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CHALLENGING THE ROOTS OF THE
SUBPRIME MORTGAGE CRISIS: THE OCC’S
OPERATING SUBSIDIARIES REGULATIONS
AND WATTERS V. WACHOVIA BANK

WookBai Kim

In 2007, the Supreme Court in Watters v. Wachovia Bank finally sided
with the OCC’s preemption of state consumer protection laws which had
policed operating subsidiaries of national banks. In drawing this
conclusion, the OCC’s unchallenged interpretations of the incidental
powers of the NBA—the argument that “the national bank has incidental
power to conduct business through operating subsidiaries”—played a
determinative vole, effectively rendeving those subsidiaries subject to the
exclusive regulation of the OCC. However, this paper argues that the OCC’s
construction is contrary to law and is unrveasonable given the plain
language of the NBA, precedential case law and the structure of the NBA.
The OCC’s arguments only reflect its self-intevest to be “an umbrella bank
regulator” of the operating subsidiary, a state-chartered corporation.

To vethink debates concerning the vregulatory juvisdiction over
operating subsidiaries has significant implications. Operating subsidiaries
which engage in originating subprime mortgages have created servious
allegations of abusive lending practices. In particular, the preemption of
state laws over opervating subsidiaries since z2oor has deteviorated
consumer protection in the subprime mortgage market, which is, to a
substantial degree, rvesponsible for the subprime morigage cvisis. The
immunization of operating subsidiaries of national banks from stringent
state consumer protection laws has been used to spread the agenda of
deregulation over the entive sub-prime movrtgage market for the past several
years.

1. INTRODUCTION

Several years’ worth of controversy concerning regulatory
jurisdiction over national bank operating subsidiaries was settled in
the decision of the Supreme Court in Watters v. Wachovia Bank'in
April 2007. The Court affirmed the 2001 interpretation of the Office of
the Comptroller of the Currency (“OCC”)? that the National Bank Act
(“NBA”) and the OCC'’s regulations preempt state consumer protection
laws which had policed national bank operating subsidiaries. The
Supreme Court disagreed with the State of Michigan’s argument that

! Watters v. Wachovia Bank, N.A., 127 S. Ct. 1559 (2007).
2 The Office of the Comptroller of the Currency (“OCC”) is a primary federal bank regulator
for national banks.
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mortgage-lending subsidiaries were “subject to multistate control” in
addition to the OCC'’s regulatory authority,® noting that the Court had
“treated operating subsidiaries as equivalent to national banks with
respect to powers exercised under federal law.™

As a bank policy, the OCC’s preemption in 2001’ has had
significant implications. It has had a crippling impact on consumer
protection because the state was prohibited from policing activities of
operating subsidiaries which produce serious abusive lending practices
in the subprime mortgage market. Furthermore, this preemption,
combined with the OCC’s subsequent preemption measures and state
parity laws, deteriorates the level of consumer protection, which is
strongly associated with the recent subprime mortgage crisis.
Ostensibly, the OCC’s preemption seems to have impacted the national
bank and its operating subsidiaries, but the immunization from strong
state consumer protection laws has extended beyond the national bank
to the entire field of subprime mortgages.

Recognizing the close connection between the OCC’s
preemption and the subprime mortgage crisis, this paper critically
approaches the OCC’s preemption in 2001 and concludes that the
OCC’s construction is contrary to law and unreasonable. In drawing
this conclusion, this paper challenges the incidental power to use an
operating subsidiary and the OCC’s superintendence of operating
subsidiaries for the first time. The OCC'’s interpretation of incidental
powers in the NBA that “the national bank has incidental power to
conduct business through operating subsidiaries” played a central role
in justifying preemption. The Supreme Court in Watters repeatedly
emphasized that Michigan did not dispute the national bank’s
incidental power to use operating subsidiaries and the OCC’s authority
to regulate operating subsidiaries in the same manner as national
banks.°

However, examining the limitations of incidental powers in
light of the plain language of 12 U.S.C. § 24(7) (“§ 24(7)”) and the
regulatory structure of the NBA demonstrates: (i) that the incidental
power to use an operating subsidiary exceeds the OCC’s interpretive
authority under § 24(7); (ii) the OCC is not generally empowered to
regulate an operating subsidiary pursuant to § 24(7), “consolidated
supervision,” and section 121 of the Gramm-Leach-Bliley Act
(“GLBA”).” Consistent with the NBA, the Court should limit the

3 Watters, 127 S. Ct. at 1571-72.

Id. at 1570-71.
Applicability of State Law to National Bank Operating Subsidiaries, 12 C.F.R. § 7.4006

4
5
(2008).
®  See infra notes 88, 116 and accompanying text.
7 Gramm-Leach-Bliley Act (“GLBA”), § 121(a)(2), 113 Stat. 1378 (codified at 12 U.S.C. §
24a(g)(3)(A)) [hereinafter “§ 24a(g)(3)(A)”].
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national bank’s incidental power to the ability to “own and control”
operating subsidiaries and the OCC’s regulatory authority to the
oversight of the national bank’s conduct as a shareholder of its
subsidiaries.?

Part II briefly explains that the OCC’s preemption has
contributed to the subprime mortgage crisis. Part III.A shows how the
OCC'’s construction of incidental powers conflicts with state laws. Part
III.B and III.C analyze the OCC’s regulatory scheme for operating
subsidiaries, including their creation and justifications, together with
the Supreme Court’s decision in Watters. Part IV challenges the
undisputed concept of incidental power in Watters. Part IV.A shows
that key justifications for the OCC’s assertion of preemption create
impermissible constructions of incidental powers. Part IV.B finds
limitations on incidental powers from the plain language of § 24(7). Part
IV.C shows that the OCC is not authorized to exclusively regulate
operating subsidiaries under the regulatory framework of the NBA.
Finally, Part V provides concluding remarks.

II. REGULATIONS FOR OPERATING SUBSIDIARIES AND THE SUBPRIME
MORTGAGE CRISIS

A. National Banks’ Involvement in the Subprime Movtgage Market and
Predatory Lending, and States’ Efforts to Protect Consumers

From the late 199o0s, a radical growth of the subprime mortgage
market drove national banks to engage in the secondary market.’
Usually the banks’ operating subsidiaries and affiliates have originated
subprime mortgage loans,'’ and the banks themselves have purchased,
securitized, and sold those securitized loans in the capital market."
Many banks could make huge profits in this risky business, while

8 See Discussion infra Part IV.

9 See gemerally Evan M. Gilreath, Note, The Entrance of Banks into Subprime Lending:
First Union and the Money Store, 3 N.C. BANKING INST. 149 (1999) (explaining that “one of the
most important changes is the increased participation of banks in the subprime mortgage
market”); see also Arthur E. Wilmarth, Jr., The Transformation of the U.S. Financial Services
Industry, 19;5-2000: Competition, Consolidation, and Increased Risks, 2002 U. ILL. L. REV. 215,
393 (explaining that “by early 2000, big banks controlled eight of the ten largest subprime
mortgage companies” and further stating that “Citigroup became the biggest subprime mortgage
consumer lenders” in 2000).

