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ILC’s—A REVIEW OF CHARTER,
OWNERSHIP, AND SUPERVISION ISSUES

Wednesday, July 12, 2006

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:00 a.m., in room
2128, Rayburn House Office Building, Hon. Spencer Bachus [chair-
man of the subcommittee] presiding.

Present: Representatives Bachus, Royce, Lucas, Kelly, Gillmor,
Biggert, Miller of California, Hensarling, Garrett, Brown-Waite,
Barrett, Pearce, Neugebauer, Price, McHenry, Sanders, Maloney,
Sherman, Meeks, Moore of Kansas, Carson, Ford, Crowley, McCar-
thy, Baca, Green, Clay, Matheson, and Frank.

Chairman BACHUS. Good morning. The Subcommittee on Finan-
cial Institutions and Consumer Credit will come to order.

At today’s hearing, which was requested by Mr. Leach, we will
examine the charter, ownership, and supervision aspects of Indus-
trial Loan Corporations, more commonly known as ILC’s. The hear-
ing is not about a particular piece of legislation, nor is it in re-
sponse to legislation, nor will we be reviewing legislation in antici-
pation of a markup. It’s simply about ILC’s, their structure, and
their regulation.

Today, there are 61 ILC’s in 7 States, with $155 billion in assets,
and $110 billion in deposits. Although the insured deposits of ILC’s
has grown by over 500 percent since 1999, those deposits represent
less than 3 percent of the FDIC’s total insured deposits.

Utah is home to 33 ILC’s with approximately $120 billion in as-
sets; Merrill Lynch Bank is the largest with $66 billion. California
is next, with 15 ILC’s and $17 billion in assets. Most ILC’s are
owned by financial service companies such as Citigroup, Morgan
Stanley, and American Express. Others like GE Capital and GMAC
Commercial are within the financial arm of a larger corporate orga-
nization. ILC’s owned by BMW and Volkswagen support the hold-
ing companies’ commercial business. Target Corporation, the re-
tailer, has Target National Bank in Utah.

ILC’s originated in the early 1900’s as small, State-chartered
loan companies serving industrial workers who were unable to bor-
row from commercial banks. Since then, the ILC industry has expe-
rienced significant asset growth and has evolved from small, lim-
ited purpose institutions to a diverse industry that includes some
of the Nation’s largest and most complex financial institutions.

o))
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In 1982, Congress made ILC’s eligible for Federal Deposit Insur-
ance Corporation insurance, becoming subject to FDIC supervision
as well as State regulation. In general, ILC’s may engage in the
same activities as FDIC-insured depository institutions. ILC’s offer
a full range of loans, such as commercial, consumer and residential
real estate, and small business loans.

However, because of the restrictions in Federal and State laws,
ILC’s do not accept demand deposits or checking accounts but do
offer NOW accounts which give the depository institution the right
to require at least 7 days notice prior to withdrawal. Like other de-
pository institutions, ILC’s may export their home State’s interest
rates to customers living elsewhere and must comply with the
Bank Secrecy Act, Community Reinvestment Act, and various con-
sumer protection laws.

In short, ILC’s are subject to the same State banking supervision
and FDIC oversight as State banks. Nonetheless, owners of ILC’s
do not have to be bank holding companies subject to the Federal
Reserve’s consolidated supervisory authority.

Instead, the FDIC has employed what some call a bank-centric
supervisory approach that primarily focuses on isolating the in-
sured institution from potential risk posed by holding companies
and affiliates rather than assessing these potential risks systemati-
cally across the consolidated holding company structure.

In addition, the Securities and Exchange Commission oversees fi-
nancial conglomerates known as Consolidated Supervised Entities,
several of which own one or more large ILC’s, although their main
business is in the global securities market. Moreover, in any in-
stance where an ILC and a savings association are affiliated in a
corporate structure, the holding company is a savings loan holding
company subject to regulation by the OTS. In fact, I believe that
70 percent of the assets of ILC’s are regulated by the OTS.

Some argue that this regulatory structure for overseeing ILC’s
may not provide adequate protection against the potential risks
thz(ijt holding companies and non-bank affiliates may pose to an
ILC.

Another area of concern about ILC’s is the extent to which they
can mix banking and commerce through the holding company
structure. A special exemption in current banking law permits any
type of company, including a commercial firm, to acquire an ILC
in a handful of States. For some, this is the crux of the issue.

I'm sure the separation of banking and commerce will be dis-
cussed in today’s hearing. There is also likely to be a debate over
the fairness of excluding some commercial firms from owning or
controlling ILC’s after other very similar firms are already engaged
in the ILC structure.

In closing, I would like to again thank Mr. Leach, and to thank
the Ranking Member, Mr. Frank, as well as Congressman Gillmor,
Congressman Royce, and Congressman Matheson for all of their ef-
forts, and for helping us with today’s hearing. They are strongly
committed to reviewing these issues, and I look forward to working
with them and members of this subcommittee as we examine ILC
charters.

The Chair now recognizes Mr. Frank, the Ranking Member of
the Full Committee.
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Mr. FRANK. Thank you, Mr. Chairman. I know that our colleague
from Ohio had some other obligations at a markup and I would be
prepared to defer to him if he was under the gun to get out.

Chairman BAcHUS. Thank you. In fact, Mr. Frank had extended
that offer, Mr. Gillmor, and I wanted him to be able to do so as
opposed to me.

Mr. GILLMOR. Thank you.

Let me thank the ranking member for doing that. I have a mark-
up on two of my bills in another committee so I appreciate that.
And I want to thank you, Chairman Bachus, for calling this impor-
tant hearing today and for your interest in taking steps to address
this important policy area.

We could not be having this oversight hearing at a more critical
time. Currently, the FDIC has 14 pending ILC applications for de-
posit insurance, including applications from some of the largest
commercial companies in America. In the past year or so, such di-
verse commercial firms as Cargill, Daimler-Chrysler, Wal-Mart,
and Home Depot have come to the conclusion that they should own
and operate a bank. The problem is that they want different and
more lenient rules than other companies that own banks.

I think there are many important policy questions at work here
but it’s my belief that Congress is at a crossroads in financial serv-
ices regulation. Do we choose to eliminate the historic separation
between banking and commerce which has allowed us to avoid the
economic pitfalls of Germany and Japan, for example? And if Con-
gress chooses to make that decision, should we make it openly and
explicitly rather than simply allowing a loophole in bank law to
continue?

Logically, you can’t support the use of the ILC loophole without
repealing the Bank Holding Company Act that applies to other
banks. And hardly anyone would support that position due to the
dangers it poses to our financial system. My friend and colleague,
Barney Frank, and I have worked on this issue for several years.
We know there’s no silver bullet or clean fix but we do believe
there’s a sensible approach to begin to answer this question.

Earlier this week, Congressman Frank and I introduced a com-
prehensive ILC reform bill. H.R. 5746 would allow the FDIC to act
as a consolidated regulator of ILC parent companies, limit the busi-
ness activities of certain commercially-owned ILC’s and, most im-
portantly, establish a cutoff date for commercially-owned ILC’s so
that Congress can evaluate whether or not to explicitly permit the
world’s largest retailers to operate full-service national banks.

It’s my hope that the future of this charter option will be closely
examined by our colleagues on this committee, and I look forward
to continuing to work with Chairman Oxley, Chairman Bachus,
Ranking Member Frank, my colleague Mr. Leach, and others to
make prudent decisions at this fork in the road, and I yield back
and I appreciate you yielding.

Chairman BacHUS. Mr. Frank?

Mr. FRANK. Thank you, Mr. Chairman.

The issue, we should be clear, is not, in my mind, and I think
in the mind of my colleague who just spoke, whether or not we cur-
tail the ILC model. It is with a limited class of the ILC’s—those
that are primarily non-financial. The legislation and the approach
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that Mr. Gillmor and I have taken borrows from the Gramm-
Leach-Bliley approach, the 85 percent, 15 percent metric that says
if you're 85 percent financial, you go ahead.

What concerns me is the problem of those entities that are not
at all banks owning a bank and the conflicts that are there. Now,
it is true when we abolished Glass-Steagall and promoted or recog-
nized, after the fact, the merger, in effect, of banking and securi-
ties, there were some concerns about leveraging and tying.

What drove that was the increasing convergence, for a variety of
reasons, of the various aspects of the financial services industry,
and there were some concerns and some efforts were made to try
and limit those problems. I don’t see any reason to take that as a
precedent for, in effect, throwing open the ownership of banks to
entities that are entirely non-financial.

In fact, if we were to go ahead and say, okay, everybody into the
pool, you would now have an open season, I guess, for manufactur-
ers, retailers, anybody else, contractors, to own what was in effect
a bank. And at that point I'm not sure what value would be served
by other restrictions we have.

The other day, I was watching a rerun of, “Are You Being
Served”, the British comedy about the department store. And Mrs.
Slocombe had been dispossessed from her house so she was being
given temporary quarters in the home furnishings department of
the department store and she felt somewhat exposed to the ele-
ments.

So they found a fake door and side panels and put it up in front
of her bed so she felt like she was in her house. And then when
people came to visit, she would make them come through the door,
but the door extended only so far, and on both sides of the door
there was wide open space.

It seems to me we're on the verge of doing that with ILC’s. I
mean, we have all these restrictions that apply if you want to be-
come a bank but it will be like the door to Mrs. Slocombe’s apart-
ment because if you want to just own an ILC, you just ignore those
and go in anyway.

And here are the problems. This is not artificial. I spoke with the
people at Home Depot, a very well-run company. Home Depot is in
the district of one of our colleagues who speaks highly of it. I don’t
doubt their integrity for a minute. Here are the inherent problems.

Home Depot says they’re going to buy a bank, and I spoke with
them. Now, they have a bank which would have an ongoing rela-
tionship with a contractor. If you’re a contractor and you have this
ongoing relationship, you have a leg up in getting loans for the
work you would be doing. People want to have that relationship.

Home Depot says, however, even though the contractor would
want to have that relationship with the bank which Home Depot
owned, that there would be no pressure whatsoever on that con-
tractor to buy from Home Depot, as opposed to somebody else.

Well, I am sure there are trusting souls who will believe that,
and it may even be true, but it is exactly the kind of conflict of in-
terest that we set up walls to prevent. The notion that I'm a con-
tractor and I have an interest in Home Depot continuing to give
me this relationship but it’s not going to affect where I buy things
is tenuous.
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You also have this: 'm a homeowner and I want to get a loan
so I can do some substantial renovation or repair in my house.
Now, I know that if I go to the Home Depot-affiliated contractor,
I get a better chance of getting a loan. Not only that, but if I'm the
bank, now owned by Home Depot, and someone comes to me for a
loan, I have two ways in which I make a profit. One, on the repay-
ment of the loan, but also I understand that if I lend to this indi-
vidual, he or she may buy a large amount of things from my owner.

And people have said, well, yes, but that’s the kind of tie-in that
we can prevent. Yes, you can theoretically prevent some of these
things but I do not think in practice we ought to create all these
problems for the regulators to have to deal with. I think trying to
police those relationships on an ongoing basis really would require
a degree of intrusive regulation and excessive regulation that’s in
no one’s interest.

What we are talking about is protecting the integrity of the deci-
sions made by banks. They should be made based on the profit-
ability of the loan, and solely on that. When you have a wholly un-
related entity owning the bank, and when that entity can make a
profit because the loan is made, because the making of the loan
will not only help the bank but will significantly help the owner of
the bank, I think the integrity or the purity of that decision is
somewhat impugned.

And that’s why I believe that in the future we should go with an
85-15 percent test. I would say in closing that if we don’t do that,
it seems to me what we will then have is the notion that there is
something where we have some kind of special status for banks
where they are insulated from the other pressures in terms of the
loans they make that will simply disappear because if ILC’s char-
ters are freely granted, no matter who the owner is, retailer, con-
tractor, manufacturer, racetrack owner, whatever, then I think we
have a serious set of regulatory problems that we should not cre-
ate.

Chairman BAcHUS. Thank you. At this time, I'll recognize the
senior member of the Financial Services Committee, Mr. Leach, for
his opening statement.

Mr. LEACH. Thank you very much, Mr. Chairman.

I want to express my personal admiration for all you've been
doing in this Congress on banking issues. I'm deeply impressed and
I appreciate your inviting me to come today to your subcommittee.

It’s self-evident that Congress must act to revamp the regulatory
oversight of ILC’s. The simplest and most comprehensive approach
is to require that an ILC become a financial holding company obli-
gated to comply with all of the conditions, requirements, restric-
tions, and limitations that apply to a financial holding company
under the Bank Holding Company Act.

This approach, which I have introduced in this Congress as H.R.
3882, is the exact bill I have introduced to numerous prior Con-
gresses dating back to the 1990’s. It was initially objected to be-
cause ILC’s were considered small irrelevant footnotes in American
finance. But as Chairman Bachus has just noted, the ILC industry
has experienced significant growth over the past several decades.
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Now, more behemoth commercial companies are pressing the
commerce banking envelope and this trend is likely to escalate and
include greater numbers of foreign actors.

As this Congress well understands, Congress has explicitly for-
bidden banks from engaging in commercial endeavors. Implicitly, it
is irrational to think that a commercial company, by buying or es-
tablishing a banking-like institution such as an industrial loan
company, should be able to do what Congress prohibited in reverse.
What was prohibited in one direction should not be sanctioned in
another.

