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l. INTRODUCTION

Chairman Bachus, Ranking Member Sanders, and members of the Subcommittee,

| appreciate this opportunity to appear before you today to discuss the challenge of
reducing unnecessary regulatory burden on America’s banks. The Office of the
Comptroller of the Currency (OCC) welcomes the opportunity to discuss this challenge and
to offer suggestions for reforms, including some suggestions particularly affecting national

banks and the national banking system.

Over the years, this Subcommittee has consistently addressed the need to reduce
unnecessary burden on our nation’s banks. In the last Congress, this Subcommittee and the
full Financial Services Committee approved a comprehensive regulatory burden relief bill,
H.R. 1375, the Financial Services Regulatory Relief Act of 2004, which passed the House
of Representatives. Many of the items that | will discuss in my testimony were included in
H.R 1375. We appreciate your continued efforts to pursue regulatory burden relief
legislation, as evidenced by this hearing today. We also want to take this opportunity to
express appreciation to Congressman Hensarling and Congressman Moore for their

commitment and dedication to this issue.

Unnecessary burdens are not simply a matter of bank costs. When unnecessary regulatory
burdens drive up the cost of doing business for banks, bank customers feel the impact in
the form of higher prices and, in some cases, diminished product choice. Unnecessary
regulatory burden also can become an issue of competitive viability, particularly for our

nation’s community banks.



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

our banks’ efficiency and competitiveness.

We also need to recognize that not all the regulatory burdens imposed on banks today
come from regulations promulgated by bank regulators. Thus, we welcome the interest of
the Subcommittee and the full Committee in issues such as regulatory implementation of
the Bank Secrecy Act and anti-money laundering standards. | would also like to thank this
Subcommittee and the full Committee for its continuing involvement and oversight of the
proposal by the Securities and Exchange Commission (SEC) to implement the so-called
“push-out” provisions of the Gramm-Leach-Bliley Act (GLBA). The Committee’s
interest has been invaluable in encouraging the development of rules that are faithful to
GLBA'’s intent and not so burdensome as to drive traditional banking functions out of

banks.

Another source of regulatory burden is mandates of Federal legislation. Thus, relief from
some manifestations of unnecessary regulatory burden requires action by Congress. My

testimony contains a number of recommendations for legislative changes to reduce



unnecessary regulatory burden by adding provisions to law to provide new flexibilities,
modify requirements to be less burdensome, and in some cases, eliminate certain

requirements currently in the law. This hearing today is a crucial stage in that process.

In summary, my testimony will—

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

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

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

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

e Fifth, provide an overview of some other legislative items that the OCC supports that

are included in a regulator/industry consensus package.



1. REGULATORY INITIATIVES TO ADDRESS REGULATORY BURDEN

EGRPRA PROCESS

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

legislative action. The current review period ends in September 2006.

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

regulatory changes as well as legislative recommendations.



Moreover, in addition to soliciting written comments, the Federal banking agencies, in
conjunction with the Conference of State Bank Supervisors and state regulatory agencies,
have held nine banker outreach meetings in different cities and regions throughout the
country to hear first-hand the bankers’ concerns and suggestions to reduce burden.
Additional outreach meetings may be scheduled. The agencies also are making every
effort to ensure that there is ample opportunity for consumers and the industry to
participate in this process, and we have held three consumer and community outreach

meetings, including one in the Washington, D.C. area.

OTHER BURDEN REDUCTION REGULATORY INITIATIVES

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

regulatory projects we are pursuing to identify and reduce unnecessary regulatory burdens.

Improving the Value and Reducing the Burden of Privacy Notices. The OCC, together

with the other Federal banking agencies, the Federal Trade Commission, the SEC, and the

Commodity Futures Trading Commission, have undertaken an unprecedented initiative to



simplify the privacy notices required under GLBA. Over a year ago, the agencies asked for
comments on whether to consider amending their respective privacy regulations to allow,
or require, financial institutions to provide alternative types of privacy notices, such as a
short-form privacy notice, that would be more understandable and useful for consumers
and less burdensome for banks to provide. The agencies also asked commenters to provide
sample privacy notices that they believe work well for consumers, and to provide the

results of any consumer testing that has been conducted in this area.

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

notices.

Reducing CRA Burden on Small Banks. Recently, the OCC, the Fed, and the FDIC

proposed amendments to our Community Reinvestment Act (CRA) regulations. The
comment period closed a month ago — on May 10. Current CRA rules define a “small

bank” as a bank with assets of up to $250 million. Banks above that asset threshold are



categorized as “large” banks for CRA purposes and are subject to a three-part test that

separately assesses their lending, services, and investments in their assessment areas.