10 Tn fact, most national bank operating subsidiaries participate in the subprime mortgage
business. See Julia Patterson Forrester, Still Mortgaging the Amervican Dyream: Predatory Lending,
Preemption, and Federally Supported Lenders, 74 U. CIN. L. REV. 1303, 1342, 1369-70 (2006)
[hereinafter “American Dream”]. As of the end of 2007, 348 national bank operating subsidiaries
transacted directly with consumers for a majority of the mortgage lending business. See OCC,
National Bank Subsidiaries Doing Business with Consumers (Dec. 31, 2007%), available at
http://www.occ.treas.gov/consumer/ OperatingSubsidiaries.pdf (last visited Nov. 13, 2008).

1 See, e.g., American Dream, supra note 10, at 1349-50 (describing how banks can profit in
the process of securitization of subprime mortgage loans).
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dispersing high risks to investors through the securitization of subprime
mortgages."

The reason for banks to use operating subsidiaries is to
circumvent various risks which might occur when the bank itself
originates subprime mortgages—for example, the deterioration of the
bank’s safety and soundness, litigation risks and reputational damage.
In addition, there are regulatory advantages when the bank utilizes its
operating subsidiaries. First, the most significant advantage of the
parent-subsidiary structure is to insulate the parent bank from the
liability of the riskier business of the subsidiary because the subsidiary
has a separate legal status under state corporate laws.'* Second, the
limited liability also helps banks avoid legal risks from much litigation
claiming that they are engaged in predatory lending practices. Third,
banks can minimize reputational threats by conducting subprime
mortgage business through their operating subsidiaries. In particular, to
originate loans without reviewing borrowers’ repayment ability and
then to foreclose their houses may significantly damage the banks’
reputation,' exposing banks to litigations, financial loss, or a decline in
their customer base."® Another significant advantage is the avoidance of
bank regulations.’® The operating subsidiary in itself, as a non-bank
mortgage company, is not subject to the safety and soundness
regulations, such as the capital requirements applicable to the parent
bank."” Also, §§ 23A and 24B of the Federal Reserve Act, which govern
transactions between a bank and its affiliates, do not apply to the
bank’s transactions with its operating subsidiaries.'® Thus, for instance,

2 See U.S. Dep’t of Hous. & Urban Dev. & U.S. Dep’t of Treasury, Curbing Predatory
Home Movtgage Lending: A Joint Report at 45 (2000), available at http://huduser.org/publications/
hsgfin/curbing.html (last visited Nov. 13, 2008) (explaining that banks and thrifts increased their
profits in the subprime mortgage market). In particular, the securitization of subprime mortgage
loans offered preferable conditions for lenders, such as lower funding costs and dispersion of credit
risks. In addition, higher interest rates on subprime mortgage loans maintained higher interest
spreads, guaranteeing greater profits. See American Dream, supra note 10, at 1326-27.

3 See infra notes 105-106 and accompanying text.

4 See OCC Advisory Letter AL 2003-3, Avoiding Predatory and Abusive Lending Practices
in Brokered and Purchased Loans at 5 (Feb. 21, 2003), available at http://www.occ.treas.gov/ftp/
advisory/2003-3.pdf (stating that lenders’ reckless underwriting may face significant reputation
risk at the time of home foreclosure).

15 See OCC, MORTGAGE BANKING: COMPTROLLER’S HANDBOOK at 3-6 (Mar. 1998),
available at http://www.occ.treas.gov/handbook/mortgage.pdf.

16 See U.S. Gen. Accounting. Office, OCC Preemption Rules: OCC Should Further Clarify
the Applicability of State Consumer Protection Laws to National Banks 24 n.30 (2006), available at
http://www.gao.gov/new.items/do6387.pdf [hereinafter “GAO Report”] (citing the OCC’s
statement that using an operating subsidiary has advantages in “transactions with affiliates,
regulatory capital requirements, and accounting considerations”).

7 Even though the OCC regulates national banks and their operating subsidiaries on a
consolidated basis, subsidiaries themselves are not subject to the OCC’s prudential regulations,
such as minimum capital requirements. See infra notes 258-272 and accompanying text.

B 12 US.C. §§ 371¢(b)(2)(A) and 371c-1; See also JONATHAN R. MACEY, GEOFFREY P.
MILLER & RICHARD SCOTT CARNELL, BANKING LAW AND REGULATION 475-76 (3d ed. 2001)
(explaining that section 23A does not apply to the bank’s transactions with subsidiaries and
section 23B is applied when banks and their subsidiaries transact business with affiliates).
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banks can make transactions with their operating subsidiaries without
the application of the percentage-of-capital limitations'’ and dealing
with affiliates at arm’s length.?° This statutory exemption permits
subsidiaries to obtain unlimited funds from parent banks on terms and
conditions favorable to the operating subsidiaries.”’ In short, national
banks can utilize their operating subsidiaries under regulatory
forbearance, which facilitates the subprime mortgage business, while
parent banks entertain limited legal liability and minimized criticism
for conducting subprime mortgage business.

Stiff competition among subprime mortgage lenders resulted in
loosening mortgage underwriting criteria which has caused a
proliferation of predatory lending practices.”? In response, in the early
2000s, state governments vigorously investigated consumers’
complaints and enforced their current laws® as well as enhancing
predatory lending acts, such as the Georgia Fair Lending Act (“GFLA”)
of 2002.”* Such state efforts included conducting investigations and
bringing enforcement against the national bank’s operating subsidiaries
and affiliates.” For example, in late 2002 California attempted to
enforce its real estate mortgage laws against Wells Forgo Home
Mortgage, Inc. and National City Mortgage Co. which were operating
subsidiaries of Wells Fargo National Bank and National City Bank of
Indiana, respectively.?® The year before, North Carolina forced

19 12 US.C. § 371c(a),(b). A bank’s covered transactions—such as extension of credit and

purchasing assets—with one affiliate and all affiliates cannot exceed 10% and 20% of the bank’s
capital respectively. Also, covered transactions must be fully secured by qualifying collateral and
basically the bank cannot purchase low-quality asset from affiliates. See generally MACEY ET AL.,
supra note 18, at 472-75.

2 12 US.C. § 371¢-1(a)(1) (providing that a bank and its subsidiaries must transact business
with affiliates on market terms).