There are four broad attempts of financial modernization legisla-
tion known as Gramm-Leach-Bliley: one, to enhance three-way
competition between the banking, securities, and insurance indus-
tries; two, to create functional regulation by category of activity;
three, to establish a principal umbrella regulator to ensure that
regulatory cracks are filled; and four, to curtail regulatory arbi-
trage at the Federal level.

This fourth point is seminal to the discussion at hand. In devel-
oping compromises to make Gramm-Leach-Bliley possible, I fully
understood that private sector industries had rival interests and
that maximization of profit was a respectable motivation in a free
market economy. But I was continually surprised at the intensity
of bureaucratic rivalries and had minimal respect for the maxi-
mization of power motivation of public sector institutions.

It is in this context that I'm concerned that regulatory power ri-
valry may resurface in the ILC issue. As a primary Federal regu-
lator of ILC’s, the FDIC has the potential to empower commercial
companies and, in so doing, aggrandize its own regulatory jurisdic-
tion. But Congress’s goal in GLB was to protect the public interest
by establishing cooperative rather than confrontational relation-
ships between regulators.

Although the FDIC is critically important in the Federal regu-
latory regime, it is not intended to be an exclusive authority. The
Congress concluded in GLB that consensus institutional decision-
making was vastly preferable to regulatory arbitrage.

In an extensive review I requested last year, the General Ac-
counting Office pointed out that when the Federal Reserve is de-
prived of a regulatory role, significant gaps in oversight can occur.
The FDIC, after all, has limited experience in holding company
oversight and, vastly more importantly, lacks the legal right to re-
view the financial well-being of holding companies.

Under a Bank Holding Company Act framework, from which
ILC’s are currently shielded, the Federal Reserve is empowered to
establish consolidated capital requirements to ensure that holding
companies are a source of financial strength for a subsidiary bank.

Under the Bank Holding Company Act, commerce and banking
cannot be merged. Where financial companies have holding compa-
nies, the Federal Reserve has broad enforcement authority. It can
issue cease and desist orders, impose civil penalties, and order a
holding company to vest non-bank subsidiaries if it determines that
ownership of the subsidiary presents a risk to the financial safety,
soundness, or stability of an affiliated bank and is inconsistent
with sound banking principles.
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Corporate parents of ILC’s are not subject to these requirements.
In our marked economy, seldom is short-term viability a guarantor
of long-term financial strength. Without the safeguard controls that
exist under the Bank Holding Company Act, it’s problematic for the
government to prevent deficiencies and damage to the Federal safe-
ty net.

More profoundly, it’s problematic to envision the consolidation of
ownership and other changes in the nature of our economy which
will occur if banking and commerce are integrated. There is, after
all, a catch-22 dilemma in allowing commercial companies to own
federally-insured financial institutions such as ILC’s. Commercial
companies which are weak or become weak could easily develop
conflicts that jeopardize the viability of a federally-insured institu-
tion. On the other hand, those which are strong could too easily
precipitate chain reaction consolidations of ownership or tilt the
competitive marketplace in anticompetitive ways.

Finally, a note about the bizarre circumstance that ILC’s are lim-
ited by law to only a handful of States. The effect of this legal situ-
ation is that the specially empowered States have a vested interest
in approving ILC charters which may be foreign as well as domes-
tic—

Chairman BAcHUS. Mr. Leach, you could—

Mr. LEACH. I have just about 1 more minute if that’s all right
with the Chair.

Chairman BACHUS. You can stay on.

Mr. LEACH.—despite the fact that certain charters might fly in
the face of Federal precedent and good government practices. The
concentration of ILC’s in a few States has the effect of taking jobs
from the majority of States as well as the prospect of changing the
nature of the American economy.

In conclusion, let me stress that due to aspects of current eco-
nomic circumstance and the obligations of Congress with regard to
financial industry supervision, the United States today confronts
unprecedented challenges. The twin fiscal and trade deficits are
compounded by war on several fronts. It has eroded support for
America and the world and by an escalation in petroleum prices
which constrains the disposal income of the American family and
thus GDP in general.

This is why a straightforward, comprehensive approach of requir-
ing an ILC to become a financial holding company with all of the
obligations implicit in the Bank Holding Company Act is so pref-
erable to the compromise approaches on the table.

Thank you, Mr. Chairman.

Chairman BacHUS. Thank you, Mr. Leach. Mr. Sanders?

Mr. SANDERS. Thank you, Mr. Chairman.

Let me concur with Mr. Leach, and praise him for the work that
he has done on this issue. Also, Mr. Chairman, I would like to ask
unanimous consent that the statements of the National Community
Reinvestment Coalition and the Sound Banking Coalition be in-
cluded in the record of this hearing.

Chairman BACHUS. Without objection.

Mr. SANDERS. Thank you.

Mr. Chairman, this is an important hearing. Thank you very
much for holding it. What we are examining today is an enor-
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mously important issue and that is whether we continue our coun-
try’s strong tradition of separating banking from commerce or do
we allow a loophole in current law to expand that could permit re-
tailing giants like Wal-Mart and others to own banks all across
America.

Mr. Chairman, let me be clear that I am strongly opposed to al-
lowing Wal-Mart and other non-banking conglomerates to receive
industrial loan charters. In that regard, I have co-signed a letter
authored by Mr. Gillmor and Ranking Member Frank urging the
FDIC to impose a moratorium on approving any ILC applications
owned by commercial firms. I am glad that Douglas Jones from the
FDIC is here today and I hope that he will be receptive to imposing
this moratorium.

If Wal-Mart, Home Depot, and other large corporations are al-
lowed to become ILC’s, they will be granted similar privileges as
regular banks without the same regulatory oversight. This is wrong
and could have very serious ramifications to our economy, particu-
larly in rural areas.

According to a study by Iowa State University, up to 47 percent
of local retailers in some small towns are forced out of business
within a decade after Wal-Mart opens up a store in their area—
up to 47 percent. But that figure could skyrocket even higher if
Wal-Mart is allowed to own banks in thousands of their stores all
across this country.

First, Wal-Mart would drive many small community banks in
rural areas out of business. Then Wal-Mart may refuse to lend to
their local competitors, forcing them to close their doors. This could
provide Wal-Mart with monopoly control over small towns through-
out this country. And in that regard, Mr. Chairman, I would like
to quote from the statement of the National Community Reinvest-
ment Coalition.

This is what they say, and I quote: “Mixing banking and com-
merce imperils safety and soundness because it eliminates a bank’s
impartiality. A bank with a commercial affiliate will not base its
lending decisions on sound underwriting criteria. Instead, it will
favor its affiliate and cut off credit for its competitors. The bank
will also be tempted to finance its affiliates’ speculative and risky
ventures. With a bank the size of Wal-Mart or Home Depot, the
end result is a significant reduction in credit for independent small
businesses and an increase in financing for the bank’s affiliate re-
gardless of the risk it produces”.

Mr. Chairman, small businesses and community banks are the
backbone of our rural economy. In my opinion, we must not jeop-
ardize the very survival of these businesses by expanding the ILC
loophole.

Mr. Chairman, on this issue I am in complete agreement with
the Independent Community Bankers of America, the United Food
and Commercial Workers, the National Grocers Association, the
National Association of Convenience Stores and the National Com-
munity Reinvestment Coalition. We must end the ILC loophole
once and for all.

To that end, I want to commend Mr. Leach for his legislation
that he has recently introduced to close the ILC loophole by requir-
ing any company that owns or would like to own an ILC to sell off
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their non-financial activities. This legislation would also require
ILC’s to undergo the same regulation and supervision by the Fed-
eral Reserve that applies to all other banks. I am convinced this
is the correct approach to take.

However, I also understand that Mr. Gillmor and Mr. Frank
have introduced compromise legislation that would, among other
things, prohibit commercial firms from acquiring industrial banks
effective June 1, 2006. I applaud Mr. Gillmor and Mr. Frank for
introducing this legislation and look forward to working with them
as the chairman on this extremely important issue.

The separation of banking and commerce has served our country
well. We must keep the separation intact by passing either the
Leach bill or the Gillmor-Frank bill.

I thank the Chair and I look forward to hearing from our wit-
ness.

Chairman BAcHUS. Thank you, Mr. Sanders. We have nine other
members who want to make opening statements and I'm going to
suggest—we have two of those members who were among the mem-
bers that actually made the written request for the hearing, and
that’s Mr. Royce and Mr. Matheson. And I would not want to limit
their time, but if we could have an agreement—I don’t know—Mr.
Matheson, Mr. Royce, how long are your opening statements? How
long are they?

Mr. RoYCE. I'd say—would 4 minutes be fair?

Chairman BAcHUS. Four or five—if it’s—if the other members
would consent to giving them their full 5 minutes, letting the other
members have 2 or 3 minutes, try to limit theirs to—

Mr. SHERMAN. Sounds good.

Chairman BAcHUS. And if you all will agree, I would like to rec-
ognize them next as the requesting members, and go to Mr. Royce,
then to Mr. Matheson and then we’ll go back to the regular order.

Mr. RoyCE. Thank you very much, Mr. Chairman. I appreciate
that and I thank you again for holding this hearing to review the
charter and ownership and supervision issues related to ILC’s. And
I'd also like to thank our—I think we’re going to have a total of
10 witnesses today—for their testimony this morning.

While ILC’s have been in existence, I guess, for about 100 years,
it is only recently that the charter has gained a great deal of atten-
tion and I believe a review of that charter is a healthy exercise for
this committee. In fact, I've called for such hearings many times in
the past.

Industrial Loan Companies are regulated in a similar manner to
all other federally-insured depository institutions. For example,
they are subject to the same minimum capital and prompt correc-
tive action provision as any other bank we’re familiar with in this
committee.

Some critics have expressed concern that an ILC might be used
to subsidize a parent company’s cost of capital. However, the rules
for dealing with affiliates first prescribed in Sections 23A and 23B
of the Federal Reserve Act apply to all FDIC-insured and deposi-
tory institutions. This means that an Industrial Loan Company’s
relationship with any affiliates is subject to very strict rules.

Under Section 23A, an ILC’s total covered transactions with any
affiliate cannot exceed 10 percent of the bank’s capital. The ILC’s
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total covered transactions with all affiliates combined cannot ex-
ceed 20 percent of the bank’s capital. With few limited exceptions,
covered transactions must be fully secured with qualifying capital
and an ILC cannot purchase a low quality asset from an affiliate.

Under Section 23B, an ILC must deal with an affiliate on mar-
ket, in other words, at arms-length, in terms of arms-length terms.
An ILC cannot, as a fiduciary, purchase securities or other assets
from an affiliate unless otherwise permitted by statute or court
order. The ILC cannot, as principal or fiduciary, purchase par-
ticular securities while an affiliate is a principal underwriter for
those securities. And, lastly, neither the ILC nor its affiliate may
publish any advertisement or make any agreement stating or sug-
gesting that the ILC shall in any way be liable for the obligations
of its affiliate.

Other critics have suggested that the ILC regulatory structure is
deficient because some ILC parents are not subject to supervision
at the holding company level. In the past, the FDIC and the State
banking regulators with oversight of ILC’s have suggested that
they have sufficient powers to regulate the parent-ILC relationship.
I'm interested to hear more about this concern from our witnesses
this morning.

Furthermore, I'd like to introduce into the record a letter from
SEC Chairman Cox in which he outlines the Commission’s powers
and authority under the Consolidated Supervised Entity regime.
An overwhelming majority of total ILC assets are subject to the
Consolidated Supervised Entity regime to supervision under this
and from regulators such as the SEC and the OTS.

Mr. Chairman, thank you again for holding this hearing and I
look forward to hearing from our witnesses.

I yield back.

Chairman BAcHUS. Thank you, Mr. Royce. And I indicated—I
want to correct myself. I had indicated that Mr. Matheson and Mr.
Royce actually requested this hearing. They did not request this
hearing. What they requested was that, if this hearing was held,
they be allowed to participate in the suggestions for witnesses and
the structuring of the hearing. So I wanted to make that qualifica-
tion.

Mr. Matheson.

Mr. MATHESON. Thank you, Mr. Chairman, for holding this hear-
ing on the industrial bank charter and the framework in which in-
dustrial banks are regulated at the State and Federal level. It’'s my
hope that this hearing is going to be a constructive opportunity for
the subcommittee to focus on factual information and legitimate
policy issues regarding the regulation of ILC’s.

And I hope members of the committee will set aside preconceived
notions and take the time to listen and learn about the supervision
of ILC’s rather than discussing issues outside the direct scope of
this hearing, such as bills introduced by ILC opponents or applica-
tions for ILC charters not approved or even accepted by the State
banking regulator. I think members will come to value the competi-
tion of benefits these institutions provide to millions of consumers
and business around the country.

I hope the members will learn in this hearing what ILC’s are and
what they are not. While many critics and competitors of ILC’s
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argue that these institutions are not subject to comprehensive reg-
ulation, they are in fact subject to not only regulations and super-
vision by their respective State banking regulators but also by the
FDIC and, in many cases, subject to consolidated holding company
regulation by the Office of Thrift Supervision and the SEC.

Industrial banks are subject to all the Federal banking laws that
apply to other FDIC-insured State charter banks, including con-
sumer protection requirements, restrictions on transactions with
affiliates, depository reserve requirements, safety and soundness
requirements, and Community Reinvestment Act requirements.