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

subject to certain data collection and reporting requirements.

The OCC, the Fed, and the FDIC joined in this proposal, which we thought carefully
balanced the goals of reducing unnecessary regulatory reporting burdens with achieving the
goals of the CRA. We are now reviewing the comments we received in response to the

proposal and hope to conclude the rulemaking process in the near future.

I11.  OCC SUPPORT FOR REGULATORY BURDEN RELIEF LEGISLATION

The OCC also has recommended a package of legislative amendments that we believe will
help reduce unnecessary regulatory burden on national banks and other depository
institutions. | am pleased to present those items to you today for your consideration. In
addition, the banking agencies have been discussing jointly recommending certain

legislative changes to reduce burdens that have been identified as part of the EGRPRA



process. The consensus items supported by the four Federal banking agencies and the
industry also are discussed below in my testimony.® As the legislative process moves

forward, we may jointly support additional items.

My testimony highlights some of the important items that the OCC believes will reduce
regulatory burden on our banking system and benefit consumers. We have highlighted
other changes that the OCC believes will significantly enhance safety and soundness.

These and other suggestions are discussed in more detail in Appendix #1 to my testimony.

NATIONAL BANK-RELATED PROVISIONS

Repealing State Opt-In Requirements for De Novo Branching. Repeal of the state opt-

in requirement that applies to banks that choose to expand interstate by establishing
branches de novo would remove a significant unnecessary burden imposed on both national
and state banks that seek to establish new interstate branch facilities to enhance service to
customers. Under the Riegle-Neal Interstate Banking and Branching Efficiency Act of
1994, interstate expansion through bank mergers generally is subject to a state “opt-out”
that had to be in place by June 1, 1997. Interstate bank mergers are now permissible in all

50 states. De novo branching, however, is permissible only in those approximately 23

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

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



states that have affirmatively opted-in to allow the establishment of new branches in the

state. Moreover, approximately 17 of these 23 states impose a reciprocity requirement.

In many cases, in order to serve customers in multi-state metropolitan areas or regional
markets, banks must structure artificial and unnecessarily expensive transactions in order to
establish a new branch across a state border. Enactment of this recommended amendment

would relieve these unnecessary and costly burdens on both national and state banks.

Resolving Issues About Federal Court Diversity Jurisdiction. Another high priority

item is an amendment that would resolve the differing interpretations of the state
citizenship rule for national banks (and Federal thrifts) for purposes of determining Federal
court diversity jurisdiction. This issue has significant practical consequences in terms of
unnecessary legal costs and operational uncertainties for both national banks and Federal
thrifts. We are cooperating with the OTS on this issue and we would be pleased to work

with your staff on a legislative proposal.

The controversy has taken on increased importance for national banks in light of a recent
Federal appeals court decision by the Fourth Circuit in November 2004 that created a split
in the circuits by finding that, for purposes of determining diversity jurisdiction, a national
bank is a citizen of every state in which it has a branch or potentially any other type of
permanent office.> Under the Fourth Circuit’s diversity jurisdiction interpretation,

Federally chartered national banks would be denied access to Federal court any time any

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

10



opposing party is a citizen of a state in which the bank has a branch. While a national bank
with just one interstate branch would be affected by this decision, the consequences are
most severe for national banks that have established interstate branches on a multi-state

basis.

The Fourth Circuit’s opinion has created uncertain standards on this issue since every other
Federal Circuit Court has reached a contrary conclusion. In October 2004, the Fifth Circuit
held that, in determining citizenship for purposes of Federal court diversity jurisdiction, a
national bank is not located at its interstate branch locations.* Similarly, in 2001, the
Seventh Circuit found that a national bank is a citizen of only the state of its principal place
of business and the state listed in its organization certificate.” Indeed, over 60 years ago,
the Ninth Circuit considered this issue and concluded that a national bank is a citizen only
of the state where it maintains its principal place of business.® Currently, there are petitions
pending before the United States Supreme Court asking it to resolve the conflict between

the Fourth and Fifth Circuits.

