Farm Credit Administration 1501 Farm Credit Drive
McLean, Virginia 22102-5090
(703) 883-4000

INFORMATIONAL MEMORANDUM

rCa

February 2, 2005

To: Chairman, Board of Directors
Chief Executive Officer
Each Farm Credit System Institution

From: Thomas G. McKenzie, Director
Office of Examination

Subject: Report on Violations of Consumer, Borrower Rights, and Flood Insurance
Regulations

Attached is a summary report on violations of consumer, borrower rights, and flood
insurance regulations identified by Farm Credit Administration (FCA) examiners while
performing examinations of Farm Credit System institutions. This report shows trends in
the number and types of violations that have been identified in examinations over the past
5 fiscal years.

In general, the results show an increase in both the number of violations and the percent of
institutions examined where violations of some type were noted. In most cases, the
underlying and recurring cause of the violations involves oversight by loan officers,
insufficient training and understanding of the regulations, and weak internal controls.

Although corrective actions were implemented, | encourage the board and management of
each Farm Credit institution to take appropriate measures to ensure future compliance with
all applicable regulations. Management controls should be in place to detect and prevent
violations. If not already performed, periodic internal audits should be conducted and
results reported to the board or board audit committee to ensure controls are working
properly. Internal audits and your scope of review should be reassessed to reverse the
general upward trends in violations observed by examiners.

If you have any questions, please feel free to contact the Director of your respective FCA
Field Office, or Leslie Fridley, fridleyl@fca.gov, Office of Examination, at (703)883-4168.

Attachment
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Violations of Consumer, Borrower Rights,
and Flood Insurance Regulations
Identified in FY 2004 Examinations

SUMMARY REPORT

Overview

This report summarizes Farm Credit System (FCS) institutions’ violations of Regulation
Z (Truth in Lending Act), Regulation B (Equal Credit Opportunity Act), Regulation M
(Consumer Leasing Act), Regulation U (Securities Exchange Act), Borrower Rights
regulations, and Flood Insurance regulations identified in examinations conducted by
the Farm Credit Administration (FCA) during fiscal year (FY) 2004 and for the 5-year
period FY 2000 through FY 2004. During FY 2004, FCA completed examinations of 70
institutions for compliance with consumer, borrower rights, and flood insurance
regulations.

Information regarding compliance with Regulations Z, B, and M, collectively referred to
as consumer regulations, is reported by FCA to the Board of Governors of the Federal
Reserve System for its annual Report to Congress.

As shown below, over the 5-year period FY 2000 through FY 2004, FCA detected a
general increase in the number of violations of consumer, borrower rights, and flood
insurance regulations. Trends indicate an increase from just over 200 exceptions to
regulations in 2000 to nearly 300 in 2004. During the same period, an increase was
also observed in the ratio of institutions with exceptions found as a percent of
institutions examined. The types of exceptions (i.e., sections violated) generally fell into
the same categories, as described under the individual regulations later in this report.
Corrective actions were required by FCA in the institutions where violations were
identified.
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Regulation Z (Truth in Lending Act)

During FY 2004, examiners identified 19 Regulation Z violations in 11 institutions. This
was an increase in both the number of violations since the previous year and the ratio of
institutions with violations as a percent of institutions examined since the preceding
year.
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The section where exceptions were most frequently found was 12 CFR 226.18,
Content of Disclosures. Fifty-three percent (10 of 19) of the exceptions involved
incomplete or inaccurate APR disclosures. Loan officer oversight was cited as the
reason for the majority of the violations.

Of the violations identified, 68 percent have been addressed subsequently through
corrective actions by the affected institutions. Specifically, these included additional
training for lending personnel, improved internal controls, or redisclosure. The
remaining 32 percent required no corrective action.
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Regulation B (Equal Credit Opportunity Act)
During FY 2004, examiners identified 115 violations of Regulation B in 27 institutions.
This was an increase both in the number of violations since the previous year and in the
ratio of institutions with violations as a percent of institutions examined since the

previous year.
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The majority of the exceptions to Regulation B were concentrated in the areas of
monitoring information and notifications.

e Notifications (12 CFR 202.9): 57 percent (66 of 115) involved untimely notice of
adverse action, failure to provide the required disclosures, or incomplete disclosures.
Loan officer oversight, insufficient training, and weak internal controls were cited as
the reasons for the majority of these violations.

¢ Information for Monitoring Purposes (12 CFR 202.13): 32 percent (37 of 115)
involved failure to collect monitoring information and/or to make the required
determination based on visual observation or surname, or failure to retain monitoring
documentation. Insufficient training and oversight were cited as the major reasons
for these violations.
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Of the exceptions identified, 91 percent were subsequently addressed through
corrective actions by the affected institutions. Specifically, this included additional
training for lending personnel or improved internal controls. The remaining 9 percent
required no corrective action due to the nature or timing of the violation.

Regulation M (Consumer Leasing)

As in previous years, no violations of Regulation M were found. This regulation applies
to leases of personal property for personal, family, or household purposes. Most FCS
leases are for business purposes. As such, few FCS leases are subject to this
regulation.

Regulation U (Margin Credit Extended by Banks)
One violation of Regulation U was identified in examinations during FY 2004. During
the previous 4 years, examiners identified 4 violations in 3 institutions.

FCA Borrower Rights Regulations

During FY 2004, examiners identified 97 violations of borrower rights regulations in 21
institutions. This was a decrease in the number of violations since the previous year but
an increase in the ratio of institutions with violations as a percent of institutions
examined since the previous year.
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The section where exceptions were most frequent was FCA Regulation 617.7300,
When acting on a loan application, what are the notice requirements and review
rights? Sixty-three percent (61 of 97) involved incomplete adverse action notices.
Insufficient training and inadequate controls were the most frequently cited reasons for
these violations.
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Of the exceptions identified, all resulted in corrective actions by the affected institutions.
Specifically, this included additional training for lending personnel, improved internal
controls, and/or revising procedures.

Flood Insurance

During FY 2004, examiners identified 47 violations of flood insurance regulations in 13
institutions. This was a decrease in both the number of violations since the previous
year and in the ratio of institutions with violations as a percent of institutions examined
since the preceding year.
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The section where exceptions were most frequent was FCA Regulation 614.4940,
Required Use of Standard Flood Hazard Determination Form. Ninety-six percent
(45 of 47) involved failure to make the flood determination; thus, the required standard
form was not used. Lender oversight was cited as the most frequent cause of the
violation, followed by lack of adherence to policy and procedures.
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Flood Insurance Regulations Most Frequently Cited
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Of the exceptions identified, all were subsequently addressed through corrective actions
by the affected institutions. Specifically, this included revised procedures, additional
training for lending personnel, or correction of the violation.
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