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Federal Maritime Commission,
Assistant Secretary,

800 North Capitol Street, NNW.,
Washington, D.C. 20573-0001

Subject: Response to the Petition of the National Custom Brokers and Forwarders

Association of America, Inc. for Exemption from Mandatory Rate Tariff
Publication

Dear Sirs:

Attached please find one original and fifteen copies in response to the abovementioned
petition. A copy has also been sent to the Petitioner’s counsel. We hereby elect to receive
electronic service of the issuances in the proceeding and would ask that these be directed
to the following email addresses:

tleblanc@globemar.com
brenda.johnstont@globemar.com

Glop4l Maritime Transportation Services, Inc.

cc: Edward D. Greenberg, Esq.
Galland, Kharasch, Greenberg, Fellman & Swirsky, P.C.

mt Global Maritime Transportation Services, Inc.
131 Church St, Suite 205,

Burlington, VT, 05401
Telephone: 802 383 1689




Before The Federal Maritime Commission
Washington, DC.

Docket Number

GLOBAL MARITIME TRANSPORTATION SERVICES, INC. RESPONSE
TO THE PETITION OF THE NATIONAL CUSTOM BROKERS AND
FORWARDERS ASSOCIATION OF AMERICA, INC FOR EXEMPTION

FROM MANDATORY RATE TARIFF PUBLICATION

We have read with interest the petition by the NCBFAA before the Federal
Maritime Commission and wish to voice our opposition to the granting of such an

exemption.

INTRODUCTION

Global Maritime Transportation Services, Inc. (GMTS) is a company which
specializes in the publishing and management of tariffs as well as service contracts
and NSA’s on behalf of both the VOCC and NVOCC community. GMTS also
maintains both software and public website access under its trademark EZTARIFF

to assist in its role as publisher. In this capacity GMTS would like to offer some



distinct and in many cases opposing views from those submitted in the

aforementioned petition.

GMTS currently manages tariffs and NSA’s for some 210 NVOCC customers.
Our experiences in managing those tariffs and NSA’s provides a stark contrast to
the views provided in the petition and the impact that granting the relief sought in
the petition would have on the state of advance notice and other conditions of
shipment organizations rely on in order to secure space and rates within today’s
environment. Quite admittedly, we are not by any means the largest provider of
publishing services to the NVOCC community, but we do believe that our
experience can still provide insight into the usage and cost discussions as they

pertain to this subject matter.

THE PURPOSE OF TARIFF PUBLICATION

In discussing the merits of tariff publication, it is imperative for one to keep in
mind the purpose of such a requirement. First and foremost, the system is intended
to create a transparent and reliable indicator of market conditions providing a level
playing field for the public in order to access rates and applicable charges for the

carriage of goods within the various trade lanes. That market, given the multitude



of factors which influence it, is oftentimes quite variable and may well fluctuate

among trade lanes or over a period of time.

Elements affecting ocean shipping markets vary within trades, but are driven
generally by space availability, cost of charter, transit times, inland movement
costs, port and terminal congestion, currency fluctuations, bunker, security and
labor costs, to name just a few. Publicly available tariffs provide critical and timely
information regarding these volatile markets. They assist shippers and consignees
in planning for their transportation needs and comparing ocean transportation rates
and services. The tariff system also protects against daily elevations in rate
offerings, by requiring a 30 day notice of increases, thereby affording the users of
that system an element of notice in order to prepare for those upward movements
in rate levels if and when they take place. Consistent with a stated goal of both the
Shipping Act of 1984 and the Ocean Shipping Reform Act of 1998, the tariff

publication system provides an environment reflective of market conditions.

Public tariffs also play a vital role in establishing the pricing of a particular
movement and provide future reference in resolving any dispute with respect to the
applicable rates, charges and conditions at time of shipment. One ought not
diminish the role that this plays in keeping all parties on alert to adhere to posted

rates, charges and conditions knowing that they may be referenced at any time.
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Public tariffs may also act as a first indicator of unauthorized collusion with
respect to service or rate activity. Though it is not suggested that this is currently
happening, we note that such activity has recently occurred within several sectors
not least of which is the airfreight industry with several large companies receiving
significant fines for the unlawful price fixing of fuel charges. And other
investigations are ongoing. (See attached article of October 14, 2007 — Supply

Chain Digest).

It would therefore appear that the publication of tariffs would be an important
resource for the Federal Maritime Commission and would be of significant aid to
the agency’s ability to monitor the industry and insure that the requirements of the

Shipping Act were being followed.

Indeed, in this regard, the elimination of tariff publication requirements by
NVOCCs would seem to run counter to public policy being established within
other areas of industry (such as the conditions outlined under the Sarbanes Oxley
Act for publicly traded companies) in order to provide more transparency to
investors. The cost of implementation of Sarbanes Oxley to all publicly traded
companies has been sizable but deemed to be justified by law makers and
regulators to ensure the continued public confidence within the market. The

publication of rates is considerably lower and, as noted, would seem to be an
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important tool for the Federal Maritime Commission to have in their arsenal in

order to maintain public confidence in the transportation sector.