We support a uniform rule that would apply to national banks and Federal savings
associations to ensure that all Federally chartered depository institutions are treated in the

same manner with respect to access to Federal court in diversity cases.” Providing more

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

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

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

" Federal thrifts are subject to similar uncertainty as national banks because Federal law does not currently
specify their citizenship for purposes of diversity jurisdiction. Thus, courts have concluded that a Federal
thrift generally is not a citizen of any state. See, e.g., First Nationwide Bank v. Gelt Funding, Inc., No. 92
Civ. 0790, 1992 U.S. Dist. LEXIS 18278, at *30 (S.D.N.Y. Nov. 30, 1992).
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certainty on this issue would reduce burden on national banks and Federal thrifts, including

the substantial costs associated with litigating this issue.

Providing Relief for Subchapter S National Banks. Another priority item supported by

the OCC is an amendment that would allow directors of national banks that are organized
as Subchapter S corporations to purchase subordinated debt instead of capital stock to
satisfy the directors’ qualifying shares requirements in national banking law. As a result,
the directors purchasing such debt would not be counted as shareholders for purposes of the
100-shareholder limit that applies to Subchapter S corporations. This relief would make it
possible for more community banks with national bank charters to organize in Subchapter
S form while still requiring that such national bank directors retain their personal stake in

the financial soundness of these banks.

Simplifying Dividend Calculations for National Banks. Under current law, the formula

for calculating the amount that a national bank may pay in dividends is both complex and
antiquated and unnecessary for purposes of safety and soundness. The amendment
supported by the OCC would make it easier for national banks to perform this calculation,
while retaining safeguards in the current law that provide that national banks (and state
member banks)? need the approval of the Comptroller (or the Fed in the case of state
member banks) to pay a dividend that exceeds the current year’s net income combined with

any retained net income for the preceding two years. The amendment would ensure that

¥ See 12 U.S.C. § 324 and 12 C.F.R. § 208.5 generally applying the national bank dividend approval
requirements to state member banks.
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the OCC (and the Fed for state member banks) would continue to have the opportunity to
deny any dividend request that may deplete the net income of a bank that may be moving
towards troubled condition. Other safeguards, such as Prompt Corrective Action, which
prohibit any insured depository institution from paying any dividend if, after that payment,
the institution would be undercapitalized (see 12 U.S.C. § 18310(d)(1)) would remain in

place.

Modernizing Corporate Governance. The OCC also supports an amendment that would

eliminate a requirement that precludes a national bank from prescribing, in its articles of
association, the method for election of directors that best suits its business goals and needs.
Unlike most other companies and state banks, national banks cannot choose whether or not
to permit cumulative voting in the election of their directors. Instead, current law requires
a national bank to permit its shareholders to vote their shares cumulatively. Providing a
national bank with the authority to decide for itself whether to permit cumulative voting in
its articles of association would conform the National Bank Act to modern corporate codes
and provide a national bank with the same corporate flexibility available to most

corporations and state banks.

Modernizing Corporate Structure Options. Another amendment supported by the OCC

is an amendment to national banking law clarifying that the OCC may permit a national
bank to organize in any business form, in addition to a “body corporate.” An example of
an alternative form of organization that may be permissible would be a limited liability

national association, comparable to a limited liability company. The provision also would

13



clarify that the OCC by regulation may provide the organizational characteristics of a
national bank operating in an alternative form, consistent with safety and soundness.
Except as provided by these organizational characteristics, all national banks,
notwithstanding their form of organization, would have the same rights and privileges and

be subject to the same restrictions, responsibilities, and enforcement authority.

For example, organization as a limited liability national association may be a particularly
attractive option for community banks. The bank may then be able to take advantage of the
pass-through tax treatment for comparable entities organized as limited liability companies
(LLCs) under certain tax laws and eliminate double taxation under which the same
earnings are taxed both at the corporate level as corporate income and at the shareholder
level as dividends. Some states currently permit state banks to be organized as
unincorporated LLCs and the FDIC adopted a rule allowing certain state bank LLCs to
qualify for Federal deposit insurance. This amendment would clarify that the OCC can
permit national banks to organize in an alternative business form, such as an LLC, in the

Same manner.

Paying Interest on Demand Deposits. The OCC supports amendments to the banking

laws to repeal the statutory prohibition that prevents banks from paying interest on demand
deposits.® The prohibition on paying interest on demand deposits was enacted

approximately 70 years ago for the purpose of deterring large banks from attracting

® This provision was included in H.R. 1224, the Business Checking Freedom Act of 2005, as recently
reported by the House Financial Services Committee and as passed by the House on May 24, 2005.
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deposits away from community banks. The rationale for this provision is no longer
applicable today and financial product innovations, such as sweep services, allow banks
and their customers to avoid the statutory restrictions. Repealing this prohibition would
reduce burden on consumers, including small businesses, and reduce costs associated with

establishing such additional accounts to avoid the restrictions.