21 This exception implies that benefits of governmental subsidies toward the national bank
spill over to its operating subsidiaries unrestrictedly in conducting the subprime mortgages
business in light of the funding and sale of subprime mortgages. See American Dream, supra note
10, at 1352-53. Notably, these regulatory advantages also offer parent banks an incentive to
conceal their financial loss by transferring their subsidiaries’ good assets to themselves while
leaving bad assets in the subsidiaries, which will increase the losses of the subsidiaries’ outside
creditors. When the market condition is in distress and banks’ losses are imminent, this scenario
can occur by transactions between banks and their subsidiaries.

22 The term of “predatory lending” is frequently defined by reference to a variety of lending
practices, fundamentally characterized as aggressive marketing of credit to blemished borrowers
without regard to the ability to repay and predominantly relying on the liquidation value of the
collateral. See OCC Advisory Letter AL 2003-3, supra note 14.

# See Arthur E. Wilmarth, Jr., The OCC’s Preemption Rules Exceed the Agency’s Authovity
and Present a Sevious Threat to the Dual Banking System and Consumer Protection, 23 ANN.
REV. BANKING & FIN. L. 225, 314-15 (2004) (explaining that during 2003, states performed more
than 20,000 investigations of abusive lending practices and conducted more that 4000 enforcement
actions).

2 GA. CODE ANN. § 7-6A-1 (2004). See also infra notes 34-36 and accompanying text.

% See Arthur E. Wilmarth, Jr., supra note 23, at 314-15; American Dream, supra note 10, at
1349-50.

% See, e.g., Wells Fargo Bank, N.A. v. Boutris, 419 F.3d 949 (9th Cir. 2005); Brief of
National City Bank as Amicus Curiae In Support of Respondents, at 16-19, Watters v. Wachovia
Bank, 127 S. Ct. 1559 (2007) (No. 05-1342).
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Associate First Capital, a non-bank affiliate of Citigroup, to pay 20
million dollars to settle allegations of predatory lending practices.”” In
addition, large national banks—for example, Bank of America,
Citibank, Bank One, J.P. Morgan Chase and Wells Fargo—and their
operating subsidiaries or affiliates were involved in suits charging
predatory lending practices.?®

The burdensome state litigations were, however, recognized as
significant obstacles to the subprime mortgage business of the national
banks. The banking industry wanted to avoid the states’ intervention,
which also coincided with the OCC’s aim to be the sole regulator of the
national banks.?

B. Aggressive Preemption and the Impact on the Subprime Mortgage
Market

1. Preemptive Regulation for Operating Subsidiaries and Subsequent
Preemption

In 2001, the OCC construed the NBA and the OCC'’s
regulations as preempting state consumer protection laws which had
policed national bank operating subsidiaries for more than 30 years.*
By treating operating subsidiaries as “the equivalent of departments or
divisions of their parent banks,” the OCC claimed that state laws were
applicable to operating subsidiaries “only to the extent that they are
applied to national banks.”!' Relying on this construction, national

" See, e.g., Christopher L. Peterson, Preemption, Agency Cost Theory, and Predatory
Lending by Banking Agents: Ave Federal Regulators Biting off More Than They Can Chew?, 56
AM. U. L. REV. 515, 522 (2007) (explaining that North Carolina drove Citigroup to reach
settlement on predatory lending). In 2002, Citigroup also agreed to pay $240 million to settle
predatory claims filed by the FTC and customers against Associates First Capital. See Arthur E.
Wilmarth, Jr., supra note 23, at 314-15; American Dream, supra note 10, at 1304-06.

8 See Arthur E. Wilmarth, Jr., supra note 23, at 315; NAT’L CONSUMER LAW CTR.,
COMMENTS OF THE CONSUMER FEDERATION OF AMERICA, NATIONAL ASSOCIATION OF
CONSUMER ADVOCATES, AND U.S. PUBLIC INTEREST RESEARCH GROUP TO OFFICE OF
COMPTROLLER OF THE CURRENCY, OCC DOCKET NO. 03-16, BANKING ACTIVITIES AND
OPERATIONS; REAL ESTATE LENDING AND APPRAISALS (Oct. 6, 2003), available at
http://www.consumerlaw.org/issues/preemption/content/10_6_occ_content.html [hereinafter
“NCLC COMMENTS”] (illustrating 23 cases against national banks and their operating subsidiaries
or affiliates which were involved in illegal or predatory lending).

29 See Arthur E. Wilmarth, Jr., supra note 23, at 236. In spring 2003, the OCC was concerned
with states’ efforts to regulate mortgage lending by national bank operating subsidiaries because it
would add regulatory costs and lead to litigations such as the case in California. See OCC News
Release NR 2003-30, Remarks by John D. Hawke, Jr. Comptroller of the Currency Before the
Exchequer Club Washington, D.C (April 16, 2003); OCC News Release NR 2003-36, Chief
Counsel Julie L. Williams Provides Historical Perspective On Issues Facing the National Banking
System (May 14, 2003).

% 12 CFR. § 7.4006 (providing that “[s]tate laws apply to national bank operating
subsidiaries to the same extent that those laws apply to the parent national bank”).

3! Investment Securities; Bank Activities and Operations; Leasing, 66 Fed. Reg. 34,784,
34,788 (July 2, 2001) (codified at 12 C.F.R. § 7.4000).
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bank operating subsidiaries refused to comply with state laws requiring
registration, paying fees, and filing financial reports, or cooperate with
state investigations and examinations over consumer complaints.*

In 2003 the OCC determined that the NBA preempts Georgia’s
predatory lending law, the GFLA,* the strongest state law aimed to
curb predatory lending practices.** The act included restrictions or
prohibitions on predatory lending practices such as refinancing,
prepayment penalties, balloon payments and loans made without
regard to the borrower’s ability to repay.*® Also, in order to impede
flows of capital to unscrupulous mortgage lenders, the act imposed
strict assignee liability on investors of securitized subprime mortgages
when the underlying loans were deemed predatory loans.*®* However,
the OCC concluded that a national bank is not subject to many
provisions of the GFLA because they limit, condition, or otherwise
impermissibly affect a national bank's real estate lending.®” The
operating subsidiaries could avoid the application of the GFLA given
the 2001 preemptive regulation which immunizes operating subsidiaries
from state visitorial powers.*

Finally, the OCC in January 2004 promulgated two regulations
to broaden its preemption purview—the bank activities rule and the
visitorial powers rule (“Preemption Regulations”).’* The Preemption
Regulations were prompted by states’ intensified efforts to intervene in
the subprime mortgage lending business.* These regulations provide
sweeping authority to preempt state laws if they “obstruct, impair, or
condition” a national bank’s ability to engage in real estate lending and
other lending; thus, a state law governs only when it incidentally affects
the national bank’s business.*' At the same time, these regulations make
clear that the OCC exclusively enforces state laws that govern the
content and conduct of the banking activities of the national banks,

32 See infra notes 83-85 and accompanying text.

3 OCC, Preemption Determination and Order, 68 Fed. Reg. 46,264 (Aug. 5, 2003).

3 See American Dream, supra note 10, at 1320 (explaining that “the statute, in its original
form, was the strongest in the nation”).