In a speech at the 43" Annual Conference on Bank Structure and Competition in
Chicago on May 17, 2007 addressing the home mortgage crisis, Ben Bernanke
states “In my judgment, effective disclosure should be the first line of defense
against improper lending. If consumers are well informed, they are in a much
better position to make decisions in their own best interest”. Why would disclosure

not be the first line of defense for the transportation industry as well?

In the wake of the “Bear Stearns meltdown” (less than a year after the address by
Bernanke), Lehman Bros bankruptcy, the AIG bailout and the rummage sale
purchase of Merrill Lynch, one would certainly hope that regulators in the other
sectors have at least taken notice of the ultimate cost of the relaxing of the rules in

order to maximize profit in the short term.

Local municipalities are requiring posting of nutritional information along side
posted menus to provide more information to the public regarding nutrition. There
is no doubt that many an organization thought the burden of cost versus the
apparent benefit within those examples could not be justified, however, it is the

price of doing business in a market which asks for public transparency in exchange



for the prerogative of offering services. (See Washington Post Article — August 1,

2007)

Historical evidence shows regulators should be cautious of diminishing or
relinquishing their role of oversight or casting off those tools which assist them,
and that the cost to the public at large when regulators abdicate responsibility far
outweighs the minor burden that some of these regulations may place on the
aforementioned industries. By their own admission, the system of publishing
NVOCC rates is reflective of the ever changing market and provides insight into
the rate conditions and surcharges at play within the specified trade lanes for which
they are posted. The fact that NSAs are infrequently used would suggest that
privately negotiated agreements between NVOCCs and shippers are not something
which is supported. Rather than eliminating public tariffs, perhaps some changes

to the NSA procedures may be in order to make them more palatable.

USE OF PUBLIC ACCESS

In its petition, the NCBFAA argues that the public does not use and has no interest
in using public tariffs. GMTS finds that this is not only a stunning assertion, but
from our perspective wholly untrue. The number of registered users we have listed

for access to the various NVOCC tariffs we publish is 233, We do not collect



activity by individual usage but rather we record the information by “hits” to the
website. A “hit” for our purpose is only recorded once logged in and is recorded in
segments of the website based upon the access to the data of a specific carrier or
the collection of NVOCC accounts housed in a separate section. We do not cross
record use by user or ip address because this information has been irrelevant to our
needs and, in any event, offers little insight as several id's are public access and

would not indicate who the user is.

A review of hits recorded to the NVOCC section of our website between the period
of July 1, 2007 and June 30, 2008 indicate a total of 133,358 hits to the lobby
screen after login. This equates to an average of 11,113 hits per month over that
time frame. More recently, the period from June 1, 2008 to August 22, 2008
indicates that the website has been hit 28,199 times. Eliminating the weekend and
holiday activity, we see that the total number of hits within the same time frame
during the work week totals 27,525. The indicated average number of hits is 466
per day with the high being 574 hits occurring on June 3, 2008 and the low being

August 22, 2008 at 349.

This data strongly suggests that people are indeed accessing this information on an
ongoing basis. It further suggests that the other larger tariff publishers providing

services should be experiencing similar usage on a larger scale.
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COST

One of the fundamental precepts of business is the ability to control costs and, as a
business, GMTS completely understands the desire of the NVOCC community to
unburden itself of a non-operational cost which apparently affords little benefit to
the organization itself. This cost, however, is not one which by its application
discriminates against one organization or prefers one group over another.
Additionally, this is not a cost which was introduced into the fold after the business
was established but has been a precondition of operation within the U.S. market for

years.

It would seem to us to be fair and worthwhile to consider ways in which costs
could be reduced in order to preserve the tariff publication system. One such
approach would be to allow collective negotiation between the members of the
NCBFAA and individual publishers in order to provide the NCBFAA membership

with cost savings. We would invite the opportunity to quote on that basis.

Explanation by the submitting parties on what actions they've taken in order to
reduce these costs might shed some light on the variances outlined within their
submission though it would seem most likely that larger organizations covering a

global arena are likely to face higher publishing costs.



We would also support a clarification of the regulations which would reduce the
number of filings to those rates which actually move the cargo. An instruction
from the FMC that rates nced only be filed once a booking has been secured but
prior to receipt of the cargo could go a long way in reducing the filings versus

shipment ratio.

PROPOSED CHANGES

In reviewing the suggested alterations to the current filing process we find
ourselves with a laundry list of questions but very few answers from the request for
exemption. The first change being proposed is that the exemption would be strictly
voluntary and that NVOCCs wishing to remain subject to tariff publication

requirements could do so.