Some ILC competitors have argued that these banks pose a
threat to the safety and soundness of the national banking system.
As a group, industrial banks are better capitalized and better rated
than other banks. Former FDIC Chairman Powell asserted that
ILC charters, “pose no greater safety and soundness risk than
other charter types.” And in fact, the much-mentioned report
issued by the Government Accountability Office last year said that,
“from an operations standpoint, ILC’s do not appear to have a
greater risk of failure than other types of depository institutions.”

Those who criticize ILC’s also argue that these banks allow for
the inappropriate mixing of banking and commerce. ILC’s cannot
engage in any activity not approved by their regulator, nor can
they engage in any activity not permitted for other insured deposi-
tory institutions. They’re subject to Sections 23A and 23B of the
Federal Reserve Act which severely restricts transactions between
a bank and its parent company.

The fact is that it’s questionable if there is a bright line now be-
tween banking and commerce. Gramm-Leach-Bliley Act actually
liberalized the ILC charter and authorized commercial banks to en-
gage in a number of formerly prohibited non-banking commercial
activities.

Finally, there are those who claim that ILC’s exist only by virtue
of a loophole. It is, in fact, the law that allowed the formation of
ILC’s almost 100 years ago, and it is the law that has allowed the
33 active industrial banks operating in Utah and holding over $120
billion in assets to do well in a competitive market today.

ILC opponents claim that a loophole exempts these banks from
bank holding company regulation by the Federal Reserve. In fact,
Congress expressly exempted the parent companies of industrial
banks from the Bank Holding Company Act with the enactment of
the Competitive Quality Banking Act in 1987. The exemption was
debated before it was enacted, and Congress hasn’t modified the
exemption since it became law almost 20 years ago.

So in closing, Mr. Chairman, I do want to thank you for holding
this hearing today. I hope that the facts speak for themselves and
I hope that when the hearing is over, members will have a better
appreciation for the facts surrounding industrial banks, including
their strong record of effective regulation by State and Federal
Governments, their history of industry success, and their role in
providing greater competition and efficiency to our economy.

I yield back my time.

Chairman BacHUS. Thank you, Mr. Matheson. Mr. Pearce.

Mr. PEARCE. Thank you, Mr. Chairman.
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Just briefly, being from a rural State—a vast rural State with
lots of dirt between voters—my greatest concern is that consolida-
tion tends to argue or work against the small rural States. Consoli-
dation always—and funds should always seek the highest rates of
return. The rates of return on loans and investments in New Mex-
ico will never be what they are in Washington, D.C. The price of
one of the houses along the Potomac could probably buy all of the
homes in some of the counties in my district; that does not mean
that we should not have access to capital and consolidation leads
to a limitation and non-availability of capital in those area of low
rates of return.

As we look at the world and the Nation’s economy, we must be
aware that our economy cannot thrive and survive with just 20 or
30 large metropolitan areas. We do need to be aware of the areas
where small rural banks will invest in their local economies but
never get the rates of return that could be achieved in other areas.
So I'm greatly concerned about that.

On the other side of the fence, business, and Wal-Mart specifi-
cally, because they seem to be the focus of this discussion, deserve
fairness. They deserve predictability and I arrive at the same con-
clusion that Mr. Gillmor did, that it’s time for a very thorough look
at the entire way that we are granting charters, the way that we're
doing banking, the way that we’re doing the ILC’s in this country.
It’s way overdue to look at the way that regulators are affecting the
situation.

So I appreciate you having this hearing. Thank you, Mr. Chair-
man.

Chairman BAcHUS. Thank you, Mr. Pearce. Mr. Sherman, thank
you; we appreciate your patience.

Mr. SHERMAN. Thank you, Mr. Chairman. I want to join the gen-
tlemen from Ohio, Massachusetts, Iowa, and Vermont, and asso-
ciate myself with their statements.

As so many have stated, we cannot and should not mix banking
with commerce. Because I strongly believe in the importance of
maintaining that separation, I have opposed the Wal-Mart ILC ap-
plication. Quite a number of members of this committee signed a
letter on December 15th to the FDIC asking for a moratorium on
new approvals for new commercially-owned ILC’s until the FDIC
board was fully constituted.

Quite a number of us also joined in a June 8th letter to the FDIC
asking for a moratorium on new approvals for new commercially-
owned ILC’s until Congress gets a chance to consider this matter.
By consider this matter, I would think not only hold this particular
subcommittee hearing, but actually consider the legislation put for-
ward by Mr. Leach or the bill put forward by Mr. Frank and Mr.
Gillmor.

Without objection, I'd like to put those two letters into the record
of this hearing.

Chairman BAcHUS. Without objection.

Mr. SHERMAN. We took a giant step when we passed Gramm-
Leach-Bliley and said that the walls that separated banking from
other financial activities would be swept aside. I think that it is
best for us to see how our economy reacts to that dramatic change
before we allow the ILC’s to go from a real small part of our econ-
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omy to a new device to break down all the walls between banking
and commerce.

We ought to see how Gramm-Leach-Bliley works, how this mas-
sive expansion of the activities that can be linked with banking
works before we go down the road of the Japanese model of linking
banking and finance. It is important that capital be allocated fairly
and efficiently, especially if that capital is created through Federal
insurance. And as Mr. Frank pointed out, there is certainly the
risk that an ILC will favor its parents, suppliers, customers, or po-
tentlifal customers and, in some cases, perhaps its parent entity
itself.

So I look forward to not only these hearings but hopefully a
markup of legislation, and I would hope that the FDIC would take
no action until Congress has a chance to consider such legislation.

I yield back.

Chairman BacHUS. Thank you. Mr. McHenry.

Mr. McHENRY. Thank you, Mr. Chairman. Thank you for holding
this hearing. I appreciate the opportunity for us to discuss in this
Congress the future of the Industrial Loan Corporations.

This has been a growing interest in commercial enterprises en-
tering the insured banking business and this has resulted in a sig-
nificant increase in ILC assets over the last 20 years. The mount-
ing concern that comes from this growth is certainly justified but
while it supports the competitive spirit intrinsic in expansion, it’s
imperative that we don’t allow a competitive advantage or dis-
advantage to take hold in the marketplace.

And as public policymakers, it’s important that we achieve that
balance so that there is competition within the marketplace, that
there are no public policy advantages or disadvantages given to dif-
ferent sectors. And so I think it’s important that we have a very
balanced approach when it comes to ILC’s.

And as someone who has not made my mind up in regards to
how we approach this or what the proper approach is, rather, I
think it’s important that we, here in Congress, listen to what we
can come up with from the two wonderful panels we have here
today and through ongoing discussions about the best way to ap-
proach this to achieve a proper balance in the marketplace.

So, Mr. Chairman, thank you so much for taking the time to
have this hearing. I appreciate the panelists being here today as
well as a small crowd.

Mrs. KELLY. [presiding] Thank you, Mr. McHenry.

Mr. Moore.

Mr. Moore, you have no opening statement?

Ms. Carson, do you have an opening statement?

Ms. CARSON. I do not have an opening statement but I would like
to request that my statement—go into the record for—

Mrs. KELLY. Yes. So moved. Mr. Crowley?

Mr. CROWLEY. I thank the gentlelady for yielding and I appre-
ciate the committee holding this important hearing today on Indus-
trial Loan Corporations.

First, let me say that while I may disagree with the ranking
member of the Full Committee on this particular issue, I believe
he has not tried to demagogue this issue or some of the corpora-
tions at play, but has a true philosophical opposition to the expan-
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sion of ILC’s. I respect his opinion as much as I respect him, but
on this issue we disagree.

I support ILC’s because I do not believe they present any risk to
the safety and soundness of our Nation’s banking system. They will
provide greater competition in the marketplace for consumers and
because I fear that an idea that should be debated in a rational
way may be being argued by some opponents using a major Amer-
ican retailer as a sort of evil face of ILC’s.

With respect to the safety and soundness issue, there’s been no
evidence presented to me to date of an ineffectiveness or weak su-
pervision by the FDIC or current ILC’s as some claim. Further-
more, current ILC’s operating have posted no risk, either individual
or systematic, to the Nation’s banking system.

Secondly, ILC’s will also provide greater competition in the Na-
tion’s banking system which is, I believe, a positive. These ILC’s
will provide greater competition to the banking industry which will
also help consumers. In fact, some opponents of ILC’s happen to be
the chieftains of capitalism arguing essentially that they oppose
ILC’s for the fear of new competition they will bring.

And finally, I fear that an idea that should be debated on its
merits, whether we should expand ILC’s or not, and on which both
sides have reasonable arguments, some people are using this issue
as a red herring of sorts to beat up on a particular retailer or re-
tailers, trying to obtain FDIC permission to create an ILC.

Some argue that some of these retailers are bad on other issues
and this should be used as a stick to punish them. But I think,
while appreciating their arguments and not necessarily disagreeing
with some of their arguments, that their overall argument is
flawed, and that allowing an ILC to continue will provide new com-
petition and help the very people these groups represent.

But again, I am pleased that we’re having this hearing so that
we may discuss the issues of ILC’s and Congress’s role and wheth-
er we should stop them or not. And before I yield back, I've been
asked by Mr. Matheson if I would enter into the record a letter
from the Office of Thrift Supervision, Department of the Treasury,
into the record, Madam Chairwoman.

Mrs. KELLY. So moved.

Mr. CROWLEY. And with that, I yield back the balance of my
time.

Mrs. KELLY. Thank you. Actually, I'm next on the list so I'm
going to make an opening statement.

I want to echo my colleagues’ concerns about safety and sound-
ness with regard to ILC’s. I've always been concerned that ILC’s
represent a dangerous exception to our banking laws by placing a
disproportionate share of our Nation’s financial assets into small
State regulators with a financial interest in attracting business
away from established regulatory centers like New York or Chi-
cago.

Wall Street firms are regulated by the SEC and the FDIC as well
as State regulators and when you look at the number of people in—
the number of ILC’s in Utah, it’s a small State. The ILC’s are
growing and I'm concerned that the Utah banking department
doesn’t have the resources to accomplish its regulatory job.
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I'm very concerned that the entire list of the staff of the Utah
financial institution department can fit on one page, in large type.
I'm asking the committee to place that page in the record so the
public can know how small the Utah ILC regulatory force is.

In New York State, there’s 438 examiners for a level of $900 mil-
lion assets for each examiner. In Utah, there are 36 examiners for
a level of $3.1 billion in ILC assets alone per examiner, and that
does not include all the small banks and credit unions in the State
that also need regulation. I wonder if that’s going to be enough reg-
ulation and I'm very concerned about whether the regulation is
enough to hold the safety and soundness issues that we are con-
cergled with back from being a problem in the States that have the
ILC’s.

So I will, with unanimous consent, put this in the record and
yield back the balance of my time, and turn now to Ms. McCarthy.

Mrs. McCARTHY. Thank you. I don’t have an opening statement.
I'm looking forward to hearing from the witnesses.

Mrs. KELLY. Thank you, Ms. McCarthy. Mr. Baca.

Mr. BacA. Thank you, Madam Chairwoman. I want to thank you
for holding this important hearing.

While this hearing is about the ILC’s in general, the impact of
Wal-Mart pending the ILC’s application will be felt in our districts
and our communities across the Nation. For this reason, the appli-
cation was a subject of two FDIC hearings in April and is a source
of considerable debate across the country today.

Federal Reserve Chairman Ben Bernanke, and former Federal
Reserve Chairman Alan Greenspan, had publicly opposed the ILC’s
loopholes in underscoring the reasons for a full Congressional re-
view of the issues surrounding the ILC’s. I am pleased that the
FDIC postponed pending ILC’s application, giving us a chance to
examine this issue further.

Other commercial firms like Target, General Motors, and Gen-
eral Electric own ILC’s; however, there are many questions that
are left unanswered about the impact of these companies entering
into the banking business.

Does the FDIC have enough supervision or authority over the
ILC’s to uphold the safety and soundness of the banking system,
is question number one. Will we begin to see communities’ banks
closed in the same way that local businesses have been driven out
by the Wal-Mart superstores? What will this mean for the under-
served communities? Will low income consumers have access to
capital and fair lending, which is very important for a lot of us as
we look at our diversity and growth within our communities. And
I know in the empire we probably don’t have the biggest wealth in
that area but how it would impact us in that area.

I look forward to hearing from some of the witnesses today, and
hope that their input will help us better determine appropriate
steps we should take in moving forward on this and other ILC ap-
plications.

I thank you, and I yield back the balance of my time, Madam
Chairwoman.

Mrs. KELLY. Thank you, Mr. Baca. Ms. Brown-Waite.

Ms. BROWN-WAITE. Thank you, Madam Chairwoman. I certainly
appreciate the subcommittee holding this hearing.
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America has had a long history of keeping banking and com-
merce separate. This philosophy has actually protected our Nation
from giant conglomerates controlling the financial markets, and en-
forcing the hands of the economy in their favor. This philosophy
was strongest after the Great Depression, not that I was around for
it, but I'm told that it was, when our government fought against
major monopolies and won. Allowing a worldwide giant like Wal-
Mart to provide banking services to millions of employees and con-
sumers would throw us right back into that fight.

Florida is not home to any ILC’s. In their absence, community
banks, farm credit organizations, and credit unions provide special-
ized services to their unique client base. In rural areas like my
Congressional district, a farmer can get a loan for new tractor
equipment, while a local restaurant can reinvest their profits to
open up a new location, and a young family can begin a savings
and investment plan to meet college needs.