3% GA. CODE ANN. §§ 7-6A-2 to 5.

3 GA. CODE ANN. § 7-6A-6 (providing that the assignee of a high-cost loan “shall be subject
to all affirmative claims and any defense with respect to the loan that the borrower could assert
against the original creditor...”).

37 OCC, Preemption Determination and Order, 68 Fed. Reg. at 46,264.

3 Id. at 46,280-81.

% OCC, Bank Activities and Operations: Real Estate Lending and Appraisals, 69 Fed. Reg.
1904 (Jan. 13, 2004) (to be codified at 12 C.F.R. pts. 7, 34); Bank Activities and Operations, 69 Fed.
Reg. 1895 (Jan. 13, 2004) (codified at 12 C.F.R. § 7.4000).

0 Preemption Regulations were proposed by the OCC in Aug. 2003 when the OCC
preempted the GFLA. See Julie L. Williams & Michael S. Bylsma, Federal Preemption and
Federal Banking Agency Responses to Predatory Lending, 59 BUS. LAW. 1193, 1203-04 (2004)
(stating that Preemption Regulations were proposed to “specify the types of restrictions and
requirements applicable to any real estate lending activities by national banks”).

41 Preemption Regulations, 69 Fed. Reg. at 1904.
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regardless of whether the laws are preempted or not.*” With respect to
operating subsidiaries, the OCC, on the assumption of the 2001
preemptive regulation, construed the Preemption Regulations to govern
the activities of national bank operating subsidiaries to the same extent
as that of their parent banks.*Accordingly, the states’ ability to enforce
their consumer protection laws was effectively eliminated and, in fact, a
regime of de facto “field preemption” of the states’ regulatory power has
been created.*

2. Strong Association With the Subprime Mortgage Crisis

While a series of OCC preemptions have facilitated the
operating subsidiaries’ subprime mortgage activities, opponents of
those preemptions, such as state governments, consumer groups and
many scholars, have consistently criticized them as being inconsistent
with Congress’ intent under the NBA and as undermining state efforts
to combat predatory lending.* They have argued that state consumer
protection laws should not be preempted because states have strong
local interests to protect consumers and, in fact, have enacted stringent
consumer protection laws and enforced them vigorously. *
Commentators further argued that the OCC is not a consumer
protection agency, but, rather, is responsible for the safety and
soundness of national banks,* so that it has no motivation to take
strong measures to enhance consumer protection.” The OCC has, in
fact, adopted lax predatory lending standards and has not strictly
investigated or enforced such regulations.*

# Id. at 1900. These Preemption Regulations also provide that an exception of visitorial
powers under 12 U.S.C. § 484(a), “vested in the courts of justice,” does not give the state
enforcement power against national banks and operating subsidiaries by simply filing complaints
in a court. Rather, the OCC has exclusive authority to initiate administrative or judicial
proceedings to enforce state laws against its constituents. See id. at 1899-1900.

+ Id. at 1900-01.

4 See Arthur E. Wilmarth, Jr., supra note 23, at 233-37 (arguing that the Preemption
Regulations give a national bank and its operating subsidiary the same immunity from state laws
that the federal savings association and its operating subsidiaries possess under the “field
preemption” of the Office of Thrift Supervision).

¥ See generally Arthur E. Wilmarth, Jr., supra note 23; Nicholas Bagley, The Unwarranted
Regulatory Preemption of Predatory Lending Laws, 79 N.Y.U.L. REV. 2274 (2004); Keith R.
Fisher, Toward a Basal Tenth Amendment: A Riposte to National Bank Preemption of State
Consumer Protection Laws, 29 HARV. J.L. & PUB. POL’Y 981 (2006). See also American Dream,
supra note 10, at 1359-70; GAO Report, supra note 16, at 7, 17 (explaining that state officers and
consumer groups argue that the OCC’s interpretation is wrong); NCLC COMMENTS, supra note
28 (“strongly urging the OCC to withdraw the proposed regulation preempting the application of
state laws to the consumer loans made by national banks and the operating subsidiaries”).

% See, e.g., Arthur E. Wilmarth, Jr., supra note 23, at 293-316.

# See Nicholas Bagley, supra note 43, at 2309; American Dream, supra note 10, at 1369
(“The OCC’s primary responsibility is to monitor the safety and soundness of national banks and
their affiliates.”).

4 See American Dream, supra note 10, at 1370.

% Id. Although the OCC’s predatory lending standard bars banks from making loans by
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Also, state parity laws have contributed to expanding the
OCC’s preemption purview to state-based mortgage lenders. In
response to the OCC’s preemption, most states adopted parity laws
declaring that state laws were not applicable to state-based depository
institutions if they were preempted for national banks and their
operating subsidiaries.”® On the one hand, parity laws address potential
transfers to the national bank charters by conferring on state-based
banks, at least, the same powers, rights and privileges as national
banks,’! allowing them to enjoy the OCC preemption applicable to
national banks and their operating subsidiaries. On the other hand, the
state’s effort to curb predatory lending practices was barred by its
parity laws because the state repealed its own stringent consumer
protection laws against state-based subprime mortgage lenders. >’
Accordingly, prevailing predatory lending in the subprime mortgage
market was left unchecked both at the federal and state level.>

By the mid-2000s, there were warning signs that the subprime
mortgage market would deteriorate and, thus, banking regulators
would have to take strong consumer protection measures.’* The capital
market’s increasing appetite for securitized subprime mortgages and
intensified competition among mortgage lenders resulted in widespread
predatory lending practices, characterized by reckless or loosened
reviews on the borrower’s repay ability, deceptive and unfair terms,
exorbitant interest rates or combinations thereof.’® In particular,
subprime mortgage lenders predominately sold risky nontraditional
mortgage products—for example, “interest only” mortgages loans,

relying predominantly on foreclosure or the liquidation value of the borrower’s collaterals, banks
can actually adopt any method to determine a borrower’s repayment ability. 12 C.F.R. §§ 34.3(b)
and 7.4008(b) (as standards for making loans, “[a] bank may use any reasonable method to
determine a borrower's ability to repay”); see also Keith R. Fisher, supra note 45, at 992-94
(asserting that the OCC’s lending standards direct toward safety and soundness rather than
toward consumer protection itself).

