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EXAMINING THE REGULATION AND SUPER-
VISION OF INDUSTRIAL LOAN COMPANIES

THURSDAY, OCTOBER 4, 2007

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10:02 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Senator Sherrod Brown, presiding.

OPENING STATEMENT OF SENATOR SHERROD BROWN

Senator BROWN. The Committee will come to order. Good morn-
ing to everyone.

Thank you all for joining us here today as the Committee exam-
ines the role that industrial loan companies play in our banking
system. That system, as we know, is a continually changing one as
lenders innovate and Congress from time to time responds to
changes in the landscape. Amidst this change, some principles re-
main constant. Four times in my lifetime, Congress has acted to
separate commercial firms from banks and vice versa. Truth be
told, I really was not paying particularly close attention to the pas-
sage of the 1956 Bank Holding Company Act. Time and again we
have seen the real costs when Congress has failed to act, from the
Depression to the savings and loan crisis. Frankly, we are seeing
variations of the problem today. In Japan, the intermingling of
commerce and banking has led to disastrous results, and here at
home, where the subprime mortgage meltdown has operated large-
ly outside of Federal supervision.

I have been pretty candid all year about what I think has been
the failure of the Federal Reserve to act more aggressively to police
the subprime, non-bank lenders. It would not be inaccurate if our
witness from the Fed made the same observation about Congress
and the ILCs. But I suppose it would be impolite. We need to act
this fall to address this problem, just as we have repeatedly in the
past. When commercial firms set up single-bank holding compa-
nies, Congress amended the law in 1970 to reach them. When com-
mercial firms started buying non-bank banks, Congress in 1987
stepped in again. When commercial firms started to acquire thrifts,
Congress responded with Gramm-Leach-Bliley in 1999.

In this spring, in the wake of the tremendous growth in indus-
trial loan company assets since Gramm-Leach-Bliley almost eight-
fold, the House adopted Representative Paul Gillmor’s bill to pre-
vent further commercial acquisitions of ILCs by a vote in the
House of 371-16. The strength of that vote is a small testament to
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the respect in which Paul Gillmor was held and the skill with
which he did his job as a legislator.

Paul and I served in Columbus together, he in the Senate, I in
the Lower House in those days, where he had a reputation as a
solid legislator, but it was when we both moved on that our paths
crossed. I was serving as Secretary of State in 1988 when Paul ran
for the open congressional seat in northwest Ohio. Paul won that
primary by initially 35 votes. I as Secretary of State was called in
to conduct the recount, running against the son of the retiring Con-
gressman, Paul’s opponent, and I remember saying to my elections
counsel, “Make sure you do this one well because the winner of this
Republican primary in this Republican district is going to be in
Congress for the next 20 years.”

I was off by a year, but I sure wish I had been off by a lot more.
Congress lost a real expert on these issues, and Karen Gillmor and
the rest of his family and friends lost a good man. I hope we can
pick up where he left off.

Senator Shelby.

OPENING STATEMENT OF SENATOR RICHARD C. SHELBY

Senator SHELBY. Thank you, Mr. Chairman.

Mr. Chairman, I am going to have to leave this hearing because
we have on the floor of the Senate, as you know, the Commerce,
Justice, and Science appropriations bill, and I will be helping man-
age that with Senator Mikulski, but I do have an opening state-
ment that I want to give. And, Mr. Chairman, I have a number of
questions that I would like to submit to the panel for the record,
and my staff will handle that.

Thank you, Mr. Chairman, for holding this hearing. Today we ex-
amine the regulation and the supervision of industrial loan compa-
nies, or ILCs. The topic raises at least three critical questions
which this Committee should consider carefully.

First, to what extent, if any, should we allow the continued mix-
ing of banking and commerce through commercial ownership of
banks?

Second, is a consolidated supervisory approach rather than a
more bank-centric approach the optimal method for regulating our
financial institutions?

Third, should we charge the Securities and Exchange Commis-
sion with the additional responsibilities of a prudential supervisor?

Although the decision by the FDIC to extend the moratorium on
ILCs owned by commercial companies gave a certain impetus to to-
day’s hearing, the issue is not new here. In 1987, this Committee
passed the Competitive Equality Banking Act, or CEBA. While
CEBA eliminated further chartering of non-banks, it exempted a
number of entities from the requirements of the Bank Holding
Company Act. Among those entities were credit card companies,
trust companies, and ILCs.

Twelve years later, we revisited the issue of regulatory mod-
ernization in the Gramm-Leach-Bliley Act. Gramm-Leach-Bliley
ended the ability of unitary thrift holding companies, we will re-
member, to engage in bank-like activities if they were owned by
non-financial businesses. But Gramm-Leach-Bliley did not address
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the exemption of ILCs and their holding companies from Fed su-
pervision.

Other than certain grandfathered unitary thrifts and non-bank
banks, this meant that the ILCs were the only option for commer-
cial firms to accept insured deposits and make consumer and com-
mercial loans. In the meantime, ILCs gained in popularity. Be-
tween 1987, when CEBA was enacted, and 2004, total assets held
by ILCs rose 3,500 percent.

The mixing of banking and commerce, as the Chairman noted,
raises a number of issues which this Committee must review care-
fully. Perhaps the most significant concern is the potential for con-
flicts of interest on the part of commercial owners of a bank which
would jeopardize the bank’s federally insured deposits.

As we consider the supervision and the regulation of ILCs, I be-
lieve we must be mindful of the history of the separation of bank-
ing and commerce and the legislative exceptions to such separation
that the Congress has created over the years.

In addition to concerns about the mixing of banking and com-
merce, the ILC debate also raises questions about the optimal regu-
latory structure that I alluded to earlier. While the vast majority
of assets in our banking system are subject to consolidated super-
vision, a significant minority have been regulated through a more
bank-centric approach. Until recently, the FDIC had generally de-
fended the adequacy of the bank-centric approach to regulation. I
think we should consider the merits of both approaches, including
the history of bank failures under each approach.

This leads to a final question. Should the Gramm-Leach-Bliley
Act be revisited to give the SEC statutory authority as a consoli-
dated supervisor? Despite the fact that Congress did not, as I men-
tioned, provide this explicit authority to the Securities and Ex-
change Commission in Gramm-Leach-Bliley, the SEC has put in
place a version of this authority through its own rulemaking. I do
not believe it would be appropriate to ratify the SEC’s consolidated
supervisory entities program as an afterthought to the ILC debate.

If some form of a consolidated supervision for unregulated
broker-dealer affiliates and holding companies is needed, we should
thoroughly right here consider such a change before it is codified
in statute. In any event, we should not forget the careful balancing
that went into crafting our current functional regulatory scheme.

These issues are important ones for this Committee with pro-
found implications for the safety and soundness of our financial in-
stitutions, the future of financial regulation as we know it, and our
banking system as we know it today. As we move forward, each of
these issues will require the full resources and attention of this
Committee, as well as the cooperation of the regulators.

I thank the Chairman for calling this hearing. I hope it is the
first of many hearings addressing this profound, complex, and fun-
damental issue surrounding this important topic.

Thank you, Mr. Chairman.

Senator BROWN. Thank you, Senator Shelby.

Senator Johnson, would you like to—and I would add, Senator
Johnson was very involved in this issue before I came to the Sen-
ate, and he and I worked together on this late last year as we pre-
pared for all of this. Senator Johnson.
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OPENING STATEMENT OF SENATOR TIM JOHNSON

Senator JOHNSON. Mr. Chairman, I will submit my statement for
the record. Thank you.