1) This does not speak to whether a NVOCC that has subjected itself to tariff rate
publication requirements is bound by that decision on an on-going basis, or if it can

change its status from day to day, week to week, month to month or year to year?

2) May a NVOCC voluntarily subscribe to the tariff publication requirements for one

set of shipper rates and charges, but voluntarily opt out for another set of shippers?

3) How does one “track how this voluntary process is declared and enforced

afterwards?



4)

5)

6)

There are other questions presented, including:

Why would any group continue to file NSAs when they can now voluntarily opt

into NSAs by any other name and not have to file them?

How would the exemption impact the application and bonding process and the

ability to tap such funds?

Will the publication of rules make sense? It is suggested that the voluntary opting
out would only apply to rates but not rules. But, in reality, the building of rates
would shift to include those services covered traditionally by the rules sections in
order to come up with an “all in” or close to all in rate thereby diminishing if not

eliminating the role of the rule section.

It would seem to an honest onlooker that granting the exemption would shift the
cost and burden of enforcement very heavily to the regulator and therefore the
public and away from the industry while obscuring details in a way that will make

enforcement difficult at the very least if not impossible.

CONFIDENTIAL SUBMISSIONS

One other observation that we would like to make is with respect the process as it

relates to the FMC consideration to the granting of the exemption. While we can
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very much appreciate the public discourse on this subject matter and were very
pleased to participate in the conversation, we would suggest that some type of
mechanism should be in play in order for parties to choose to submit their
comments to the commission on a confidential basis. We wonder whether some
views on this subject matter have been curtailed, omitted or un-submitted in their
entirety because of concern those comments might have on commercial
considerations. The commission could then choose what impact those comments
might have but at least would have the vehicle to ensure that all parties wishing to

participate in the discussion could.

SUMMATION

We believe the tariff publication system provides an important insight into the
market driven rates and charges. It offers an auditable trail for purposes of
rendering a precise outline of applicable rate and charges at any moment in time
after the cargo has moved. It can provide early indications of collusion and it does
so at little expense to the public at large. Its usage is ongoing and steady and
permits the transportation industry to control its cost by allowing the use of custom
design and in house solutions or by allowing the industry to avail itself of outside

services.
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All of these elements fit squarely into the current public policy of providing for an
environment supporting free enterprise and entrepreneurship, while requiring an
open and accessible rate system to benefit market participants. It does not hinder
the commercial application or discussion of rates and services in any way. The
proposal for exemption of the current filing conditions poses a far greater cost to
the public while eliminating or at least reducing sizably the market information
currently available and calls into question the purpose of many of the other

conditions of shipment which could be affected.
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@Global Supply Chain and Logistics Focus: Our Weekly Feature Article on
Topics Related the the Global Supply Chain and related Logistics Topics

- October 14, 2007 -

Global Logistics: Price Fixing Turmoil Continues, as Officials
Raid Offices of Kuehne and Nagel, Panalpina

DHL, Expeditors International also Contacted; Fuel Surcharges again the
Key Issue; More Shipper Lawsuits on the Way?

SCDigest Editorial Staff

The fallout from allegedly unfair fuel surcharges by
transportation providers continues, as the offices of
several leading global logistics service providers were
raided last week by both Europe and U.S. authorities
investigating possible price fixing.

& 8sCombined with
various class action
lawsuits against rail, LTL
and air cargo providers,

. R . . . shippers have a
As we've reported in Supply Chain Digest, rail carriers in smorgasbord of

the US are under strong attack for alleged “over potential legal activity -
recovery” for their fuel surcharge programs. (See Rail if they choose to join
Carriers in the Cross Hairs.) LTL carriers in the US action against their

are facing similar legal attention. logistics “partners.”4 4
In 2006, the U.S. Justice Department and Eurcpean What do you say? Send
agencies began looking into price fixing by air cargo us your comments here

providers, again related to fuel surcharges. As the probe continues, 15 class action
lawsuits have been filed in district courts around the U.S. against United Airlines,
American Airlines, British Airways, Air France-KLM, Lufthansa, and others for
overcharging cargo fees, mostly related to fuel surcharge practices.

Coming out of the on-going investigation against the carriers, officials apparently
found evidence of potential similar evidence by some freight forwarders.

The European Commission said it carried out unannounced inspections of the
offices because it has "reason to believe that the companies concerned may have
violated EC Treaty rules that outlaw restrictive business practices."

Category Sponsor:




Patrik Ducrey, deputy director of
Switzerland's competition authority, said
the raids on Kuehne and Nagel, and
Panalpina, both headquartered in
Switzerland, were triggered by information
received from an unidentified persen, who
tipped EU, U.S. and Swiss authorities to
alleged cartel behavior.