Giving National Banks More Flexibility in Main Office Relocations. The OCC

supports an amendment to national banking law that will reduce unnecessary burdens on a
national bank seeking to relocate its main office within its home state. The amendment
would provide that a national bank that is merging or consolidating with another bank in
the same state pursuant to national banking law, rather than the Riegle-Neal Interstate
Banking and Branching Efficiency Act of 1994 (Riegle-Neal) which applies only to
interstate mergers and consolidations, has the same opportunity to retain certain offices that
it would have if the merger or consolidation were an interstate merger subject to Riegle-
Neal. The amendment would allow a national bank, with the Comptroller’s approval, to
retain and operate as its main office any main office or branch of any bank involved in the
transaction in the same manner that it could do if this were a Riegle-Neal transaction. This
would give a national bank more flexibility when making the business decision to relocate

its main office to a branch location within the same state.

Enhancing National Banks’ Community Development Investments. The OCC supports

an amendment that would increase the maximum amount of a national bank’s investments

that are designed primarily to promote the public welfare either directly or by purchasing

15



interests in an entity primarily engaged in making these investments, such as a community
development corporation. We recommend increasing the maximum permissible amount of
such investments from 10% to 15% of the bank’s capital and surplus. The maximum limit
only applies if the bank is adequately capitalized and only if the OCC determines that this
higher limit will not pose a significant risk to the deposit insurance fund. Today, more than
90% of national banks investments under this authority are in low-income housing tax
credit projects and losses associated with such projects are minimal. Allowing certain
adequately capitalized national banks to modestly increase their community development
investments subject to the requirements of the statute will enable them to expand
investments that have been profitable, relatively low-risk, and beneficial to their

communities.

FEDERAL BRANCHES AND AGENCIES OF FOREIGN BANKS

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

with national banks.
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Implementing Risk-Based Requirements for Federal Branches and Agencies. A

priority item for the OCC in this regard is an amendment to the IBA to allow the OCC to
set the capital equivalency deposit (CED) for Federal branches and agencies to reflect their
risk profile. We support an amendment that would allow the OCC, after consultation with
the Federal Financial Institutions Examination Council, to adopt regulations setting the
CED on a risk-based institution-by-institution basis. This approach would closely resemble

the risk-based capital framework that applies to both national and state banks.

OCC OPERATIONS

Improving Ability to Obtain Information from Regulated Entities. The OCC supports

an amendment that would permit all of the Federal banking agencies -- the OCC, FDIC,
OTS, and the Fed -- to establish and use advisory committees in the same manner. Under
current law, only the Fed is exempt from the disclosure requirements under the Federal
Advisory Committee Act (FACA). Yet, all types of insured institutions and their
regulators have a need to share information and to conduct open and frank discussions that
may involve non-public information about the impact of supervisory or policy issues.
Because of the potentially sensitive nature of this type of information, the public meeting
and disclosure requirements under FACA may inhibit the supervised institutions from
providing the agencies their candid views. Importantly, this is information that any one
bank could provide to its regulator and discuss on a confidential basis. It is only when

several banks simultaneously do so in a collective discussion and offer suggestions to
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regulators that issues are raised under FACA. Our amendment would cure this anomaly
and enhance the dialogue between all depository institutions and their Federal bank

regulators.

SAFETY AND SOUNDNESS

The OCC also supports a number of amendments that would promote and maintain the
safety and soundness and facilitate the ability of regulators to address and resolve problem

bank situations.

Enforcing Written Agreements and Commitments. The OCC supports an amendment

that would expressly authorize the Federal banking agencies to enforce written agreements
and conditions imposed in writing in connection with an application or when the agency
imposes conditions as part of its decision not to disapprove a notice, e.g., a Change in Bank

Control Act (CBCA) notice.

This amendment would rectify the results of certain Federal court decisions that
conditioned the agencies’ authority to enforce such conditions or agreements with respect
to a non-bank party to the agreement on a showing that the non-bank party was “unjustly
enriched.” We believe that this amendment will enhance the safety and soundness of

depository institutions and protect the deposit insurance funds from unnecessary losses.
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Barring Convicted Felons From Participating in the Affairs of Depository

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

insured bank.