Senator BROWN. Thank you.

Senator Bennett, for an opening statement.

OPENING STATEMENT OF SENATOR ROBERT F. BENNETT

Senator BENNETT. Thank you very much, Mr. Chairman. I appre-
ciate both the hearing and your courtesy in allowing me some input
as to who would be invited here.

I want to welcome Commissioner Ed Leary from Utah. Commis-
sioner Leary began his time as the Commissioner of the Utah De-
partment of Financial Institutions in the same year that I was
elected to the Senate, so we have been wrestling with this question
now in tandem for about 15 years.

This is obviously a subject of great interest to me because Utah
has a number of ILCs chartered in our State. We are not the only
State that charters ILCs, but we have, we believe, the best, well-
established regulatory structure and safe and sound record. There
has never been an ILC chartered in Utah that has failed, and this
is neither by accident nor loophole.

As I look at the record and legislative history of the ILC Charter,
I see a different picture than that that many others see. Legislation
is usually the solution to a problem. It seems to me that restrictive
legislation on ILCs is a solution in search of a problem. The ILC
Charter has a sterling record. We have not had a failure, as I say,
of a commercially affiliated ILC.

Now, some who are opponents of the ILC say, “Yes, but what if
Enron or WorldCom had owned an ILC?” That is an interesting
theoretical question. Let’s look at the factual record.

Tyco and Conseco both did own ILCs when they ran into serious
trouble. Tyco’s ILC was successfully spun off in its own public offer-
ing, and the Conseco ILC, with the parent in bankruptcy, was
walled off, and the assets were sold for a profit, not a loss.

The record of the ILCs clearly shows that they are among the
safest and most well-capitalized financial institutions in the coun-
try, and that also is not by accident. The FDIC, for those that are
headquartered in Utah, in partnership with the Utah Department
of Financial Institutions, rigorously regulates the ILC Charter, and
they are subject to the same safety and soundness, consumer pro-
tection, deposit insurance, CRA, and other requirements as all the
other FDIC-insured depository institutions. They are subject to
many of the same requirements as bank holding companies such as
strict restrictions on transactions with their bank affiliates, and
their parent companies are subject to prompt corrective action and
capital guarantee requirements if the banks they control encounter
financial difficulties.

In some instances, they are subject to firewalls and corporate
governance restrictions that exceed those available to bank holding
companies, and these tools, in the words of the former Chairman
of the FDIC, Donald Powell, allow the FDIC to manage the rela-
tionships between industrial loan companies and their owners
“with little or no risk to the deposit insurance funds and no subsidy
transferred to the non-bank parent.”
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I want to stress that because there has always been an assump-
tion there that there was some kind of subsidy to the parent that
went with owning an ILC, and as Chairman Powell makes clear,
that is, in fact, not the case.

The current Chairman of the FDIC, Sheila Bair, has said, “ILCs
have proven to be a strong, responsible part of our Nation’s bank-
ing system’s innovative approaches banking. Many have contrib-
uted significantly to community reinvestment and development.
The record to date demonstrates that the overall industry has oper-
ated in a safe and sound manner and that the FDIC has been a
vigilant, responsible supervisor of that industry.”

The ILCs exist to serve niches that the rest of the banking sys-
tem does not serve and, therefore, has a limited-purpose charter.
Let’s look at the size of those niches.

The ILCs amount to 59 of almost 8,700 insured depository insti-
tutions in this country and control only 1.8 percent of the assets.
Of the 59 existing ILCs, 15 are controlled by a commercial parent,
the others by a financial parent. This is not threatening the sta-
bility of the banking system even if it were weak, which it is not.

I also believe the legislative history is very clear. You, Mr. Chair-
man, have referred to that, as has Senator Shelby. Let’s go through
it a little bit again.

The ILC Charter is not a loophole charter. It is a recognized and
intentional exception to the Bank Holding Company Act. There are
many exceptions that have and continue to exist. The Bank Hold-
ing Company Act has evolved from a broadly permissive system of
bank commercial affiliations. The current law restricts but does not
prohibit such affiliations.

From 1956 to 1970, BHCA covered only companies that con-
trolled multiple banks. Thus, BHCA allowed any company, includ-
ing a commercial firm, to control a single bank. Although the one-
bank holding company exemption was repealed in 1970, the BHCA
continues to this day to cover only companies that own banks. This
exempts individuals, families, and other non-corporate entities
from the act, allowing, among other things, community banks to be
owned by individuals who also own commercial businesses.

If T can put it on a more humble example, your local banker
whose family owns the local bank could also own the car dealer,
the hardware store, and the drycleaner, and that would not be a
violation of BHCA. Combining banking and commerce in this fash-
ion is commonplace across America. We also have other limited-
purpose banks that are exempt from the BHCA, like the one owned
and operated by the Independent Community Bankers of America.
We have never had a bright line separating banking and com-
merce.

Talk about Gramm-Leach-Bliley? It did eliminate the continu-
ation of the unitary thrift charter, mostly due to the rumor that a
certain large retailer was seeking to acquire one. But that was not
a reaffirmation of a bright line separating banking and commerce.
In fact, ILC powers and the powers of other limited-purpose char-
ters that permitted commercial affiliations were expanded in
Gramm-Leach-Bliley. And I go, as my source for that, to the prin-
cipal author of Gramm-Leach-Bliley—Senator Gramm—who sat as
Chairman of this Committee.
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He made this comment to the American Banker in February of
2006 when he sat down for an interview. He was asked about the
statement he made on the day Gramm-Leach-Bliley was passed
when he predicted that within a decade, another banking law
would eliminate any remaining walls separating banking and com-
merce. In the interview, he stated that he believed that was inevi-
table. Quoting him, “American banks are competing with banks
around the world that have varying degrees of commercial powers
so, clearly, that is going to happen. The pressure comes from a
growing recognition that this is the way business is done finan-
cially in the world, and that if we are going to compete success-
fully, we have got to play by the same rules.”

Now, it is clear that Senator Gramm did not believe that
Gramm-Leach-Bliley was or should be perceived as a reaffirmation
of a bright-line separation of banking and commerce. And I have
talked to him specifically about ILCs, and he says, “If you want me
to, I will come down and testify in favor of the current ILC Charter
in my role as the principal author of Gramm-Leach-Bliley.”

All right. In closing, I do not believe that an entire class of finan-
cial institutions, which the record clearly shows are well managed,
well capitalized, well regulated, and that provide great benefits to
niches of customers in all 50 States, should be eliminated or stran-
gled by regulation or law because of who their owner is. The ILCs
are permitted to be owned by commercial companies. They are not
committed to be the piggy bank of the commercial parent. There
are very strict rules and regulations which are vigorously enforced
relating to transactions between the ILC and the commercial par-
ent. And most of the concerns I have heard expressed regarding the
ILC Charter are hypothetical and would currently be prohibited by
existing law and regulations.

I have had a conversation with Chairman Rangel where he ex-
pressed concern about Home Depot using an ILC to tie purchases
at Home Depot to the loans available in the ILC, and I said, “Mr.
Chairman, that is illegal now.” And his staff had not been aware
of that fact. And, indeed, Home Depot has a credit card where they
take advantage of people coming into Home Depot, seeking credit
support for their purchases, and that is legal now, and the ILC ac-
tivity would have no impact on that whatsoever.