This diversity can only be met by local financial planners and ad-
visers who know their clients. Therefore, saying that I'm troubled
by Wal-Mart’s ILC application is an understatement. Nervous, nau-
seous, and almost terrified, is more like it.

I certainly look forward to hearing what our witnesses have to
say today on this issue and again, Madam Chairwoman, I appre-
ciate having this hearing so that we can have a public record about
this issue.

Thank you, and I yield back.

Mrs. KELLY. Thank you. Mr. Ford, do you have an opening state-
ment?

Mr. Forp. I do not. I would subscribe to the notion that since we
have panelists we ought to listen to them, so I'm going to wait and
let them talk.

Mrs. KELLY. In that case, we will introduce the witnesses and
let’s hear from them.

We have first Mr. Scott G. Alvarez, General Counsel, Board of
Governors of the Federal Reserve System. Next, Mr. Douglas H.
Jones, Acting General Counsel, Federal Deposit Insurance Corpora-
tion. Next we have Mr. Edward Leary, Commissioner for the Utah
Department of Financial Institutions and, finally, Mr. Rick
Hillman, Director, Financial Markets and Community Investment,
the United States Government Accountability Office.

We welcome you, gentlemen, and look forward to your testimony.
We will begin with you, Mr. Alvarez.

STATEMENT OF SCOTT G. ALVAREZ, GENERAL COUNSEL,
BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. ALVAREZ. Thank you, Madam Chairwoman, Representative
Frank, and members of the subcommittee. I am pleased to testify
on behalf of the Board regarding Industrial Loan Companies or
ILC’sdand I ask that my full statement be incorporated into the
record.

ILC’s are State-chartered banks that have access to the Federal
safety net and virtually all the powers of insured commercial
banks. Nevertheless, a special exception in the Federal Bank Hold-
ing Company Act allows any type of firm, including a commercial
firm or a foreign bank, to acquire an Industrial Loan Company
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chartered in one of a handful of States without Federal supervision
of the parent holding company and without any restriction on the
scope of activities conducted by the bank’s affiliates.

At the time the ILC exception was adopted in 1987, ILC’s were
mostly small locally-owned institutions that had only limited de-
posit taking and lending powers under State law. Today, however,
this exception has become the means through which large commer-
cial, industrial, retail, and other firms may acquire an insured
bank and gain access to the Federal safety net.

Indeed, the changes that have occurred with ILC’s in recent
years have been dramatic. For example, while the largest ILC in
1987 had assets of less than $400 million, the largest ILC today
has more than $60 billion in assets, and $54 billion in deposits,
making it the twelfth largest insured bank in the United States in
terms of deposits.

The ILC exception is open-ended and subject to very few statu-
tory restrictions. Only a limited number of States may charter ex-
empt ILC’s. However, there is no limit on the number of ILC’s that
these grandfathered States may charter going forward and Federal
law allows new or existing ILC’s to offer a wide range of insured
deposit, lending, payment-related, and other banking products and
services.

The Board is concerned that the recent and potential future
growth of ILC’s threatens to undermine two important policies es-
tablished by Congress; one, concerning the separation of banking
and commerce, and the other concerning the proper supervisory
framework for companies that own a federally-insured bank.

For many years, Congress has sought to maintain the general
separation of banking and commerce. Congress reaffirmed this pol-
icy several times, most recently in 1999 in the Gramm-Leach-Bliley
Act when it closed the unitary thrift loophole which previously al-
lowed commercial firms to acquire a federally insured savings asso-
ciation.

In the GLB Act, Congress also created the concept of financial
holding companies and allowed those companies to engage as a
general matter only in financial activities and it allowed a financial
holding company to affiliate with a full-service securities or insur-
ance firm only so long as the company’s subsidiary depository insti-
tutions remained well capitalized and well managed and main-
tained at least a satisfactory CRA record.

The ILC exception undermines each of these policies. It allows
commercial and financial firms to operate insured ILC’s without
complying with the activity restrictions established by Congress for
the other corporate owners of insured banks. It also allows finan-
cial firms to acquire an insured bank without meeting the capital,
managerial, and CRA requirements applicable to financial holding
companies.

In addition, the ILC exception allows firms to avoid the super-
visory framework that Congress has established for the corporate
owners of insured banks. On this point, let me be clear that the
Board has no concerns about the adequacy of the supervisory
framework governing ILC’s themselves. However, unlike the parent
company of an ordinary bank, the parent company of an ILC is not
considered a bank holding company and is not subject to Federal
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supervision on a consolidated basis under the Bank Holding Com-
pany Act.

This creates a supervisory gap because the supervisory authority
over bank holding companies and their non-bank subsidiaries
under the BHC Act is significantly broader than the supervisory
authority that the primary Federal supervisor of an ILC has with
respect to the holding company and non-bank affiliates of the ILC.

This gap exists for foreign banks as well. In 1991, Congress made
consolidated supervision a prerequisite for foreign banks seeking to
acquire a bank in the United States. This is a trend in supervision
that is growing worldwide. The ILC exception, however, allows a
foreign bank that is not subject to consolidated supervision in its
own country to evade this requirement and acquire an insured
bank in the United States.

The Board applauds the subcommittee for holding this hearing
on these important issues. The Board believes that the Nation’s
policies on banking and commerce and the framework for super-
vision of federally insured banks and their affiliates are important.
These are policies that have shaped, and will continue to shape,
the structure and development of our Nation’s financial system and
the economy.

The Board believes that the decisions on these important policies
should be made by Congress acting in the public interest after de-
liberate and careful consideration and not through the exploitation
of what was intended to be a limited exception.

I'd be pleased to try to answer the committee’s questions.

[The prepared statement of Mr. Alvarez can be found on page 80
of the appendix.]

Mrs. KELLY. Thank you, Mr. Alvarez. Without objection, all of
the panel’s written statements will be made part of the record and
each of you are recognized for 5 minutes.

I didn’t feel the need to describe the lights. I believe that you
have all testified here before. You know what the light systems
are—red, yellow, and green. So let’s go on to the next witness.

Mr. Jones.

STATEMENT OF DOUGLAS H. JONES, ACTING GENERAL
COUNSEL, FEDERAL DEPOSIT INSURANCE CORPORATION

Mr. JONES. Thank you, Madam Chairwoman.

Madam Chairwoman, Representative Frank, and members of the
subcommittee, I appreciate the opportunity to testify on behalf of
the Federal Deposit Insurance Corporation concerning Industrial
Loan Companies. Although I cannot comment on specific pending
applications, my testimony this morning will discuss the history
ang characteristics, current industry profile, and supervision of
ILC’s.

Industrial Loan Companies and industrial banks are State-char-
tered banks supervised by their chartering States and the FDIC,
their primary Federal regulator. The ILC’s have existed since 1910.
The FDIC has been involved in the supervision of ILC’s since it
first insured banks in 1934. The modern evolution of ILC’s began
in 1982 with the passage of the Garn-St Germain Depository Insti-
tutions Act, which expanded ILCs’ eligibility to apply for Federal
deposit insurance.
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Shortly thereafter, in 1987, the Competitive Equality Banking
Act clarified which institutions would be subject to the Bank Hold-
ing Company Act, exempting any company that controls one or
more ILC’s from the BHC Act generally if the ILC met certain con-
ditions specified by statute.

ILC’s comprise a relatively small share of the banking industry,
numbering less than 1 percent of the total 8,790 insured depository
institutions and 1.4 percent of the assets. As of March 31, 2006,
there were 61 insured ILC’s with 48 of the 61 operated from Utah
and California. ILC’s also operate in Colorado, Hawaii, Indiana,
Minnesota, and Nevada. California, Nevada, and Utah are the
most active in chartering ILC’s.

The powers of the ILC charter are determined by the laws of the
chartering State. Typically, however, an ILC may engage in all
types of consumer and commercial lending activities and all other
activities permissible for insured State banks.

ILC’s are owned by a diverse group of financial and commercial
firms. Of the 61 existing ILC’s, 43 are either independently owned
or affiliated with a parent company whose business is primarily fi-
nancial in nature. These 43 ILC’s comprise approximately 90 per-
cent of the ILC industry’s assets and deposits. The remaining 18
ILC’s are associated with parent companies that can be considered
non-financial. They account for approximately 10 percent of the
ILC assets and deposits.

The largest ILC, Merrill Lynch Bank, on its own holds approxi-
mately 40 percent of ILC assets and 48 percent of ILC deposits.
Among the ILC’s associated with firms that can be considered non-
financial, GMAC Commercial Mortgage Bank is the largest, hold-
ing just under $4 billion in assets and accounting for 2.6 percent
of ILC industry assets and 2.9 percent of ILC industry deposits.

Today, the assets in ILC’s are approximately $155 billion. This
reflects growth from $4.2 billion in 1987. Four financial services
firms alone accounted for over 60 percent of this growth.

ILC’s have a good safety and soundness record to date. Overall,
the FDIC’s examination experience with ILC’s has been similar to
the larger population of insured institutions and the causes and
patterns displayed by problem ILC’s have been like those of other
institutions. The authorities available to the FDIC to supervise
ILC’s have proven to be adequate thus far for the size and types
of ILC’s that currently exist.

Recognizing the dynamic nature of the ILC industry, however,
the FDIC is examining whether additional authorities could prove
useful in ensuring the safety and soundness of these institutions.

ILC’s are supervised by the FDIC in the same manner as other
State non-member banks. They are subject to regular examina-
tions, including examinations focusing on safety and soundness,
consumer protection, community reinvestment, information tech-
nology, and trust activities. ILC’s are subject to FDIC rules and
regulations as well as restrictions under the Federal Reserve Act
governing transactions with affiliates and tying practices.

Just as for all other insured banks, ILC management is held ac-
countable for ensuring that all bank operations and business func-
tions are performed in a safe and sound manner and in compliance
with Federal and State banking laws and regulations. Four of the
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largest and most complex ILC’s are subject to near-continuous on-
site supervision.

The primary difference in the supervisory structures of the ILC’s
and other insured financial institutions is the type of authority
over the parent organization. The Federal Reserve and the OTS
have explicit supervisory authority over bank and thrift holding
corélpanies, including some holding companies that currently own
ILC’s.

The FDIC has the authority to examine affiliate relationships
with the ILC, including its parent company and any other third
party, as may be necessary to determine the relationship between
the ILC and the affiliate, and to determine the effect of such rela-
tionship on the ILC.

The FDIC also possesses a variety of authorities to restrict or
prohibit a supervised institution from engaging in activities with
an affiliate or any third party that may cause harm to the insured
institution. Actions can range from civil money penalties to divesti-
ture in appropriate circumstances. The FDIC has the authority to
enforce conditions or written agreements that apply to ILC’s and
their parent organizations.

The FDIC generally follows the same review process for applica-
tions for deposit insurance and notices of changes of control rel-
ative to ILC’s as it does for such requests from other applicants.
Decisions whether to impose specific conditions are based upon the
totality of the application and investigation, and may consider such
issues as the complexity and perceived risk of the business plan,
adequacy of capital management, relationships with affiliated enti-
ties, and sufficiency of risk management programs, among other
considerations.

This concludes my statement. The FDIC appreciates the oppor-
tunity to testify regarding the profile and supervision of ILC’s and
I will be happy to answer any questions the subcommittee may
have.

[The prepared statement of Mr. Jones can be found on page 148
of the appendix.]

Mrs. KELLY. Thank you, Mr. Jones.

Mr. Leary.

STATEMENT OF G. EDWARD LEARY, COMMISSIONER, UTAH
DEPARTMENT OF FINANCIAL INSTITUTIONS

Mr. LEARY. Good morning, Madam Chairwoman, and members of
the subcommittee. Thank you for the opportunity to testify on in-
dustrial banks.

I'm Edward Leary, the Commissioner of Financial Institutions
for the State of Utah. I've been involved with banking for 32 years,
first as a community banker, then 15 years in bank examiner posi-
tions with the Utah Department, and for the last 14 years as its
commissioner.

The choice of charter remains a vital component of the checks
and balances of the dual banking system. State-chartered institu-
tions, in attempting to survive and meet the needs of their cus-
tomers, have fostered creativity and experimentation. State-char-
tered institutions can innovate in a controlled environment that
limits systemic risks.
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Dual banking is built upon the ability to freely choose the super-
visory structure under which the insured entity operates. This
foundation contributes to a competition and excellence amongst the
financial institution regulators. If I was invited to participate in
this hearing today because of Utah’s history and experience in
chartering and regulating industrial banks, my view and statement
is that industrial banks are the embodiment of what is right and
proper in the dual banking system.

The reality is that Utah’s chartering and regulating of industrial
banks has been commensurate to the risk. Utah, in partnership
with the FDIC, has jointly created a supervisory model for indus-
trial banks that has worked for 20 years in that no Utah industrial
bank has failed. My belief is that this committee should not con-
sider rewriting banking laws because particular industry groups or
trade associations desire to suppress competition. Nor should Con-
gress change, much less outlaw, a proven, successful regulatory
structure because some groups have concerns about a particular
applicant.

I urge this committee and Congress to focus on the adequacy of
the current regulatory process. Without an example of regulatory
fz}llilure, there is no underlying fundamental reason for public policy
change.