59 See GAO Report, supra note 16, at 34-36.

St Id.

52 See Nicholas Bagley, supra note 45, at 2284 (“The preemption regulation, although
technically applying only to federally chartered institutions, effectively guts state predatory
lending legislation.”).

5 Id.

% See John Kiff & Paul Mills, Money for Nothing and Checks for Free: Recent Developments
in U.S. Subprime Movtgage Markets, IMF Working Paper No 07/188 1-3 (200%), available at
http://www.imf.org/external/pubs/ft/wp/200%7/wpo7188.pdf [hereinafter “IMF Working Paper”]
(pointing out that there were “warning signs” for the “U.S. subprime mortgage crisis”); Yuliya
Demyanyk & Otto Van Hemert, Understanding the Subprime Mortgage Crisis 25 (Fed. Res. Bank
of St. Louis, Working Paper 2007-05 2008), available at http://stlouisfed.org/banking/SPA/
WorkingPapers/SPA_2007_o5.pdf [hereinafter “Understanding the Subprime Mortgage Crisis”]
(demonstrating that problems in the subprime mortgage market were apparent, at least, by the end
of 2003).

55 See IMF Working Paper, supra note 54, at 7 (explaining that “strong investor appetite for
higher yielding securities in 2005-06 probably contributed to looser underwriting standards,”
together with making “loans on the basis of expected collateral appreciation”); Christopher L.
Peterson, Predatory Structured Finance, 28 CARDOZO L. REV. 2185, 2214-21 (2007) (emphasizing
that an increase in securitized subprime mortgages resulted in predatory lending).
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“payment-option” adjustable-rate mortgages and 2/28 adjustable-rate
mortgages (“hybrid 2/28”)**—based on low introductory teaser rates,
little or no down payment or verification of borrowers’ income, and
inadequate disclosures. ¥ As a consequence, delinquency and
foreclosure rates started to soar and the safety and soundness of
subprime lenders worsened. *® At last, pessimistic views on this
secondary market were realized: since early 2007, a failure in the
subprime mortgage market has deteriorated the entire financial market
in the U.S.,, which has since spread to the global market.> This
subprime crisis has been considered the worse financial crisis since the
Great Depression.®

This financial turbulence is generally believed to be driven by
the combined effects of a number of factors, including the slowdown in
housing prices and regional economic distress, the expansion of
improvident mortgage lending and failures of regulatory oversight,
excessive investments in complex mortgage-backed securities and over-
reliance on the evaluations of the credit rating agencies.®! However, the
fundamental causes would be looser lending standards in the subprime
mortgage origination combined with regulatory failure to curb such

¢ The basic nontraditional mortgage product was a hybrid 2/28, which offers a fixed rate for
two years and then adjusts to a variable rate for the remaining 28 years. Subprime borrowers who
obtained these products often were confronted with unaffordable monthly payments two years
later; and thus, failed to make payments and lost their homes. Adjustable-rate mortgages
originating at that time demonstrated even higher delinquency and foreclosure rates than before
and have become the main factor that has wrought havoc in the mortgage market. See IMF
Working Paper, supra note 54, at 7-9; Understanding the Subprime Mortgage Crisis, supra note 54,
at 1, 6-10.

57 Responding to growing concerns about the subprime mortgage market, federal bank
regulators in October 2006 jointly issued guidance on nontraditional mortgage products. Yet they
could not effectively address the problems mainly because the guidance focused only on “interest-
only” and “payment-option” adjustable-rate mortgages and left unregulated the hybrid 2/28. Not
until July 2007 did federal bank regulators regulate this risky product. However, it was too late to
prevent the subprime crisis which had already begun. See Interagency Guidance on
Nontraditional Mortgage Product Risks, 71 Fed. Reg. 58,609 (Oct. 4, 2006); Statement on
Subprime Mortgage Lending, 72 Fed. Reg. 37,569 (July 10, 2007); see also LAURIE S. GOODMAN,
SHUMIN LI, DOUGLAS J. LUCcAS, THOMAS A. ZIMMERMAN & FRANK J. FABOZZI, SUBPRIME
MORTGAGE CREDIT DERIVATIVES 308-11 (2008) (arguing that the October 2006 Guidance should
have regulated the hybrid 2/28).

8 See IMF Working Paper, supra note 54, at 8-11.

3 See, e.g., INTERNATIONAL MONETARY FUND, WORLD ECONOMIC OUTLOOK: HOUSING
AND THE BUSINESS CYCLE (Apr. 2008) (explaining that the crisis that originated in a small
segment of the U.S. subprime mortgage market has spread to the broader cross-border credit and
funding market).

0 Id. at 4.

1 See, e.g., Ben S. Bernanke, Chairman, Fed. Res. Speech at the Women in Housing and
Finance and Exchequer Club Joint Luncheon: Financial Markets, the Economic Outlook, and
Monetary Policy (Jan. 10, 2008), available at www.federalreserve.gov/newsevents/speech/
bernanke2oo8o110a.htm (expressing that the financial turmoil was complicated by a number of
factors); U.S. DEP'T OF THE TREASURY, BLUEPRINT FOR A MODERNIZED FINANCIAL
REGULATORY STRUCTURE 78 (2008), available at http://www.treas.gov/press/releases/reports/
Blueprint.pdf [hereinafter “BLUEPRINT”] (highlighting regulatory loopholes in the U.S. oversight
system for the mortgage origination market).
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practices. ®* Given that consumer protection deregulation is, to a
substantial degree, attributable to the federal preemption of state
consumer protection laws,* some analysts suggest the origin of the
recent mortgage crisis is in the shortsighted preemption of the federal
agencies.®* For instance, Eliot Spitzer, former Governor of New York,
criticized the federal government “as a willing accomplice to the
lenders” who caused the subprime mortgage crisis because it utilized
the OCC’s preemption which is detrimental to consumer protection.®
Professor Paul Krugman of Princeton University also argued that the
federal government’s anti-regulation was one of the causes of this crisis,
specifically noting the use of “obscure powers of the Office of the
Comptroller of the Currency” to “block state-level efforts to impose
some oversight on subprime lending.”®

In this context, Part III will consider the OCC’s regulatory
schemes over national bank operating subsidiaries and explore how the
OCC’s constructions preempt state consumer protection laws over
those subsidiaries, which is strongly associated with the roots of today’s
consumer protection crisis.