So, Mr. Chairman, I am happy to have this hearing. I look for-
ward to talking with you and my colleagues more about ways to
clarify the existing limited-purpose nature of ILCs. But I am not
inclined to consider overturning existing law to prevent commercial
companies from affiliating with ILCs. The track record has been
very strong, and the advantages that have come from commercial
companies with their ILCs I think will be illustrated by some of the
witnesses we will have here today.

So, with that, Mr. Chairman, I thank you for the hearing and
look forward to the witnesses that we will have come before us.

Senator BROWN. Thank you, Senator Bennett.

Senator Tester, for an opening statement, if you choose.
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STATEMENT OF SENATOR JON TESTER

Senator TESTER. Thank you, Chairman Brown. I appreciate you
calling this hearing together, and I also want to thank Senator
Johnson for his interest in the matter.

ILCs go back nearly a hundred years, and I look forward to this
hearing to find out more about them, because I will be the first to
tell you I do not know all of the intricacies of it. But it appears to
me—and Utah may be doing a great job, but it appears to me that
they are—well, to have the SEC, the FDIC, the OTS, and the Fed-
eral Reserve all having oversight really does not sound like a log-
ical, coherent framework to me. And to compound that, I have
heard from a bunch of bankers in my State of Montana, and I can
tell you that the banking and the individual banks around the
State of Montana have played a critical role in making Montana
what it is today, in a positive sense.

And so when they start expressing their concerns, it brings up
my antennas, and I just appreciate this hearing to learn and hope-
fully, if there are problems, to fix those problems.

So, with that, Mr. Chairman, once again thank you for having
the hearing.

Senator BROWN. Thank you, Senator Tester.

Senator Bunning.

STATEMENT OF SENATOR JIM BUNNING

Senator BUNNING. Thank you, Mr. Chairman Brown. So many
different Senators have chaired meetings this week, I am won-
dering when it will be my turn.

[Laughter.]

Senator BROWN. I have waited a long time for this, Senator
Bunning, frankly.

[Laughter.]

Senator BUNNING. Rightly so.

Senator BROWN. Perhaps, perhaps.

Senator BUNNING. This is your first year here.

Senator BROWN. Yes, but I waited a long time somewhere else.
Let’s not get into that, Senator Bunning.

[Laughter.]

Senator BUNNING. We have all heard a lot from folks back home
about this issue. It is important to more than just traditional bank-
ing interests and touches many of the key issues related to banking
regulation.

Some of my colleagues were in the Congress during the savings
and loan crisis, but many were not. I remember that time and what
the bailout cost the taxpayers and the economy. We must not allow
that to happen again.

That is why the banking system in the United States has strong
regulation and some separation between banking and other func-
tions. In order to protect our banking system, we must ensure ap-
propriate regulation and oversight and proper separation. At the
same time, we must be careful not to disrupt innovation in bank-
ing. We should not create an unlevel playing field based solely on
when a company applied for a bank charter. Where and how we
draw the lines must be chosen with great care.
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I look forward to hearing from our witnesses and other Members
of the Committee. Thank you.

Senator BROWN. Thank you, Senator Bunning.

Senator Crapo.

STATEMENT OF SENATOR MIKE CRAPO

Senator CRAPO. Thank you very much, Chairman Brown. I ap-
preciate the fact that we are holding this hearing. I think that we
need to pay a lot more attention to the ILC issue and, frankly, a
lot of other regulatory issues. For my opening statement and any
questions I might have an opportunity to ask, I am going to focus
on a broader context.

The reason we are here talking about the ILC issue is because
we have problems with regard to—or let me put it this way: We
have disagreements over who should be the regulator and what the
rules should be for those who are regulated in different aspects of
our commercial and banking system.

As you may know, I worked very hard in the last few years and
last year, or the last Congress, was successful when we finally got
a reg relief bill through to kind of simplify and try to bring some
relief to the financial industries in terms of the regulatory system
with which they are faced.

We got a lot done in that bill, but we also identified a lot more
that needs to be done, and we are working now on what I call Reg
Relief II to try to move further into the arena. But the ILC issue
is just one example, probably a very significant example, that high-
lights the broader issue of the regulatory system we have in place
for financial industries in the United States. The current structure
we see has multiple regulators and multiple charters and creates
the potential for those who are regulated in one instance or an-
other to have an advantage or a disadvantage over others in the
system. And, again, the very reason we are here holding this hear-
ing on ILCs is we have that structure.

In the near future, the GAO is going to be submitting two re-
ports to Congress that were mandated by the Reg Relief Act. The
first report will be on the volume of currency transaction reports
filed with the Department of Treasury, including, if appropriate,
recommendations for changes to the filing system.

The second report will discuss measurements of regulatory costs
and benefits and efforts to avoid excessive regulatory burdens, the
challenges posed to financial regulators by trends in the industry,
and options to enhance the efficiency and effectiveness of the Fed-
eral financial regulatory structure. And it is my hope that this
Committee will very seriously consider these two reports.

I think the second report in particular will be timely in dis-
cussing the ILC debate in the broader context of reviewing our reg-
ulatory structure. Along with examining the regulation and super-
vision of industrial loan companies, we need to examine and con-
sider how to modernize our Federal financial regulatory system.
Our financial regulatory structure continues to be challenged by
the industry trends that increased consolidation, conglomeration,
convergence, and globalization. The financial services firms that
offer similar products are often subjected to different regulatory re-
gimes, creating the potential for inconsistent regulation.
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To address this issue and to improve their competitive position
globally, some nations have now reorganized their regulatory sys-
tems, and some have even consolidated their regulators into a sin-
gle regulatory agency while others have created specialized regu-
latory agencies that focus solely on ensuring the safety and sound-
ness of institutions or on consumer protections.

I am hearing a lot of talk and praise about Britain’s approach to
regulation as a model for effective but not onerous systems that
oversee banks, brokers, investment funds, and a system, frankly,
that could improve the competitive position of U.S. markets and fi-
nancial markets globally. I am very interested in the principles-
based approach to regulation, similar to the FSA in Britain, and I
intend to focus my time in this hearing in addressing those issues.

Mr. Chairman, I do not know if that is exactly the direction we
need to go, but I do know that we need to address the complex,
convoluted regulatory system that we have in the United States
today in an effort to simplify it and avoid these kinds of cir-
cumstances where we have different parts of the industry very in-
tensely competing to be sure that they are not put at a disadvan-
tage or in some contexts be sure that they do get an advantage
over others who are performing similar functions in the system.

So, again, I appreciate the focus of this hearing today on the ILC
issue. I hope that this Committee will expand and continue our ef-
fort to focus on reg relief efforts in the future, and hopefully we will
be able to modernize and improve our regulatory structure in ways
that go far beyond the current issue of just the ILC debate.

Thank you.

Senator BROWN. Thank you, Senator Crapo.

I want to call up the first panel of witnesses: Scott Alvarez has
been General Counsel at the Federal Reserve Board since 2004.
Mr. Alvarez joined the Board in 1981 as a staff attorney, became
a senior attorney in 1985. He earned a B.A. in economics from
Princeton in 1977 and a J.D. from Georgetown University Law
Center in 1981.

John Bovenzi is the Deputy to the Chairman and Chief Oper-
ating Officer of the Federal Deposit Insurance Corporation. Mr.
Bovenzi has worked at the FDIC since 1981, when he joined the
agency as a financial economist. Since then he has served in a
number of positions, including as Director of Division of Resolu-
tions and Receiverships, Deputy Director of the Office of Research
and Statistics, and Special Assistant to FDIC Board Member C.C.
Hope, Jr. Mr. Bovenzi holds a B.A. in economics from the Univer-
sity of Massachusetts, and M.A. and Ph.D. degrees from Clark Uni-
versity in Worcester, Massachusetts.

