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INTRODUCTION

At the beginning of the 79th Legislature, the Honorable Thomas "Tom" Craddick, Speaker of the
Texas House of Representatives, appointed seven members to the House Committee on Financial
Institutions (the Committee). The Committee membership included the following appointees:
Burt Solomons, Chair, Brian McCall, Vice-Chair, Norma Chavez, Dan Flynn, Ryan Guillen, Rob
Orr and Debbie Riddle.

During the interim, Speaker Craddick assigned the Committee on Financial Institutions the
following three charges:

1. Examine the feasibility and impact of consolidating the state financial
regulatory agencies which include the Office of Consumer Credit
Commissioner, Texas Department of Banking, Department of Savings and
Mortgage Lending (formerly Texas Savings and Loan Department) and the
Texas Credit Union Department.

2. Evaluate predatory lending practices involved with subprime mortgage
lending within the state, primarily in the border counties including:
e Study the patterns of mortgage fraud and develop statutory changes
to reduce incidences of mortgage fraud and punish violators.
e Study the relationship between mortgage brokers and residential
borrowers including:
whether or not the mortgage broker is the agent of the residential
borrower; the types of disclosures which should be required; and,
the sources and nature of compensation.

3. Monitor the agencies and programs under the committee's jurisdiction.

The Committee met in two public hearings, held on May 1, 2006 and June 20, 2006, at the State
Capitol. During the first hearing, the Committee heard testimony on issues regarding financial
services. The Committee heard testimony on all interim charges during the second hearing.

The Committee would like to express its appreciation to Commissioner Randall James and staff
at the Texas Department of Banking, Executive Director Robert Kline and staff at the Texas
Bond Review Board, Commissioner Leslie Pettijohn and staff at the Texas Office of the
Consumer Credit Commissioner, Commissioner Harold Feeney and staff at the Texas Credit
Union Department, Commissioner Danny Payne and staff at the Texas Department of Savings &
Mortgage Lending, and Executive Director Kimberly Edwards and staff at the Texas Public
Finance Authority for their continued work to keep the Committee informed on important
matters in their respective areas of authority.
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The Committee would also like to express its appreciation to the following state government
employees, industry representatives, consumer representatives and interested public citizens who
testified before the Committee and contributed to the interim process:

John Fleming (Texas Department of Savings & Mortgage Lending), Paul Carmona (Office of the
Texas Attorney General), Sally Hanners (Office of the Texas Attorney General), James Rader
(Unauthorized Practice of Law Committee of the Texas Supreme Court), Stephen Schottman
(Texas Department of Housing and Community Affairs), Karen Neeley (Independent Bankers
Association of Texas), Steve Scurlock (Independent Bankers Association of Texas), Dan
Donohoe (JP Morgan Chase), Mindy Carr (Texas Land Title Association), Randy Erben (Texas
Association of Mortgage Attorneys), Jim Robertson (Texas Association of Mortgage Attorneys),
Ron Walker (Texas Association of Realtors), Daniel Gonzalez (Texas Association of Realtors),
Ben Streusand (Texas Mortgage Bankers Association), Jim Rudd (Texas Association of
Mortgage Brokers), Everett Ives (Texas Association of Mortgage Brokers), Everett Anschultz
(Texas Association of Mortgage Brokers), Robert Doggett (Texas Low Income Housing
Information Service).

Finally, the Committee staff would like to thank the Chairman's staff members that assisted in
the preparation of this report - Bonnie Bruce and Kari Torres.
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HOUSE COMMITTEE ON FINANCIAL INSTITUTIONS

INTERIM STUDY CHARGES

CHARGE  Examine the feasibility and impact of consolidating the state financial
regulatory agencies which include the Office of Consumer Credit Commissioner,
Texas Department of Banking, Department of Savings & Mortgage Lending
(formerly Texas Savings and Loan Department) and the Texas Credit Union
Department.

CHARGE Evaluate predatory lending practices involved with subprime mortgage lending

within the state, primarily in the border counties including:

» Study the patterns of mortgage fraud and develop statutory changes to reduce
incidences of mortgage fraud and punish violators.

= Study the relationship between mortgage brokers and residential borrowers
including:
whether or not the mortgage broker is the agent of the residential borrower;
the types of disclosures which should be required; and, the sources and nature
of compensation.

CHARGE Monitor the agencies and programs under the committee's jurisdiction.
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CONSOLIDATION
OF
FINANCIAL INSTITUTIONS
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BACKGROUND

The financial institutions industry is an integral part of the Texas economy. Many small- and
medium-sized businesses seek credit from these institutions to begin their operations and/or
support and expand their business once they are established. This exchange stimulates the
economy through job creation and consumer spending.

Maintaining our strong economy is a top priority for the Texas Legislature. As a result, the
Legislature attempts to streamline governmental agencies in order to effectively utilize tax
dollars; one method is to consolidate state agencies that regulate similar industries. Most states
have one or two agencies that oversee and regulate financial institutions.! Texas is unique in that
it has four distinct agencies: Texas Department of Banking, the Texas Department of Savings &
Mortgage Lending, Texas Credit Union Department, and the Office of Consumer Credit
Commissioner.

The United States has a dual banking system. Dual banking refers to the system of state and
federal chartering and regulation of banks. Historically, Congress has preserved the integrity of
the dual banking system. National banks are chartered and regulated by the Office of the
Comptroller of the Currency and Texas state banks are chartered and regulated by Department of
Banking.’ National thrifts are regulated by the Office of Thrift Supervision while Texas state
savings banks are regulated by the Department of Savings & Mortgage Lending. The Federal
Deposit Insurance Corporation oversees national banks and savings banks.

! The following states have consolidated agencies or agencies that are a division of one financial department: Alaska
(Department of Commerce, Community and Economic Development, Division of Banking and Securities), Arizona
(Arizona Department of Financial Institutions), California (Department of Financial Institutions), Colorado
(Department of Regulatory Agencies), Connecticut (Department of Banking), Florida (Office of Financial
Regulation), Georgia (Department of Banking and Finance), Hawaii (Department of Commerce & Consumer
Affairs), Idaho (Department of Finance), Illinois (Department of Financial & Professional Regulation), Indiana
(Department of Financial Institutions), Kentucky (Office of Financial Institutions), Maine (Department of
Professional & Financial Regulation), Maryland (Department of Labor, Licensing and Regulation), Massachusetts
(The Office of Consumer Affairs and Business Regulation), Michigan (Department of Labor and Economic
Growth), Minnesota (Department of Commerce, Financial Examinations Division), Mississippi (Banking Division),
Missouri  (Department of Economic Development), Montana (Department of Administration), Nebraska
(Department of Banking and Finance), New Hampshire (Banking Department), New Jersey (Department of Banking
and Insurance/Office of Consumer Finance), New Mexico (Regulation and Licensing Department), New York
(Banking Department-Community and Regional Banks Division), North Carolina (Department of Commerce),
North Dakota (Department of Financial Institutions), Oregon (Department of Consumer and Business Services),
Pennsylvania (Department of Banking), Rhode Island (Department of Business Regulation), South Carolina (Board
of Financial Institutions), Vermont (Department of Banking, Insurance, Securities and Health Care Administration),
Virginia (Virginia State Corporation Commission - Bureau of Financial Institutions), West Virginia (Division of
Banking), Wisconsin (Department of Financial Institutions).

