mortgages that originated in Georgia, drying up the secondary mortgage market in the state.*® The OCC feared
similar situations would result in other states if a variety of different anti-predatory standards across the country
were allowed to stand, so they decided to enact a uniform national standard.>®

Finally, the OCC submits that attorneys general and consumers need not be concerned about state anti-
predatory lending standards being pre-empted because national banks and their operating subsidiaries, according to
the OCC, are not engaged in predatory lending in the first place.51 Because most predatory lending occurs
primarily on the local level, attorneys general will be able to enforce state laws against local predatory lenders.”

Critics of the OCC provide several reasons for their opposition to the regulations. First of all, there are
federalism concerns. > Some have charged the OCC, an un-elected body, with being anti-democratic by using its
rulemaking authority to do away with state legislation debated, crafted, and enacted by thousands of legislators
across the c:ountry.54 After an un-elected body removes the protections states enacted to protect their constituents,
what is left to protect the interests of those constituents?”> Next, critics deem the claim that national banks are not

engaged in predatory lending disingenuous: if the national banks are not engaged in predatory lending, then how
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does fear of litigation and compliance with a variety of state laws drive up the operating costs of national banks?>®
Furthermore, if the national banks are not engaged in predatory lending, then why is there a need to pre-empt the
state legislation that will not be enforced against them?>’ Finally, what evidence bases the OCC’s assertion that
national banks are not engaged in predatory Iending?58 Testifying before the Senate Committee on Banking and
Finance in April 2004, Comptroller Hawke admitted that the OCC had never conducted a survey, investigation, or
hearing into the predatory lending practices of national banks and operating subsidiaries.> Rather, the OCC based
this assertion on the rules and guidance issued to the national banks.®

Third, state attorneys general fear that more banks and operating subsidiaries will seek national bank
charters to avoid complying with state laws.®* The occ readily dismisses this fear as untenable, but the Household
International situation validates the concern of the attorneys general.62 After the settlement with the attorneys
general, HSBC bought Household International.®3 Shortly after the OCC issued the pre-emption rule, HSBC
applied for a national charter for its banking subsidiary in the United States in an attempt to shed its New York state
charter.®* Thus, had the January 2004 regulations been in place in 2002, state attorneys general would not have
been able to enforce anti-predatory lending charges against Household International, the subsidiary of a national
bank, leaving victims without the record settlement that the attorneys general successfully secured.®®

Finally, one of the critics’ major concerns is that the OCC cannot and will not enforce the regulations
against the national banks.®° According to Comptroller John Hawke state legislation is pre-empted all the time,
validating the claim of the attorneys general that the OCC has a history of pre-empting state legislation, siding with
national banks in the courtroom, rather than with consumers.®’ Furthermore, the OCC is unlikely to enforce anti-

predatory lending regulations against national banks as aggressively as states would because national banks
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themselves fund the OCC’s entire operating budget, which may explain why the OCC has a history of siding with
national banks in the courtroom.®® Next, the OCC may not have adequate resources to enforce the regulation.69 As

the House Committee on Financial Services noted:

The new rules necessitate that the OCC investigate all consumer complaints for 2150
national banks in the 50 states from a single customer assistance center which only takes
calls from 9:00 am to 4:00 pm, on four days each week, excluding federal holidays.
There are currently only 40 full time staff members allocated for these tasks at the OCC.
In contrast, according to the Conference of State Bank Supervisors, state banking
agencies and state attorney generals’ offices employ nearly 700 full time examiners and
attorneys to monitor and enforce consumer law compliance. In the area of abusive
mortgage lending practices alone, state bank supervisory agencies initiated 20,332
investigations in 2003 in response to consumer complaints, which resulted in 4,035
enforcement actions.”

The OCC has no plans to increase its resources to take over the states’ cases, and in recent years, its overall staff
declined, from 2810 employees in 2001, to 2766 employees in 2002, to 2758 employees in 2003."

Finally, like the federal regulations in place before states started enacting anti-predatory legislation, the
OCC'’s anti-predatory legislation does not cover all types of predatory Iending.72 Asset based lending is only one
kind of predatory Iending.73 Though the FTC’s “unfair and deceptive practices” Act may appear broad, it does not
cover specific types of predatory Iending.74 When North Carolina found that its own “unfair and deceptive
practices” did not address predatory lending abuses, the state recognized the need to enact anti-predatory lending

legislation more specifically tailored to predatory lending predatory lending practices.75 North Carolina was the

first state to enact anti-predatory lending legislation and its legislation has been a model to the states that followed

it.”®
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Part IV: The Leqal Battle

The OCC and the attorneys general are at odds over whether or not the OCC overstepped its legal authority
in pre-empting state Iegislation.77 Both sides agree that state laws are pre-empted when they expressly conflict with
federal laws.’® At issue is what pre-emption test should be applied to state laws.”® The January 2004 OCC
regulations pre-empt state laws that “obstruct, impair, or condition” national banking activities.® The OCC argues
that the “obstruct, impair, or condition” standard simply adopts the pre-emption standards in decades of Supreme
Court precedent.81 Attorneys general disagree.82 According to them, federal laws conflict with state laws when

they “significantly impair” with national banking activities.®® In support of their argument, attorneys general also

cite Supreme Court precedent and refer to recent legislative history asserting that national banks were never meant
to be exempted completely from state laws.