Scott Polakoff has been the Senior Deputy Director and Chief
Operating Officer, Office of Thrift Supervision, since 2005. Prior to
joining OTS, Mr. Polakoff served 22 years with the FDIC in many
capacities, including an FDIC review examiner in the Dallas Re-
gion, assistant to the Executive Director in Washington. He most
recently was Regional Director, Division of Supervision and Cus-
tomer Protection in the FDIC’s Chicago office.

Erik Sirri is the Director of the Division of Market Regulation at
the Securities and Exchange Commission. He served as the SEC’s
Chief Economist from 1996 to 1999. From 1989 until 1995, he
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served on the faculty of the Harvard Business School. Dr. Sirri
holds his Ph.D. in finance from the University of California, Los
Angeles, an M.B.A. from the University of California, Irvine, and
a B.S. in astronomy—astronomy?—from the California Institute of
Technology. One of them.

[Laughter.]

Edward Leary was appointed Commissioner of the Utah Depart-
ment of Financial Institutions in June 1992. He joined the depart-
ment in 1977 as an examiner and held positions as industry super-
visor and chief examiner before his appointment as Commaissioner.
Commissioner Leary serves as Chairman of the Board of Financial
Institutions and is the Past Chairman of the Conference of State
Bank Supervisors. Commissioner Leary holds his B.S. in political
science and an M.B.A. from the University of Utah. He retired in
1995 as a captain in the U.S. Naval Reserve.

Before hearing your oral testimony, Senator Reed, do you want
to make an opening statement? If you do, we can——

Senator REED. Mr. Chairman, let me put my statement in the
record and proceed to the witnesses.

Senator BROWN. Thank you for that.

I want to remind all the witnesses that your oral statements
must be under 5 minutes. Time is tight today, so we will enforce
that 5-minute rule. Your entire written statement, of course, will
be part of the record. We look forward to your testimony.

Mr. Alvarez, please begin.

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

Mr. ALVAREZ. Thank you, Chairman Brown and Senator Bennett,
Members of the Committee.

Senator Johnson, we are particularly inspired by your return to
the Committee and to this issue.

I am pleased to testify before this Committee on behalf of the
Board regarding industrial loan companies. ILCs are State-char-
tered banks that have access to the Federal safety net, and they
exercise virtually all the powers of commercial banks. Neverthe-
less, ILCs currently operate under a special exception to the Fed-
eral Bank Holding Company Act. This special exception allows any
type of firm, including a commercial firm or foreign bank, to ac-
quire an ILC chartered in one of a handful of States without Fed-
eral supervision of the parent holding company and without any re-
striction on the scope of activities conducted by the bank’s affili-
ates.

At the time the special exception for ILCs was adopted in 1987,
ILCs were mostly small, locally owned institutions that had only
limited deposit taking and lending powers under State law. Today,
however, this exception has become the means through which large
commercial and other firms may acquire an insured bank and gain
access to the Federal safety net.

Indeed, the changes that have occurred with ILCs 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 as-
sets of more than $60 billion and is among the 20 largest insured
banks in the United States.
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The exception also is open-ended and subject to very few statu-
tory restrictions. There is no limit on the number of ILCs that the
grandfathered States may charter going forward, and Federal law
allows ILCs to engage in virtually the full range of deposit taking,
lending, and payment-related activities.

The Board is concerned that the recent and potential future
growth of ILCs threatens to undermine the decisions that Congress
has made concerning the separation of banking and commerce and
the proper supervisory framework at the Federal level for compa-
nies that own a federally insured bank. For many years, Congress
has sought to maintain the general separation of banking and com-
merce. Congress reaffirmed this policy in the Gramm-Leach-Bliley
Act of 1999, when it closed the unitary thrift loophole, which pre-
viously allowed commercial firms to acquire a federally insured
savings association.

As you know, the Gramm-Leach-Bliley Act allows financial hold-
ing companies to engage in full-service securities, insurance, and
merchant banking activities. Yet Congress allowed only broader fi-
nancial affiliations and allowed these financial affiliations, which is
a lesser step than allowing commercial affiliations, only for compa-
nies that ensure that all of their subsidiary depository institutions
remain well capitalized and well managed and maintain at least a
satisfactory CRA rating.

The ILC exception undermines each of these decisions. It allows
insured ILCs to affiliate with commercial firms, not just financial
firms, as provided in the Gramm-Leach-Bliley Act. Moreover, it
does not impose anything comparable to the strong capital, mana-
gerial, and CRA requirements that Congress established for finan-
cial holding companies in the Gramm-Leach-Bliley Act.

The ILC exception also undermines the supervisory framework
that Congress established for the corporate owners of insured
banks. Although ILCs themselves are fully and capably supervised
by both State and Federal banking authorities in the same manner
as other commercial banks, the parent company of an ILC may not
be. This creates a supervisory blind spot because the supervisory
authority over bank holding companies and their non-bank subsidi-
aries under the BHC Act is significantly broader than the super-
visory authority that the primary Federal supervisor of an ILC has
with respect to the corporate owner and affiliates of an ILC.

In 1991, Congress also made consolidated supervision a pre-
requisite for foreign banks seeking to acquire a bank in the United
States. The ILC exception, however, allows a foreign bank that is
not subject to consolidated supervision in its home country to evade
this requirement and acquire an insured bank in the United
States.

The Board applauds the Committee for holding this hearing. The
ILC exception is reshaping the Nation’s policies on banking and
commerce and the supervisory framework for the corporate owners
of insured banks. The Board believes that the decisions on these
important policies which influence the structure and resiliency of
our financial system and economy should not be decided by a few
companies through the exploitation of an exception, but should be
decided by Congress, which can act in the Nation’s best interest.

I would be happy to answer any questions.
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Senator BROWN. Thank you, Mr. Alvarez.
Mr. Bovenzi.

STATEMENT OF JOHN BOVENZI, CHIEF OPERATING OFFICER
AND DEPUTY TO THE CHAIRMAN, FEDERAL DEPOSIT INSUR-
ANCE CORPORATION

Mr. BOVENZI. Senator Brown, Members of the Committee, I ap-
preciate the opportunity to testify on behalf of the Federal Deposit
Insurance Corporation concerning industrial loan companies.

The FDIC strongly supports efforts to provide statutory guidance
on the key issues regarding the ILC Charter, especially the issue
of commercial ownership. Many of the issues surrounding the ILC
Charter involve important public policy that are best left to Con-
gress for resolution. This hearing and proposals for possible legisla-
tive solutions are encouraging developments that hopefully will
lead to the resolution of key ILC-related issues by the end of the
year.

ILCs have proven to be a strong, responsible part of our Nation’s
banking system. Many ILCs have made significant contributions to
community reinvestment and development. Other ILCs serve cus-
tomers who have not traditionally been served by other types of fi-
nancial institutions. Overall, the ILC industry has operated in a
safe and sound manner, and the FDIC has been a vigilant, respon-
sible supervisor of that industry.

ILCs represent a very small part of the overall banking industry,
composing less than 1 percent of the approximately 8,600 insured
depository institutions in this country and only 1.8 percent of as-
sets. Of the 59 existing ILCs, 44 are either widely held or con-
trolled by a parent company whose business is primarily financial
in nature. These ILCs represent approximately 84 percent of ILC
assets and 87 percent of ILC deposits. The remaining 15 ILCs are
associated with parent companies that may be considered non-fi-
nancial.