2 Prior to the middle of the twentieth century, Texas had one consolidated financial institutions agency. The Federal
Reserve Bank of Dallas was not established until 1914 and had operating branches in El Paso, Houston, and San
Antonio.

* All national banks were required to be, and the large state-chartered banks were encouraged to become, members
of the Federal Reserve System and the Federal Deposit Insurance Corporation.
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Texas banking operations expanded during the post-WWII years. Commercial banks, savings
and loan institutions (more than 150 by the early 1950s), federal and state credit unions,
investment banks that issued and distributed securities of local corporations, and brokerage
houses connected with firms in New York and other financial centers all appeared. A variety of
federal lending agencies emerged to fill in gaps and improve existing facilities, particularly those
for agricultural credit. Lending policies and funding practices changed. As interest rates rose in
the mid-1950s, there was an increased emphasis on consumer services and credit cards became
available.

As a result of the growth, distinctions emerged. These distinctions between specialized real
estate finance and commercial banking led to the separation of the Savings and Loan Department
from the Banking Department in 1961. In 1967, the Office of Consumer Credit Commissioner
was created to handle consumer issues. In 1969, the Texas Credit Union Department was
created to regulate credit unions. Since 1970, the financial institutions system has grown
exponentially. The pie chart below provides a visual representation of the assets currently held
by deposit-taking financial institutions in Texas.*

Assets of FDIC Insured Financial Institutions in Texas
As of December 31, 2005

B Texas State Banks

$55.8 Billion, 13%- @ Out-of-State State Banks

$76.7 Billion

$9.8 Billion, Z%X 18%

[ Texas National Banks
$12.7 Billion

3%

$8.7 Billion, 2% —_ 4

3 Out-of-State National
Banks

1
i
SEEARI

$96.5 Billion B Texas State Savings
23% Institutions

m Out-of-State Savings
Institutions

b Texas National Savings
Institutions

$168.2 Billion
39%

For the past decade, Texas debated whether to consolidate the agencies. The 2000 Sunset Report
to the Legislature highlighted this debate, which discussed the changes needed to address several
key organizational problems and increase consumer protection through stronger regulatory
authority.’

* Federal Deposit Insurance Corporation (FDIC). For out-of-state institutions, asset figures represent deposit
information as of June 30, 2005. This chart does not include the share value held by Texas credit unions.

> Report to the 77th Legislature, 2000-2001, Sunset Advisory Commission. The consolidation debate continues, due
in part to the following Sunset staff recommendations: Combine the Department of Banking and the Savings and
Loan Department into one agency the Texas Department of Banks and Thrifts; continue the Office of Consumer
Credit Commissioner and strengthen its oversight of sale-leaseback transactions, pay day loans, and car dealer
financing; transfer the licensing of first lien mortgage brokers from the Savings and Loan Department to the Office
of Consumer Credit Commissioner.
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The Finance Commission

The Finance Commission of Texas is a board of private citizens appointed by the Governor of
Texas.® The Finance Commission is responsible for overseeing and coordinating the Texas
Department of Banking, the Department of Savings & Mortgage Lending, and the Office of the
Consumer Credit Commissioner.” Further, it serves as the primary point of accountability for
ensuring that state depos1tory and lendm% institutions function as a system, considering the broad
scope of the financial services industry.” The Finance Commission is the policy-making body
for those agencies and is not a separate state agency. The Commission appoints the
commissioners of these three agencies.

The Legislature created the Finance Commission in 1943 and granted it power under the Texas
Finance Code. The Commission consists of nine members, subject to Senate confirmation.’
Members serve overlapping, six-year terms.'® The Finance Code requires the composition of the
Commission to include one state banker, one state savings and loan executive, one consumer
credit executive, one mortgage broker and five public members, one of whom must be a certified
public accountant. The Governor appoints the presiding officer. The Commission is required to
meet at least six times annually and the dates of its future meetings are noted on its website.'!
All meetings are subject to the Open Meetings Act and are posted approximately seven days in
advance in the Texas Register.

Originally, the Commission was a separate state agency, but the 2000-2001 Sunset review
process recommended the elimination of that status.'” Regardless, the Legislature did strengthen
and broaden the representation and the policy role of the Finance Commission.

The Credit Union Commission

Unlike the Department of Banking, Department of Savings & Mortgage Lending and the Office
of the Consumer Credit Commissioner, the Credit Union Department is governed by a separate
Commission also composed of nine members, appointed by the Governor and confirmed by the
Senate.'”?> Each member is appointed to a six-year term, on a staggered basis for continuity and
consistency, and serves until a successor is appointed and qualified. Four members are required
to have at least five years active experience as an executive, officer, director, or committee
member of a credit union, with such service falling within the preceding ten years. Five

¢ TEX. FIN. CODE § 11.

"These three agencies are housed in the State Finance Commission Building located at 2601 North Lamar, Austin,
TX 78705. The Credit Union Commission has its own separate building.

# Information on the Finance Commission available at: http://www.fc.state.tx.us.

® See TEX. FIN. CODE § 11.

10 Current members of the Commission are John Snider (Chair), Gary Akright, Mike Bradford, Vernon Bryant,
Hector Delgado, Kenneth Harris, Cindy Lyons, Allan Polunsky, and W.J. (Bill) White.

1 See www.fc.state.tx.us for more information.

12 The 77th Regular Legislative Session passed HB 1763 (McCall) which changed this structure. See also Report to
the 77th Legislature, 2000-2001, Sunset Advisory Commission.

13" Current members of the Commission are Gary Janacek (Chair), Thomas Butler, Manuel Cavazos, Rufino
Carbajal, Jr., Cydney Donnell, Mary Ann Grant, Dale E. Kimble, Barbara K. Sheffield and Henry E. Snow.
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members are designated as “public members” and may not be an officer or director of a financial
institution.

The Commission’s responsibilities include oversight of the agency and the promulgation of
rules. The Commission also acts as an appeal board to hear appeals to the decisions and/or order
of the Commissioner. The Commission has a separate Sunset review process and is scheduled to
undergo its next review process in 2009. 14

Department of Banking

The Department does not license and regulate all financial service providers in Texas. The
Department oversees certain types of financial services including banks, trust companies, money
transmitters, gift card sellers, and pre-need funeral contract providers."’

The agency began issuing bank charters in 1905 through the Department of Agriculture,
Insurance, Statistics, and History, under the title of Superintendent of Banking. Over time, the
Department acquired additional supervisory responsibilities. The Texas Legislature reviewed
and modified the Department of Banking after its Sunset review in 2001 16

By statute, the Department is self-funding, self-leveling and has no impact on the state budget.
The Commissioner is only authorized to impose and collect fees established by the Finance
Commission for the cost of examination, the equitable or proportionate cost of maintenance and
operation of the Department, and the cost of enforcement.'” The agency generates its operating
funds from fees assessed to the businesses supervised by the Department.'® No general revenue
funds are used to support agency operations. Actual expenditures in fiscal year 2005 were
$12,923,663."

