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	BANKING  •  Nov. 30, 2006
Borrowers May Lose Key State Law Protections
Forum Column 

By Lauren E. Willis
      
      Have a complaint against your mortgage company? After being put on hold for hours with the lender, who can help? Will it be the state agency that monitors lenders and protects consumers, or the federal agency that is funded by the dues it collects from its member banks and rarely brings consumer actions? 

      If your lender is an operating subsidiary of a national bank, the Supreme Court is poised to answer this question. Watters v. Wachovia Bank, 05-1342, heard Wednesday, will determine whether state consumer-protection law is pre-empted for state-chartered affiliates of nationally chartered banks.

      The case pits Michigan's Office of Insurance and Financial Services and all 50 states against Wachovia Mortgage Company and the federal government. 

      The back story: Until recently, Wachovia Mortgage (previously First Union), a North Carolina corporation, complied with a state's laws when making loans in that state. At the time, Wachovia Mortgage was owned directly by Wachovia Corporation, today the fourth-largest U.S. bank holding company. 

      In 2003 the holding company moved the mortgage subsidiary from its direct control to that of Wachovia Bank, a federally chartered national bank also owned by the holding company. Why the shell game? 

      National banks are regulated exclusively by the federal Office of the Comptroller of the Currency. Wachovia Mortgage now argues that it, too, in its new-found status as a subsidiary of a national bank, is exempt from state regulation.

      The parties have made numerous legal arguments, but the bottom line is this: Should states be able to protect their residents in dealings with state-chartered lenders? Put another way: Should affiliates of national banks be required to follow different legal rules in every state in which they lend? 

      A single body of law enforced by one regulator sounds appealing; it would simplify compliance with the law, reducing administrative costs and, in theory, lowering prices to borrowers. 

      In practice however, pre-empting state law would not replace 50 sets of consumer protection rules with one, it would replace 50 sets with none. 

      States have secured more than $1 billion dollars in redress for more than a million home-loan borrowers. In a single year, the nearly 700 state employees devoted to consumer protection investigated more than 20,000 complaints about mortgage lending practices, resulting in more than 4,000 formal actions against lenders, brokers and loan servicers. States were the first to pursue loan abuses by Associates First Capital, now owned by Citigroup, today the largest U.S. bank holding company and parent of Citibank national bank. States obtained a record-breaking $484 million in restitution for mortgage consumers from Household Finance, now called HSBC Finance Corporation, a subsidiary of the holding company that owns HSBC national bank.

      Aggressive state enforcement is necessary because federal banking agencies are not adequately pursuing consumer complaints. Until recently, the federal comptroller had announced only one action against a federally chartered lender or subsidiary for mortgage lending abuses, although it doubled that number earlier this month. The agency obtained $100,000 in the first action and $14 million in the second. 

      With a staff of 40 responsible for handling complaints against approximately 2000 member banks and their subsidiaries, few serious investigations can be expected. The federal comptroller's primary mission is to ensure the safety and soundness of our national bank system. This is a job for which federal regulators have significant resources and expertise. Investigating consumer complaints is not.

      With the recent broadening of the type of activities that national banks can engage in, either directly or through subsidiaries, the experience, resources, and expertise of the states in enforcing consumer protections have become even more important. National bank affiliates can do everything from selling insurance, to operating roadside assistance plans, to leasing trailer homes and furniture. The states have long protected their consumers in these sorts of transactions, and the federal comptroller has no experience here. Many states require health insurance plans sold in the state to cover certain types of illnesses. The federal comptroller has no such rules in place.

      The dynamism of the home-mortgage marketplace, in particular, further counsels against concentrating power in a national regulator. States are laboratories of policymaking, developing new methods of protecting consumers in the midst of change. 

      As subprime lending has skyrocketed, some states have required high-cost loan borrowers to receive pre-loan counseling. Others have responded to evidence of mortgage overpricing by limiting the prepayment penalties and up-front fees that would otherwise keep borrowers from refinancing into loans carrying competitive rates. Consumer ignorance and confusion about balloon payments has prompted some states to limit these. 

      Debate rages about which approach is best and whether some overly restrict the availability of credit. Only time will yield definitive proof.

      If state laws no longer applied, we would forfeit our opportunity to test regulation before imposing it on the whole country. Fear of disastrous results would likely be paralyzing. But rules that do not keep pace with new forms of abuse in this market provide no protection at all.

      So why is Wachovia litigating this case, rather than closing its mortgage company and originating loans directly from its national bank? Banks lend through affiliates to limit litigation exposure. Under state law, wronged consumers can recover from only the mortgage subsidiary and not the national bank. 

      Wachovia is hoping to obtain the benefits of state law without its burdens. When consumers do this, lenders call it "irresponsibility." When banks do it, they want the courts to call it "pre-emption." 
      
      Lauren E. Willis is an associate professor at Loyola Law School in Los Angeles and is one of a group of law professors who have signed an amicus brief supporting state regulation.
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