There has been significant growth in the ILC industry in recent
years, with most of that growth occurring since 1996 and con-
centrated in a few number of these firms. In addition to the growth
in the ILC industry, the character of ILCs has been changing. In
the current business environment, many ILCs tend to be more com-
plex and differ substantially from their original consumer lending
focus. In some circumstances, consolidated supervision may not be
present and the current supervisory infrastructure may not provide
sufficient safeguards to address safety and soundness risks to the
Deposit Insurance Fund.

To address these developing concerns, the FDIC has taken a
number of actions regarding ILCs in the past year. In July 2006,
the FDIC Board of Directors adopted a 6-month moratorium on all
applications for deposit insurance and changing controls for ILCs.
The moratorium allowed the FDIC to evaluate public and industry
comments, assess developments in the industry, and consider how
best to apply the Corporation’s statutory powers for oversight of
these charters.

It is clear that the most significant concern regarding ILCs is
their ownership by companies engaged in nonfinancial activities.
Based on this analysis, the FDIC Board voted to extend the mora-
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torium through January 2008. Under the extended moratorium,
the FDIC will not take any action on an application for deposit in-
surance or changing control for a company that would be controlled
primarily by one engaged in commercial activities. The moratorium
extension does not apply to ILCs that would be controlled by a
company engaged only in financial activities or that would not be
part of a holding company structure.

In addition to providing the FDIC with time to examine the ap-
propriate supervisory structure for the changing ILC industry, ex-
tending the moratorium provides additional time for Congress to
consider legislation, although the FDIC is not endorsing any par-
ticular legislative approach.

In closing, ILCs have a good safety and soundness track record
to date. They have proven to be a strong and responsible part of
our Nation’s banking system, yet the types and number of ILC ap-
plications have evolved over the years. These changes pose poten-
tial risks that deserve further study and raise important public pol-
icy issues. The FDIC has the responsibility to consider applications
under existing statutory criteria and make decisions. While it is ap-
propriate to proceed cautiously, the FDIC cannot defer action on
these matters indefinitely.

The current statutory exemption providing for the ILC Charter
is quite broad. By providing clear parameters to the scope of the
charter, Congress can eliminate much of the uncertainty and con-
troversy surrounding it. Resolving these issues will enhance the
value of the ILC Charter going forward. The FDIC looks forward
to working with Congress in the coming months as you work to
bring these matters to closure.

This concludes my statement. I will be happy to answer any
questions that the Committee might have. Thank you.

Senator BROWN. Thank you, Mr. Bovenzi.

Mr. Polakoff.

STATEMENT OF SCOTT M. POLAKOFF, SENIOR DEPUTY
DIRECTOR, OFFICE OF THRIFT SUPERVISION

Mr. POLAKOFF. Good morning, Mr. Chairman and Members of
the Committee. Thank you for the opportunity to present the views
of the OTS on activities, ownership, and control of ILCs. There are
three points that I would like to present to you today.

No. 1, the OTS as primary Federal regulator supervises eight
savings and loan holding companies whose subsidiary ILCs control
more than 55 percent of assets in the ILC industry.

No. 2, the OTS supervises 17 commercial savings and loan hold-
ing companies that were grandfathered with the enactment of
Gramm-Leach-Bliley. These 17 commercial firms own thrifts with
total assets in excess of $40 billion. Our effective supervision en-
sures that risks from the commercial operations do not impact the
insured financial institution.

And, No. 3, the OTS in its role as the primary Federal regulator
for savings and loan holding companies that own ILCs has an ex-
cellent working relationship with the FDIC and the relevant State
banking commissioners.

Congress gave the OTS the responsibility to supervise savings
and loan holding companies through the Homeowners Loan Act.
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Congress confirmed that authority in 1999 with the Gramm-Leach-
Bliley Act. OTS currently supervises savings and loan holding com-
panies that control more than 55 percent of the ILC industry as-
sets. These holding companies, which own thrifts and are, there-
fore, statutorily regulated by OTS, include Merrill Lynch & Com-
pany, Morgan Stanley, American Express Company, USAA, Leh-
man Brothers Holdings, General Electric, Beal Financial, and Gen-
eral Motors Corporation.

The ILC debate raises a number of important issues with respect
to key areas of permissible activities and oversight of companies
that own or seek to acquire an ILC. Chief among these are affiliate
risks, including risks from commercial activities that could impact
the insured financial institution.

As you know, Gramm-Leach-Bliley grandfathered a number of
commercial firms within the unitary thrift holding company. Cur-
rently, the OTS regulates 17 commercial firms that own thrift in-
stitutions, and we have a sound improvement oversight program
that addresses potential risks arising from commercial activities. In
addition to several of the companies I just mentioned, the commer-
cial entities that we supervise include Temple Inland Corporation,
Archer-Daniels-Midland, John Deere Corporation, Nordstrom, and
Federated Department Stores.

In exercising our statutory authority of savings and loan holding
companies, we work cooperatively with other regulators, including
Federal and State banking agencies, functional regulators, includ-
ing State insurance supervisors, and Federal and State securities
supervisors. We also coordinate with international financial super-
visors on the oversight of the internationally active savings and
loan holding companies and their affiliates and subsidiaries. In
fact, our supervisory program is internationally recognized by for-
eign regulators, including the U.K.’s Financial Services Authority,
or FSA, and France’s Commission Bancaire, and has achieved
equivalency status from the EU for three firms: General Electric
Company, AIG, and Ameriprise Financial Group.

We are also recognized by Federal statute as one of the two U.S.
regulators authorized to make a determination as to whether a for-
eign bank entering the U.S. is subject to comprehensive consoli-
dated supervision for purposes of coordinating consolidated super-
vision of its domestic banking activities.

The OTS’ status as a consolidated U.S. supervisor requires exten-
sive contact with the domestic and international supervisory com-
munity for these and other internationally active complex firms su-
pervised by the OTS. I would also note that the GAO has confirmed
that the OTS has a strong and internationally recognized consoli-
dated holding company supervision regime.

In sum, the OTS has extensive experience overseeing savings
and loan holding companies, including financial conglomerates and
commercial holding company structures. OTS supervision provides
a strong and robust regulatory framework that oversees a holding
company’s risk management platform. This approach ensures the
flexibility these firms require to compete in the dynamic market-
place while providing a strong supervisory structure over their poli-
cies, procedures, and activities.
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We support the Committee efforts to address concerns with re-
spect to the oversight of ILC holding company parents, recognizing
that the OTS currently exercises effective supervision of savings
and loans holding companies that control more than half of the ILC
industry assets.

In considering possible ILC legislation, we urge the Committee
to preserve existing OTS authority and oversight of savings and
loan holding companies that own or control ILCs. This will promote
functional regulation while also promoting consolidated regulatory
oversight of these companies.

Thank you, Mr. Chairman. I look forward to answering your
questions.

Senator BROWN. Thank you, Mr. Polakoff.

Mr. Sirri.

STATEMENT OF ERIK SIRRI, DIRECTOR, DIVISION OF MARKET
REGULATION, SECURITIES AND EXCHANGE COMMISSION

Mr. SiRRI. Chairman Brown, Senator Bennett, and Members of
the Committee, I am pleased to be here today to talk about the
SEC’s program for supervising U.S. securities firms on a consoli-
dated basis.