The Department staff in 2006 totaled 169 full-time employees.”’ Approximately 66 percent of
the agency’s actual staff are financial examiners who perform on-site examinations of the

different licensed entities regulated, and a large percentage of the agency’s budget supports this
staff and the examination process.”’ For the fiscal year ending August 31, 2005, 91 percent of

' Testimony of Commissioner Harold Feeney, Texas Credit Union Department, before the Texas House Committee
on Financial Institutions, June 20 2006.

1 Testimony of Commissioner Randall James before the Texas House Committee on Financial Institutions, June 20
2006; See also Texas Department of Banking, Agency Strategic Plan for Fiscal Years 2007-2011, June 23, 2006.

' The 77th Regular Legislative Session passed SB 314 (Sibley) which modified TEX. FIN. CODE § 12.

' See TEX. FIN. CODE § 31.1051-106.

18 Jd.; see Testimony of Commissioner Randall James before the Texas House Committee on Financial Institutions,
June 20 2006; See also Texas Department of Banking, Agency Strategic Plan for Fiscal Years 2007-2011, June 23,
2

2014 However, due to financial examiner turnover and other factors, actual staffing in recent fiscal years was below

this level.
2! Testimony of Commissioner Randall James before the Texas House Committee on Financial Institutions, June 20
2006.
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the Department’s expenses were for salaries, other employee benefits and travel costs (relating
primarily to performing on-site examinations and training).*

As of December 31, 2005, supervisory authority is exercised over 1,183 financial service
providers that control approximately $205 billion in financial assets.”> Agency staffing is split
into several divisions that report to two deputy commissioners; these divisions include the Bank
and Trust Division, Private Child Support Enforcement Agencies Division, and Special Audits
Division.

The largest division is Bank and Trust which, as of February 28, 2006, accounted for 62 percent
of the agency’s 154 current employees.”* Field examiners make up 81 percent of the division’s
total staffing. This division supervises the activities of banks, trust companies, and foreign bank
agencies. Assessments to commercial banks and trust companies provide 81 percent of the
Department’s revenue.”> These businesses are indicated and further illustrated in the table
below.

Texas Department of Banking - Banks &Trusts®®

Financial No. of Entities / Applicable Law Requiring Examination and / or Licensing
Service Assets Under
Provider Administration
(In Millions)
Banks (1) 341 Chapter 31 of the Texas Finance Code (TFC) requires the
$89,422 Commissioner to examine each state bank annually or more

often as necessary to safeguard the interests of depositors,
creditors, shareholders, participants and participant-transferees.
Under certain circumstances, the timeframe between
examinations may be extended to 18 months.

Trust 24 Chapter 181 of the TFC requires the Commissioner to examine
Companies $24,696 each state trust company annually or more often as necessary to
safeguard the interests of clients, creditors, shareholders,
participants and  participant-transferees. The banking
commissioner may defer an examination for not more than six
months if the deferment is necessary.

Offices of 7 Chapter 204 of the TFC requires the Commissioner to examine
Foreign Bank $22,784 each Texas state branch, agency or representative office of a
Agencies foreign bank annually or more often as necessary to determine

if the office is operated in a safe and sound manner.

22 I d
 In 2000, the Department's budget was $10.1 million, it employed 136 examiners, regulated 370 state-chartered
banks and 33 trust companies, regulated 227 perpetual care cemeteries, 438 prepaid funeral contract sellers, 49
check sellers, and 84 currency exchange and transmission businesses. See Report to the 77th Legislature, 2000-
2001, Sunset Advisory Commission.
z: Texas Department of Banking, Agency Strategic Plan for Fiscal Years 2007-2011, June 23, 2006.

1d
% Information includes information on all out-of-state, state-chartered banks operating in Texas, prepared by the
Texas Department of Banking, Agency Strategic Plan for Fiscal Years 2007-2011, June 23, 2006.
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The second group of entltles the Department regulates is the registration of Private Child Support
Enforcement Agencws Agency personnel 1nvest1gate consumer complaints and attempt to
reach an agreeable resolutlon The legal staff also reviews contracts signed by consumers for
clarity and appropriateness.”® These businesses are indicated and further illustrated in the table
below.

Texas Department of Banking - Private Child Support Enforcement Agencies

Financial No. of Entities / Applicable Law Requiring Examination and / or Licensing
Service Assets Under
Provider Administration
(In Millions)
Private Child 14 Chapter 396 of the TFC requires the Banking Commissioner to
Support N/A monitor private child support enforcement agencies through
Enforcement registration and investigation of consumer complaints.
Agencies

Finally, the Department has a Special Audits Division whlch as of February 28, 2006, accounts
for 11 percent of the agency’ s, 154 current employees.”’ Field examiners make up 71 percent of
the division’s total staffing.®® This division supervises the activities of money services
businesses, prepaid funeral contract providers, and perpetual care cemetery associations.
Assessments to the division’s licensed entities provide 16 percent of the Department’s revenue. 3
These businesses are indicated and further illustrated in the table below.

Texas Department of Banking - Special Audits Division

Financial No. of Entities / Applicable Law Requiring Examination and / or Licensing

Service Assets Under

Provider32 Administration

(In Millions)

Money Services 133 Chapter 151 of the TFC requires that the Banking Commissioner

Businesses™ $65,182 examine each money service business licensee annually or at
other times as the Commissioner may reasonably require to
protect and safeguard customer funds and prevent money
laundering and funding of terrorist activities.

27 TEX. FIN. CODE § 396. The Private Child Support Enforcement Agencies enforcement was under the Department
of Banking's supervision by the 77th Legislature. Texas Department of Banking, Agency Strategic Plan for Fiscal
Years 2007-2011, June 23, 2006.

28 Id

;9) Texas Department of Banking, Agency Strategic Plan for Fiscal Years 2007-2011, June 23, 2006.

e

32 Information by the Department of Banking as of December 2005. This chart includes currency exchange,
transmission and transportation businesses, gift card, stored value card and money order sellers, and companies that
deal in travelers’ checks, drafts, and bill payments. The Department does not license companies that cash checks,
authorized delegates of licensed businesses, or companies that issue stored value cards in a closed system.
Authorized delegates are, however, subject to examination.

33 The Special Audits Division issues licenses and performs examinations of money services businesses, or MSBs.
The activities of MSBs have come under increased scrutiny after the tragic events of September 11, 2001. The early
identification of possible money laundering activities from terrorists or drug traffickers has placed a heightened
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Prepaid 424 Chapter 154 of the TFC stipulates that the records of prepaid

Funeral $2,705 funeral contract sellers are subject to annual examination or

Contract more frequently as considered necessary to protect the prepaid

Sellers funds and to assure that the contracted services and merchandise
are provided at the time of death.

Perpetual Care 240 Chapter 712 of the Texas Health and Safety Code requires that

Cemeteries $186 the Banking Commissioner examine each perpetual care

cemetery annually or more often as necessary to protect and
safeguard the perpetual care trust funds and to assure that the
fund income is used to maintain and support cemetery
maintenance.