III. THE OCC’S OPERATING SUBSIDIARY REGULATIONS AND
WATTERS V. WACHOVIA BANK

A. Before Preemption: Dual Control of the National Bank Operating
Subsidiaries

Until 2001, when the OCC promulgated preemptive regulations
for national bank operating subsidiaries, states controlled the activities
of those subsidiaries. Since each state has authority to regulate not only
its chartered corporations but also out-of-state corporations that

2 See IMF Working Paper, supra note 54, at 7 (pointing out that the crisis was prompted by
the growth of riskier subprime lending against rising house prices); Understanding the Subprime
Mortgage Crisis, supra note 54, at 5, 25 (claiming that a deterioration of lending standards and
unsustainable growth resulted in the collapse of the market).

% See Christopher L. Peterson, Federalism and Predatory Lending: Unmasking the
Deregulatory Agenda, 78 TEMP. L. REV. 1, 96-97 (arguing that preemption closely pertains to a
deregulation agenda).

% See Michael P. Malloy, The Subprime Movtgage Crisis and Bank Regulation, 27 No. 3
BANKING & FIN. SERVICES POL’Y REP. 1, 6 (2008) (concluding that “the roots of the subprime
mortgage crisis are to be found in the aggressively preemptive, market-oriented policies of the
current Administration”); Eliot Spitzer, Predatory Lenders’ Paritner in Crime: How the Bush
Administration Stopped the States From Stepping In to Help Consumers, WASH. POST, Feb. 14,
2008, at Az2s; Nicholas Bagley, Subprime Safeguards We Needed, WASH. POST, Jan. 25, 2008, at
A1g (arguing that if state laws had been effective, the subprime mortgage market crisis might have
been a mini financial turmoil).

% Eliot Spitzer, supra note 64, at A2s.

% PAUL KRUGMAN, THE RETURN OF DEPRESSION ECONOMICS AND THE CRISIS OF 2008 p.
164 (1st ed. 2008).
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transact business within its boundaries,”” they had policed the operating
subsidiaries of the national banks, which are also corporations created
pursuant to state corporation laws.®® Regarding the policing power of
the state, the Supreme Court held that each state is legitimately
concerned with protecting the interest of its citizens by regulating
corporations not only of its own chartering but also foreign
corporations which do business within its borders.®

In particular, the Court in Lewis v. BT Investment Managers,
Inc. made clear that the state can regulate out-of-state banks and non-
bank corporations on the grounds of its general police power because
sound and honest practices of financial institutions are a “profound
local concern” related to the protection of the economy and its citizens.”
Accordingly, the states exercised general supervision and control over
national bank operating subsidiaries in areas such as registration, fee
payment, document maintenance and state law compliance
investigations. Also, state officers brought enforcement actions against
operating subsidiaries, while the parent bank was immune from the
exercise of enforcement powers based on the OCC’s exclusive visitorial
powers under the NBA."

To illustrate, Michigan laws, which were at issue in Watters,
have: (i) provisions requiring an operating subsidiary of a national
bank, which is a mortgage lending company conducting business in
Michigan, to register with the state’s Office of Insurance and Financial
Services;” (ii) provisions requiring the registrant to pay the initial
application for registrations and an annual operating fee; ™ (iii)
provisions requiring the operating subsidiary to file an annual financial
statement and to retain its books and records open to inspection by
OIFS examiners; ° (iv) provisions placing the registrant under
investigation and examination of consumer complaints if a complaint is
not “being adequately pursued by the appropriate federal regulatory
authority”;’® and (v) provisions allowing the Commissioner to take
action based on violations of provisions prescribed.”

7 See Arthur E. Wilmarth, Jr., supra note 23, 324-25 (2004).

8 Id.

Id. (quoting Union Brokerage Co. v. Jensen, 322 U.S. 202, 208 (1944)).
Lewis v. BT Investment Managers, Inc., 447 U.S. 27 (1980).

' Id. at 38.

12 U.S.C. § 484(a). See also infra note 139 and accompanying text.

> MICH. COMP. LAWS §§ 445.1652 and 493.52 (2002).

MIiCH. COMP. LAWS §8§ 445.1658, 445.1657(1), 493.54, and 493.56a(2) (2002).

S MICH. COMP. LAWS §8§ 445.1657(2), 445.1671, 493.56a(2), and 493.56a(13) (2002).

% MIiCH. COMP. LAWS § 445.1663(2) (2002) (“[Tlhe commissioner... shall make no
investigation of the complaint if the complaint is being adequately pursued by the appropriate
federal regulatory authority.”).

77 MICH. COMP. LAWS §§ 445.1663, 445.1666, 493.58-59, and 493.62a (2002).
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B. Watters v. Wachovia Bank: Affirmation of the OCC’s Construction

Such state authority, however, was overruled by the OCC’s
preemption regulation in 2001. The overlap between state laws and the
OCC’s regulations raised contentious debates regarding whether the
NBA and the OCC regulations preempted state laws over the operating
subsidiary. The courts have sided in favor of the OCC.”® The district
court and the appeals court found in favor of Wachovia Mortgage
Corporation (“Wachovia Mortgage”) and Wachovia Bank, a national
bank,”” and in April 2007, the Supreme Court in Watters, in a 5-3
decision, sided with the OCC’s construction of the NBA.* The court
held that an operating subsidiary is exclusively subject to the OCC’s
visitorial powers under the NBA *

In Watters, Wachovia Mortgage filed suit against Linda
Watters in her official capacity as chairperson of the Michigan Office of
Insurance and Financial Services, claiming that the NBA itself and the
OCC’s regulations preempt certain of Michigan’s bank regulatory
statutes.® Originally, Wachovia Mortgage was subject to Michigan
statutes in connection with its mortgage business in Michigan.®’ In
2003, Wachovia Mortgage became a wholly owned operating
subsidiary of Wachovia Bank, a national bank, and took the position
that it was no longer bound by Michigan’s registration and inspection
requirements.® Watters responded by informing Wachovia Mortgage
that refusal to comply with the relevant state regulations would
preclude it from conducting mortgage lending activities in Michigan.®
The Supreme Court, however, affirmed and held that Michigan laws
have no authority to oversee the mortgage activities of the operating
subsidiaries of national banks which are under the umbrella of the
OCC.®

8 National City Bank v. Turnbaugh, 463 F.3d 325 (4th Cir. 2006); Wachovia Bank, N.A. v.
Burke, 414 F.3d 305 (2d Cir. 2005); Wells Fargo Bank N.A. v. Boutris, 419 F.3d 949 (9th Cir.
2005).

" Wachovia Bank v. Watters, 334 F. Supp. 2d 957 (W.D. Mich. 2004), affd, 431 F.3d 556
(6th Cir. 2003).

80 Watters v. Wachovia Bank, N.A., 127 S. Ct. 1559 (2007). Unlike other preemption cases
involving banking laws, which were decided unanimously, the opinions of the Justices in Watters
were sharply divided.