Offices of the companies received surprise
visits from authorities on both continents.
Meanwhile, Germany’s DHL said it had been
contacted by government officials, and

The International Freight Forwarders U.S.-based Expeditors International said it
Assoclation Now Finds its Members had also received a subpoena from the U.S.

Under Investigation over Fuel Justice Department ordering the company
Surcharge Practices to produce information and records relating

to an investigation of air-cargo freight

forwarders.

The investigations obviously will be a concern for company officials of the
forwarders, as findings of price fixing can result in large fines and in U.S. criminal
prosecution. For shippers, however, the actions mean another group of logistics
service providers is likely to scale back fuel surcharges under the new cloud of
suspicion, and lawsuits will be filed that could result in substantial payments back
to shippers from the forwarders if the price fixing is found to have occurred.

Combined with various class action lawsuits against rail, LTL and air cargo
providers, shippers have a smorgasbord of potential legal activity — if they choose
to join action against their logistics “partners.”



Speech

Chairman Ben S. Bernanke

At the Federal Reserve Bank of Chicago’s 43rd Annual Conference on Bank
Structure and Competition, Chicago, Illinois

May 17, 2007

The Subprime Mortgage Market

The recent sharp increases in subprime mortgage loan delinquencies and in the number of
homes entering foreclosure raise important economic, social, and regulatory issues.
Today [ will address a series of questions related to these developments. Why have
delinquencies and initiations of foreclosure proceedings risen so sharply? How have
subprime mortgage markets adjusted? How have Federal Reserve and other
policymakers responded, and what additional actions might be considered? How might
the problems in the market for subprime mortgages affect housing markets and the
economy more broadly?

The Development of the Subprime Mortgage Market

Let me begin with some background. Subprime mortgages are loans made to borrowers
who are perceived to have high credit risk, often because they lack a strong credit history
or have other characteristics that are associated with high probabilities of default. Having
emerged more than two decades ago, subprime mortgage lending began to expand in
earnest in the mid-1990s, the expansion spurred in large part by innovations that reduced
the costs for lenders of assessing and pricing risks. In particular, technological advances
facilitated credit scoring by making it easier for lenders to collect and disseminate
information on the creditworthiness of prospective borrowers. In addition, lenders
developed new techniques for using this information to determine underwriting
standards, set interest rates, and manage their risks.

The ongoing growth and development of the secondary mortgage market has reinforced
the effect of these innovations. Whereas once most lenders held mortgages on their
books until the loans were repaid, regulatory changes and other developments have
permitted lenders to more easily sell mortgages to financial intermediaries, who in turn
pool mortgages and sell the cash flows as structured securities. These securities typically
offer various risk profiles and durations to meet the investment strategies of a wide range
of investors. The growth of the secondary market has thus given mortgage lenders
greater access to the capital markets, lowered transaction costs, and spread risk more
broadly, thereby increasing the supply of mortgage credit to all types of households.

These factors laid the groundwork for an expansion of higher-risk mortgage lending over
the past fifteen years or so. Growth in the market has not proceeded at a uniform pace,
but on net it has been dramatic. About 7-1/2 million first-lien subprime mortgages are
now outstanding, accounting for about 14 percent of all first-lien mortgages.t So-called
near-prime loans--loans to borrowers who typically have higher credit scores than
subprime borrowers but whose applications may have other higher-risk aspects--account
for an additional 8 to 10 percent of mortgages.2



The expansion of subprime mortgage lending has made homeownership possible for
households that in the past might not have qualified for a mortgage and has thereby
contributed to the rise in the homeownership rate since the mid-1990s. In 2006, 69
percent of households owned their homes; in 1995, 65 percent did. The increase in
homeownership has been broadly based, but minority households and households in
lower-income census tracts have recorded some of the largest gains in percentage terms.
Not only the new homeowners but also their communities have benefited from these
trends. Studies point to various ways in which homeownership helps strengthen
neighborhoods. For example, homeowners are more likely than renters to maintain their
properties and to participate in civic organizations. Homeownership has also helped
many families build wealth, and accumulated home equity may serve as a financial
reserve that can be tapped as needed at a lower cost than most other forms of credit.

Broader access to mortgage credit is not without its downside, however. Not
surprisingly, in light of their weaker credit histories and financial conditions, subprime
borrowers face higher costs of borrowing than prime borrowers do and are more likely to
default than prime borrowers are. For borrowers, the consequences of defaulting can be
severe--possibly including foreclosure, the loss of accumulated home equity, and reduced
access to credit. Their neighbors may suffer as well, as geographically concentrated
foreclosures tend to reduce property values in the surrounding area.