The Department of Banking shares oversight of prepaid funeral contract providers and perpetual
care cemetery associations with the Texas Department of Insurance and Texas Funeral Service
Commission.>* The chart below depicts the statistics of the Department of Banking Prepaid
Funeral Contract Licensees.

Number of Permits | Number of Contracts | Dollars
Trust Funded 362 375,005 $910,930,550
Insurance Funded 57 461,786 $1,939,899,062
Totals 419 836,791 $2,850,829,612

The profile of the banking industry continues to change. The number of state bank charters has
decreased as mergers have outpaced conversion and de novo activity. The introduction of
interstate banking in 1999 initiated wholesale changes in the structure of the banking industry in
Texas, which in turn affects the Department’s examination mandate.”> Competition to provide
customers with a greater variety of products, services, branches and ATM networks, as well as
general economies of scale are driving bank mergers. Regulatory burden, which has a much
greater impact on community banks than larger regional banks, also influences owners of smaller
institutions to merge with larger ones.

Over the last 15 years, the number of state bank charters has decreased from 577 at year-end
1990 to 324 at year-end 2005.3 However, while the number of banks is decreasing, the number
of banking offices (branch locations) is increasing at a dramatic pace, from 467 in 1990 to 1,288
in 2005.>” The number of branch applications processed in 2004 and 2005 was 184 percent and
185 percent respectively, over the number processed in 2003.%

As the Texas economy grows, the assets controlled by the remaining state-chartered banks have
greatly increased in the last five years from $53.6 billion in 2000 to $76.7 billion in 2005.%°

sense of purpose and importance to the actions of the Special Audits Division. Also, more and more transactions are
being conducted using electronic methods causing changes in the industry and its regulation.

3 TEX. FIN. CODE § 154.

z: Texas Department of Banking, Agency Strategic Plan for Fiscal Years 2007-2011, June 23, 2006.

i

38 Id

39 I d
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Thus, there are fewer banks but the average size bank (in terms of branch locations, deposits and
assets) has increased dramatlcally By the end of 2005, the average Texas state-chartered bank
controlled $248 million in assets.*

The Department is receiving an increased number of applications for new bank charters, a trend
which is expected to continue through 2007. The number of charters decreased by only 29 in the
last five years, indicating that new charter and conversion activity is substantially offsetting
merger activity."' Encouraged by the bank mergers, investors are finding new market
opportunities and are filing apphcations for new charters to serve their communities.*
Additionally, the number of conversmn applications from national banks and thrifts has
increased over the last five years.* This migration to a state charter reflects the merits of a more
accessible and efficient state regulatory authority and the dual banking system. The chart below
illustrates the new charter activity in Texas from 2003- 2006.*

State Banks 8 1 5 1 15 T# 22
National Banks 1 7 0 1 9 2* 11
Savings Institutions 0 1 1 3 5 2* 7

Texas is currently the home state for one large interstate bank, and the relocation of others to
Texas could bring substantial employment and revenue to the state. *> Enhancements to the
Texas Finance Code by the 79th Legislature, along with this state’s central geographic location
and strong demographics, make Texas an attractive site for a company's headquarters. A greater
number of out-of-state banks are now conducting business in Texas, and experts think this trend
will continue. Out-of-state banks, both state and national charters, conducting business in Texas
have increased from 15 at year-end 2000 to 37 at year-end 2005 % Only 8 of the 20 largest
banks and savings institutions currently operate offices in Texas."” As traditional markets for the
remaining 12 approach saturation, some will be attracted to Texas by the vibrant economy. It
appears likely that geographic restrictions on interstate branching and mergers will continue to
fall. The following chart illustrates the out-of-state banking trend.

“ This increase has a significant affect on the Department’s operations, as banks with over $250 million in total
assets are examined on an annual schedule, versus an eighteen month schedule for smaller institutions. As the
average bank size increases, the Department must perform more frequent examinations. Larger institutions are also
more likely to engage in sophisticated investment and lending activities.
! Texas Department of Banking, Agency Strategic Plan for Fiscal Years 2007-2011, June 23, 2006.
42

ld
43 d
“4This chart includes thrifts/savings institutions, which are regulated by the Department of Savings & Mortgage
Lending.
> Texas Department of Banking, Agency Strategic Plan for Fiscal Years 2007-2011, June 23, 2006.
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Department of Savings & Mortgage Lending

The Texas Department of Savings & Mortgage Lending (the Department) regulates thrifts and
mortgage brokers. The Department oversees the charterlng, regulation, examination and
supervision of state chartered savings banks and state savings and loan associations. 4

In 1999, the Texas Legislature enacted the Mortgage Broker License Act for licensing and
regulating first lien residential mortgage brokers and loan officers domg business in Texas.”
The statute prescribes education and experience requirements for issuing or renewing a license,
and pre-testing requirements for a new license, inspection of mortgage broker licensees, and a
process for filing and investigating consumer complaints.’’ In 2001, the 78th Legislature
promulgated the Mortgage Banker Registration Act for requiring registration of mortgage
bankers conducting business in Texas.”> The Act also prov1des borrowers with notice of the
process for filing and investigation of consumer complaints.”

Several differences exist between state-chartered thrifts, banks and mutually operated credit
unions. One of the most significant differences between thrifts and state-chartered banks or
mutually operated credit unions is the mandate requlrmg thrifts to maintain at least 50 percent of
its assets as residential lending or related assets.”® Banks and credit unions can venture into the
area of mortgage lending and investment, but they are not required to maintain half of their
assets in real estate. As the thrift charter mission and purpose dictate, the thrift states permit
institution subsidiaries to engage in residential land development and other residential real estate
activities in which banks do not typically or traditionally engage.”

At the time of this report, the Department regulated 22 thrifts and 2 de novos.”® Currently, the
combined assets of the state-chartered savings banks are over $8.5 billion. 7 In the last two
years, Texas acquired 5 new thrifts while several other thrifts merged or were purchased by other
entities.’® Thrifts are predominately engaged in residential mortgage lending with some
commercial lending. The Department also regulates almost 400 Mortgage Banking
Compames At the time of this report, the Department has licensed 24,300 mortgage brokers
and sponsored loan officers.®* The Department has a $4 million annual budget which is self-

* Texas Department of Savings & Mortgage Lending, Agency Strategic Plan for Fiscal Years 2005-2009.

5% TEX. FIN. CODE § 156.

51 I d

52 TeX. FIN. CODE §157.

53 Id. The 78th Legislature passed HB 1636 (McCall).

>* TEX. FIN. CODE § 92.204. Federally, the Office of Thrift Supervision requires 65 percent of Assets as pursuant to
12 U.S.C. §1467a(m).