Strengthening the Supervision of “Stripped-Charter” Institutions. The OCC supports

an amendment to the CBCA to address issues that have arisen when a stripped-charter
institution (i.e., an insured bank that has no ongoing business operations because, for
example, all of the business operations have been transferred to another institution) is the
subject of a change-in-control notice. The agencies’ primary concern with such CBCA
notices is that the CBCA is sometimes used as a route to acquire a bank with deposit
insurance without submitting an application for a de novo charter and an application for
deposit insurance, even though the risks presented by the two transactions may be
substantively identical. In general, the scope of review of a de novo charter application or
deposit insurance application is more comprehensive than the current statutory grounds for

denial of a notice under the CBCA. There also are significant differences between the
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application and notice procedures. In the case of an application, the banking agency must
affirmatively approve the request before a transaction can be consummated. Under the
CBCA, if the Federal banking agency does not act to disapprove a notice within certain
time frames, the acquiring person may consummate the transaction. To address these
concerns, the OCC supports an amendment that (1) would expand the criteria in the CBCA
that allow a Federal banking agency to extend the time period to consider a CBCA notice
so that the agency may consider business plan information, and (2) would allow the agency

to use that information in determining whether to disapprove the notice.

IV.  REDUCING BURDENS AND ENHANCING EFFECTIVENESS OF
CONSUMER COMPLIANCE DISCLOSURES

Many of the areas that are often identified as prospects for regulatory burden reduction
involve requirements designed for the protection of consumers. Over the years, those
requirements — mandated by Congress and initiated by regulators — have accreted, and in
the disclosure area, in particular, consumers today receive disclosures so voluminous and

so technical that many simply do not read them — or when they do, do not understand them.

No matter how well intentioned, the current disclosures being provided to consumers in
many respects are not delivering the information that consumers need to make informed
decisions about their rights and responsibilities, but they are imposing significant costs on

the industry and consuming precious resources.
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In recent years, bank regulators and Congress have mandated that more and more
information be provided to consumers in the financial services area. New disclosures have

been added on top of old ones. The result today is a mass of disclosure requirements that

generally do not provide effective communications to consumers, and impose excessive

burden on the institutions required to provide those disclosures.

There are two arenas — legislative and regulatory — in which we can make changes to

produce better, more effective, and less burdensome approaches to consumer disclosures.

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

we buy.

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

used to determine what really worked to achieve those goals.
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This experience teaches important lessons that we need to apply to information provided to

consumers about financial services products—

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

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

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

disclosures.

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

consumer testing as a standard element of developing consumer disclosure regulations.

On another front, the OCC also took the unusual step several months ago of submitting a
comment letter to the Federal Reserve Board on its Advance Notice of Proposed
Rulemaking related to credit card disclosures, discussing both the development of the
FDA’s “Nutrition Facts” label and the efforts of the Financial Services Authority (FSA) in

the United Kingdom to develop revised disclosures for a variety of financial products. Our
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comments highlighted some of the lessons learned from the FDA’s and FSA'’s efforts and

urged the Fed to take guidance from this experience:

e Focus on key information that is central to the consumer’s decision making (provide
supplementary information separately in a fair and clear manner);

e Ensure that key information is highlighted in such a way that consumers will notice it
and understand its significance;

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

e Use simple language and an otherwise user-friendly manner of disclosure.

V. BANKING AGENCY AND INDUSTRY CONSENSUS ITEMS

As a result of the dialogue between the Federal banking agencies — the OCC, the Fed, the
FDIC, and the OTS — and the banking industry™ as part of the EGRPRA process and other
discussions over the last several years on regulatory burden relief legislation, it has become
apparent that there are a number of items that we all support. These consensus items are
discussed in more detail in Appendix #2. Several of the items on the consensus list also

were included in H.R. 1375 as passed by the House in the last Congress.

19 Banking industry groups participating include the American Bankers Association, America’s Community
Bankers, the Independent Community Bankers of America, and the Financial Services Roundtable.
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In brief, the banking industry groups and the four Federal banking agencies all support
amendments to Federal law that would—

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

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

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

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

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

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

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

e Improve information sharing with foreign supervisors under the IBA,

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

e Amend the Flood Disaster Protection Act of 1973 to:

(1) increase the “small loan” exception from the flood insurance requirements from

$5,000 to $20,000 and allow for future increases based on the Consumer Price Index;

1 This amendment was included in H.R. 1224, the Business Checking Freedom Act of 2005, as recently
reported by the House Financial Services Committee and as passed by the House on May 24, 2005.
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(2) allow lenders to force-place new flood insurance coverage if a borrower’s
coverage lapses or is inadequate so that the new coverage is effective at
approximately the same time that the 30-day grace period expires on the lapsed
policy; and

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

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

Provide that the Federal banking agencies will review the requirements for banks’
reports of condition under the FDIA every five years and reduce or eliminate any

requirements that are no longer necessary or appropriate.
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VI.  CONCLUSION

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

and your staff to make that goal a reality.