Industrial banks are subject to the same laws and regulations
and held to the same standards, if not higher standards, than other
banks. Supervisory emphasis is placed on Regulation W and Sec-
tions 23A and B, which closely regulates all parent and affiliate
transactions. Utah takes its supervisory role seriously. It is an ac-
tive participant with the FDIC in all industrial bank examinations
and targeted reviews, wherever they are conducted.

Utah is one of the few States performing CRA compliance exami-
nations. Utah is also participating with the FDIC in the large bank
supervision program for four industrial banks. What Utah is en-
gaged in has been called bank-up supervision. The FDIC has more
accurately described the regulatory structure as bank-centric. The
evolving supervisory processes have fine-tuned the procedures that
insulate a bank from potential abuses and conflicts of interest by
a parent. Critical controls have been developed.

To me, the separation of banking and commerce is a debatable
notion, not a reality. There have always been ways for commercial
interests to affiliate with banks and the ability of regulators to pre-
vent potential abuses. Conversely, as the experience of the industry
shows, the wall separating banking and commerce is elastic.

The industrial bank experience, like the experience of credit card
banks, non-bank banks and other institutions with commercial par-
ents, shows that fears about merging banking and commerce are
unfounded. The worst case scenario the detractors have postulated
is of a holding company filing bankruptcy or getting into financial
difficulty. We have experienced both. While no regulatory relishes
stressful circumstances, we can say that we weathered the storm.

In one case, Conseco filed for bankruptcy protection. Conseco
Bank’s corporate firewalls and the regulatory supervision proved
adequate in ensuring the bank’s safety and soundness. Thus, the
case of Conseco serves as an example of the bank-centric approach
working.
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In another case, Tyco, the parent of a Utah industrial bank, en-
countered financial difficulties and decided to spin the industrial
bank group off in an ITPO which was completed and approved. The
Utah Industrial Bank continues operations today.

What has received little attention in the current debate is that
industrial bank supervision is supplemented by holding company
oversight by other Federal regulators. The SEC and the OTS have
oversight over many industrial bank holding companies. As of
March 31, 2006, they have 75 percent of Utah’s assets under their
jurisdiction. If the Federal Reserve’s supervision of the parent of
two industrial banks are included, the total is 90 percent of Utah
assets.

I believe we need to keep in perspective that the entire industrial
banking industry, even with the growth during the last 20 years,
totals only approximately 1.4 percent of banking assets.

Thank you.

[The prepared statement of Mr. Leary can be found on page 185
of the appendix.]

Mrs. KELLY. Thank you, Mr. Leary.

Mr. Hillman.

STATEMENT OF RICK HILLMAN, DIRECTOR, FINANCIAL MAR-
KETS AND COMMUNITY INVESTMENT, UNITED STATES GOV-
ERNMENT ACCOUNTABILITY OFFICE

Mr. HiLLMAN. Madam Chairwoman, and members of the sub-
committee, I'm pleased to be here today to discuss the results of
our 2005 report on Industrial Loan Corporations. My remarks
today are primarily based on our 2005 report and focus on the fol-
lowing three objectives: one, the growth and permissible activities
of the ILC industry; two, how the FDIC supervisory authority over
ILC holding companies and affiliates compares with a consolidated
supervisor’s authority; and three, the extent to which the ILC char-
ter enables commercial holding companies to mix banking and com-
merce.

In summary, ILC’s began in the early 1900’s as small, State-
chartered loan companies that primarily served the borrowing
needs of industrial workers unable to obtain non-collateralized
loans from banks. Since then, the ILC industry has experienced
significant asset growth and has evolved into a diverse industry
that includes some of the Nation’s largest and more complex finan-
cial institutions.

For example, from 1987 to March 31, 2006, ILC assets have
grown over 3,900 percent, from $3.8 billion to over $155 billion.
With limited exception, we also found that the ILC’s in a holding
company structure may generally engage in the same activities as
other depository institutions and, as a result, from an operations
standpoint, pose risks to the Deposit Insurance Fund similar to
other FDIC-insured institutions in a holding company structure.

However, parents of insured depository institutions that present
similar risks to the bank insurance fund are not being overseen by
bank supervisors that possess similar powers. Under the Bank
Holding Company Act, the Board of Governors of the Federal Re-
serve is responsible for supervising bank holding companies and
has established a consolidated supervisory framework for assessing
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the risks to the depository institution that could arise because of
their affiliation with other entities in the holding company struc-
ture.

The Office of Thrift Supervision has similar authority with re-
spect to savings and loan companies. The board and OTS each take
a systemic approach to supervising depository institution holding
companies and their non-bank subsidiaries and may look across
lines of business at operations such as risk management, informa-
tion technology, or internal audit, in order to determine the risk
that these operations may pose to the insured institution.

Because of a provision in the Bank Holding Company Act, a com-
pany that owns or controls a federally insured ILC can’t conduct
banking activities through the ILC without becoming subject to
this supervisory regime. Since these ILC’s have federally insured
deposits, they are subject to supervision by the FDIC as well as
their respective State regulators.

However, the FDIC lacks the explicit authority to regulate ILC
parent companies and their activities. The FDIC has, however, em-
ployed what is termed a bank-centric supervisory approach that
primarily focuses on isolating the insured institution for potential
risk posed by holding companies and affiliates rather than assess-
ing these potential risks systemically across a consolidated holding
company structure.

While the FDIC’s cooperative working relationship with State su-
pervisors and ILC holding company organizations combined with
its other bank regulatory powers has allowed the FDIC, under cer-
tain circumstances, to assess and address the risk to the insured
institution, questions remain about the extent to which the FDIC’s
supervisory approach and authority addresses all risks posed
through an ILC from its parent holding company and non-bank af-
filiates and how well the FDIC’s approach would fare for large,
troubled ILC’s during times of stress.

Another area of potential concern about ILC’s is the extent to
which they can mix banking and commerce through the holding
company structure. The Bank Holding Company Act maintains the
historical separation of banking and commerce by generally re-
stricting bank holding companies to banking-related or financial ac-
tivities.

However, because of the ILC exemption in the Bank Holding
Company Act, ILC holding companies, including non-financial insti-
tutions such as retailers and manufacturers, are not subject to Fed-
eral activity restrictions. Consequently, they have greater latitude
to mix banking and commerce than most other financial institu-
tions.

Our report includes matters for Congressional consideration de-
signed to better ensure that insured institutions providing similar
risks to the Fund are overseen by bank supervisors that possess
similar powers. In this regard, we determined that it would be use-
ful for Congress to consider several options such as eliminating the
current Bank Holding Company Act exception for ILC’s and their
holding companies from consolidated supervision, or granting the
FDIC similar examination and enforcement authority as a consoli-
dated supervisor.
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In addition, we concluded that it would also be beneficial for
Congress to more broadly consider the advantages and disadvan-
tages of mixing banking and commerce to determine whether al-
lowing ILC holding companies to engage in this activity more than
the holding companies of other types of financial institutions is
warranted.

Madam Chairwoman, this concludes my prepared remarks and
I'd be pleased to respond to any questions at the appropriate time.

[The prepared statement of Mr. Hillman can be found on page
106 of the appendix.]

Mrs. KELLY. Thank you very much, Mr. Hillman. I'm going to
start with the questions and I have just one.

ILC’s owned by firms under consolidated supervision by the SEC
play an important role in our economy, particularly in facilitating
trading and asset management that should not be displaced. I
know the member companies of the SIA are committed to good reg-
ulation and are willing to work with the committee to ensure this.

I would like to ask the witnesses what regulatory relief steps
they would recommend that would allow banks wishing to ex-
change an ILC charter for a sound traditional State or Federal
charter elsewhere to do so without suffering large tax and adminis-
trative costs that could harm the economy, and I'm going to throw
this open to every member of the Board and start with you, Mr.
Alvarez.

Mr. ALVAREZ. Madam Chairwoman, certainly Congress has with-
in its power the ability to confer tax benefits on any organization
for transfers. In fact, Congress has done that under the Bank Hold-
ing Company Act in several instances where it had required that
companies—for example, in 1970 when companies—when the Bank
Holding Company Act was amended to allow—to require that com-
panies that owned just one bank would become subject to the Bank
Holding Company Act, they required divestiture for many compa-
nies that couldn’t meet the activities restrictions at the time, Con-
gress granted specific tax benefits to those companies that sold
their banks as a result of that requirement. That’s something that
Congress could certainly do.

Mrs. KELLY. Mr. Jones?

Mr. JONES. I don’t know that I could add much to that. I mean,
I agree that it’s something that if that were to occur, it would have
to be done much as the relief that’s been done in the past. I think
it’s within the Congressional prerogative, but I don’t know if we
have any further suggestions than that.

Mrs. KELLY. Mr. Leary?

Mr. LEARY. I would defer and say that is a Federal tax issue. My
point in stressing the OTS SEC supervision was to reinforce the
point that there is Federal oversight of the holding companies. Two
of the Utah industrial banks have oversight by the Federal Re-
serve. Our second largest is a financial holding company.

But the fact that there is Federal oversight was my point in
stressing that.

Mrs. KELLY. Thank you. Mr. Hillman.

Mr. HiLLMAN. It’s my understanding that Congress certainly
does have the authority with which to make changes to the extent
to which institutions would have expenses associated with chang-
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ing their charters and in so doing, under a time when we are modi-
fying potentially the ILC charter and its organizations, it would
seem appropriate to look at the chartering activities of other insti-
tutions.

Mrs. KELLY. Thank you very much, gentlemen. I'm going now to
Mr. Ford, I guess.

Mr. FORD. Yes, ma’am. Thank you.

Let me start, if I can, first just by saying thank you and ask one
or two questions.

The first, for really anyone on the panel, concerns the GAO re-
port. The GAO report noted that some industry participants as-
serted that mixing banking and commerce may offer benefits such
as increased competition but at the same time empirical evidence
documenting this evidence is mixed or may not always be available.

It seems to some of us, or at least to me, that much of this de-
bate focuses on potential issues and not any tangible or existing
problems or benefits. I'm interested in knowing kind of in a tan-
gible way what the concrete findings are supporting the pros or
cons of allowing these charters and/or ownership, and if any of you
feel comfortable or are able to elaborate on some of the empirical
evidence mentioned in the GAO report, I'd appreciate it.

Mr. LEARY. I will speak up. From the State’s perspective, that’s
why I emphasized the point that there has been no FDIC-insured
industrial bank that has failed in Utah in 20 years of overseeing
them. I think it is significant that the GAO report gave scant at-
tention to the fact that there were other options besides Federal
Reserve supervision and jurisdiction in that the OTS and the SEC
has jurisdictions also over these institutions.

Mr. JONES. I guess if I could—if I understood your question, I
think your question was aimed to some extent at whether there
has been an advantage so far from the mixing—to the extent
there’s a mixing of banking and commerce. From our perspective,
we haven’t seen an advantage at this time, for the institutions that
we are supervising as ILC’s. They are subject to a number of re-
strictions which should, if applied properly, limit that, through Sec-
tions 23A and 23B of the Federal Reserve Act, the tying restric-
tions, and many of the other provisions to try to prevent unsafe or
unsound actions.

But those, as you said, are focused on today’s transactions that
we've had.

Mr. FORD. Has there been, to date, any of the certified ILC’s that
have been dissolved or threatened to dissolve—are we facing any
problem with them? Because some of this—the legislation—I'm still
trying to decide where I stand on this—just—where is the problem,
I mean, because it seems to me that we’re looking to fix something
that isn’t quite broken yet.

So if you'd give me a little sense on what we’re fixing here.

Mr. LEARY. From my perspective—

Mr. Forp. Talking about acting—this group here has certainly
done an amount of acting. We—yesterday we got on Internet gam-
ing, North Korea fired missiles, so we love acting on things that
don’t really have a lot to do with what’s happening in the world.
So I'm just curious; what are we fixing here?

Mr. LEARY. That is my question, also.
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Mr. ALVAREZ. Congressman, I think I would respond that we are
at a time when we see an exception in the law that is being used
in an unintended way and is growing in a very dramatic fashion.
Things are no longer the way they were in 1987 when this excep-
tion was initially provided.

Now, as I mentioned in my statement, the ILC’s which were rel-
atively small in 1987, one of them now is the twelfth largest in-
sured bank in the United States. There’s been a dramatic change.
We believe that is a reason for Congress to pause and take a look
at this exception and make sure that the exception is doing what
Congress intended it to do.

It definitely has the potential to undermine the separation of
banking and commerce. It is creating a gap in supervision. The
holding companies, as you get larger, more complex organizations
owning ILC’s that are not supervised themselves, that creates a set
of risks that we want to make sure Congress is aware of and it’s
something that we believe Congress should address.

So we're coming to you before missiles are launched with the
idea that now is the opportunity to take some action.

Mr. JONES. If I could add to that, Congressman. I mean, I think
you raised the issue—the issue is perhaps more the future than the
current—

Mr. FORD. Than the present.

Mr. JoNES.—we don’t—ILC’s, in our experience, operate no dif-
ferently, have no greater risk operationally than any other insured
institution. Their problem rates—their failure rates are no dif-
ferent. If we supervise them just like any other bank, I think as
noted in the GAO report—they indicated that operationally there
is no greater risk—they saw no greater risk in the current ILC’s
nor any other insured institution.

Mr. FORD. So how big should they get? Because I hear—I tend
to—counsel, I tend to—now you'’re getting somewhere here. I'm try-
ing to figure out what threshold or what—I mean, I take it you all
want to have a little more of a regulatory say in this thing. What
would be your say?