The Recent Problems in the Subprime Mortgage Sector

With this background in mind, I turn now to the recent problems in the subprime
mortgage sector, In general, mortgage credit quality has been very solid in recent years.
However, that statement is no longer true of subprime mortgages with adjustable interest
rates, which currently account for about two-thirds of subprime first-lien mortgages or
about 9 percent of all first-lien mortgages outstanding. For these mortgages, the rate of
serious delinquencies--corresponding to mortgages in foreclosure or with payments
ninety days or more overdue--rose sharply during 2006 and recently stood at about

11 percent, about double the recent low seen in mid-2005.> The rate of serious
delinquencies has also risen somewhat among some types of near-prime mortgages,
although the rate in that category remains much lower than the rate in the subprime
market. The rise in delinquencies has begun to show through to foreclosures. In the
fourth quarter of 2006, about 310,000 foreclosure proceedings were initiated, whereas for
the preceding two years the quarterly average was roughly 230,000, Subprime
mortgages accounted for more than half of the foreclosures started in the fourth quarter.

The sharp rise in serious delinquencies among subprime adjustable-rate mortgages
{ARMSs) has multiple causes. "Seasoned" mortgages--mortgages that borrowers have
paid on for several years--tend to have higher delinquency rates. That fact, together with
the moderation in economic growth, would have been expected to produce some
deterioration in credit quality from the exceptionally strong levels seen a few years ago.
But other factors, too, have been at work. After rising at an annual rate of nearly 9
percent from 2000 through 2005, house prices have decelerated, even falling in some
markets. At the same time, interest rates on both fixed- and adjustable-rate mortgage
loans moved upward, reaching multi-year highs in mid-2006. Some subprime borrowers



with ARMs, who may have counted on refinancing before their payments rose, may not
have had enough home equity to qualify for a new loan given the sluggishness in house
prices. In addition, some owners with little equity may have walked away from their
properties, especially owner-investors who do not occupy the home and thus have little
attachment to it beyond purely financial considerations. Regional economic problems
have played a role as well; for example, some of the states with the highest delinquency
and foreclosure rates are among those most hard-hit by job cuts in the auto industry.

The practices of some mortgage originators have also contributed to the problems in the
subprime sector. As the underlying pace of mortgage originations began to slow, but
with investor demand for securities with high yields still strong, some lenders evidently
loosened underwriting standards. So-called risk-layering--combining weak borrower
credit histories with other risk factors, such as incomplete income documentation or very
high cumulative loan-to-value ratios--became more common. These looser standards
were likely an important source of the pronounced rise in "early payment defaults”--
defaults occurring within a few months of origination--among subprime ARMs,
especially those originated in 2006.

Although the development of the secondary market has had great benefits for mortgage-
market participants, as I noted earlier, in this episode the practice of selling mortgages to
investors may have contributed to the weakening of underwriting standards. Depending
on the terms of the sale, when an originator sells a loan and its servicing rights, the risks
(including, of course, any risks associated with poor underwriting) are largely passed on
to the investors rather than being borne primarily by the company that originated the
loan. In addition, incentive structures that tied originator revenue to the number of loans
closed made increasing loan volume, rather than ensuring quality, the objective of some
lenders. Investors normally have the right to put early-payment-default loans back to the
originator, and one might expect such provisions to exert some discipline on the
underwriting process. However, in the most recent episode, some originators had little
capital at stake and did not meet their buy-back obligations after the sharp rise in
delinquencies.® Intense competition for subprime mortgage business--in part the result of
the excess capacity in the lending industry left over from the refinancing boom earlier in
the decade--may also have led to a weakening of standards. In sum, some misalignment
of incentives, together with a highly competitive lending environment and, perhaps, the
fact that industry experience with subprime mortgage lending is relatively short, likely
compromised the quality of underwriting.

The accuracy of much of the information on which the underwriting was based is also
open to question. Mortgage applications with little documentation were vulnerable to
misrepresentation or overestimation of repayment capacity by both lenders and
borrowers, perhaps with the expectation that rising house prices would come to the rescue
of otherwise unsound loans. Some borrowers may have been misled about the feasibility
of paying back their mortgages, and others may simply have not understood the
sometimes complex terms of the contracts they signed.



As the problems in the subprime mortgage market have become manifest, we have seen
some signs of self-correction in the market. Investors are scrutinizing subprime loans
more carefully and, in turn, lenders have tightened underwriting standards. Credit
spreads on new subprime securitizations have risen, and the volume of mortgage-backed
securities issued indicates that subprime originations have slowed. But although the
supply of credit to this market has been reduced--and probably appropriately so--credit
has by no means evaporated. For example, even as purchases of securitized subprime
mortgages for collateralized debt obligations--an important source of demand--have
declined, increased purchases by investment banks, hedge funds, and other private pools
of capital are beginning to fill the void. Some subprime originators have gone out of
business as their lenders have cancelled credit lines, but others have been purchased by
large financial institutions and remain in operation. Importantly, we see no serious
broader spillover to banks or thrift institutions from the problems in the subprime market;
the troubled lenders, for the most part, have not been institutions with federally insured
deposits,

What about borrowers already in distress? The Board and other federal supervisory
agencies have taken actions to encourage the banks and thrift institutions we supervise to
work with borrowers who may be having trouble meeting their mortgage obligations.
Often, loan workouts are in the interest of both parties. With effective loan restructuring,
borrowers facing temporary economic setbacks may be able to work through their
problems while staying in their homes, and lenders may be able to avoid the costs of
foreclosure and the losses usually associated with selling a repossessed home.