81 Id. at 1565, 1573.

82 Id. at 1563.
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C. Review of the OCC’s Regulatory Scheme for Opevating Subsidiaries
and the Supreme Court’s Decision in Watters v. Wachovia Bank

In preempting state laws pertaining to operating subsidiaries,
the OCC effectively connected incidental powers to preemptive
authority. First, the OCC has interpreted that national banks can use
operating subsidiaries in conducting banking activities as “a
department of national banks” pursuant to incidental powers under the
NBA. Second, the OCC argued that such incidental power logically
leads to a conclusion that the OCC regulates the operating subsidiary to
the same extent as it does its parent banks. Finally, the OCC concluded
that, because it has the same regulatory authority over operating
subsidiaries as it does over parent national banks, its regulations
preempt state laws over operating subsidiaries to the same extent as
over their parent banks. As a consequence, the OCC declared that
operating subsidiaries, like their national parent banks, are subject to
the OCC'’s exclusive visitorial powers. The Supreme Court in Watters
endorsed the OCC’s construction.

1. Incidental Power to Use Operating Subsidiaries

The national bank’s “incidental powers” played a paramount
role in the Supreme Court’s decision in Watters.®” The Court noted
twice that Watters did not contest the incidental power of national
banks to “do business through operating subsidiaries.”® Because of the
central role the OCC’s interpretation of incidental powers played in the
Court’s decision, that interpretation will be examined in detail.

Under § 24(7) of the NBA, a national bank is authorized to
exercise “incidental powers as shall be necessary to carry on the
business of banking . ..”™° Since the enactment of the NBA, courts and
commentators have construed the concept of incidental powers as
flexible and expansive.” A national bank’s activity is interpreted as an

87 See Boutris, 419 F.3d at 959 (stating that the incidental powers clause is “central to our
analysis here, as it is the basis for the OCC's permission to national banks to create and operate
banking functions, through subsidiaries”); see also James R. Smoot, Bank Operating Subsidiaries:
Free at Last or Move of Same?, 46 DEPAUL L. REV. 651, 673 (1997) (explaining that, while there is
no specific ground provision to support the authority to use operating subsidiaries, the national
bank’s incidental power “seems too well established to be successfully challenged now”).

8 Watters, 127 S. Ct. at 1569-70. The State of Michigan did not challenge the concept of
incidental powers itself. See also Brief for the Petitioner, at 21, Watters v. Wachovia Bank, N.A.,
127 S. Ct. 1559 (200%7) (No. 05-1342) (stating that “no one disputes that 12 USC [§] 24 (Seventh)
authorizes national banks to use nonbank operating subsidiaries”). Instead, Watters insisted the
OCC erroneously extended the scope of incidental powers to the visitorial powers over a
subsidiary, contrary to the congressional intent expressed in §§ 481 and 484(a) in detail. See id. at
12-17.

8 12 U.S.C. § 24 (Seventh).

% See Arnold Tours, Inc. v. Camp, 472 F.2d 427, 431 (1st Cir. 1972) (quoting Curtis v.
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incidental power if it is “convenient and useful” in connection with the
business of banking®'and it is “not limited to the enumerated powers in
§ 24 seventh.” Just as the concept of the “business of banking” has
expanded in scope to keep up with the banking market’s emerging
customer needs, new technologies, and increased competition,
incidental powers have also expanded over time.” The OCC is
authorized to interpret the scope of incidental powers on the grounds
that it is charged with surveillance of the business of banking under the
NBA.* The scope of incidental powers, however, is not unlimited. The
Court held that the exercise of the OCC's discretionary authority “must
be kept within reasonable bounds,” noting that “[v]entures distant from
dealing in financial investment instruments—for example, operating a
general travel agency—may exceed those bounds.””

Under the rubric of incidental powers, the OCC has authorized
national banks to use operating subsidiaries to conduct banking
business.” The OCC has recognized the operating subsidiary as an
alternative way for national banks to engage in banking activities.”’
Therefore, an operating subsidiary may engage in virtually the same
scope of activities as is permissible for its national bank parent,” with

Leavitt, 15 N.Y. 9, 64 (185%) (explaining that “necessity is a word of flexible meaning”)). See also M
& M Leasing Corp. v. Seattle First Nat. Bank, 563 F.2d 1377, 1382 (gth Cir. 197%) (holding that
incidental powers should be construed to “permit the use of new ways of conducting the very old
business of banking”); Julie L. Williams & James F.E. Gillespie Jr., The Business of Banking:
Looking to the Future—Part 11, 52 BUS. LAW. 1279 (1997) (maintaining that incidental powers
should be interpreted broadly and flexibly to accommodate the development of new banking
services).

' Arnold Tours, 472 F.2d at 432 (holding that an activity is authorized as an incidental
power if it is “convenient or useful” in connection with the performance of an express power of the
NBA); see also M & M Leasing Corp., 563 F.2d at 1382 (agreeing with Arnold Tours that to be an
incidental power, it must be “convenient or useful”).

%2 NationsBank of N.C., N.A. v. Variable Annuity Life Ins. Co., 513 U.S. 251, 258 n.2 (1995)
[hereinafter “VALIC”]. In VALIC, the Court “expressly [held] that the ‘business of banking’ is not
limited to the enumerated powers in § 24 Seventh” and concluded that selling annuities as an
agency is incidental to brokering financial investment instruments—a banking business not
enumerated in § 24(7). Accordingly, the incidental powers are not limited to activities incidental to
enumerated powers but include those incidental to non-expressed business.

% See OCC, ACTIVITIES PERMISSIBLE FOR A NATIONAL BANK 1 (June 2008) (explaining
that “[t]he business of banking is an evolving concept and the permissible activities of national
banks similarly evolve over time”); see also Julie L. Williams & James F.E. Gillespie Jr., supra note
90, at 1280-81, 1299 (arguing that as the business of banking evolves, incidental powers must “also
evolve with the business of banking”).

% See VALIC, 513 U.S. at 256 (reaffirmed the interpretive authority of the OCC, citing that
the OCC is responsible for the surveillance of a national bank’s exercise of incidental powers and
the business of banking) (quoting Clarke v. Sec. Indus. Ass’n, 479 U.S. 388, 403-04 (1987)).

% Id.at 258 n. 2.

% See Acquisition of Controlling Stock Interest in Subsidiary Operations Corporation, 31
Fed. Reg. 11,459 (Aug. 31, 1966) [hereinafter “1966 Regulation”].

% 1966 Regulation, 31 Fed. Reg. at 11,460; Preemption Regulations, 69 Fed. Reg. at 1900
(interpreting the operating subsidiary as a “Federally-authorized and Federally-licensed means by
which a national bank may conduct Federally-authorized activities”).