The Commission currently supervises five of the major U.S. secu-
rities firms on a consolidated, or group-wide, basis. For such firms,
referred to CSEs, consolidated supervised entities, the Commission
oversees not only the U.S.-registered broker-dealer, but also the
holding company and all affiliates on a consolidated basis. These
affiliates include other regulated entities, such as foreign-registered
broker-dealers, banks, as well as unregulated entities such as de-
rivatives dealers. Four of these CSEs—Goldman Sachs, Lehman
Brothers, Merrill Lynch, and Morgan Stanley—own ILCs that ac-
count for 1 percent, 0.6 percent, 7.2 percent, and 1.2 percent of
their consolidated assets, respectively. Three of these firms—Leh-
man Brothers, Merrill Lynch, and Morgan Stanley—also own
thrifts that account for 3.3 percent, 1.7 percent, and less than one
one-hundredth of 1 percent of their consolidated assets, respec-
tively.

I would like to provide some historical perspective on the Com-
mission’s oversight of these holding companies.

Over the past 20 years, as broker-dealers have affiliated with
more and more complex holding company structures, the Commis-
sion has become increasingly concerned about the risk that a
broker-dealer may fail due to the insolvency of its holding company
or one of its affiliates. This risk was exemplified by the bankruptcy
of the Drexel Burnham and the consequent liquidation of its
broker-dealer affiliate in 1990. Post-Drexel, the Commission under-
took a number of initiatives to conduct group-wide risk assess-
ments of financial institutions with significant broker-dealer sub-
sidiaries. These initiatives assisted the Commission in under-
standing how financial institutions with larger broker-dealer sub-
sidiaries managed risk globally at the group-wide level and over
time have allowed the Commission to develop the capacity to su-
pervise holding companies of securities firms.

The Commission’s concern regarding the need for group-wide risk
monitoring paralleled the European Union’s Financial Conglom-
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erates Directive, which essentially requires non-EU financial insti-
tutions doing business in Europe to be supervised on a consolidated
basis. In response, the Commission in 2004 crafted a new com-
prehensive consolidated supervision program that was intended to
protect all regulated entities within a group, including the broker-
dealers. The rule restricted CSE eligibility to groups with large,
well-capitalized broker-dealers. In other words, the Commission be-
lieved that it should only supervise on a consolidated basis those
firms engaged primarily in the securities business, and not holding
companies that are affiliated with a broker-dealer as an incident to
their primary business activities. To this end, the rule effectively
requires that the principal broker-dealer have tentative net capital
of %55 billion.

The CSE program has five principal components: First, CSE
holding companies are required to maintain and document a sys-
tem of internal controls that must be approved by the Commission
at the time of initial application. Second, before approval and on
an ongoing basis, the Commission examines the implementation of
these controls. Third, CSEs are also monitored continuously for fi-
nancial and operational weakness that might put the regulated en-
tities at risk within the group or put the broader financial system
at risk. Fourth, CSEs are required to compute a capital adequacy
measure at the holding company that is consistent with the Basel
Standard. And, finally, CSEs are required to maintain significant
pools of liquidity at the holding company level, where these are
available for use in any regulated or unregulated entity within the
group without regulatory restriction.

These five principal program components are implemented in
conjunction with the authority to protect regulated entities within
the groups. When potential weaknesses are identified, the Commis-
sion has broad discretion under our rules to respond. For example,
The Commission has broad discretion to mandate changes to a
firm’s risk management policies and procedures, effectively requir-
ing an increase in the amount of regulatory capital maintained at
the holding company, or requiring an expansion of the pool of high-
ly liquid assets held at the parent. The powers are not theoretical.
zélsl three of these steps have been taken over the years at various

Es.

The program of consolidated supervision that I have described re-
duces the likelihood that a weakness at the holding company or at
an unregulated affiliate will place a regulated entity, including an
ILC, or the broader financial system, at risk. My written testimony
describes in more detail the means by which we monitor on an on-
going basis the financial and operational condition of the CSEs.

In conclusion, while we generally support the goals of consoli-
dated supervision of holding companies affiliated with industrial
loan companies, any legislation should ensure that CSEs, which
are highly regulated under the Commission’s consolidated super-
vision program, are not subjected to an additional layer of duplica-
tive and burdensome holding company oversight. Any legislation
should recognize the unique ability of the Commission to com-
prehensively supervise the consolidated groups that are over-
whelmingly in the securities business, especially given the height-
ened focus these days on the issue of global competitiveness. And
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any legislation should carefully respect the deference accorded by
Gramm-Leach-Bliley to functional regulators in overseeing the ac-
tivities of functionally regulated members of financial holding com-
panies.

I would be happy to take any questions. Thank you.

Senator BROWN. Thank you, Mr. Sirri.

Mr. Leary.

STATEMENT OF EDWARD LEARY, COMMISSIONER, STATE OF
UTAH DEPARTMENT OF FINANCIAL INSTITUTIONS

Mr. LEARY. Good morning, Chairman Brown, Members of the
Committee. Thank you for the opportunity to share Utah’s view on
supervision and regulation of industrial banks.

Since the founding of this Nation, States have chartered, regu-
lated, and supervised banking. The choice of charter remains a crit-
ical component of the checks and balances of the dual banking sys-
tem. It is, therefore, vital that there is more than one approach to
the regulation and supervision of financial institutions.

Dual banking has built upon the ability to freely choose the su-
pervisory structure under which the ensured entity operates. This
foundation contributes to a competition excellence among the finan-
cial regulators.

I was invited to participate in this hearing today because of
Utah’s history and experience in chartering regulated industrial
banks. My view and statement is that industrial banks are the em-
bodiment of what is right and proper in the dual banking system.

Utah believes there is good supervision and a good regulatory
model over the industrial banks. Without a question of the com-
petency of the regulators and that there has not been a single Utah
industrial bank failure warranting a change in public policy, there
is no safety and soundness crisis evident that warrants restricting
or restraining State-chartered industrial banking.

I believe that I am here today because of the success of the Utah
regulatory model, not its failure. Utah, in partnership with the
FDIC, has built a regulatory model to which the financial services
markets have reacted favorably. This regulatory model is not a sys-
tem of lax supervision and inadequate enforcement. Utah indus-
trial banks are safe, sound, and appropriately regulated by both
the States which charters them and the FDIC, which is the rel-
evant Federal regulator and deposit insurance provider.

Industrial banks are subject to the same banking laws and are
regulated in the same manner as all other FDIC-insured depository
institutions, including the Community Reinvestment Act. However,
special emphasis has taken on the Federal Reserve Regulation W
and Sections 23A and B of that regulation, which closely regulates
all parent and affiliate company transactions to ensure that there
is a limit to covered transactions and an arm’s length basis for all
transactions. Thus, an industrial bank may not extend significant
amounts of credit to its holding company or affiliate or offer credit
to them on preferential or non-market terms.

The department takes this supervisory role seriously. It is a joint
effort with the FDIC in all industrial bank examinations and tar-
geted reviews. Our examiners are participating in large loan, cap-
ital market, trust, information system, consumer compliance, Com-
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munity Reinvestment Act, Bank Secrecy Act, anti-money-laun-
dering examinations.

The supervisory model of the industrial bank has been referred
to as a “bank-centric” model. This is not a new concept when exam-
ining a bank as part of a holding company structure. Industrial
banks based in Utah have represented a laboratory for those in-
sured institutions owned by commercial entities.

The evolving supervisory approaches of Utah and the FDIC have
helped fine-tune processes and procedures that insulate and insure
a depository institution from potential abuses and conflicts of inter-
est. Critical controls have been developed of this cooperation be-
tween Utah and the FDIC.