Mr. ALVAREZ. Well, we think that they’re already expanding in
a way that now is the time to act, that now is the time to impose
the same supervisory regime on owners of ILC’s that apply to all
the other owners of insured banks, so we have reached that thresh-
old. And we think that the issue of banking and commerce is one
Congress needs to grapple with, and that this is the perfect oppor-
tunity for that.

Mr. LEARY. May I reinforce the point? If you speak in terms of
Merrill Lynch, there is OTS/SEC supervision of the parent com-
pany. What you're hearing is that it is not subject to the Federal
Reserve.

Mrs. KELLY. Thank you very much, Mr. Ford. Mr. Gillmor.

Mr. GILLMOR. Thank you very much, Madam Chairwoman.

Let me, if I could, go to Mr. Jones. Could you provide additional
details regarding the current authority of the FDIC to impose cap-
ital requirements on the ILC parent and is that authority different
for a new charter versus a change in control?

Mr. JoNES. The FDIC doesn’t have the authority to impose cap-
ital requirements on the parent of an ILC.
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Mr. GILLMOR. Okay. Let me ask Mr. Leary of Utah —you made
a speech in which you were very laudatory about the GAO and the
fact that they were doing a study and said wonderful things. Now
that you’ve seen the results, how do you feel?

Mr. LEARY. I still think they did a very professional job. I dis-
agree with a couple of their conclusions or outcomes. I take comfort
from the fact that they said from an operational perspective they
are regulated. That’s my message.

Mr. GILLMOR. As we know it, an ILC, a non-financial holding
company is not regulated in the same way that a holding company
of other banks are regulated which creates I think a pretty serious
dichotomy. Would you support—so that we have consistency, do
you support repealing the Bank Holding Company Act and reliev-
ing the other financial institutions of that regulatory obligation?

Mr. LEARY. Let me say that you probably understood that I'm a
lifelong regulator. Despite what is here, 'm not a risk-taker. I do
not support removing the Bank Holding Company Act, but I believe
the exception granted under Federal law is appropriate for the cir-
cumstances and we try to regulate to that level, yes.

Mr. GILLMOR. Would you explain to me why it’s necessary to reg-
ulate the holding company in the other area but because of an ILC
that they’re somehow so unique that we don’t—let me preface that
by saying failure of appropriate regulation can have extraordinarily
serious consequences. I came to this Congress right after the col-
lapse of the savings and loans and that was a failure of regulation
and it cost us about $300 billion in taxpayer money.

And T felt kind of like the guy who had to clean up after the
party that I didn’t attend. And, we heard the same statements
about how well-regulated these S&Ls were, but in fact they
weren’t. I guess I'm having a little trouble getting the confidence
from you that what you're promoting really works.

Mr. LEARY. Let me preface by saying, number one, I was an ex-
aminer at the time of that savings and loan crisis, and the issues.
I was one of the people in the field or in a supervisory role dealing
with the issues as they collapsed around me.

I have a Naval officer background. I would tell you I would much
rather go to sea with an experienced captain than with somebody
who is not experienced. I think part of the regulatory structure
that we created in Utah, the checks and balances we’ve created, en-
sure that those kinds of things will not happen again.

I emphasize that it is an evolving process. As we learn lessons,
we constantly add new requirements and new structures into it.
Congress has also. They've added a lot of requirements on the
banking; all of those requirements added by Congress apply to the
industrial banks.

I have a concern with doing away entirely with the bank holding
company, which is what I was answering, but I also have a con-
fidence in what we’ve done, both the State and the FDIC, in ensur-
ing the proper supervision regulation of these institutions from the
bank out.

Mr. GILLMOR. I appreciate your comments. I'm still having a lit-
tle difficulty with having similar situations differently regulated.

I do want to ask Mr. Hillman, in the GAO September 2005 re-
port on the ILC issue, GAO recommends that Congress address the
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discrepancies between the Federal Reserve and the FDIC and regu-
latory authority at the holding company level. Could you tell me if
the approach which we’re taking or proposing to take in H.R. 5746
is similar to the recommendations of the GAO?

Mr. HiLLMAN. The bill that you refer to includes provisions that
would provide the FDIC with powers in compelling holding compa-
nies to provide reports, to provide powers to the FDIC to examine
holding companies and affiliated structures, and it provides powers
to the FDIC to enforce those actions similar to the authorities that
a consolidated supervisor would have over a holding company
structure.

And from that standpoint, Congressman, it is very consistent
with a matter for Congressional consideration made in our report
that the Congress provide the FDIC with similar consolidated su-
pervisory powers.

Mr. GILLMOR. Thank you very much. I don’t know if I've used up
my time. If I haven’t, I wanted to follow up and ask if you're able
to describe the experiences of Japan and Germany in the mixing
of banking and commerce. Was that part of some of the issues you
considered?

Mr. HiLLMAN. That wasn’t a specific focus of our work but we
have noted that within Europe and within Japan they do allow for
a greater mixing of banking and commerce. However, within Eu-
rope, they do require consolidated supervision.

Mr. GILLMOR. Which we do not with ILC’s.

Mr. HiLLmAN. Correct.

Mr. GILLMOR. And as I recall, in Japan, within about a decade
or so ago you virtually had a collapse of the banking system that
had to be bailed out, which I think makes a point about the regula-
tion that’s needed.

Mr. HILLMAN. That’s correct. While their regime is different from
ours, they had encountered significant problems with non-per-
forming loans which brought their industry to near-collapse.

Mr. GILLMOR. Thank you very much. I yield back.

Mrs. KELLY. Thank you, Mr. Gillmor. Mr. Frank.

Mr. FRANK. Thank you, Madam Chairwoman. I apologize for the
back and forth, but we have a bill on the Floor today for this com-
mittee on the credit rating agencies, and I was asked to go over
there and speak on the rule.

I do want to make clear that there are different levels here. A
lot of the argument has been about ILC’s. Certainly the approach
that the gentleman from Ohio and I have taken is not an anti-ILC
bill. In the first place, it does not disrupt any existing entity, and
secondly it puts restrictions only on those that are not 85 percent
financial.

So that’s why when people say, look, the history is that there
have been no problems, if history were to remain unchanged this
would not be a big issue, but what we have is a large number of
new applications. We are about to enter a future, if we don’t
change things, which will be very different. So the history becomes
almost irrelevant.

But let me ask the commissioner from Utah there, and I under-
stand that ILC’s play a very constructive role in the State of Utah
and if I didn’t know that before, having met the gentleman from
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Utah, Mr. Matheson, I would know it now. It is a mantra of his,
legitimately, because this is important to his State.

What percentage of the assets held by ILC’s in Utah would be
affected by the 85/15 restriction?

Mr. LEARY. The number is difficult to compute with any accu-
racy. We have ballparked it that it would be approximately 93 per-
cent of the assets that would be under financial—

Mr. FRANK. So we are talking here about approximately 7 per-
cent of the assets. I understand there’s a plus or minus margin of
error here. But again, I want to be clear. This is no wholesale as-
sault even on the ILC’s in Utah; 93 percent of the assets would not
be affected by the legislation we’re talking about, although it could
be by other legislation involving supervision, although that’s not
necessarily restrictive.

Next question for the FDIC. Wal-Mart has told us that they’re
asking for a restricted charter. They’re not looking at getting into
banking; they say they want to maintain the relationships they
have with branch banks in their stores and they’re really looking
for a more restricted kind of paper processing in their ILC.

Does the FDIC have the legal authority to grant a restricted
right to operate? That seems to be a very important question.
When Wal-Mart says that this is all it wants to do, that it doesn’t
want to do these other things, does the FDIC have the authority
to grant them only as much as they have asked for, or maybe less
than they asked for. Or once you grant it, is it simply a question
of what enforcement mechanism would hold them to whatever limi-
tations they were to get if they were to get limitations?

Mr. JoONES. I can’t speak specifically to the Wal-Mart application
but in general—

Mr. FRANK. Yes, in general.

Mr. JONES. In general, we do have—we have the authority to re-
strict an application when we approve insurance based on pruden-
tial considerations or based upon—

Mr. FRANK. Can you restrict it in terms of the activity? In other
words, suppose some unknown, unnamed entity said, “Look, all I
want to do is process my credit card papers here; I don’t plan to
take deposits of any kind, and I don’t plan to make loans. I just
want to be an ILC so I can just do this sort of back office stuff.”

Could you give them the right to do that that would in fact con-
tain legally enforceable limits on their going any further?

Mr. JONES. Let me give you a two-part answer. Yes, we could,
to the extent that that’s all someone asked for, and that’s all we
considered for deposit insurance; we could limit it. But it is a situa-
tion where they could ask on a future date to change it and we’'d
have to reconsider it if they asked to change it in the future.

Mr. FRANK. Well, what would be the basis for changing it? Would
it be like a de novo application or would they gain some leverage
from the fact that they already had it there?

Mr. JoNES. That would be very fact-specific in any circumstance,
but it would—

Mr. FRANK. Okay. So in fact, if they were to ask for something
now and get it, you could limit it to what they ask for now but they
could come back at any period of time and ask for more.

Mr. JONES. And we would have to evaluate it—
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Mr. FRANK. Yes.

Mr. JONES.—risk to the insurance fund and the activity itself.

Mr. FRANK. Let me ask all of our witnesses here—I described the
situation. Home Depot is a very good company. If I ever renovated
a home, I suppose I'd consider buying stuff from them, but that’s
not what I do, so I'm not going to ever do that. I mean, I wouldn’t
want to live in a home that I was in charge of renovating.

But if Home Depot owns the bank, is it a problem if a contractor
seeking to maintain the favorable relationship with that bank,
which we know exists—if the contractor felt pressured to buy from
Home Depot as opposed to its competitors, would that be troubling?
Let me ask each of you, starting with the Federal Reserve.

Mr. ALVAREZ. There are two statutory restrictions that your ex-
ample brings up. One is a Federal anti-tying prohibition, so a bank
is not allowed to tie the availability or price of its product—

Mr. FrRANK. Right. And it would be bad policy in your judgment.

Mr. ALVAREZ.—and it would be bad policy to do it. And then
there’s also Sections 23A and 23B which restrict—

Mr. FRaNK. Okay.

Mr. ALVAREZ.—transactions—

Mr. FRANK. But I want to—let me just go down the list. Do you
think this is something we should try to prevent from happening?

Mr. JONES. Well, I think—as Mr. Alvarez mentioned, I think that
has been dealt with at least in part by statute by restricting—

Mr. FRANK. Okay. I understand that. A lot of things have been
dealt with by statute but, you know, you heard about the statute
of limitations. I'm going to give you a new concept—a limitation of
statutes. Just because it’s in the statutes doesn’t mean that it’s
going to happen.

So?do you think that is something public policy should try to pre-
vent?

Mr. JONES. That’s something that we—

Mr. FRANK. Yes or no? It’s an opinion—is it something public pol-
icy should try to prevent?

Mr. JONES. That is something that we would be concerned about,
yes.

Mr. FrRaNK. Okay. Let me ask, Commissioner, do you think that
this is a problem if that were the practice? Do you think we should
try to prevent it?

Mr. LEARY. To me? Sorry.

Mr. FRANK. Yes.

Mr. LEARY. The fact and circumstance—I would mirror what the
Federal Reserve said. There are two issues—two laws—

Mr. FRANK. No, I'm not asking what the law is.

Mr. LEARY. I understand. My problem in answering that is it’s
an application in front of me so I don’t want to answer it.

Mr. FrRANK. All right. Forget Home Depot. Is it a problem in the
abstract if a seller of products owns a bank and people doing busi-
ness with the bank would feel some pressure to then otherwise buy
that product? Do you think that’s something we should be—

Mr. LEARY. In the abstract, I would say that there are two Fed-
eral Reserve regulations in place now that would address that—

Mr. FrRANK. Okay. Excuse me. Madam Chairwoman, can I make
a new rule: No lawyers to testify. You ask a lawyer his opinion, he
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tells you what the law is. You're not in court. I want to know, as
public policymakers, what you think public policy ought to be, not
what the regulation is. What do you think public policy ought to
be in that regard?

Mr. LEARY. I think I have a difficult time answering that with-
out—

Mr. FRaNK. Well, that’s obvious. Okay.

Mr. LEARY.—conflict on my—

Mr. FRANK. Let me move to the GAO.

Mr. HiLLMmaN. Congressman Frank, the policy generally sepa-
rating banking and commerce is based primarily on limiting the po-
tential risk that may result to the financial institution, the deposit
insurance fund and—

Mr. FRANK. Okay. I thank you. Go ahead.

Mr. HILLMAN.—and there’s three major risks that we'’re trying to
avoid. One of those three risks is what you’re referring to, increas-
ing the conflicts of interest associated with having a commercial
entity own an insured institution.

Other risks include the potential expansion, as mentioned by the
Federal Reserve, of the Federal safety net provided to banks to
those commercial entities, and third, an increased economic power
potentially being exercised by large conglomerates.

Mr. FRANK. I appreciate that. And there’s a second conflict of in-
terest, and that is even more troubling. If I am the potential bor-
rower from the bank owned by Home Depot, and the bank knows
that since I've been involved with this contract, if I get the loan I'm
going to buy Home Depot’s product. It seems to me human nature
{:hat the decision on the loan is not going to be made purely on the
oan.

