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Federal Savings Banks—The Vehicle of Choice
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1. Introduction

Federal savings banks and their pre-
decessors, federal savings and Ioan as-
sociations, have been part of the finan-
cial services quiltwork since the 1930s
when the Home Owners’ Loan Act was
passed to provide additional credit to the
American people for the financing of the
American dream-—ownership of the

single family residence. In recent years,
the federal savings bank has become a
favored vehicle for providing consumer
financial services to the American con-
sumer, both because of the continuing
expansion of federal preemption avail-
able to federally-insured entities gener-
ally and because of the reduced restric-
tions on the powers of federal savings
banks in recent legislation. Today, there
is no other vehicle —federal or state — bet-
ter able to provide a broad range of con-
sumer financial services to the American
consumer provided that the qualified
thrift lender test and investment restric-
tions can be satisfied. The federal sav-
ings bank, however, is not the answer for
lenders desiring to offer only limited
types of consumer financial services
products, because the qualified thrift
lender test and investment restrictions
will prohibit some types of product con-
centrations.

This article outlines the scope of fed-
eral preemption available to a federal sav-
ings bank engaged in offering consumer
credit to the American public and outlines
the recent legislative changes that made
federal savings banks the vehicle of
choice for many types of lending. The
terms “federal savings bank” and “fed-
eral savings association™ are used inter-
changeably.

II. Preemption

Section 4(a) of the Home Owners’
Loan Act authorizes the Office of Thrift
Supervision to promulgate regulations
that preempt state laws affecting the op-
erations of federal savings banks.! The
OTS regulations provide that federal sav-
ings banks may extend credit as autho-
rized under federal law without regard to

1. 12U.S.C. §1463(a), 12 C.ER. § 560.2(2).
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state laws purporting to regulate or oth-
erwise affect their credit activities, except
to the extent provided in paragraph (c)
of Section 560.2 (see below) or Section
560.110 (see III below).? For purposes of
Section 560.2, “state law” includes any
state statute, regulation, ruling, order or
judicial decision.? Except as provided in
Section 560.110 (permitting a federal
savings bank to charge interest at the
maximum rate permitted to state-char-
tered or licensed lending institutions un-
der the laws of the state in which it is
located), the types of state laws pre-
empted by paragraph (a) of Section 560.2
include, without limitation, state laws
purporting to impose requirements re-
garding:

1. Licensing, registration, filings
or reports by creditors;

2. The ability of a creditor to re-
quire or obtain private mort-
gage insurance, insurance for
other collateral or other credit
enhancements;

3. Loan-to-value ratios;

4. The terms of credit, including
amortization of loans and the
deferral and capitalization of
interest and adjustments to the
interest rate, balance, payments
due or term to maturity of the
loan, including the circum-
stances under which a loan
may be called due and payable
upon the passage of time or a
specified event external to the
loan;

3. Loan-related fees, including
without limitation, initial
charges, late charges, prepay-
ment penalties, servicing fees
and overlimit fees;

6. Escrow accounts, impound ac-
counts and similar accounts;

2. 12C.FR.§560.2(a).

3. M

7. Security property, including
leaseholds;

8. Access to and use of credit re-
ports; :

9. Disclosure and advertising, in-
cluding laws requiring specific
statements, information or
other content to be included in
credit application forms, credit
solicitations, billing state-
ments, credit contracts or other
credit related documents and
laws requiring creditors to sup-
ply copies of credit reports to
borrowers or applicants;

10. Processing, origination, servic-
ing, sale or purchase of, or in-
vestment or participation in,
mortgages;

11. Disbursements and repay-
ments; ‘

12. Usury and interest rate ceilings
to the extent provided in 12
U.S.C. § 1735f-7a and 12
C.ER. Part 590 and 12 U.S.C.
§ 1463(g) and 12 C.E.R.
§ 560.110; and

13. Due-on-sale clauses to the ex-
tent provided in 12 U.S.C.
§ 1701j-3 and 12 C.F.R. Part
591.4

Thus, federal savings banks need not gen-
erally comply with state laws regarding
the above matters, unless the savings
bank has chosen to operate under a par-
ticular state law as authorized in Section
560.110.

Paragraph (c) of Section 560.2 pro-
vides that state laws of the following
types are not preempted to the extent that
they only incidentally affect the lending
operations of federal savings banks or are
otherwise consistent with the purposes of
paragraph (a) of Section 560.2;

K3
4. Id §560.2(b).