Servicers of loans aim to minimize losses, and they appear to be actively working with
thousands of individual borrowers to modify their mortgages. To some extent, the
dispersed ownership of mortgages may combine with legal and accounting rules to make
successful workouts more difficult to achieve. For example, the "pooling and servicing
agreement" associated with a given securitized mortgage pool may restrict the share of
accounts that can be modified. Accounting rules that, in some cases, require substantially
modified pools to be brought back on the originator’s balance sheet may dissuade lenders
from undertaking workouts. And extensive modifications that reallocate expected cash
flows across different securities associated with the pool could trigger a review of those
securities by the ratings agencies. At the same time, if workouts are economically viable,
then an incentive exists for third parties to purchase distressed pools at a discount and to
undertake the workout process. We see these purchases taking place in the marketplace,
a development that should help to increase the number of successful workouts.

Also, local community organizations that work to promote homeownership and prevent
foreclosures have stepped up their efforts. For example, NeighborWorks America
advises borrowers about restructuring their mortgages. A survey conducted by this group
found that many homeowners do not understand that lenders also want to avoid
foreclosure. Thus, the simple step of encouraging borrowers in trouble to contact their
lenders can be very productive. The Federal Reserve and the other supervisory agencies
have encouraged financial institutions to identify and contact borrowers who, with
counseling and financial assistance, may be able to avoid entering delinquency or




foreclosure. Indeed, some lenders are being proactive in this regard--for example, by
contacting borrowers to discuss possible options well before a scheduled interest-rate
reset.

Possible Regulatory Responses

Looking forward, the Federal Reserve, other regulators, and the Congress must evaluate
what we have learned from the recent episode and decide what additional regulation or
oversight may be needed to prevent a recurrence. In deciding what actions to take,
regulators must walk a fine line; we must do what we can to prevent abuses or bad
practices, but at the same time we do not want to curtail responsible subprime lending or
close off refinancing options that would be beneficial to borrowers.

Broadly speaking, financial regulators have four types of tools to protect consumers and
to promote safe and sound underwriting practices. First, they can require disclosures by
lenders that help consumers make informed choices. Second, they can prohibit clearly
abusive practices through appropriate rules. Third, they can offer principles-based
guidance combined with supervisory oversight. Finally, regulators can take less formal
steps, such as working with industry participants to establish and encourage best practices
or supporting counseling and financial education for potential borrowers.

In the area of disclosure, the Federal Reserve is responsible for writing the regulation that
implements the Truth in Lending Act (TILA), known as Regulation Z. The purpose of
Regulation Z is to ensure that lenders provide borrowers or potential borrowers with
clear, accurate, and timely information about the terms and conditions of loans. The
Federal Reserve is also authorized to write rules; notably, the Home Ownership Equity
Protection Act (HOEPA) gives the Board the power to prohibit acts and practices in
mortgage lending deemed "unfair" or "deceptive."® Both the disclosures required by
TILA and the rules developed under HOEPA (which is part of TILA) apply to all lenders,
not just banks. In cooperation with the other federal banking regulators, the Board can
also draft supervisory guidance and back it up with regular examinations. Supervisory
guidance applies only to banks and thrift institutions, although state regulators of
nonbank lenders can and sometimes do adopt guidance written by the federal regulators.

In my judgment, effective disclosures should be the first line of defense against improper
lending. If consumers are well informed, they are in a much better position to make
decisions in their own best interest. However, combating bad lending practices,
including deliberate fraud or abuse, may require additional measures. Rules are useful if
they can be drawn sharply, with bright lines, and address practices that are never, or
almost never, legitimate. Sometimes, however, specific lending practices that may be
viewed as inappropriate in some circumstances are appropriate in others, and the
conditions under which those practices are appropriate cannot be sharply delineated in
advance. In such cases, supervisory guidance that establishes principles or guidelines is,
when applicable, probably the better approach. Guidance can be modified as needed to
apply to different situations, and thus can be a more flexible tool than rules for
accomplishing regulators’ goals,



As I noted, markets are adjusting to the problems in the subprime market, but the
regulatory agencies must consider what additional steps might be needed. The Federal
Reserve is currently undertaking a thorough review of all its options under the law.
Under its TILA authority, the Board last summer began a top-to-bottom evaluation of
mortgage-related disclosures with a series of four open hearings around the country, in
which we heard public concerns about various mortgage-related issues, including
predatory lending and the effectiveness of the currently required disclosures. Using
consumer testing, we will be working to improve the disclosures associated with
mortgage lending and to fight deceptive marketing practices. This effort will draw
heavily on our nearly-completed review of disclosures relating to open-end credit,
including credit cards, for which we made extensive use of consumer testing to determine
which disclosure formats are most effective and informative.