What is the actual test for pre-emption? Federal law pre-empts state law when state law: 1) impairs the
efficiency of national banks to discharge their duties; 2) frustrates the purpose of the National Bank Act; or 3)
irreconcilably conflicts with federal law.® There are three ways that state law irreconcilably conflicts with federal

law. First, when it is physically impossibly for the national bank to comply with both laws without breaking one of

them.5® Second, “where the federal scheme expressly authorizes an activity which the state scheme allows.”®’

Third, when the state law is an “obstacle to the accomplishment and execution of the full purposes of the objectives

of Congress.”88 State statutes fall within the scope of pre-emption if they “significantly interfere with the national
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Thus, the test for pre-emption is neither as narrow as what the attorneys general claim nor as broad as what
the OCC asserts.”® When state laws have been pre-empted, courts have not limited themselves to the narrow
“significantly interfere” test posited by the attorneys general.91 Judging from case precedent, state laws that
obstruct or impair national banking activities probably are pre—empted.92 However, there are no cases where state

laws that merely “condition” national banking activity are pre—empted.93

Attorneys general would probably have a tough battle to fight with the OCC over the legal validity of the
regulations. Courts tend to defer to the OCC’s interpretations of the National Banking Act™ Furthermore, no
matter how sound the underlying policy of a state law is, time and again, the pre-emption doctrine forces courts to

strike state laws down when they conflict with federal regulations.95

Part V: Conclusion

The OCC’s policy arguments in support of the pre-emption rule reveal that consumers need competitive
enforcement of anti-predatory lending legislation. The OCC’s position on enforcement clearly favors national
banks more than consumers. Enforcement left solely in the hands of the OCC would leave consumers with
inadequate protection against predatory lending abuses. The anti-predatory lending standard of 12 C.F.R. § 7.4008
cuts back substantially on the state standards that were put into place to protect consumers. The standard retreats
back into the ineffective, effete federal standards that witnessed the dramatic rise of the sub-prime lending market in
the nineties. Furthermore, the OCC’s claim that national banks are not engaged in predatory lending is wholly
unconvincing. The OCC rests this claim on the fact that they have issued rules and advisory letters telling its
members that the practice is wrong. In essence, according to the OCC, national banks are not engaged in predatory
lending because the OCC told them not to do so. Such a hands-off approach to enforcement is wholly inadequate

for consumers.
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Next, from a logistical perspective, the OCC cannot and will not curb predatory lending abuse practices.
The OCC simply lacks adequate resources to handle the same volume of cases that offices of state attorneys general
do. Unlike the offices of attorneys general, the OCC does not have an office in each state.”® Unlike the offices of

attorneys general, the OCC does not have a phone number listed in the local phone books of constituents
nationwide.” Unlike the offices of attorneys general, the OCC is not an office that constituents are aware of and

know that they report abuses t0.%8

Finally, the anti-democratic abuse of federalism here is chilling. It is a daunting concept that a federal sub-
agency can, in one fell swoop, draft two rules pre-empting countless state laws nationwide, leaving the consumers
without adequate protection against abusive practices. Since the “New Federalism” policy of the Reagan
administration, federal agencies have abandoned their duties of enforcing federal regulations in areas of consumer

protection.99 In the wake of this abandonment, state attorneys general banded together to assume the mantle of

consumer protection on behalf of their constituents.’®° Yet because attorneys general threaten to be effective in
protecting consumers in the areas of national banking, the OCC has usurped this power, and it does not appear that
it will pursue these abuses with half as much zeal. Without adequate protection for consumers, what are attorneys
generals to do on their behalf?

Shortly after the OCC issued the regulations, Attorney General Spitzer brought a case against a national
bank subsidiary, First Horizon, as a direct challenge to the legal validity of the regulations.101 However, in light of
the deference that courts have to the OCC’s interpretations of the National Banking Act and the many times state
laws have been pre-empted by federal laws, the state of New York may not be successful in its legal challenge.

Thus, attorneys general must continue to band together and use their influence to bring predatory lending
abuses to the attention to those who can do something about this. If the OCC pre-emption rules do actually legally
trump state consumer protection laws, then the clearest remedy would be Congressional legislation overruling the

OCC regulations. Thus, attorneys general must continue to report predatory lending abuses to the OCC, and if the
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OCC does not effectively deal with the problem, attorneys general must bring this to the attention of Congress.
Congress does seem to be listening. In his disapproving remarks of the regulations at the Senate Committee
Hearings, Senator Sarbanes quoted extensively from the NAAG letter.1%? Also, if the OCC does not adequately
cooperate with states when they report predatory lending abuses to the office, then Congressman Barney Frank of
Massachusetts would consider pursuing a congressional resolution of disapproval that would overrule the OCC
regulations.103

The OCC’s attempt to pre-empt state anti-predatory lending laws seems to be just another step, albeit a
notably bold one, in its campaign against state consumer protection laws. Now, more than ever, consumers need the
power and the voice of the attorneys general on their side to salvage not only state anti-predatory lending

legislation, but other consumer protection laws that the OCC may try to pre-empt in the future.
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