1. Contract and commercial law;
2. Real property law;

3. Homestead laws specified in
12 U.S.C. § 1462a(f);

4. Tort law;
5. Criminal law; and

6. Any other law that the Office
of Thrift Supervision, upon re-
view, finds:

a. Furthers a vit_al state inter-
est; and

b. Either has only an inciden-
tal effect on lending opera-
tions or is not otherwise
contrary to the purposes ex-
pressed in paragraph (a) of
Section 560.2.

These preemptions are broader than
those of any other federally-insured
lender.

IIl. Exportation

“Exportation” is the term used to de-
scribe the rights of certain federally-in-
sured lenders to charge their home state
interest rates and fees in loans to residents
of other states. Federal savings banks
have “exportation” rights based on 12
U.S.C. § 1463(g)(1), which provides:

[n]otwithstanding any State law, a
savings association may charge in-
terest on any extension of credit at
a rate of not more than one percent
in excess of the discount rate on 90-
day commercial paper in effect at
the Federal Reserve bank in the Fed-
eral Reserve district in which such
savings association is located or at
the rate allowed by the laws of the

5. Id.§560.2(c).



QUARTERLY REPORT

409

State in which such savings associa-
tion is located, whichever is greater.

Thus, a federal savings bank may choose
the greater of the federal rate authorized
or the state rate for the state in which the
savings bank is located and export this
rate into other states.

OTS regulation Section 560.110 de-
fines “interest” for the purpose of Sec-
tion 1463(g)(1) as including any payment
compensating 2 creditor or prospective
creditor for an extension of credit, mak-
ing available of a line of credit, or any
default or breach by a borrower of a con-
dition upon which credit was extended.’
It includes, among other things, the fol-
lowing fees connected with credit exten-
sion or availability: numerical periodic
rates, late fees, not sufficient funds fees,
overlimit fees, annual fees, cash advance
fees and membership fees.® It does not
ordinarily include appraisal fees, premi-
ums and commissions attributable to in-
surance guaranteeing repayment of any
extension of credit, finders’ fees, fees for
document preparation or notarization or
fees incurred to obtain credit reports.’

Prior to the enactment of 12 U.S.C.
§ 1463(g), enacted as part of the Finan-
cial Institutions Reform, Recovery and
Enforcement Act of 1989 (FIRREA), pre-
emption for federal savings banks was
found in Section 522 of the Depository
Institutions Deregulation and Monetary
Control Act of 1980 (DIDMCA). Section
525 of DIDMCA permitted states to opt
out of Section 522 preemption by the
enactment of a state law explicitly opt-
ing out of the preemption. FIRREA re-
pealed Section 522 and reenacted its
substantive provisions in 12 U.S.C.
§ 1463(g). Section 525 was not amended
to reflect the change. Thus, it appears that
states can no longer opt out of the pre-
emption available to federal savings
banks.

6. 12USC.§ 4631
7. I12CFR.§ 560.110a).
8. Id

9. M

A federal savings bank that has
branches in more than one state also has
great latitude in deciding where it books
its loans and which host state’s laws ap-
ply to the loans.'

IV, Most Favored Lender

The “most favored lender doctrine” is
the authority based on federal statutes,
regulations and case law for certain fed-
erally-insured lenders to charge the same
rates and fees as any other lender in
their home state. Based on 12 U.S.C.
§ 1463(g)(1), quoted above, OTS regu-
lation section 560.110 provides that a fed-
eral savings bank located in a state may
charge interest at the maximurmn rate per-
mitted by any state-chartered or licensed
lending institution by the law of that
state.!! Thus, a federal savings bank may
comply with the state law that offers the
best rate and fee authority. If state law
permits different interest charges on
specified classes of loans, a federal sav-
ings bank making such loans is subject
only to the provisions of state law relat-
ing to that class of loans that are material
to the determination of the permitted in-
terest.'? For example, a federal savings
bank may lawfully charge the highest rate
permitted to be charged by a state-li-
censed small loan company without be-
ing so licensed, but subject to state law
limitations on the size of loans made by
small loan companies.'?

Preemption based on Section 560.2
and exportation and most favored lender
status based on Section 560.110 taken
together permit a federal savings bank to
rely on the law of the federal savings
bank’s home state that provides the best
rate authority in its lending activities in
all states, without regard to the laws of
other states of the types listed in Section
560.2(a) (see II above). Once a federal
savings bank has selected a home state

10. OTS Op. No. 92/CC-14 from Harris Weinstein, Chief Counsel
(Apr. 2, 1992).

1. 12C.FR. § 560.110(b).
12 1

13. 1.

law from which it obtains its rate author-
ity, the federal savings bank is subject to
those provisions of the chosen state law
in the home state that are material to the
determination of the permitted interest .
rate. The federal savings bank also is lim-
ited to those “material” provisions of the
chosen law of the home state in its lend-
ing in other states. Such provisions would
clearly include restrictions on fees deter-
mined to be included in interest as de-
fined in Section 560.110¢a). What other
types of state law provisions, beyond
those relating to the fees identified in
Section 560.110(a), that are “material” to
the determination of interest is less cer-
tain.