Of course, the information provided by even the best-designed disclosures can be useful
only when it is well understood. Accordingly, the Federal Reserve produces and
regularly updates a range of materials, including a booklet that lenders are required to
provide to potential ARM borrowers, to help consumers understand ARMs and other
alternative mortgages; and we will continue to promote financial education through a
variety of partnerships with outside organizations. Federal Reserve Banks around the
country will also continue their cooperation with educational and community
organizations that provide counseling about mortgage products and the responsibilities of
homeownership.

We are also actively reviewing the possible use of our rule-making authority to prohibit
certain specific practices. In 2001, the Board acted under its HOEPA authority to ban
several practices for high-cost loans that were determined to be unfair or deceptive, such
as loan flipping--frequent and repeated refinancing to generate fees for lenders. The
Board will consider whether other lending practices meet the legal definition of unfair
and deceptive and thus should be prohibited under HOEPA. Any new rules that we issue
should be sharply drawn, however. As lenders are subject not only to regulatory
enforcement action but possibly also to private lawsuits for redress of HOEPA violations,
insufficiently clear rules could create legal and regulatory uncertainty and have the
unintended effect of substantially reducing legitimate subprime lending. Next month, we
will conduct a public hearing to consider how we might further use our HOEPA authority
to curb abuses while preserving access to credit. We have invited people representing all
sides of the debate to present their views.

We have also used, and will continue to use, supervisory guidance to help mitigate
problems in the subprime sector. Earlier this year, the Board and other federal bank and
thrift regulators issued draft supervisory guidance to address concerns about underwriting
and disclosure practices, particularly of subprime ARMs. Many industry and consumer
groups have responded to our proposal, and we are now reviewing the comments,
Regulators in 1999 issued guidance on subprime lending and in 2001 expanded that
guidance. Last year, we issued guidance concerning so-called nontraditional mortgages,
such as interest-only mortgages and option ARMs. For both subprime and nontraditional
mortgages, our guidance has reminded lenders of the importance of maintaining sound



underwriting standards and of providing consumers with clear, balanced, and timely
disclosures about the risks and benefits of these mortgages.

The patchwork nature of enforcement authority in subprime lending--in particular, the
fact that the authority to make rules and the responsibility to enforce those rules are often
held by different agencies--poses additional challenges. For example, rules issued by the
Board under TILA or HOEPA apply to all mortgage lenders but are enforced--depending
on the lender--by one of five federal regulators of depository institutions, the Federal
Trade Commission (FTC), or state regulators. To ensure consistent and effective
enforcement, close cooperation and coordination among the regulators are essential. The
Board remains committed to working closely with other regulators to achieve uniform
and effective enforcement. We can continue to improve the sharing of information and
the coordination of some activities, such as examiner training, through the Federal
Financial Institution Examination Council, which the Conference of State Banking
Supervisors (CSBS) recently joined, as well as through other channels, such as the
CSBS’s State/Federal Working Group. We will also draw on the expertise of other
regulators as we consider changes in required disclosures and rules.

Macroeconomic Implications

The problems in the subprime mortgage market have occurred in the context of a
slowdown in overall economic growth. Real gross domestic product has expanded a little
more than 2 percent over the past year, compared with an average annual growth rate of
3-3/4 percent over the preceding three years. The cooling of the housing market is an
important source of this slowdown. Sales of both new and existing homes have dropped
sharply from their peak in the summer of 2005, the inventory of unsold homes has risen
substantially, and single-family housing starts have fallen by roughly one-third since the
beginning of 2006. Although a leveling-off of sales late last year suggested some
stabilization of housing demand, the latest readings indicate a further stepdown in the
first quarter. Sales of new homes moved down to an appreciably lower level in February
and March, and sales of existing homes have also come down on net since the beginning
of this year.

How will developments in the subprime market affect the evolution of the housing
market? We know from data gathered under the Home Mortgage Disclosure Act that a
significant share of new loans used to purchase homes in 2005 (the most recent year for
which these data are available) were nonprime (subprime or near-prime). In addition, the
share of securitized mortgages that are subprime climbed in 2005 and in the first half of
2006. The rise in subprime mortgage lending likely boosted home sales somewhat, and
curbs on this lending are expected to be a source of some restraint on home purchases and
residential investment in coming quarters. Morcover, we are likely to see further
increases in delinquencies and foreclosures this year and next as many adjustable-rate
loans face interest-rate resets. All that said, given the fundamental factors in place that
should support the demand for housing, we believe the effect of the troubles in the
subprime sector on the broader housing market will likely be limited, and we do not
expect significant spillovers from the subprime market to the rest of the economy or to
the financial system. The vast majority of mortgages, including even subprime




mortgages, continue to perform well. Past gains in house prices have left most
homeowners with significant amounts of home equity, and growth in jobs and incomes
should help keep the financial obligations of most households manageable.

