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Wachovia Case Should
Empower States

The Supreme Court preemption case
Watters v. Wachovia is of far greater
consequence than anyone has imagined.

If the court rules for Watters — in
effect, for Michigan and against
the OCC — the power of states on
numerous banking issues will grow
substantially.

I believe the court will rule in favor of
Michigan.

The recent appointments of Chief
Justice John G. Roberts Jr. and Justice
Samuel A. Alito Jr. to the court, as well
as a very questionable OCC regulation,
have given the states their best shot in
decades to trump federal preemption.

In 2003, Wachovia converted a
mortgage company through which it
conducted business in Michigan into an
operating subsidiary of its national
bank in North Carolina. It then notified
the state of Michigan that the subsidiary
would “no longer be subject to the
requirements” of its Licensing Act.

This might have been OK had
Wachovia closed its office and termi-
nated its employees in Michigan, but it
didn’t. It stayed there and defiantly told

the state it was authorized to snub

Michigan law because of an OCC

regulation.
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Michigan offered a swift response: If
the subsidiary doesn’t register and
comply with our laws, we’ll shut it
down. Confident it would prevail on the
issue, Wachovia sued Michigan to
validate the OCC regulation and won,
even on appeal.

The regulation, as I understand it,
works something like this. A national
bank can create an operating subsidiary
to carry out its activities, but the sub-
sidiary needs to comply only with the
laws of the state where the bank is head-
quartered, even if it has offices and

workers in other states.

The rationale seems to be that the
bank and the subsidiary have to be
treated as one and the same thing.

Consequently, because Wa-chovia’s
bank was headquartered in North
Carolina, its operating subsidiary in
effect had to be treated as though it were
not in Michigan, at least for the purpose
of having to comply with the state’s
corporation laws.

The OCC arrived at this strange
position through an interpretation of
the National Bank Act, which says only
the OCC can audit the operations of a
national bank, including its compliance
with applicable federal and state laws.

Although the act gives no similar
exclusivity power to the OCC over sub-
sidiaries of national banks, the agency
nevertheless granted that power to itself
in the regulation. That way it could
argue that only one state — the parent’s
— matters to the subsidiary.

Put another way, if Michigan were
irrelevant to Wachovia’s bank, because it
had no branch there, the state likewise
would be irrelevant to its subsidiary.

Carried to its logical conclusion, the

OCC regulation seemingly would allow



the subsidiary to disregard Michigan’s
building, zoning, environmental codes;
property taxes and license fees;
consumer protection statutes; wage,
discrimination, health, and safety stan-
dards; etc. Presumably, all of these
things would be the worry of North
Carolina.

If this scenario strikes you as odd, and
perhaps illegal, the Supreme Court will
decide early next year if you are right. It
will answer several key questions about
the OCC’s regulation: Is Michigan right
that the regulation is unconstitutional
as it concerns Wachovia’s operating
subsidiary? Do Michigan’s rights under
the 10th Amendment preempt the reg-
ulation? Did Congress authorize the
OCC to adopt the regulation? Didn’t
Congress have to do so?

Having read the briefs of Michigan
and its allies, and being fairly well
acquainted with the Constitution and
federal banking law, I am convinced that
Michigan has the stronger case.

One reason is the audacity of the reg-
ulation for insisting that North Carolina
law must apply to Wachovia activities
that are unique to Michigan and ulti-
mately of no interest to North Carolina.

In fact, North Carolina on its own has

no constitutional authority to erase
Michigan law.

The drafters of the Constitution
anticipated problems like this in Article
IV, which requires states to honor “the
public Acts ... of every other state.” This
rule, the so-called full faith and credit
clause, means North Carolina would
have to apply Michigan law to
Wachovia’s operating subsidiary.

The full faith and credit clause and
the unquestioned power of states to reg-
ulate corporations pursuant to the 10th
Amendment explain why the attorneys
general of all 50 states, the National
Governors Association, and just about
every other representative body of the
states have filed briefs on Michigan’s side.

Even the leading state beneficiaries of
bank preemption — Utah, Delaware, and
South Dakota — have joined their ranks.

That North Carolina is among them
is another rebuke to the OCC. It says,
“Don’t you dare try to exploit our laws
to undermine our constitutional powers.”

If the states win, they will challenge
more federal regulations and pressure
their representatives in Congress to scale
back preemption legislation. They might
even be able to use a victory to force

pricing and service changes for some

retail banking products and services.

Their activism in turn likely will cause
a massive increase in PAC spending by
banks to influence state legislation. But
even tons of it might not be enough to
erase the stigma of a decision that tags
the OCC, a law enforcement agency, as
a law violator.

To regain its reputation and keep the
states at bay, the OCC could reduce
its preemption assertions and develop
aggressive consumer protection measures.

Unpleasant stuff, but probably no
worse than if Wachovia and the OCC
win. Down the road the agencies could
use a ruling in Wachovia’s favor to abro-
gate state (and perhaps federal) laws
that are important to our economy, as
well as to banks and their customers.

Surely, there are lots of lawyers out
there who'd love to pull the agencies’
strings to undermine the corporation
laws of states like Delaware. They are
advocates of a planned economy, and
they would delight in having an unre-
strained OCC to achieve their ends.

The bottom line: Wachovia is a

Pandora’s box.

Mr. MacDonald is a former general
counsel of Citigroup Inc.s Europe and North
America card businesses.

©2006 SourceMedia Inc. and American Banker. All rights reserved. SourceMedia, One State Street Plaza, New York, N.Y. 10004 (800) 367-3989




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


