PREEMPTION: 

The Federal Floor and the Need for States to Be “First Responders”
States can catch problems early, before they become nationwide.

Any first responder will tell you that the time to check a problem is early, before it spreads. 

For years before the recent mortgage meltdown, states were canaries in the coal mine, sounding warnings of fundamental problems in the mortgage market.  Unfortunately, federal law tied their hands and we all know how the story ends. It’s time for a rewrite.
Congress is now considering a proposal that would knit together what is now our current, ineffective patchwork-approach to keeping banks, credit card companies, mortgage brokers and other lenders honest. In place of the nearly dozen agencies that have oversight responsibilities for banks and financial products, such as loans, Congress would create a single Consumer Financial Protection Agency. This agency’s sole mission would be ensuring Americans have clear, concise and honest information with which to make financial decisions. To fully protect American families, this agency must not only be created but be done right. It must operate as a floor, not a ceiling, for consumer protection.
It is no exaggeration to say that had such an agency existed, with the necessary power to set and enforce rules and examine companies under their jurisdiction, the subprime mortgage crisis would not have happened. Under today’s system, however, none of the agencies with the power to oversee mortgages acted to make rules until it was too late and the fractured nature of the regulatory structure allowed unscrupulous companies to simply change regulators if theirs raised concerns about their products. 

But even under this ineffective regulatory system, the full force of the mortgage meltdown on families and communities would have been lessened had states been able to enforce their own laws. For most of our nation’s history, this has been the case. Even in the banking world, national banks were expected to comply with state law. Only in the last decade or so have federally-chartered depositories been able to ignore state laws with impunity. 

In 2006, the peak year of irresponsible lending, national banks, federal thrifts and their subsidiaries made 32 percent of subprime loans and 51 percent of interest only and option ARM loans – the kind that shot up dramatically after a few years at a teaser rate. A total of over $700 billion in risky loans were made by entities that states could not touch. In Montana, in 2006, 22 percent of higher rate loans – the kinds that ultimately went bad – were made by institutions with federal regulators that preempted states laws. (your state fill in number from CRL paper) 
States were also preempted from regulating any mortgage lender on the very terms that made many mortgages dangerous: balloon payments, negative amortization, variable rates and other nontraditional terms. Similarly, preemption allowed abusive credit card practices to flourish, such as bait-and-switch rate increases, abusive fees and payment manipulations. 

That is not to say that all states would have put in place the kinds of protections consumers need and that preemption alone caused this crisis. But Congress has often looked to the states for workable solutions to take nationwide in consumer protection, as in other arenas.  For example, states led the way in closing the loopholes in the federal Home Ownership and Equity Protection Act and, to the extent permitted by preemption, in addressing the more recent crisis in underwriting.  

This is more than just saving Congress work: the state laws create an opportunity to see whether all the “sky-will-fall” predictions are grounded in reality.  Objective research based on real evidence, instead of hypothetical modeling, can show whether the stock objections the industry inevitably raised to any consumer protection and fair lending reform are well-founded, or simply the automatic, unsubstantiated response of special interests. 
The catch phrase in defense of preemption is that we have national markets, so we need uniformity, not “balkanization” of regulation. The response to this is simple. Uniformity is not always a virtue – there is such thing as uniformly bad. A federal floor of consumer protection is necessary, but the experience of the last two decades has proven that states must be able to act to respond to local problems, and that balanced state laws make the playing field safer for honest, efficient businesses as well as consumers and all their neighbors.