Y. First Mortgages

For first lien mortgage loans, Section
1735f-7a of federal banking law provides
that the provisions of the constitution or
the laws of any State expressly limiting
the rate or amount of interest, discount
points, finance charges or other charges
which may be charged, taken, received
or reserved shall not apply to any loan,
mortgage, credit sale or advance which
is:

1. secured by a first lien on resi-
dential real property;

2. made after March 31, 1980;
and

3. described in Section 527(b) of
the National Housing Act with
certain exceptions, including
provisions relating to first liens
on residential manufactured
homes and residential coopera-
tive housing.'*

Therefore, for first mortgage loans, a fed-
eral savings bank need not comply with
state law provisions limiting the rate or
amount of interest, discount points, fi-
nance charges or other charges even if it

has chosen to operate under a state stat-

714, 12US.C. § 1735f-Ta(a).
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ute containing such restrictions. The OTS
regulations have clarified that this pre-
emption is limited to interest rates and
points.'s

The preemption in Section 1735f-7a
does not apply to any mortgage made in
any state after the date on which such
state adopts a law which states explicitly
and by its terms that such state does not
want the preemption in Section 1735f-
7a to apply with respect to mortgages
made in such state.'¢ States are also per-
mitted to adopt laws after March 31, 1980
placing limitations on discount points or
such other charges on any mortgage de-
scribed above.,"”
V1. Contract Law

As stated in Section 560.2(c) dis-
cussed above, a federal savings bank
must comply with state contract law. If a
federal savings bank purchases or ser-
vices a loan contract that contains con-
tract provisions that are different from the
authorities described above, those provi-
sions are binding and cannot be changed
except by amendment of the contract by
agreement of the parties.

VII. Qualified Thrift Lender Test
and Investment Restrictions

Federal savings banks are required to
meet the qualified thrift lender test (“QTL
test”)." Federal savings banks that fail
to meet the QTL test must either become
a bank other than a savings bank or com-
ply with certain restrictions that basically
treat them as a national bank.' To meet
the QTL test a federal savings bank must
either (i) qualify as a domestic building
and loan association or (ii) have quali-
fied thrift investments that equal or ex-
ceed 65% of its portfolio assets on a

5. 12CFR. §590.3.

16. 12U.S.C. § 1735(-7a(b)(2).

7. Id. § 17351-7a(bX4).

8. Id. § 1467a(m).

9. 1. § 1467a(m)(3).

monthly average basis in 9 out of every
12 months.?®

To qualify as a domestic building and
loan association 60% of the amount of
the association’s total assets must con-
sists of':

1. Cash;

2. Obligations of the United
States or of a state or political
subdivision thereof, and stock
or obligations of a corporation
which is an instrumentality of
the United States or of a state
or political subdivision thereof,
but not including obligations
the interest on which is exclud-
able from gross income under
section 103;

3. Certificates of deposit in, or
obligations of, a corporation
organized under a state law
which specifically authorizes
such corporation to insure the
deposits or share accounts of
member associations;

4. Loans secured by a deposit or
share of a member;

5. Loans secured by an interest in
real property which is (or, from
the proceeds of the loan, will
become) residential real prop-
erty or real property used pri-
marily for church purposes,
loans made for the improve-
ment of residential real prop-
erty or real property used pri-
marily for church purposes,
provided that for purposes of
this clause, residential real
property includes single or
multifamily dwellings, facili-
ties in residential develop-
ments dedicated to public use
or property used on a nonprofit
basis for residents, and mobile

20. Id. § 1467a(m)(1).

10.

11.

homes not used on a transient
basis;

Loans secured by an interest in
real property located within an
urban renewal area to be devel-
oped for predominantly resi-
dential use under an urban re-
newal plan approved by the
Secretary of Housing and Ur-
ban Development or located
within any area covered by a
program eligible for assistance
under section 103 of the Dem-
onstration Cities and Metro-
politan Development Act of
1996, and loans made for the
improvement of any such real

property;

Loans secured by an interest in
educational, health, or welfare
institutions or facilities, includ-
ing structures designed or used
primarily for residential pur-
poses for students, residents,
and persons under care, em-
ployees, or members of the
staff of such institutions or fa-
cilities;

Property acquired through the
liquidation of defaulted loans
described in clause 5, 6, or 7;

Loans made for the payment of
expenses of college or univer-
sity education or vocational
training, in accordance with
such regulations as may be pre-
scribed by the Secretary; «

Property used by the associa-
tion in the conduct of the busi-
ness which consists principally
of acquiring the savings of the
public and investing in loans;
and

Any regular or residual inter-
est in a REMIC, and any regu-
lar interest in a FASIT, but only
in the proportion which the as-
sets of such REMIC or FASIT
consist of property described in
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any of the preceding clauses;
except that if 95% or more of
the assets of such REMIC or
FASIT are assets described in
clauses 1 through 10, the en-
tire interest in the REMIC or
FASIT qualifies.”