I would be happy to answer any questions you may have.
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APPENDIX #1

SUMMARY OF THE REGULATORY BURDEN RELIEF LEGISLATION
SUPPORTED BY THE
OFFICE OF THE COMPTROLLER OF THE CURRENCY

NATIONAL BANKS

Repealing State Opt-In Requirements for De Novo Branching. The OCC supports
amending section 5155(g) of the Revised Statutes of the United States (12 U.S.C. 8 36(Q)),
section 18(d)(4) of the Federal Deposit Insurance Act (FDIA) (12 U.S.C. § 1828(d)(4)),
section 9 of the Federal Reserve Act (FRA) (12 U.S.C. § 321), and section 3(d)(1) of the
Bank Holding Company Act (BHCA) (12 U.S.C. § 1842(d)(1)) to ease certain restrictions
on banks’ interstate banking and branching. Under the Riegle-Neal Interstate Banking and
Branching Efficiency Act of 1994 (Riegle-Neal Act), an out-of-state national or state bank
may establish a de novo branch in a state only if that state has adopted legislation
affirmatively “opting in” to de novo branching. This amendment would repeal the
requirement that a state expressly must adopt an “opt-in” statute to permit the de novo
branching form of interstate expansion. The amendment also would repeal the state age
requirement for interstate mergers. The Riegle-Neal Act permits a state to prohibit an out-
of-state bank or bank holding company from acquiring an in-state bank unless the state bank
has been in existence for a minimum period of time (which may be as long as five years).

Under the Riegle-Neal Act, interstate expansion through bank mergers generally is subject
to a state “opt-out” that had to be in place by June 1, 1997. While two states “opted out” at
the time, interstate bank mergers are now permissible in all 50 states. By contrast, de novo
branching by banks requires states to pass legislation to affirmatively “opt-in” to permit out-
of-state banks to establish new branches in the state and only approximately 23 states have
opted in (17 of which require reciprocity). As a result, banks in many cases must structure
artificial and unnecessarily expensive transactions in order to simply establish a new branch
across a state border. However, Federal thrifts are not similarly restricted and generally
may branch interstate without the state law “opt-in” requirements that are imposed on
banks. Also, repeal of the state age requirement would remove a limitation on bank
acquisitions by out-of-state banking organizations that is no longer necessary if interstate de
novo branching is permitted.

Enactment of this amendment should enhance competition in banking services with
resulting benefits for bank customers. Moreover, it will ease burdens on banks that are
planning interstate expansion through branches and would give banks greater flexibility in
formulating their business plans and in making choices about the form of their interstate
operations. Community banks that seek to serve customers across state lines would
especially benefit since they lack the resource base available to larger banks that is required
to structure the more complicated transactions now required to accomplish that result.
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Resolving Issues Concerning Federal Court Jurisdiction. The OCC supports amending
the National Bank Act (12 U.S.C. § 1, et seq.) to resolve the issues concerning national
banks’ state citizenship for purposes of Federal court diversity jurisdiction. The OCC
supports a parallel amendment to the Home Owners’ Loan Act (HOLA) (12 U.S.C. § 1461,
et seq.) that would provide the same rule for Federal savings associations. National banks
and Federal thrifts are chartered by the Federal Government and not by any state and both
charters have been subject to conflicting interpretations about state citizenship. As a result,
it makes sense to treat all Federally chartered depository institutions the same and end the
confusion.

National banks’ diversity jurisdiction is governed by 28 U.S.C. § 1348. This statute
provides that generally national banks are “citizens” of the states in which they are
“located.” However, the term “located” is not defined in 8 1348, and the Federal courts
have not defined the term consistently.

In 2001, a U.S. Circuit Court of Appeals concluded that a national bank is “located” in, and
thus for diversity jurisdiction purposes a citizen of, the state of its principal place of
business and the state listed in its organization certificate. Firstar Bank, N.A. v. Faul, 253
F.3d 982 (7™ Cir. 2001). The Firstar opinion created confusing jurisdictional issues. The
state listed in a national bank’s organization certificate may not necessarily be the state in
which the national bank currently has its main office. Under Federal law, a national bank
can relocate its main office to a state other than that designated in its organization
certificate.’* However, no new organization certificate would need to be issued. After the
relocation, the national bank may no longer have any offices in the state listed in its
organization certificate.”®> Under Firstar, however, the bank would continue to be deemed
a citizen of that state for diversity purposes because it is the state listed in its organization
certificate.