Conclusion

Credit market innovations have expanded opportunities for many households. Markets
can overshoot, but, ultimately, market forces also work to rein in excesses. For some, the
self-correcting pullback may seem too late and too severe. But I believe that, in the long
run, markets are better than regulators at allocating credit.

We at the Federal Reserve will do all that we can to prevent fraud and abusive lending
and to ensure that lenders employ sound underwriting practices and make effective
disclosures to consumers. At the same time, we must be careful not to inadvertently
suppress responsible lending or eliminate refinancing opportunities for subprime
borrowers. Together with other regulators and the Congress, our success in balancing
these objectives will have significant implications for the financial well-being, access to
credit, and opportunities for homeownership of many of our fellow citizens.

Footnotes

1. This estimate is based on data from the Mortgage Bankers Association, adjusted to
reflect the limited coverage of the association’s sample. Return to text

2. Near-prime loans include those securitized in "alt-A" pools and similar loans that are
held on lenders’ books. Return to text

3. Estimates of delinquencies are based on data from First American LoanPerformance.
The rate of serious delinquencies for variable-rate subprime mortgages also reached
about 11 percent in late 2001 and early 2002. Retum to text

4. Foreclosure starts are based on data from the Mortgage Bankers Association, adjusted
to reflect the limited coverage of their sample. Return to text

5. Many mortgage brokers are subject to minimum licensing standards and bonding or
net worth criteria, but these standards and criteria vary across states. Return to text

6. For home refinance loans, the Board can prohibit practices that it finds to be
associated with abusive practices or not in the best interest of the borrower. Return to text

7. The results of the review of disclosures for open-end credit and the associated notice

of proposed rule-making will be discussed at an open meeting of the Board of Governors
on May 23, 2007. Return to text
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Menu Bill Would Order Nutritional Information

By Mariana Minaya
Washington Post Staff Writer
Wednesday, August 1, 2007; B02

Menus in Montgomery County's chain restaurants would have to list nutritional
information such as calortes, sodium and fat content under a proposal submitted
yesterday to the County Council.

"I know people don't want to be nagged," said council member George L. Leventhal (D-
At Large), the bill's sponsor. "I just think what we want to try to do is provide consumers
with more information. What they do with that information is up to them."

The proposal would require restaurants with at least 10 national locations to prominently
publish the information for standard menu items. Restaurants with menu boards would be
allowed to post only calorie counts as long as they could readily provide the other
information,

Two other U.S. jurisdictions have such requirements: New York City and King County,
Washington. The D.C. Council is considering a similar proposal.

Montgomery restaurants that already include nutritional information on menus would be
required to publish the information by Aug. 1, 2008, while other locations would have an
additional year to comply.

Restaurant representatives said the bill unfairly singles out their industry to blame for the
nation's obesity problem. And the requirement is impractical, given the limited space on
menus, they said.

"The more space we have to devote to nutritional information, the less space we have to
describe the ingredients -- the kind of information that helps customers choose what they
want to eat," said Melvin Thompson, vice president of government relations for the
Restaurant Association of Maryland.

This is not the first time Montgomery has taken a lead on health issues. In May, the
council passed a ban on trans fats in foods in restaurants, supermarket bakeries and delis,
effective next year. Four years ago, smoking in county restaurants and bars was
prohibited.

This bill is a good follow-up to other issues the county has tackled, said council member
Duchy Trachtenberg (D-At Large), who co-sponsored the bill. "I think this is another
important step to take to protect public health," she said.

The bill is meant to abate what appears to be the growing role of the food industry in
obesity rates. U.S. residents consume about a third of their calories from eating out,



according to a USDA Agriculture Information Bulletin cited in a county report. Food
from restaurants and other establishments contains more calories than food prepared in
the home and can contribute to obesity, the report said.

Thompson said the restaurant industry will lobby the council to find a compromise that is
less onerous for its businesses.

He said restaurants prefer to list nutritional information that goes beyond the three
indicators chosen by the council on Web sites or signs rather than on menus.

"We're not sure whether simply providing this information will encourage customers to
change their behavior," he said. "We've seen nutritional information on food packaging

since the early 1990s, yet during that time our obesity rates in the country have doubled.”

The council has set a public hearing on the proposal for 7:30 p.m. Sept. 18.
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