And I understand that these are against the law—let me go back
to the limitation of statutes—but it is not prudent to give regu-
lators very hard things to enforce. And I think that the practicality
of enforcing the anti-tying rules is greatly multiplied when you
allow sellers of products unrelated to the financial institution to be
in a position where the bank that they own can benefit in two
ways, one from the loan, and one from the sale of the product.

Yes, we can make laws against tying but it seems to me wholly
imprudent to multiply the opportunities in which regulators who
are pretty busy have to read people’s minds and try and enforce
those laws.

Thank you, Madam Chairwoman.

Mrs. KELLY. Thank you, Mr. Frank.

I'm turning now to Mr. Leach. Mr. Leach has asked for this hear-
ing and has asked the courtesy to be here, so I'm going to call on
him. Are you prepared, Mr. Leach?

Mr. LEACH. Thank you very much, Madam Chairwoman. I appre-
ciate your recognizing me.

First, I would like unanimous consent to place a letter of Janu-
ary 20, 2006, from the former Chairman of the Federal Reserve,
Alan Greenspan, into the record if I could.

Mrs. KELLY. So moved.

Mr. LEACH. At the end of that letter—and I’'d like to turn to Scott
for a second—a statement is made, the bill you have introduced,
H.R. 3882, would subject the corporate owners of ILC’s to the same
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prudential framework, including consolidated supervision require-
ments, bank level capital managerial and CRA criteria enforcement
mechanism, and activities limitations, that apply to the financial
holding companies under the BHC Act and other Federal banking
laws. This approach would address the Board’s concerns and en-
sure a fair and level competitive playing field for all banking orga-
nizations.

Now, I understand that this is the Federal Reserve’s position
today. Is that correct?

Mr. ALVAREZ. Chairman Bernanke has said the same thing, Mr.
Leach.

Mr. LEACH. One of the aspects of this that has gotten little atten-
tion that, I would like to stress, is that there’s an issue of com-
merce in banking that we all understand. Secondly, there’s an
issue of competitive equality and regulatory equality for financial
companies abroad and at home.

And, for example, as I understand it, Scott, under the current
law, a foreign commercial company can apply for an ILC without
any oversight of the foreign company’s commercial endeavors; it
might be the holding company. Is that correct?

Mr. ALVAREZ. That’s correct. A foreign company or a foreign bank
could. That’s correct.

Mr. LEACH. And so what we have under current law, if we don’t
change it, is an enormous advantage to foreign companies that we
may know nothing about obtaining an ILC charter. And this really
cries out for thinking through. Secondly, and this is a little bit of
a difficulty for this committee to deal with, there are competitive
equities here at home.

And so, for example, if a financial company in the United States
has an ILC that doesn’t come under Federal Reserve supervision,
but let’s say a commercial bank under the Bank Holding Company
Act does, the one has a less comprehensive supervision than an-
other. Is that not true, Scott?

Mr. ALVAREZ. That’s true.

Mr. LEACH. And that presents a dilemma because we have this
circumstance of seeking the lowest common denominator. And
again, I think it’s a reason that we ought to think this through.

Let me ask the FDIC representative, does the Federal Deposit
Insurance Corporation have a position on the issue of commerce in
banking? Do you favor it or do you disfavor it?

Mr. JONES. No, sir, we do not have a position. We view that as
a prerogative of Congress.

Mr. LEACH. So you think that’s appropriate for Congress to deal
with, and you’re not intervening in that. And I think that’s a cor-
rect position of the FDIC. This is a matter for the Congress to deal
with. The FDIC argues that it is applying certain standards, and
that’s absolutely true, to its supervision.

But isn’t it also true that you do not have the power of the Fed-
eral Reserve by law, as the GAO has pointed out, to look at the
holding company structure of ILC’s held by commercial companies?

Mr. JONES. We can look at certain aspects as they relate to the
bank but we do not have the overall authority to—

Mr. LEACH. And that’s what I'm saying. That’s a dilemma, too.
Now, I have an enormous amount of respect for the FDIC. I am,
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however, perplexed that there is no sense of wanting to share ac-
countability and that’s one of the reasons that I frankly prefer a
little bit our approach to that of Mr. Frank, although Mr. Frank’s
approach is a very respectable approach, and far better than the
current playing field, as far as I'm concerned.

And that is—that relates to shared accountability on how one
goes about overall supervision. And here I would like to say to
some of the parties, and particularly representatives here from the
securities industry, if you take an approach that wants to give com-
parable authority to the FDIC—and that may or may not occur—
vis-a-vis having shared accountability, one of the things you have
to ask is what does the FDIC lend to the situation.

And I have long held that one of the anomalies in America is
that the Treasury has no treasury in an emergency. The Federal
Reserve of the United States has unending pockets under current
legal authority without act. And therefore, if I am an investment
bank that gets into difficulty, I would sure want to be under Fed-
eral Reserve supervision and close to the Federal Reserve, rather
than have the Federal Reserve out of the window. And I hope as
one looks at differing approaches, the securities industry thinks
that through.

But my only strong suggestion here is that if we change the law
and move in a direction that tightens up ILC oversight, and it’s im-
perative for Congress to do this, that we do it in such a way that
there is a notion of shared accountability, not exclusive account-
ability, in a way that there is competitive equity in the financial
landscape.

Now, the gentleman from Utah is right. There is some other
oversight beyond the Federal Reserve that does exist, but it’s not
exactly the same. And these other oversight agencies are just like
the Treasury; they have no treasury.

Mr. PrICE. [presiding] The gentleman’s time has expired. Would
any of the members of the panel wish to respond or make com-
ment? Mr. Leary?

Mr. LEARY. May I?

Mr. PrICE. You may.

Mr. LEARY. Responding to the Representative’s concern, I can
think of one foreign bank that is an industrial bank, and that is
UBS. It is a financial holding company subject to the Federal Re-
serve jurisdiction. The only other two foreign entities that own in-
dustrial banks directly are Volkswagen and BMW, both of which I
understand have significant banking operations in Europe, and are
under the consolidated regulatory system in Europe.

Mr. PrICE. I thank the panel. The Chair would remind folks that
we have a panel after this one, and that there is another committee
hearing at 2:00 p.m., and so we understand everybody’s interest in
all of this, but we would appreciate it if members would keep their
questions brief, and the panel as well.

And Mr. Meeks, you're recognized for 5 minutes.

Mr. MEEKS. Thank you.

I come at this really undecided as to where I'm at on this issue.
And my question is somewhat—that I just heard—whether or not
there is more of a danger—because I'm trying to figure out where
the greatest danger—is there more of a danger in mixing banking
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and commerce than it is with the mixing of investment banking
with financial management with travel services with credit card
companies—you know—because we’re in this age where we see
things, everybody is trying to do—have the parent company with
the subsidiary of that and keep it all in-house.

And I'm trying to see, is there a difference, is there something
that 'm missing here that makes a difference in the two?

Mr. ALVAREZ. Congressman, I think that there is a difference be-
tween the two, and that Congress has recognized the difference.
The motivation behind the Gramm-Leach-Bliley Act where Con-
gress repealed the Glass-Steagall Act, and allowed the affiliation of
banks and financial firms, was that there was a lot of substitution
going on in the marketplace between the products offered by banks,
deposits and investment products, and the kinds of products offered
by securities firms and insurance firms.

There’s a synergy among those three types of financial institu-
tions and the financial products that they offer. There’s always
been a conceptual difference between those kinds of financial in-
vestment products and manufacturing steel, or selling washing ma-
chines, or making cars, which is more the commercial side.

And the history in the United States has been to think carefully
before we allow banks to be affiliated with the commercial entities
because of the potential for trouble in those commercial entities to
bleed into the banks and cause contagion that might cause the fail-
ure of the bank, and the potential that the safety net that the bank
operates under might benefit the commercial company so that
those that own a bank have an advantage over those that don’t
own a bank, and also for some of the concerns that Congressman
Frank was mentioning about the internal conflicts of interest that
may occur when a bank is trying to consider whether to offer credit
to a customer of its affiliate versus a customer of some other com-
petitor or make a loan to a competitor as opposed to making a loan
to the affiliate itself.

So there’s a lot of concerns like that that have kept banking and
commerce apart so far and those are the kinds of things we think
deserve a full debate here in Congress before Congress makes a de-
cision on this. And Congress should make the decision rather than
letting an exception in the Bank Holding Company Act determine
the future of commerce and banking and take that decision out of
the hands of Congress.

Mr. MEEKS. So really, what I'm trying to decipher is the benefits
to my constituents and to my community. For example, currently,
say GM, who has an ILC, is primarily for their financial company
so if I go in and there’s zero percent interest if I use their finance
company, because that’s a subsidiary of the parent company, the
benefit comes to the consumer.

Likewise, if there’s a large chain—I don’t know whether it’s Wal-
Mart or whether it’'s Home Depot, etc., if there is a way to bring
down the cost to the consumers that would be to their benefit,
without creating the dangers that I guess you're talking about as
far as the commingling of the funds, etc.—what I'm trying to—why
would that be a bad thing?

Mr. ALVAREZ. There’s certainly benefits that folks have argued
would come about from the mixing of banking and commerce, and
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you've referenced a couple. The other side is to consider that the
taxpayer also stands behind the Federal safety net that supports
the bank and so we want to be able to balance and think through
carefully what the cost to the taxpayer would be, as well as the po-
tential benefits that might accrue to customers.

And whether we have the right framework to go forward in
banking and commerce is an open question, and that’s really what
this is, in part, about.

Mr. MEEKS. My last question—and I agree that, you know, Con-
gress should—for example, the FDIC—do you have the power to
regulate that now or would it be important for Congress to give you
additional power to regulate the parent company of an ILC?

Mr(.1 PRICE. The gentleman’s time has expired but you may re-
spond.

Mr. JoNES. We do have—at this stage, at least, we believe we
have the power to deal with the institutions that are out there that
we've experienced to date. We believe the issue from our perspec-
tive is really the safety and soundness of the institution and to
date, under the existing authority, we’ve attempted to isolate or in-
sulate the institution from its affiliate or its parent.

We do recognize that it’s a very dynamic area, and it’'s a very
changing area, so one of the things we are considering right now
and evaluating is whether we need more authority or power. But
we think whatever outcome comes out, whether the existing au-
thority or the new authority, ultimately the goal should be to pro-
tect the institution and make sure it’s protected from the tempta-
tions that have been discussed.

Mr. PrICE. Thank you. Mr. Pearce, you're recognized for 5 min-
utes.

Mr. PEARCE. Thank you. Mr. Leary, if I understand your testi-
mony correctly, it’s basically at the end of the day that we’re doing
it well in Utah and really there’s not much cause for alarm. When
I look at the situation of long-term capital, which was a hedge
fund, it really was in my readings not doing anything against the
law; they just began to do a lot of what they were doing and doing
it recklessly and many, many institutions then had to pay to bail
that situation out.

So you’re saying that everything is right now legal, that every-
body is running well in the system and you don’t see any potential
case where a parallel situation, not with a hedge fund but with an
ILC, beginning to lend to itself and beginning to really pull in more
and more capital could create a problem? You just don’t see that?

Mr. LEARY. I would like to say that I'm a regulator, so I worry
day and night. I'm a paid professional regulator. But the regulatory
structure that is in place has been commensurate to the risk. That
is what I have identified. Will there be problems in the future? Un-
doubtedly. But there’s problems across banking into the future.
We're getting into new technology, new products, and new services,
and each of those have to ferret out what’s appropriate.

But I would represent to you that we are comfortable with the
level of supervision in place at this point in time. But I clearly
want to say that there’s always the future, and that’s why I stress
it is an evolving process; as risks are identified, we’ll respond at
the State level as rapidly as we can.
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Mr. PEARCE. And so in Utah you’re not allowing any of the ILC’s
to fund themselves or lend to themselves or lend to—to form a very
close relationship between their customers and themselves?

Mr. LEARY. I would represent only semi-tongue-in-cheek I think
we've become Sections 23A and 23B experts at the State level as
well as the FDIC, as much as the Federal Reserve, yes. We are
very cognizant, very aware of that. That is a supervisory emphasis
at every examination where there is a parent.

Mr. PEARCE. Your written testimony indicates that you feel no
qualms about the association of commerce and banking, yet when
I review the Japanese banking system to where they bought com-
panies, then the companies did two things, invested heavily in real
estate, and invested heavily in their own operation; they were
funding—loaning to themselves to operate.

Then when the real estate market crashed, it began to put pres-
sure on the banks, the banks crashed, and then the ultimate com-
panies that were involved crashed. And, for me, that’s a concern
but when I read your testimony and listen to you today you say ba-
sically no sweat, no big deal, we’ve run it okay in Utah.

But I—going back to the long-term capital thing, I've just—I'm
sorry—there are events that spin out of control that extend beyond
the ability for you to slow them down. The regulators, I suspect,
were trying to do something about long-term capital but they just
down there sunk the economic ship in the United States, and so
when I look at long-term capital and the Japanese market, I'm not
so reassured by Utah.

Do you have something that will be the magic potion to reassure
me at this point in the day?

Mr. LEARY. What I would give you in a short answer is, I think,
the Federal Reserve—we have good confidence in Sections 23A and
23B and the anti-tying provisions which have been identified. I
don’t know if we have more confidence in the Federal Reserve, but
we have confidence in that ability.

We have also taken some prudential—what we call prudential
standards. We mandate that all industrial banks have a majority
outside unaffiliated directors. We mandate that management is in
Utah, so I believe we have a hand on the bank.