In 2003, a lower Federal court reached a different conclusion. It held that a national bank
is “located” in the state where it has its principal place of business and in the state specified
in its articles of association. The court reasoned that a national bank’s articles of
association must be updated to reflect the bank’s current main office and, therefore, the
articles of association and not the bank’s organization certificate should be used to
determine citizenship status in diversity cases. Evergreen Forest Products v. Bank of
America, 262 F. Supp. 2d 1297 (M.D. Ala. 2003). Under this interpretation, a national
bank also could potentially be a citizen of two states, but a different criterion is used to
identify one of the two states.

Most recently, two Circuit Courts have reached opposite conclusions about how to
determine the citizenship of national banks for purposes of diversity jurisdiction. In
October 2004, the Fifth Circuit held in that a national bank is not "located" at its interstate

212 U.S.C. § 30.

13 Separately, the OCC also has supported amending Federal law to clarify that, for corporate status purposes,
a national bank’s general business is transacted at its main office and not the place specified in its
organization certificate.

28



branch locations for purposes of Federal court jurisdiction. Horton v. Bank One, N.A., 387
F.3d 426 (5™ Cir. 2004). In November 2004, the Fourth Circuit took a position that is
contrary to the position taken by every other circuit court by finding that a national bank is
"located" in every state in which it operates a branch or potentially any other type of
permanent office. Wachovia Bank v. Schmidt, 388 F.3d 414 (4™ Cir. 2004). Indeed, over
60 years ago, the Ninth Circuit concluded that a national bank is a citizen only of the state
where it maintains its princiﬁal place of business. American Surety Co. v. Bank of
California, 133 F.2d 160 (9" Cir. 1943). Currently, there are petitions pending before the
United States Supreme Court asking it to resolve the conflict between the Fourth and Fifth
Circuits.

The inconsistent interpretation of the same Federal statutory standard for diversity
jurisdiction by different Federal courts has created substantial uncertainty for national
banks. Under the Fourth Circuit’s interpretation, a national bank would be denied access to
Federal court under diversity jurisdiction when an opposing party is a citizen of a state in
which the bank has a branch. While a national bank with just one interstate branch would
be affected by this decision, the consequences are most severe for national banks that have
established interstate branches on a multi-state basis. Federal thrifts are subject to similar
uncertainty because Federal law does not currently specify their citizenship for purposes of
diversity jurisdiction.** We support amendments that would resolve the uncertainty for
both national banks and Federal thrifts and provide a clear, uniform rule for determining
the citizenship of both types of Federally chartered depository institutions.

National banks and Federal thrifts share the common attribute of being chartered by the
Federal Government and not by any state. Thus, both types of Federally chartered
depository institutions should be subject to the same standard for purposes of Federal
diversity jurisdiction.

Providing Relief for Subchapter S National Banks. The OCC supports amending
section 5146 of the Revised Statutes of the United States (12 U.S.C. § 72) to provide more
flexible requirements regarding director qualifying shares for national banks operating, or
seeking to operate, as Subchapter S corporations. The National Banking Act currently
requires all directors of a national bank to own “shares of the capital stock” of the bank
having an aggregate par value of at least $1,000, or an equivalent interest, as determined by
the Comptroller, in a bank holding company that controls the bank. This amendment
would permit the Comptroller to allow the use of a debt instrument that is subordinated to
the interests of depositors, the Federal Deposit Insurance Corporation (FDIC), and other
general creditors to satisfy the qualifying shares requirement for directors of national banks
seeking to operate in Subchapter S status.

The requirement in current law creates difficulties for some national banks that operate in
Subchapter S form. It effectively requires that all directors be shareholders, thus making it
difficult for some banks to comply with the 100-shareholder limit that defines eligibility for

14 See, e.g., First Nationwide Bank v. Gelt Funding, Inc., No. 92 Civ. 0790, 1992 U.S. Dist. LEXIS 18278, at
*30 (S.D.N.Y. Nov. 30, 1992).
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the benefit of Subchapter S tax treatment, which avoids double tax on the bank’s earnings.
Such a subordinated debt instrument would have features resembling an equity interest,
since the directors could only be repaid if all other claims of depositors and nondeposit
creditors of the bank were first paid in full, including the FDIC’s claims, if any. It would
thus ensure that directors retain their personal stake in the financial soundness of the bank.
However, the holding of such an instrument would not cause a director to be counted as a
shareholder for purposes of Subchapter S.