Alternatively, a federal savings bank
can maintain the required percentage of
qualified thrift investments. Qualified
thrift investments are required to equal
at least 65% of the bank’s portfolio and
can consist of the following without limit:

1. Theaggregate amount of loans
held by the savings bank that
were made to purchase, refi-
‘hance, construct, improve, or
repair domestic residential
housing or manufactured hous-
ing;

2. Home-equity loaﬁs;

3.  Securities backed by or repre-
senting an interest in mort-
gages on domestic residential
housing or manufactured hous-
Ing;

4. Existing obligations of deposit
insurance agencies;

5. New obligations of deposit in-
surance agencies;

6. Shares of stock issued by any
Federal home loan bank; and

7.. Loans for educational pur-
poses, loans to small busi-
nesses and loans made through
credit card or credit card ac-
counts.?

The 1996 legislation added “loans for
educational purposes, loans to small busi-
nesses and loans made through credit card
or credit card accounts” to the list of per-

2. 26 US.C. § 7701{aX19)(C).

22 12U.5.C. § 1467a(m}4)C)(ii).

mitted investments.? This amendment
greatly expanded the value of federal sav-
ings banks as vehicles to provide con-
sumer financial services, but it left out
more types of consumer financial ser-
vices than it incorporated.

In addition, the following assets may
be included in determining qualified thrift
investments not to exceed 20% of the
savings bank’s portfolio assets:

1. 50% of the dollar amount of
the residential mortgage loans
originated by such savings
bank and sold within 90 days
of origination;

2. Investments in the capital stock
or obligations of, and any other
security issued by, any service
corporation if such service cor-
poration derives at least 80%
of its annual gross revenues
from activities directly related
to purchasing, refinance, con-
structing, improving, or repair-
ing domestic residential real
estate or manufactured hous-
ing;

3.  200% of the dollar amount of
loans and investments made to
acquire, develop, and construct
1-to-4-family residences the
purchase price of which is or
is guaranteed to be not greater
than 60% of the median value
of comparable newly con-
structed 1-to-4-family resi-
dences within the local com-
munity in which such real es-
tate is located, except that not
more than 25% of the amount
included under this subclause
may consist of commercial
properties related to providing
services to residents of the de-
velopment;

4. 200% of the dollar amount of
loans for the acquisition or

23, Pub. L. No. 104-208, § 2303(g)(2)(A) (1996).

improvement of residential
real property, churches,
schools, and nursing homes
located within, and loans for
any other purpose to any small
businesses located within any
area which has been identified
by the Director, in connection
with any review or examina-
tion of community reinvest-
ment practices, as a geographic
area or neighborhood in which
the credit needs of the low-and
moderate-income residents of
such area or neighborhood are
not being adequately met;

5. Loans for the purchase or con-
struction or churches, schools,
nursing homes, and hospitals,
other than those qualifying un-
der clause 4 and loans for the
improvement and upkeep of
such properties;

6. Loans for personal, family, or
household purposes (other than
loans for personal, family, or
household purposes described
above); and

7. Shares of stock issued by the
Federal Home Loan Mortgage
Corporation or the Federal Na-
tional Mortgage Association.*

The 1996 amendments removed the prior
limitation of 10% on loans for personal,
family, or household purposes, thus dou-
bling the amount of consumer loans that
can be held in the savings bank’s portfo-
lio assets.” This expansion, however, is
not nearly as useful as the unlimited
amount of credit card assets that qualify
under the QTL test.

In addition to the QTL test, federal
savings banks are also subject to certain
other limitations and conditions in their
investments.?s A federal savings bank’s

24. 12 U.S.C. § 1467a(m)(4XC)iii), (iv).
25. Pud. L. No. 104-208, § 2303(g)}(2)(B) (1996).