55 I d

56 Testimony of Commissioner Danny Payne of the Texas Department of Savings & Mortgage Lending, before the
;1;exas House Committee on Financial Institutions, June 20 2006.

o
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funded by the entities it regulates. The staff in 2006 totaled 57 full-time employees, including 21
examiners.®’ Examiners inspect thrifts annually, if not semi-annually.®

Office of Consumer Credit Commissioner

The Office of Consumer Credit Commissioner (OCCC) oversees the credit industry and the
education of consumers. OCCC regulates businesses that advance cash or loan money and that
sell merchandise on credit, including pawnshops and their employees.63 The OCCC was
established in 1967 to enforce the provisions of the Texas Credit Code, even though credit
regulation has existed in Texas in some form since the state was an independent regublic.64 The
Consumer Credit Commissioner is appointed by the Finance Commission of Texas. >

The OCCC differs from the other financial institutions agencies because it has a three-fold
mission. First, the OCCC must regulate and license qualified lenders while addressing the rights
of both consumers and creditors. Second, the OCCC must educate consumers and credit
providers of their rights, remedies, and responsibilities. Finally, the OCCC is charged with
protecting and safeguarding consumers against abusive and deceptive lending practices.66 The
OCCC regulates the following types of transactions:®’

Home Equity Loans: Home equity loans allow borrowers to use the market value of a
home as collateral for a loan. Loans secured by real estate generally are considered safer
by lenders, resulting in lower interest rates than other types of loans.

Secondary Mortgages: Also known as second lien or junior lien mortgages, secondary
mortgages are secured by houses that already have at least one other mortgage or lien.

Home Improvement Loans: Home improvement loans can hold either first lien
positions (the only or primary loan secured by a house) or second lien positions. Loan
principal is devoted to home repairs and renovations.

Motor Vehicle Sales Financing: Companies that finance motor vehicle sales in Texas
are licensed by the OCCC. The requirement extends to dealers that provide financing
themselves and to dealers that arrange financing with lenders for their customers, as well
as the finance companies that provide financing to dealers' customers.

Pawnshop Transactions: Pawnshops make loans in exchange for keeping collateral on-
site at the lending locations. When borrowers pay back their loans, they get back the

61 1d

62 Jd.; In 2001, the Department had an annual budget of $1.2 million, with 22 examiners, 9,259 mortgage brokers
and loan officers, and 26 state-chartered thrifts. See Report to the 77th Legislature, 2000-2001, Sunset Advisory
Commission.

83 Information provided by the Office of Consumer Credit Commissioner. See also Office of Consumer Credit
gommissioner, Agency Strategic Plan for Fiscal Years 2005-20009.

i

% TEX. FIN. CODE §14.001-14.303.

%7 Information provided by the Office of Consumer Credit Commissioner.
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items left as collateral. If they choose not to repay, the pawnshops keep the items for
retail re-sale.

Signature Loans: Signature loans are unsecured loans, meaning that the borrower
pledges no collateral but receives a loan upon putting a signature to an agreement.
Lenders generally grant up to $500 for signature loans amounts.

Payday Loans: Payday loans are made for up to $500 and usually require payment in
two weeks or less. Generally, the consumer writes a check as security for the loan with
the understanding that the lender will not present the check for deposit until a
predetermined date (such as the borrower's next payday).

Consumer Installment Loans: These are secured loans that a borrower pays off in
multiple installments. Loan amounts typically range from $500 to $12,000.

Retail Credit Accounts: Some retailers act as creditors, financing the sales of their
goods and services and thus allowing their customers to make payments over time. These
creditors include boat and manufactured home dealers, furniture and carpet retailers,
home improvement and air conditioner sales and service companies, and some medical
offices, etc.

Primary OCCC functions are divided into five areas: Consumer Assistance, Consumer
Protection, Licensing and Registration, Credit Education, and Legal & Administration.®® The
Consumer Assistance section helps consumers in resolving complaints with creditors and
provides mediation when necessary. It has a helpline number (800-538-1579) printed on every
contract used by a creditor subject to agency regulation. Consumers can call the hotline and
receive assistance on various consumer complaints regarding issues such as the motor vehicle
licensing program, payday loans and other credit programs.69

The Consumer Protection section is also known as the examination and enforcement section.
The OCCC examines licensed lenders and investigates creditors, licensees, and license
applicants in order to ensure compliance with the Texas Finance Code.”® Examinations generally
take place every 12 to 18 months. During an examination, the examiner will review actual
contracts on a sample basis; often these reviews reveal errors. The OCCC requires licensees to
make corrections either through refunding money directly to consumers, crediting their accounts,
or providing updated and corrected disclosures.”' The agency currently regulates about 5,300
licensed lending locations.

The Licensing and Registration section processes all regulated loan, motor vehicle sales
financing, pawnshop, and pawnshop employee license applications, as well as creditor
registrations. With the shift of motor vehicle dealers from the relatively simple process of

68 Information provided by the Office of Consumer Credit Commissioner. See also Office of Consumer Credit
gommissioner, Agency Strategic Plan for Fiscal Years 2005-20009.

d.
™ Testimony of Commissioner Leslie Pettijohn of the Office of Consumer Credit Commissioner, before the Texas
House Committee on Financial Institutions, June 20 2006.
"! Information provided by the Office of Consumer Credit Commissioner. See also Office of Consumer Credit
Commissioner, Agency Strategic Plan for Fiscal Years 2005-20009.

Interim Report to the 80th Legislature ®17



registration to the far more rigorous license application process, this section has seen a drastic
increase in activity since September 2002. Since that time, almost 5,800 motor vehicles sales
finance licenses have been issued, increasing by 66 percent the number of licenses in force.”
The chart on the following page depicts the licensing activity trends over the past four years.

Coupled with its complaint resolution, the OCCC also educates consumers on credit use and
promotes consumer resources and assistance as part of its Credit Education section. The OCCC
distributes information to the public via their website, training videos, newsletters, and
educational displays. The OCCC also focuses education efforts on the elderly, students, and
low-income groups since these groups are the predominant targets of predatory lending and
abusive creditors.”” Finally, the OCCC develops educational programs for financial literacy
aimed at high school and college students to prepare them for their future use of credit products.

The final department of the OCCC is the Legal & Administration department. This department
handles all personnel, accounting, purchasing, agency publication management, media relations,
and record retention.” The agency relies on outside sources for some operational support by
sharing personnel with the Department of Banking and the Savings and Loan Department and by
contracting with private providers.

The OCCC’s budget for fiscal year 2006 was about $4.4 million.”> The agency collects all of its
revenue from fees levied from the regulated industries. OCCC employs 53 full-time employees,
with offices in Austin, Dallas, Houston, San Antonio, and the Rio Grande Valley.76 Similar to
the Department of Banking, the Credit Union Department and Department of Savings &
Mortgage Lending, the OCCC finances its budget through fees collected from the entities it
regulates.