Simplifying Dividend Calculations for National Banks. The OCC supports amending
section 5199 of the Revised Statutes of the United States (12 U.S.C. § 60) to simplify the
formula for calculating the amount that a national bank may pay in dividends. The current
law requires banks to follow a complex formula that is unduly burdensome and
unnecessary for safety and soundness. The proposed amendment would retain certain
safeguards in the current law that provide that national banks (and state member banks)™
need the approval of the Comptroller (or the Board of Governors of the Federal Reserve
System (Fed) in the case of state member banks) to pay a dividend that exceeds the current
year’s net income combined with any retained net income for the preceding two years. For
purposes of the approval requirement, these Federal regulators would retain the authority to
reduce the amount of a bank’s “net income” by any required transfers to funds, such as a
sinking fund for retirement of preferred stock.

The amendment would reduce burden on banks in a manner that is consistent with safety
and soundness. Among other things, the amendment would ensure that the OCC (and the
Fed for state member banks) would continue to have the opportunity to deny any dividend
request that may deplete the net income of a bank that may be moving towards troubled
condition. Importantly, the amendment would not affect other safeguards in the National
Bank Act (12 U.S.C. § 56). These provisions generally prohibit national banks from
withdrawing any part of their permanent capital or paying dividends in excess of undivided
profits except in certain circumstances.

Moreover, other safeguards, such as Prompt Corrective Action enacted in 1991, provide
additional safety and soundness protections for all insured depository institutions. The
proposed amendment would not affect the applicability of these safeguards. These
additional safeguards prohibit any insured depository institution from paying any dividend
if, after that payment, the institution would be undercapitalized (see 12 U.S.C.

§ 18310(d)(1)).

Modernizing Corporate Governance. The OCC supports amending section 5144 of the
Revised Statutes of the United States (12 U.S.C. § 61), which currently imposes mandatory
cumulative voting requirements on all national banks. This law requires that, in all
elections of national bank directors, each shareholder has the right to (1) vote for as many
candidates as there are directors to be elected and to cast the number of votes for each
candidate that is equal to the number of shares owned, or (2) cumulate his or her votes by

> See 12 U.S.C. § 324 and 12 C.F.R. § 208.5 generally applying the national bank dividend approval
requirements to state member banks.
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multiplying the number of shares owned by the number of directors to be elected and
casting the total number of these votes for only one candidate or allocating them in any
manner among a number of candidates. The OCC supports an amendment that would
permit a national bank to provide in its articles of association the method of electing its
directors that best suits its business goals and needs and would provide the OCC with
authority to issue regulations to carry out the purposes of this section.

The Model Business Corporation Act and most states’ corporate codes provide that
cumulative voting is optional. The amendment recommended by the OCC would conform
this provision of the National Bank Act to modern corporate codes and would provide
national banks with the same corporate flexibility available to most state corporations and
state banks.

Modernizing Corporate Structure Options. The OCC supports amending the Revised
Statutes of the United States (12 U.S.C. 8 21 et seq.) to clarify the Comptroller’s authority
to adopt regulations allowing national banks to be organized in different business forms.
Notwithstanding the form of organization, however, generally all national banks would
continue to have the same rights and be subject to the same responsibilities, restrictions,
and requirements except to the extent that different treatment may be appropriate based on
the different forms of organization. Many of the requirements in the National Bank Act are
based on a national bank having stock and shareholders. It is expected that the Comptroller
will apply these requirements in a comparable manner to other authorized organizational
forms except as warranted by the differences in form.

The OCC’s suggested amendment would reduce burden on national banks and allow them
to choose among different business organizational forms, as permitted by the Comptroller,
and to select the form that is most consistent with their business plans and operations so
that they may operate in the most efficient manner. Certain alternative business structures
may be particularly attractive for community banks. For example, if the Comptroller
should permit a national bank to be organized as a limited liability national association and
establish the characteristics of such a national bank, the bank then may be able to take
advantage of the pass-through tax treatment for comparable limited liability entities under
certain tax laws and eliminate double taxation under which the same earnings are taxed
both at the corporate level as corporate income and at the shareholder level as dividends.

Some states currently permit state banks to be organized as unincorporated limited liability
companies (LLCs) and the FDIC recently adopted a rule that will resul