In the industrial bank model, the bank is insulated and isolated
from the potential negative effects of a parent company by existing
Federal banking laws. However, in addition, we require the bank
to maintain its own separate capital, independent management,
and a requirement that the board of directors consists of a majority
outside independent directors.

I think one could argue that having more banks in the market
would help supply much needed liquidity into the market, and hav-
ing a diversified parent company not solely dependent on banking
would be able to provide such needed liquidity. Having more liquid-
ity, more competition, more diversification of insured deposits, less
concentration by large banking corporations is good for the market,
for the FDIC, and ultimately for the U.S. consumer.

Worst case has been postulated that a financial institution hold-
ing company would file bankruptcy or get into financial difficulty.
While the reality is we have had both of those occur in Utah, and
while no regulator relishes stressful circumstances, I can state that
we successfully weathered the storm.

In this final point, I think we need to keep in perspective that
the entire industrial loan industry, even with its growth during the
last 20 years, represents only 1.8 percent of banking assets. Utah
law establishes, besides all other jurisdiction and enforcement au-
thorities over industrial banks, that every industrial bank holding
company must register with the department and is subject to the
same jurisdiction and enforcement authority as the bank. Utah
commenced last year a program where every holding company will
receive an inspection at least every 3 years, coupled with ongoing
offsite monitoring of rating agencies, analyst opinions, and market
sources. Where there is a Federal agency involved, we attempt to
offer resources and share work product.

Thank you for allowing me the opportunity to express my
thoughts and your willingness to listen to a State regulator.

Senator BROWN. Thank you very much, Mr. Leary, for joining us.

Mr. Alvarez, you spoke in your testimony of a supervisory blind
spot. Would you expand on that?

Mr. ALVAREZ. Certainly. Owners of banks are required to be su-
pervised under the Bank Holding Company Act by a Federal regu-
lator, the Federal Reserve. Owners of savings associates are re-
quired to be supervised by the OTS. Owners of ILCs, however, are
not required to be supervised by anyone. There is no one with au-
thority to supervise an owner of an ILC based on their ownership
of the ILC.
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That is the trend going forward. ILC growth has been by compa-
nies that do not own a savings association or a bank or are not part
of the SEC’s CSE program. So the recent applications that the
FDIC has been charged with dealing with largely involve institu-
tions that—corporate owners that will not be supervised by anyone
unless there is a change in the law.

Senator BROWN. Mr. Bovenzi, suppose there is an application for
an ILC that is limited, serving a niche market of some sort. If the
application is approved, are the limitations forever part of that
charter?

Mr. BoOVENZI. Not necessarily. What would happen with an appli-
cation is someone would come forward with a business plan; we
would look at it and determine its appropriateness, whether it was
meeting the statutory criteria to give it approval. If it did, it would
receive approval. There would be nothing that would stop that ap-
plicant, once approved, to come back and request a change in their
business plan at a later date, and then that would be evaluated at
that point.

Senator BROWN. Is that troubling to any of you as regulators, his
answer to that? Mr. Polakoff?

Mr. POLAKOFF. Senator, I would offer that the examiners do a
great job of examining all insured financial institutions and under-
standing the risk profile of those institutions, and through a pru-
dential examination program, I believe the examiners are able to
measure the risk profile versus a constantly changing business
strategy and assess the risk properly.

Senator BROWN. OK. You were going to say something?

Mr. ALVAREZ. The one concern I would have on the change in
conditions of charter is that it does mean that the situation could
develop over time and that conditions that initially are imposed in
order to hold still a system may not be able to withstand the pas-
sage of time. If things do not develop that are troubling, then the
conditions often are removed over time.

So it is difficult to—it is not wise, I think, to develop a policy
based on the thought that conditions will not change over time.

Senator BROWN. Mr. Alvarez, in a slightly different direction, I
think the Federal regulators on the panel pretty clearly agree that
consolidated supervision is a good idea, provided there is not dupli-
cation. Explain to me why this is important. And do you have any
examples of why simply looking at a bank is not sufficient?

Mr. ALVAREZ. Yes. Looking at a bank is certainly a necessary ele-
ment of proper supervision. On the other hand, a holding company
can serve as a source of weakness to the Bank, and there are ex-
amples in the ILC context. A small ILC in California that was
owned by a holding company that was engaged itself in very risky
activities had incurred significant leverage at the holding company,
was not able to access the markets to get additional capital when
its ILC ran into trouble, and was not able to provide managerial
or other financial strengths to the ILC when the ILC was in trou-
ble. The ILC then failed.

The job of a supervisor of a holding company is to make sure that
a holding company does not serve as that kind of source of weak-
ness to identify risks at the holding company that could be trans-
mitted to the bank or that other things that could be an impedi-
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]ronenlls to holding company serving as a source of strength to the
ank.

Senator BROWN. Thank you.

Senator Bennett.

Senator BENNETT. Thank you very much.

Mr. Alvarez, I hope I am not mischaracterizing, but I got a little
sense out of your prepared testimony that the sky is falling and we
have to act really quickly or we will be hit with great chunks of
crystallized cloud and other problems coming from above. I wonder
how that is possible when we are talking about, as pointed out, less
than 1 percent of the Nation’s financial institutions and 1.8 percent
of the total assets and a history of no failures. You answers used
words like “could” and “may possibly” and things of that kind, but
dealing with the actual reality of the marketplace here, I do not see
a solid case for changing the regulatory regime.

On March 19, 1997, Alan Greenspan said the following in testi-
mony to the Capital Markets Subcommittee: “The case is weak, in
our judgment, for umbrella supervision of a holding company in
which the bank is not the dominant unit and is not large enough
to induce systemic problems should it fail.”

Now, obviously, we talk about things have changed and the atti-
tude of the Fed has changed since Chairman Greenspan made that
statement.

What event caused the Fed to change its mind from Greenspan’s
position?

Mr. ALVAREZ. Senator, I think there are a couple of things. First
of all, the Fed believes—and I think the Senate has asked us to
identify issues before they become a crisis and before they become
a problem as we see them developing. Since the Gramm-Leach-Bli-
ley Act in 1999 that closed the unitary thrift loophole, there has
been a significant increase in the amount of applications to acquire
industrial loan companies by commercial entities. And it has be-
come quite clear that this is now the avenue of choice for under-
mining the decisions Congress made in banking and commerce and
regarding the supervisory framework.

So I am not here to tell you that disaster has already occurred.
I am here to tell you that things are changing in a dramatic way
that we think will not be easy to unwind. It will be very difficult
once a significant number of institutions have acquired—a signifi-
cant number of institutions have acquired ILCs, to roll back that
clock. It will be very difficult to change the supervisory framework
when there is a large group that owns ILCs outside of that statu-
tory framework.

Senator BENNETT. You say that these applications have been un-
dermining the decisions of Congress, and I repeat to you, as I said
in my opening statement, the man who had the most to do with
writing the decisions of Congress does not agree with you. Senator
Gramm believes that the activities with respect to ILC were pre-
i:isely what they had in mind when they passed Gramm-Leach-Bli-
ey.

I would like to focus for just a minute on the consumer. The
whole purpose of an ILC is to serve an underserved area in the
consumer world. If there is an area in the consumer world that is
currently being served, there is no market opportunity for an ILC
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to get in there unless there is some kind of improper advantage,
and no one has suggested that that improper advantage exists.