Unlike the other financial institution agencies, the OCCC can issue interpretations of Title 4 that
relate to consumer credit transactions.”® The Commissioner receives requests for interpretations,
which must be published in the Texas Register. 7 The Finance Commission must approve the
interpretation before the OCCC issues and publishes it. %

72 I d
3 Testimony of Commissioner Leslie Pettijohn of the Office of Consumer Credit Commissioner, before the Texas
;;Iouse Committee on Financial Institutions, June 20 2006.
d.
75 Information provided by the Office of Consumer Credit Commissioner. See also Office of Consumer Credit
Commissioner, Agency Strategic Plan for Fiscal Years 2005-20009.
7® Testimony of Commissioner Leslie Pettijohn of the Office of Consumer Credit Commissioner, before the Texas
gouse Committee on Financial Institutions, June 20 2006.
d
78 See TEX. FIN. CODE § 14.108.
79 I d
80 I d
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Office of Consumer Credit Commissioner - Historical Overview of Licensing Activity81

License Information FY 2003 FY 2004 FY 2005 :Yo"I)'IBJ
Total Regulated Loan Licenses 4,903 4,997 5,363 5,303
Active 4,377 4,501 4,879 4,503
Inactive 526 496 484 800
Licenses Canceled 604 535 324 664
Licenses Revoked 9 3 6 0

Breakdown of Mortgage Lenders

Total 342-G (Secondary Mortgage) Lenders * 519 671 891
Active * 508 643 845
Inactive * 11 28 46
Total A6 (Home Equity) Lenders * 556 589 622
Active * 516 552 590
Inactive * 40 37 32

Total Pawnshop Licenses 1,613 1,506 1,501 1,512
Active 1,218 1,209 1,209 1,210
Inactive 295 297 292 302

Licenses Canceled 16 14 13 1

Licenses Revoked 0 2 0

Total Motor Vehicle Sales Finance Licensed Locations 2,452 4,093 5,288 5,778
Active 2,448 4,085 5,280 5,767
Inactive 4 8 8 11

Licenses Canceled 65 284 417 83

Licenses Revoked 0 0 0 0

Total Registered Offices 717 1,089 1,389 1,482

Licenses Canceled 92 170 198 117

Licenses Revoked

Application Activity:Total Number Processed FY 2003 | FY 2004 | FY 2005 :3‘?163
| Regulated Applications 1,429 1,024 1,008 900

Pawnshop Applications 110 96 107 143

Motor Vehicle Sales Finance Applications 2,601 2,325 1,938 739

*Not Available

8! Information provided by Commissioner Leslie Pettijohn of the Office of Consumer Credit Commissioner

following her testimony before the Texas House Committee on Financial Institutions, June 20, 2006.
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Credit Union Department

The Credit Union Department was created by the Texas Legislature in 1969.32 The Department
consists of a policy and oversight board called the Credit Union Commission and the Credit
Union Commissioner and his staff.

~ The purpose of the department is to charter, examlne and supervise the credit unions operating
under the authority of the Credit Union Act.® The Department fulfills its responsibilities
through appropriate means of investigating the feasibility of proposed credit unions prior to
issuance of charters, and by assisting and counseling applicants in the early stages of
development.

The Department’s regulatory responsibility covers 225 credlt unions with approximately $17.6
billion in total assets that serve almost 3 million members.** The Department promulgates rules,
which define and support the provisions of the Act, and conducts annual examination of each
credit union under its jurisdiction. Examinations determine whether certain credit unions have
minor to major deficiencies and the Department has the authority to issue demand letters for
corrective actions of such deficiencies. In addition, for more serious or ongoing concerns the
Commissioner may enter into written agreements, or, if need be, issue a “cease and desist” order.
The Commissioner also has the authority to issue orders of conservatorship and orders of
involuntary liquidation.

Unlike the Department of Banking, Department of Savings & Mortgage Lending and the OCCC,
the Credit Union Department is governed by a separate Commission composed of nine members,
appointed by the Governor, with the advice and consent of the Senate.’* Each member is
appointed for a six-year term, on a staggered basis for continuity and consistency, and serves
until a successor is appointed and qualified. Four members shall have had at least five years
active experience as an executive, officer, director, or committee member of a credit union, such
service to have been within the preceding ten years. Five members are designated as “public
members” and may not be an officer or director of a financial institution. The Commission’s
responsibilities include oversight of the agency and the promulgation of rules. The Commission
also acts as an appeal board to hear appeals to the decisions and/or order of the Commissioner.

Overhead and all personnel costs are entirely covered by revenue generated from credit unions.
The Department derives all of its revenue from assessments and fees paid by credit unions under
its superv1s1on ® The assessments and fees are set to cover the Department’s direct and indirect
expenses. Assessments are calculated on a sliding scale based on the credit union’s asset size.

The Department’s only office is a stand-alone facility that was built in 1978 and paid for by all
the credit unions then in business. It was donated to the State of Texas for the use of the Credit

82 Information provided by Commissioner Harold Feeney, Texas Credit Union Department.
83

ld
84 Id
85 Current members of the Commission are Gary Janacek (Chair), Thomas Butler, Manuel Cavazos, Rufino
Carbajal, Jr., Cydney Donnell, Mary Ann Grant, Dale E. Kimble, Barbara K. Sheffield and Henry E. Snow.
8 Information provided by Commissioner Harold Feeney, Texas Credit Union Department.
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Union Department. There are 10 full-time employees housed in the headquarters, and there are
16 examiners in the field, working from their homes, in two geographical areas: North and South
Texas zones.?’

ANALYSIS

Committee Hearing

The Committee held a public hearing at the Texas State Capitol on June 20, 2006 to hear invited
testimony on its interim charges. In preparation for the hearing, the Committee asked the
Commissioners to address the following questions during their testimony:

e What operational or legal problems or concerns do you see regarding consolidating the
departments?

e What functions in the departments possibly could be consolidated that relate to
effectiveness, enforcement, or management?

e What are the similarities and differences between the departments?
What is the agency's progress based on the 2000 Sunset Report?®8

The Committee invited Commissioner Leslie Pettijohn (Office of the Consumer Credit
Commissioner), Commissioner Danny Payne (Department of Savings & Mortgage Lending),
Commissioner Randall James (Department of Banking) and Commissioner Harold Feeney
(Texas Credit Union Department) to provide testimony on this interim charge.®

Office of the Consumer Credit Commissioner

Commissioner Leslie Pettijohn testified that consolidation of all four financial agencies would
conflict with the missions of the agencies. ® The Office of Consumer Credit Commissioner
regulates non-depository institutions which include pawnshop transactions, second mortgages,
motor vehicle sales financing, signature loans, payday loans, consumer installment loans and
retail credit accounts. At the time of this report, the licenses issued by the OCCC total between
27,000-28,0000 licenses.”’

87 Information provided by Commissioner Harold Feeney, Texas Credit Union Department.
8 These questions were submitted to the agencies on May 22, 2006; See also Report to the 77th Legislature, 2000-
2001, Sunset Advisory Commission.
% The Committee chose to hear testimony from the agencies which are directly affected by potential consolidation.
During the hearing, the Committee invited stakeholders and industry representatives to submit written testimony by
July 15, 2006 to determine if the consolidation issue required additional public discussion. Based on the comments
received (two groups submitted comments relating to consolidation), the Committee concluded the Commissioners'
testimony sufficed.
% Testimony of Commissioner Leslie Pettijohn of the Office of Consumer Credit Commissioner, before the Texas
Eouse Committee on Financial Institutions, June 20 2006.