‘*’26. 12U.S.C. § 1464(c), 12 C.FR. § 560.30.
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loans for personal, family or household
purposes may not exceed 35% of the as-
sets of the federal savings bank, but
amounts in excess of 30% of the assets
may be invested only in loans which are
made by the federal savings bank directly
to the original obligor and with respect
to which the savings bank does not pay
any finder, referral or other fee, directly
or indirectly, to any third party.?” Loans
made through credit cards or credit card
accounts are not limited as to a percent-
age of assets.®

The most notable exceptions to the
classifications of loans that can be owned
without limit by federal savings banks are
(1) unsecured consumer loans not permit-
ting credit card access and (2) motor ve-
hicle and other personal property secured
consumer loans. The public policy rea-
sons for these differences in treatment are
not apparent, but the result is that federal
savings banks are not available as a ve-
hicle to provide those types of consumer
financial services products unless other
products that meet the QTL test and in-
vestment restrictions are also held in suf-
ficient quantity.

VII. Conclusions

Federal savings banks are authorized
under federal law to rely on federal law
and ignore state laws regarding licens-
ing, registration, filing or reports of credi-
tors; creditors’ ability to require or ob-
tain private mortgage insurance or insur-
ance for other collateral; loan-to-value
ratios; the terms of credit; loan-related
fees; escrow accounts and similar ac-
counts; security property; access to and

use of credit reports; disclosure and ad-.

vertising; processing, originating, servic-
ing, sale or purchase of mortgages; dis-
bursements and repayments; usury and
interest; and due-on-sale clauses. Federal
savings banks are required to comply
with state contract law, commercial law,
real property law, homestead law, tort law
and criminal law.

27. 12US.LC. § 1464(c)(2XD).

28. Id. § 1464(c)(IXT).

Federal savings banks are authorized
to choose the rate of interest of the state
in which they are located and export this
rate in loans to residents of other states.
As outlined above, “interest” for expor-
tation purposes is defined broadly to in-
clude various fees, such as late fees and
non-sufficient funds fees. Thus, these fees
can also be exported.

Under the most favored lender doc-
trine, federal savings banks are autho-
rized to operate under the law of the state
in which the federal savings bank is lo-
cated that offers the best rate and fee au-
thority. The federal savings bank must
then comply with the other requirements
of the state law under which it chooses
to operate. The federal savings bank also
must then comply with the other require-
ments of the state law under which it
chooses to operate. The federal savings
bank also must comply with these provi-
sions of the chosen law of its home state
in its lending in other states. In no case,
however, does the federal savings bank
have to comply with state licensing, reg-
istration or filing requirements aimed at
the corporate entity.

For first mortgage loans, in addition
to the above, federal law preempts any
state faw limiting the rate or amount of
interest or discount points. Thus, in se-
lecting a state law to operate under for
first mortgage loans, a federal savings
bank would not be required to comply
with state interest rate and point limita-
tions unless the state opted out of federal
preemption.

The preemptions discussed above ap-
ply to loans originated by a federal sav-
ings bank and carry over to its servicing
of these loans and to its right to sell these
loans. However, loans originated by other
entities do not acquire “preemption” or
“exportation” rights simply because a
federal savings bank services them or
acquires them. A federal savings bank is
bound by the terms of the loan contract it
acquires or services and the laws appli-
cable to the loans when they were origi-
nated and cannot change that applicable
law without some form of contract
amendment.

Federal savings banks are subject to
the QTL test, which is a unique restric-

tion at the federal level. The QTL test
requires that federal savings banks main-
tain certain types of assets or invesiments
in specified percentages. The 1996
amendments permit loans for educational
purposes and loans made through credit
cards or credit card accounts to be in-
cluded without limit in calculating quali-
fied thrift investments, in addition to tra-
ditional mortgage related investments. In
addition, other loans for personal, fam-
ily or household purposes may be in-
cluded in an amount equal to 20% of the
federal savings bank’s portfolio assets.
There is also an investment restriction
applicable to federal savings banks that
limits consumer loans to 35% of assets,
except that credit card loans are not lim-
ited as to percentage of assets.

The amendments to the QTL test make
federal savings banks more attractive
vehicles for consumer lending and in par-
ticular for credit card lending, but do not
permit them to offer other types of con-
sumer financial services, such as motor
vehicle secured loans, as the major prod-
uct offering of the bank.

There are, of course, numerous other
federal laws that apply to federal savings
banks and their relationships with con-
sumers. Those statutes and regulations,
however, apply fairly equally to all fed-
erally-insured depository institutions, so
federal savings banks incur no competi-
tive disadvantages as a result. The bot-
tom line is that federal savings banks
enjoy broader and clearer preemption
powers than any other type of financial
services provider. Thus, they inevitably
have become the vehicle of choice to pro-
vide consumer financial services in' the
United States provided that the QTL test
and investment restrictions can be satis-
fied—and the word is spreading quickly.