What you’re asking me, is there some threat in the future that
may cause an issue, and I would say as a regulator, I'm a realist
and a pragmatist—

Mr. PEARCE. Okay. Let me ask some more questions.

Mr. LEARY.—there may be.

Mr. PEARCE. My time is—have you had any—you say you’ve had
no failures, no bankruptcies of ILC’s. Have you had any small com-
munity banks just cease to operate, close down?

Mr. LEARY. Yes. I have the unenviable distinction of having the
last bank in the county close.

Mr. PEARCE. And that’s my concern, again, in my opening state-
ment. Rural areas depend on some source of capital and I will
guarantee the rates of return in Hobbs, New Mexico, where I live,
will never be what they are in Albuquerque, New Mexico. If we
don’t have some access to capital, then the economy of the whole
United States has to stand on the shoulders of 20 or 30 large com-
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munities, or 20 or 30 large banks, and I just don’t think it can do
it. And at the end of the day, that becomes a very compelling thing.

Thank you, Mr. Chairman, for your time.

Mr. PRICE. The gentleman yields back. Mr. Baca, youre recog-
nized for 5 minutes.

Mr. BacA. Thank you, Mr. Chairman. This question is for Mr.
Jones. The U.S. law has historically separated commerce and bank-
ing activities to avoid placing Federal deposit insurance fund,
which currently amount to $49 billion, at risk if the banks fail.

Without consolidation supervisory authority over the ILCs’ cor-
porate owners, how can FDIC ensure that the ILCs’ safety and
soundness—which is question number one—and then how can we
be sure that a company as large as Wal-Mart won’t put our bank-
ing systems at risk if it fails and who will it impact most?

Mr. JONES. As I mentioned when we were discussing earlier, our
focus is on the safety and soundness of the institution. We have ap-
plied the same standards to the institution we do to any other, in-
sulating the institution whether it’s an ILC or any bank from its
parent and its affiliates to protect them. So we apply the same
standards, we had the same focus.

Indeed, with respect to the ILC’s, we have a number of them that
we—I think at this stage we have 13, because of their size, that
we put on what we call the large institution depository program
where we evaluate them on a daily basis and at least four of them
right now—four at this date we have almost dedicated examiners
in there keeping track of them. So we’re applying the standards we
can under the existing statutory authority we have.

Again, our goal is to try to insulate the bank. Whether in fact
there should be a consolidated supervisor is probably—is what this
hearing is about and is really—ultimately will be a Congressional
concern. We are applying the best standards we can under the stat-
ute we have right now.

Mr. BACA. And if we were at risk, who will it impact mostly then,
if it fails?

Mr. JoNEs. Well, if we find—are you talking about the parents
at this stage or the bank itself?

Mr. BACA. The bank itself.

Mr. JoNES. The bank—the impact unfortunately is going to be
the insurance fund, if it fails, will have the greatest impact. That’s
our goal to prevent the bank from failing to the extent there’s been
concern on the parent. That’s why we try to insulate the bank.

And it was mentioned there have been a couple of instances in
the past where a parent of an ILC has gotten in trouble and we
have, working with the States, stepped in to insulate the bank, pre-
vent the bank from bailing out the parent, setting the bank up so
ultimately it was actually disposed of and sold so it was not
harmed by the failure of the parent. And that’s our goal when we
do the supervision.

Mr. BACA. Okay. Mr. Alvarez, in September of 2005, the GAO ad-
vised Congress to consider improving the regulations of the ILCs’
banking and holding companies. Do we need to bring existing ILC’s
and their holding companies under Federal Reserve supervision,
which is question number one? And then two, do you think that the
Federal Reserve is better equipped to handle them? And number
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three is, how would you recommend that we address the GAO’s
concerns?

Mr. ALVAREZ. We believe strongly that you should have consoli-
dated supervision since the Federal Government stands behind the
Federal safety net. There should be the same regime of supervision
over owners of ILC’s as there are for the owners of other insured
banks.

And that means having a Federal supervisor that has full exam-
ination authority, capital authority, authority to have reports, and
to bring enforcement actions. Those are the areas that we have
under the Bank Holding Company Act and we have a full regime
set up under the Federal Bank Holding Company Act and many
years of experience in being the umbrella supervisor for owners of
insured banks. So we think we’re very well equipped to handle the
responsibility but we think it’s most important that Congress pro-
vide a Federal regulator with that authority and the responsibility.

Mr. BACA. Mr. Jones, during its testimony to the FDIC in April,
Wal-Mart cited its long-term lease with 1,150 store branches and
more than 300 financial institutions as a reason why the company
could not easily open branches in its stores. But there’s a reason
to believe that the statement was inaccurate and that the renewal
would also be at Wal-Mart discretion.

What can the FDIC do to prevent Wal-Mart from branching into
other States?

Mr. JoNES. I have to apologize. It is a pending application, so I
can’t really discuss it. This almost is a two-part question, I guess,
but I can’t discuss the actual application. I mean, in the issue of
branching, in general we have—we have to approve any branch for
any of our banks if it’s a State-supervised bank, State non-member
bank, so any bank that is supervised by us would ultimately have
to have FDIC permission to branch.

Mr. BacA. Okay. Bottom line, if we allow branching into other
communities, will the banking industry then be affected if we allow
branching out?

Mr. JONES. You're talking in general, not with respect to Wal-
Mart? I mean, it’s hard to judge at this stage if you had this—

Mr. Baca. I have 30 banks in one place; we allow branching to
Wal-Mart or anybody else. Will it impact banking?

Mr. JoNES. I don’t know if it would impact banking any more
than the large banks branching into the communities across the
country today. It’s going to be a question, you know—it’s a competi-
tion issue.

Mr. BAcA. If you have access to one versus another one, does it
impact them—

Mr. PrICE. The gentleman’s time has expired.

Mr. BACA. Thank you, Mr. Chairman.

Mr. PrICE. Mr. Hensarling, you’re recognized for 5 minutes.

Mr. HENSARLING. Thank you, Mr. Chairman.

I always try to come to these hearings with an open mind, not—
just not an empty mind. And I’ve come to this hearing with a par-
ticularly open mind. Unlike some on this panel, I do not necessarily
consider big to be bad, but I do tend to have a bias in thinking that
more freedom is good and less freedom may be bad.
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And so as I listen to a lot of the testimony, and try to boil it
down to—at least a portion of it to its lowest common denominator,
I think I hear Mr. Jones saying that we can regulate these ILC’s,
and Mr. Alvarez saying no, you can’t. So Mr. Jones, let me ask you
the question.

What is it that in your supervisory powers and structures that
you have over the parent companies of ILC’s that would be dif-
ferent from the powers and regulatory structure that the Federal
Reserve or the OTS would have over parent organizations of in-
sured depositories? What'’s the difference here?

Mr. JONES. I guess first I'd like to break it down that I think
you’ve raised two issues, whether we can supervise the ILC’s and
whether we have the same powers as the Federal Reserve does
over the parents. I don’t think anyone has raised any issues of
whether FDIC or the States at this stage can supervise the ILC’s.
We have the same authorities for those that we have for every in-
sured institution, and I believe even in GAO’s report they indicated
they found no operational failure on our part for the supervision of
the institutions.

The question I think you’re really directing is can we oversee or
supervise—

Mr. HENSARLING. Well, they have supervisory ability as opposed
to authority.

Mr. JONES. Well, supervising a bank, I think we have the same
ability to supervise an ILC that we have for any institution. On the
parent level, we don’t have the same authority as the Federal Re-
serve. We have some authorities. Largely our authorities apply to
insulating the bank from the parent so the parent doesn’t pose a
risk to it but as has been noted, we cannot apply consolidated cap-
ital to the bank. We don’t have the same reporting requirements,
although we do—we are able to obtain a large number of reporting
requirements through both cooperation and in some situations by
agreement.

So we don’t have the same authorities. We have attempted with
the authorities that we do have to make sure we’re providing that
proper supervision at the bank level.

Mr. HENSARLING. Mr. Alvarez, how does this impact taxpayer ex-
posure and safety and soundness?

Mr. ALVAREZ. Well, Congress has decided that the most effective
way to protect the Federal safety net and the taxpayer is to have
a two-part supervisory scheme, one that focuses on the depository
institution directly, and another that looks at the holding company
and its affiliates, and the strength of the holding company and its
affiliates.

As Doug mentioned, the FDIC has full authority to look at the
bank. That part of the scheme isn’t what we question. For owners
of ILC’s, however, there is no comparable supervision of the hold-
ing company itself and its affiliates, so there’s exposure to the tax-
payer and the safety net through weaknesses that may occur at the
holding company. Troubles at the holding company could bleed over
into the bank and cause failure at the bank. Capital may be defi-
cient at the holding company and that puts the bank at risk.

So it is—having someone who has the authority to look at, exam-
ine, get reports from, and take enforcement actions against the
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holding company and its affiliates is the difference between the
two.

Mr. HENSARLING. Mr. Hillman, I have not reviewed your study
but what are we observing in the real world here? Is there evidence
that the FDIC has been less effective in supervising of institutions
not owned by bank holding companies?

Mr. HiLLMAN. Our work suggests, Congressman, that the work
done by the FDIC as it relates to supervising the ILC or the in-
sured institution is similar to the authorities and approaches taken
by other Federal regulators in insuring the institution. The ques-
tion today, however, is the extent to which the FDIC has similar
authorities to oversee the holding company structure, the parent
organization and affiliate organizations, and in this regard, while
the FDIC provides substantial authorities to try to isolate and limit
the risks associated with ownership by the parent in a holding
company structure to an ILC, it is not equivalent to the authority
provided by the Federal Reserve or OTS.

Mr. HENSARLING. In the limited time I have left, I want to
replow a little bit of old ground that the ranking minority member
brought up and that is it appears that by their testimony, Wal-
Mart and Home Depot are looking for a very limited purpose in
their ILC charters, and I understand a couple of you gentlemen
cannot comment because they are pending.

But I really want to hone in and make sure I understand the an-
swer. Is there an ability to limit the specific purpose that the ILC
charter would have? And without commenting, I suppose, on those
specific cases, Mr. Jones, could you answer that question yet again
so I have a firm understanding of the answer?

Mr. PrICE. The gentleman’s time has expired, but you may an-
swer, Mr. Jones.

Mr. JONES. We can—when we approve an application. We can
place conditions on the application based upon either items we per-
ceive as risk or items, if we have not made a thorough review, the
limitation on what our review was so they’re not engaging in other
activities. So we can place limitations on an approval that you
can—and again, this is in general, but you can place limitations
that an institution cannot engage in certain activities either with-
out our consent or without giving prior notice to us so we can take
an action on it.

If they do not live up to those conditions, they face severe con-
sequences in the sense of enforcement actions that we can take
against them, all the way up to the level of a million-dollar-a-day
fine if they’re violating a condition. But as I mentioned to Con-
gressman Frank, these are conditions that are imposed at the time
based on the facts before us. So to the extent at a later date if they
come forward and ask us to re-review it, we have to consider it at
that time based upon the facts that exist at that time as well.

Mr. HENSARLING. Thank you.

Mr. PRrICE. Thank you, Mr. Jones. Mr. Crowley, you're recognized
for 5 minutes.

Mr. CROWLEY. I thank the Chair for recognizing me.

Let me say I, unfortunately, was unable to be here for your testi-
mony, but I have your written testimony, and I will review it. As
in my opening statement, I made reference to the fact that what
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has made this country great is the level of competition amongst
members of particular industries. And I see the same here in the
ILC debate, creating opportunities for competition to thrive here in
the States and to—it’s what’s made our country strong.

So I want to just really reiterate my opening statement to a de-
gree, and that is I do support the ILC’s in concept, and I don’t be-
lieve in creating a separate standard for one particular entity to
keep one out of the market.

And with that, I will yield the balance of my time to the gen-
tleman from Utah, Mr. Matheson.

Mr. MATHESON. I thank Mr. Crowley for yielding.

I think the line of questioning that Mr. Hensarling just went
through really helped crystallize what one of the issues is here that
I think we need to acknowledge.

There’s nobody arguing that the FDIC and the Federal Reserve
have the same ability to look at the holding company, at the par-
ent. I don’t think there’s anybody who thinks that is the case. The
operative question here ought to be under what does the FDIC
have its jurisdiction, and the States, does this industry have ade-
quate regulation?

So I want—I think that was very helpful to clarify that, and a
lot of people pursued this question. There is no question that the
FDIC doesn’t have all the authority the Federal Reserve does to
look at the holding company, but is only one form of regulation ap-
propriate or are there multiple forms of regulation that may be ap-
propriate? And that is the purpose of this hearing today—to deter-
mine if the Industrial Loan Companies, under FDIC and State reg-
ulation, are adequately regulated.

In terms of the GAO report, Mr. Hillman, there are a couple of
conflicting statements in the report because in the GAO report you
first say that, as a number of people mentioned, from an operations
standpoint, ILC’s do not appear to have a greater risk of failure
than other types of depository institutions. But then one of the con-
clusions—you say ILC’s may pose more risk of loss to the bank in-
surance fund than other insured depository institutions operating
in a holding company.

How do I reconcile those two statements in your report?

Mr. HILLMAN. Thank you for an opportunity to clarify that.

In our report, we did state and truly believe that from an oper-
ational standpoint, ILC’s pose no additiona