1d
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The OCCC focuses on consumer protections, which Commissioner Pettijohn believes would
conflict with the other three agencies that focus on management safety and soundness i issues.’
Legally, the four agencies are authorized by separate statutes and also have different procedures
to license businesses and individuals. Consolidation would affect the agencies' missions and
licensing processes. Texas would face the same situation that challenges other states that
consolidated their financial institutions; the issues of safety and soundness could potentially
override the issues of consumer protection due to competing resources.”

Unlike the other financial institution agencies, the OCCC can issue interpretations that relate to
consumer credit transactions.”® The Commissioner receives requests for interpretations, which
must be published in the Texas Register. % The Finance Commission must approve the
interpretation before the OCCC issues and publishes interpretation in the Texas Register.”

In response to the Sunset issues, the OCCC has implemented motor vehicle sales finance -
requiring licensing, not only registration. °7 Since the licensing requlrement went into effect, it
provided the OCCC the ability to enforce the license holders. Another issue the OCCC has
addressed is the plain language contracts. As of 2006, a total of six different types of plain
language contracts have been put into effect.”®

Department of Savings & Mortgage Lending

Commissioner Danny Payne testified that consohdatlon would not result in material cost savmgs
or significant staff reductions to the state.” The activities of oversight would still require
essentially the same level of management effort and staffing as presently exists for the chartering
of savings banks (numbering 22 with two charter applications pending), licensing and
examination of mortgage brokers and sponsored loan officers (numbering 24,300+), registration
of mortgage banking companies (numbering 400), management of signification mortgage
consumer complaint levels (numbering 950-1,000 annually) and related investigations, assisting
and hearing scheduling for the Administrative Law Judge, and preparing for and participating in
appeals cases.

92 d

93 1 d

% TEX. FIN. CODE § 14.108. Stakeholders expressed strong support for this authority, which includes appropriate
Finance Commission oversight. Due to the complexity of Texas usury law, stakeholders have relied on the
informed, expert agency to provide interpretations on how to fully comply with Texas law. In comparison, the
govemors of the Federal Reserve issue commentary on federal consumer regulations.

g

°7 During the 77th Regular Legislative Session, HB 1816 (McCall) modified TEX. FIN. CODE § 348.501.

% Testimony of Commissioner Leslie Pettijohn of the Office of Consumer Credit Commissioner, before the Texas
House Committee on Financial Institutions, June 20 2006.

% Testimony of Commissioner Danny Payne of the Department of Savings & Mortgage Lending, before the Texas
House Committee on Financial Institutions, June 20 2006.
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According to Commissioner Payne, the primary difference between the Department of Bankln%
and the Department of Sav1ngs and Mortgage Lending was their respective business plans
The financial institutions agencies already consolidated its duties/efforts in areas where deemed
functional and practical. The agencies share a common telephone receptionist, T-1 computer
lines, document imaging, building maintenance and management, the Administrative Law Judge
and related administrative activities, and common areas in the office facility (reception/waiting
areas, mailroom, supplies and hearing, conferences and meeting rooms). Further, the
Department of Savings & Mortgage Lending works with OCCC to coordinate dual licensed first
lien residential loan mortgage brokers/loan officers and second lien licenses.

Commissioner Payne acknowledged that other states are consolidating their agencies; however,
Texas is similar to the organization of the federal government in that the state thrifts, state banks
and state credit unions are governed by different statutes and regulators. While many states have
consolidated their financial agencies into a single agency, it should be noted that other states
have different funding structures and different charter regulations than Texas. When other states
have consolidated, it usually does not equal a growth in new state bank, thrift and credit union
charters. Actually, the opposite is true. The "post consolidation" thrift charter activity in those
states over the past ten years indicates a federal charter preference rather than state charter. 101
The vast majority of new thrifts chartered in other states have chosen the federal specialized
regulator.lo2 During the same period, Texas attracted 75 percent of de novo state chartered
thrifts nationwide.

The structure of Texas financial statutes not only attracts more businesses, but the 79th
Legislature strengthened this structure with recent changes. The Legislature gave Texas
financial agencies additional statutory authority to strengthen their licensing requirements. 103
These changes also permit mutual holding charters to convert to thrifts. The Department is
resolving more complaints than prior. With the addition of new requirements for licensing, the
examiners are cross-trained to investigate the thrifts and inspect mortgage brokers.

Commissioner Payne testified that the industry thinks consolidation will have more negative than
positive effects. Consolidation would require training all examiners to handle needs of thrifts,
mortgage brokers, specialization for industry stakeholders. Thrifts and mortgage brokers do not
want consolidation for three reasons. First, the stakeholders believe consolidation would slow de
novo based on other states' progress since consolidation. Second, the stakeholders believe that
thrifts would convert to federal charters because the federal government has a separate thrift
agency (Office of the Thrift Supervision) from banking agency.'” Finally, keeping separate
agencies would allow the four agencies to ensure management safety and soundness.

190 Testimony of Commissioner Danny Payne of the Department of Savings & Mortgage Lending, before the Texas
House Committee on Financial Institutions, June 20 2006.
1" Information provided to the Committee by Commissioner Payne in preparation for June 20, 2006 hearing.
102
1d
1% See Texas Finance Code Modernization Act (HB 955 by Solomons).
104
1d
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Department of Banking

Commissioner Randall James testified that consolidation would be difficult to achieve without
major statutory changes.'®® Also, due to the financial climate in Texas, many businesses are
coming to Texas, including new banking activity.'” Over half of the new commercial banks
organized in Texas since the beginning of 2003 have opted for state charters.'”” Start-up costs
for Texas state-chartered banks are 60 percent less than a national-chartered bank, and scheduled
exam fees are 33 percent to 56 percent less than the Office of the Comptroller of the Currency,
depending on asset size.!®®

If consolidation were to occur, consolidated functions could be broken down between
administrative areas and statutory responsibilities. Consolidating administrative areas without
consolidating statutory authorities could pose perceptions of, or actual, preferences of attention.
But, consolidation would not result in cost savings because the Department of Banking,
Department of Savings & Mortgage Lending and Office of the Consumer Credit Commissioner
currently share the same building and support staff.

Maintaining distinct statutory authorities essentially requires distinct accounting and reporting
functions, such as performance standards, strategic plans and sources of funds accountability.
Current areas combined through cooperation and interagency contract among the three Finance
Commission agencies include: external audit functions, building services, mail services,
Administrative Law Judge, imaging information technology and support, security systems and
receptionist and switchboard. 109

There are many similarities between the agencies. All four agencies are regulatory by definition
and substance: all perform examinations and process applications, all have similar board-
approved rulemaking processes, all operate consumer complaint and assistance areas, all are
self-funded by the industries they supervises, and all are self-leveling in that their funding
sources do not contribute to nor receive other state revenue sources.'

Despite the similarities, Commissioner James argued that the agencies have primary distinctions
in that they oversee four different financial arenas. Upon asking Commissioner James to specify
the primary difference was between the Department of Banking and the Department of Savings
and Mortgage Lending, Commissioner James replied the difference was the agencies' respective

19 Testimony of Commissioner Randall James, Texas Department of Banking, before the Texas House Committee
on Financial Institutions, June 20 2006.