% 12 C.F.R. § 5.34(e)(1) provides :

(1) Authorized activities: A national bank may conduct in an operating subsidiary
activities that are permissible for a national bank to engage in directly either as part
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the exception of taking deposits.”” The OCC argues that such incidental
power to use operating subsidiaries was recognized in the GLBA in
1999.'” In Watters, the Supreme Court also observes that "[t]he GLBA
simply demonstrates Congress’ formal recognition that national banks
have incidental power to do business through operating subsidiaries.”!

The OCC’s policy determination grants national banks the
authority to utilize operating subsidiaries as a “convenient and useful
form for conducting banking activities.”'”” The OCC has considered
operating subsidiaries a desirable way to meet rapid changes in the
banking industry.'® The operating subsidiary structure has facilitated
new product and service offerings and allowed banks to restructure
their businesses. '* Importantly, the subsidiary structure protects
national banks from the liability of the subsidiary and thus maintains
their safety and soundness.'® Since an operating subsidiary is a
separate state-chartered corporation and not a chartered bank,
fundamental principles of corporate law that limit liability apply to the
parent bank-operating subsidiary relationship.'®

Furthermore, the OCC construes incidental powers as a legal
authorization for national banks to exercise banking activities
indirectly. Even if an operating subsidiary—a separate legal entity—
conducts those activities, the OCC deems them to be activities of the
parent bank because the operating subsidiary is merely an alternative

of, or incidental to, the business of banking, as determined by the OCC, or otherwise
under the other statutory authority, including: (i) Providing authorized products as
principal; and (ii) Providing title insurance as principal....

9 See, e.g., RISSA L. BROOME & JERRY W. MARKHAM, REGULATION OF BANK FINANCIAL
SERVICE ACTIVITIES 247 (2d ed. 2004).

100 See Preemption Regulations, 69 Fed. Reg. at 1go1 (explaining that the OCC’s regulations
“reflect express Congressional recognition in section 121 of the GLBA that national banks may
own subsidiaries that engage ‘solely in activities that national banks are permitted to engage in
directly’”).

00 Watters, 127 S. Ct. at 1572 n.12.

102 See Investment Securities; Bank Activities and Operations; Leasing, 66 Fed. Reg. 34,784,
34,788 (July 2, 2001) (codified at 12 C.F.R. § 7.4006) (“For decades national banks have been
authorized to use the operating subsidiary as a convenient and useful corporate form for
conducting activities that the parent bank could conduct directly.”).

105 See 1966 Regulation, 31 Fed. Reg. at 11,460 (observing that the use of a subsidiary is a
significant option that could extend banking products and services functionally and geographically
and permit banks to reorganize to control operating costs, improve the effectiveness of supervision,
and decentralize management decisions).

104 Id

105 National banks have established operating subsidiaries basically to insulate themselves
from the effect of the failure of the subsidiaries and thereby could maintain their safety and
soundness. See Rules, Policies and Procedures for Corporate Activities, 61 Fed. Reg. 60,342, 60,354
(Nov. 27, 1996) [hereinafter “1996 Regulation”] (explaining that a separate subsidiary structure can
reduce risks of new activities by distinguishing the subsidiary’s activities from those of the parent
bank as a legal matter) (citation omitted).

106 See, e.g., Watters, 127 S. Ct. at 1585 (Stevens, J., dissenting) (explaining that “the primary
advantage of maintaining an operating subsidiary as a separate corporation is that it shields the
national bank from the operating subsidiaries’ liabilities) (citing United States v. Bestfoods, 524
U.S. 51,61 (1993)).
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tool of the parent bank with respect to that activity.’® The OCC
supports its conclusions as follows:

Courts have consistently treated operating subsidiaries as
equivalent to national banks in determining their power and status
under Federal law, unless Federal law requires otherwise. Operating
subsidiaries are consolidated with—that is, their assets and liabilities
are indistinguishable from—the parent bank for accounting purposes,
regulatory reporting purposes, and for purposes of applying many
Federal statutory or regulatory limits. They are, in essence, no more
than incorporated departments of the bank itself.'*

The Supreme Court in Watters endorsed the OCC’s
interpretations. Citing Barnett Bank of Marion Cty., N.A. v. Nelson,"”
the Court held that it has concentrated on “the exercise of a national
bank’s powers, not on its corporate structure.”'® Also, the Court stated
that it has treated operating subsidiaries as equivalent to national
banks with respect to powers.!'' As a sample case, it suggested VALIC,
which upheld the OCC’s decision that the national bank has an
incidental power to act as an agent in the sale of annuities, even though
the activity is exercised by operating subsidiaries.'? Indeed, the
Supreme Court recognized that the operating subsidiary can exercise
incidental powers under § 24(7) as its parent national bank does.

National Bank

i (1) Investment Activities

f Operating Subsidiary

@ I @ (2) Subsidiary’s Own Activities

107 See supra note 9% and accompanying text.

108 Preemption Regulations, 69 Fed. Reg. at 19oo; see also Investment Securities; Bank
Activities and Operations; Leasing, 66 Fed. Reg. 34,784, 34,788 (July 2, 2001) (codified at 12
C.F.R. § 7.4006) (describing operating subsidiaries as “the equivalent of departments or divisions
of their parent banks”).

109 Barnett Bank of Marion Cty., N.A. v. Nelson, 517 U.S. 25, 32 (1996).

10 Watters, 127 S. Ct. at 1570.

Ul Id. at 1541,

112 Id. The Court also cited Clarke v. Sec. Indus. Ass’n, 479 U.S. 388 (1987), which deals in
part with activities of operating subsidiaries of national banks. For the critical analysis of the
Court’s reasoning, see discussion infra Part IV.B.2.
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The OCC claims that the 1966 regulation first recognized a
national bank’s incidental authority “to use operating subsidiaries like a
department of the parent bank.”'"” However, the incidental power
recognized in the 1966 regulation was rather to “purchase or acquire
and hold stock” of operating subsidiaries.'™* Not until the OCC’s 1969
interpretive ruling did it apply the concept of incidental powers to the
use of an operating subsidiary and, thus, by implication declare its
regulatory power over those subsidiaries.'"

2. The OCC’s Exclusive Oversight Power

Similar to incidental powers, the Supreme Court repeated that
Michigan’s commissioner did not dispute the OCC’s authority to
regulate operating subsidiaries to the same extent as the national
bank."'® Connecting Congress’ recognition of the incidental power to
use operating subsidiaries with the OCC’s regulatory authority, the
Supreme Court stated that “[flor supervisory purposes, OCC treats
national banks and their operating subsidiaries as a single economic

enterprise.”"’
The OCC’s regulation provides that “[a]n operating subsidiary
conducts activities . .. pur