19 1d See also Chad Eric Watt, Lots of baby banks being birthed in Texas, Dallas Business Journal, July 17, 2006.
17 Jd Testimony of Commissioner Randall James, Texas Department of Banking, before the Texas House
Committee on Financial Institutions, June 20 2006. See also Marissa Fajt, State Clear Favorite over Federal Among
Tex. Charter Choosers, American Banker, July 21, 2006.

198 Testimony of Commissioner Randall James, Texas Department of Banking, before the Texas House Committee
on Financial Institutions, June 20 2006. See also American Banker, Citigroup to Drop Two of Its Thrift Charters,
OTS: No fee increase seen despite expected 9 percent hit to '07 budget, July 21, 2006.

19 Testimony of Commissioners Danny Payne, Randall James and Leslie Pettijohn, before the Texas House
Committee on Financial Institutions, June 20, 2006.

19 Testimony of Commissioner Randall James, Texas Department of Banking, before the Texas House Committee
on Financial Institutions, June 20 2006.
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business plans.''' Also, the uniqueness of each of the different regulated industries requires

different training, experience and expertise for personnel. Cross-over examination staff
utilization could be difficult, and require significant training time and costs.

Unlike the other financial institution agencies, the Department of Banking regulates the Private
Child Support Enforcement, Money Services Businesses, Prepaid Funeral Contract Sellers and
Perpetual Care Cemeteries. These divisions require a separate type of regulation, licensing and
training staff to handle its oversight. 12 These divisions have separate statutory authority and do
not have the emphasis on safety and soundness on which the banking statutes hinge. The Money
Services Businesses came under the authority of the Department of Banking and prior to 9/11,
the focus was on drug money and mone;f laundering. Now, the focus has shifted to deal with
homeland security and terrorism issues."!

Credit Union Department

Commissioner Harold Feeney testified that consolidation would not be in the best interest of
Texas financial institutions and concurred with the testimony of the other Commissioners.'™*
Since all the financial institutions are self-funding, consolidation would only result in savings for
the licensees. As a result, consolidation would not result in savings to the state budget process.

Over the years, the ability of credit unions to have their own separate regulatory agency
contributed to their growth in Texas.'”” Of all Texas credit unions, only 25 percent have less
than $5 million in assets. ''® The Department is self-funded and maintains a separate building,
which was given to the State by the Texas credit unions. Efficiency and attention to detail are
strong benefits of a separate agency, which might be lost in consolidation.

111 1d
::z Id See p. 9-11 of this report for further explanation.

Id
114 Testimony of Commissioner Harold Feeney, Texas Department of Credit Union, before the Texas House
Committee on Financial Institutions, June 20 2006.
115 prior to becoming Commissioner of the Texas Credit Union Department, Commissioner Feeney used to work
with a consolidated agency in another state. Unlike a consolidated agency, Commissioner Feeney noticed that the
structure of the financial institutions in Texas enables each agency to focus on the nuances of financial law in
regards to their specific needs.
116 Testimony of Commissioner Harold Feeney, Texas Department of Credit Union, before the Texas House
Committee on Financial Institutions, June 20 2006.
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Discussion and Opinions from Industry Stakeholders

The Committee requested and received input from industry stakeholders regarding their opinions
on consolidation.""” Their letters illustrated the following reasons to not consolidate the financial
agencies:

1.

All of the agencies under review are self-funded and self-leveling. The various industries
pay for the cost of regulation, and these industries are very satisfied with their state
regulatory agencies. There is no cost to the state for the regulation and supervision of
any agencies.

2. The current system mirrors in many respects what occurs at the federal level, only at a
reduced cost to the institution using the state system. It is our belief that a dual charter
system is paramount to a thriving environment for financial institutions.

3. Having smaller agencies is an advantage that allows the agencies to be more responsive
to changing conditions.

4. The Finance Commission has addressed the issue of consolidation over the years and has

never recommended this course of action. Agencies under the Finance Commission or the
Credit Union Commission are instructed to utilize common efforts wherever it is deemed
to be cost saving.

Overall, the stakeholders pointed out the two greatest assets to the current structure, which
arguably support maintaining its independence. First, state regulators know and understand the
economy of Texas and the current trends in business. Second, the accessibility of the current
system is ideal. The consumer or the large national bank can receive assistance directly from the
Commissioners and their support office. Overall, the stakeholders support the current structure
and think it best addresses the needs of Texas.

17 The Committee received letters supporting the current financial structure from the Independent Bankers
Association of Texas, Texas Bankers Association and the Texas Savings & Community Bankers Association.
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FINDINGS

Texas split its financial institutions in the 1960s into the separate agencies that currently
exist in order to best address its citizens' financial needs.

Since all the financial institutions are self-funding, consolidation would result in savings
for the licensees.

As financial institution regulations change to keep up with federal activity and
technology, consumers need more accessibility to regulators.

The mission of safety and soundness by the Department of Banking, Department of
Savings & Mortgage Lending, and the Credit Union Department would conflict with the
Office of Consumer Credit Commissioner's mission of consumer protection if the
Legislature chose to consolidate the agencies, without further change.

Instead of streamlining the institutions, consolidation may have an adverse affect in that it
would create further bureaucracy and staff to manage four agencies.
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MORTGAGE LENDING
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Fraud claims a new victim every day. From telemarketing scams to bank email scams,
fraudulent activity is everywhere. Previously, fraud was easy to spot - the telemarketer offering
a customer the opportunity to win a $1,000,000 in exchange for his personal information.
Today, fraud has reached a new target: mortgage lending.

Mortgage lending fraud has cleverly evolved in such a manner that it can be disguised as a
legitimate business. In order to address all relevant concerns, this issue is divided into two
subparts according to its interim charges: 1. mortgage fraud involving the relationship between
the mortgage broker and the residential homebuyer, and 2. mortgage fraud involving subprime
and predatory lending."'

Mortgage Fraud and the Broker-Residential Relationship

Despite appearances of a very favorable economic outlook, a number of issues are worrisome
and could present challenges for sustained economic growth and continued success in the
mortgage lending industry.'”®  Factors that can cause repayment difficulties reflect the
interconnection between the Texas economy and events or conditions around the world. In the
last decade the economy was supported by a vibrant housing market and strong consumer
spending. However, recent trends suggest that the housing market may be cooling off in other
parts of the nation, though the Texas housing market continues to be strong. Rising interest
rates, reduced home value appreciation, and unaffordable mortgage payments resultmg from new
loan products lead to increased foreclosures in some U.S. cities, including Texas. 120

Currently, Texas ranks sixth in the nation in mortgage foreclosures.'?! While foreclosures can
result from several factors, the most prominent factor illustrated in this report is mortgage fraud.
Mortgage fraud is a burgeoning crime that is affecting more and more companies and
communities.'”> The most recent statistics from the FBI indicate that there was a seven-fold
increase in reports of mortgage fraud — from over 3,000 in FY 1999 to almost 22,000 in FY
2005. The FBI also reports that federally-regulated institutions alone reported over $1 billion in
losses due to mortgage fraud in FY 2005.'%

8 79th Legislature Interim Study Charges to the House Committee on Financial Institutions. The Committee's
second interim charge is:
Evaluate predatory lending practices involved with subprime mortgage len<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>