But the track record of ILCs is that the consumers have bene-
fited over a wide range of the economy in relative small niche after
niche after niche where the ILC, by virtue of its understanding of
that niche, has gone after that opportunity and provided financial
services to a consumer or a group of consumers that did not have
those services available to it in a convenient way before that.

I am concerned that if we clamp down in the way that you are
talking about from an overall regulatory standpoint in Washington,
there is going to be a concomitant diminution of consumer services
available out in the country as a whole.

I would appreciate your comments about that, any of you.

Mr. ALVAREZ. Senator, if I might respond, I think that to the ex-
tent that we believe the ILC is helpful to consumers because it al-
lows banks to be affiliated with commercial firms, then perhaps we
should consider the broader issue of banking and commerce and
whether Congress should change that framework for everyone.
Right now, 99 percent of the owners of banks are prohibited from
being involved in commercial activities at all. You suggest that con-
sumers are benefited by the fact that ILCs are allowed to mix
banking and commerce. If that is really a benefit to consumers,
then Congress should consider how to allow more people to take
advantage of that and allow consumers to better be served by that
combination and all of the kinds of protections that Congress
thinks might be appropriate in assuring that the dangers of mixing
banking and commerce also do not get passed on to the taxpayer,
but that the consumer is able to benefit.

So we think that there is a level playing field here that should
be addressed as well, and consumers could either benefit or be hurt
in both directions.

Senator BENNETT. Senator Gramm felt it was going in the other
direction.

Thank you, Mr. Chairman.

Senator BROWN. Thank you.

Senator Reed.

Senator REED. Thank you, Mr. Chairman. I just want to follow
up and try to define, in my mind at least, this regulatory blind
spot.

With Mr. Bovenzi, Mr. Polakoff, and Mr. Sirri, there is a com-
bination of SEC, OTS, and FDIC supervision of the ILC and the
parent in certain cases. But is there a category of arrangements
where there is no supervision of the parent whatsoever? Mr. Alva-
rez.

Mr. ALVAREZ. Yes, Senator, there are. The universe of companies
that own a savings association is fixed. The CSE, the group that
the SEC supervises, is not fixed by statute but is rather small. And
there are several, actually, owners of ILCs that are bank holding
companies supervised by the Federal Reserve.

But when you take those fixed universes out, there is a large
group of corporate owners of industrial loan companies that are su-
pervised by no one, and that is the group that is growing over time.
That is the group that wants to affiliate with ILCs now.
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Senator REED. So that is the potential that you are anticipating,
a company that would not be subject to SEC at the holding com-
pany level.

Mr. ALVAREZ. Correct.

Senator REED. At the parent level, OTS or FDIC, they have now
sort of an open range, if you will, to acquire or create ILCs, and
unless they agree, some type of voluntary supervision to say you
do not supervise me.

Mr. ALVAREZ. That is correct.

Senator REED. And that potential, if there is no boundary, is ex-
tremely large.

Mr. ALVAREZ. It is. It includes all commercial companies as well
as financial companies.

Senator REED. Let me ask another question which is reflective of
some of the comments you made. Are there any ILCs owned by for-
eign entities today?

Mr. ALVAREZ. There is one that is owned by a foreign bank, but
a foreign bank that is supervised by the Federal Reserve.

Senator REED. If there was an acquisition by a foreign entity,
Airbus or someone who wanted to buy it, would that trigger some
type of change in control application or could they simply set it up,
fund it, and there is no way you could turn them down because of
the nature of their activities? Is that the latter case?

Mr. ALVAREZ. That would be subject to a change in control act
notice before the FDIC. That is the subject of the FDIC’s morato-
rium at this point, which is due to expire in January.

Senator REED. OK. With respect to your role, Mr. Leary, which
is very critical in Utah, do you have statutory authority to super-
vise the parent of the ILC?

Mr. LEARY. Yes, sir. That was my final point. We do have that
authority. It has never been challenged. What we had not done ef-
fectively until more recently was attempt—or establish a regu-
latory program where we go into those holding companies. And the
universe we are talking about is really about ten companies where
there is no Federal oversight at this current point in time.

Senator REED. Do you have the capacity to do that?

Mr. LEARY. Yes.

Senator REED. Without being less than respectful, because, you
know, one of the issues at the State government level is that, you
know, sophisticated—the capacity to do that, the number of exam-
iners you have, the ability to send them to Paris to look at the
books of the companies sometimes is limited. I speak from experi-
ence back in my own home State.

Mr. LEARY. I will tell you, with respect to the domestic side of
it, our examiners are going all around the country now to look at
the operations of our industrial banks. I am fortunate in that the
industry has been very supportive of—they want quality regula-
tion. It is not in their best interest or ours not to have that. So they
have supported the structure that establishes sound regulatory
agency.

Senator REED. Do you have a potential problem, at least, as a
Utah examiner goes into an ILC that has a presence in Missouri,
for example, frankly, you know, is there a problem just of enforcing
your—I guess you get the holding
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Mr. LeEARY. We have the holding company of the bank
headquartered and chartered in Utah; therefore, we go into it. So
my statement is we have gone around, we are going around in
large numbers looking at the operations of——

Senator REED. All right. You said you had an independent board.
Is that independent of the holding company or of the bank?

Mr. LEARY. Of the holding company.

Senator REED. So that they would have to have—the majority of
the members could not have any direct affiliation with the holding
company.

Mr. LEARY. Absolutely.

Senator REED. OK. And what type of powers do you have? Could
you compel the holding company to put more capital into the

Mr. LEARY. Yes.

Senator REED. OK. Have you ever tried to do that?

Mr. LEARY. Have not.

Senator REED. Again, I just think that Mr. Alvarez has pointed
out a situation where this could be exploited dramatically by folks
coming in, taxing the capacity of any one States to be effective reg-
ulators. Also, on another point—and my time is running out—
which you might get to if you can weave it into other questions and
responses, is the comparative advantage that these institutions
have versus a fully regulated financial entity in the United States,
someone subject to Bank Holding Company, FDIC, et cetera, or
OT'S supervision.

Thank you.

Senator BROWN. Senator Bunning.

Senator BUNNING. Thank you, Mr. Chairman.

Mr. Bovenzi, last year the FDIC—you talked about the morato-
rium that is set to expire in January. Will you allow it to expire?

Mr. BoveNzI. The moratorium will automatically expire at the
end of January, and our Chairman:

Senator BUNNING. But you set it, so you have the opportunity to
extend it or not to.

Mr. BoveENZI. That is correct. Our Board of Directors could make
that decision. Our Chairman stated that we do not expect to extend
it beyond the end of January.

Senator BUNNING. OK. What information do you not have access
to that is needed to assess safety and soundness?

Mr. BovENzI. The authority that we have largely relates to the
individual insured institution. We have a full range of authority
there. To the extent that it involved relationships with affiliates of
that insured institution, we have the authority to examine—if we
feel that the affiliate is having some effect on the financial condi-
tion of the insured institution, we have examination authority
under those circumstances. We have enforcement authority as well.
So we use that authority to gather information from affiliates and
holding companies to help assess implications for the insured insti-
tution.

Senator BUNNING. Then you are telling me that you do not have
any problems?

Mr. BOVENZI. I can tell you our history to date is that has
worked well for us.
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Senator BUNNING. This is for anyone. Why are you not worried
about commercial enterprises owning finance companies as you are
about them owning banks? Can lenders not cause as much damage
to our financial system as banks? Anyone.

Mr. ALVAREZ. Senator, one of the differences between ownership
of a financial company, say a lending company, and ownership of
a bank is that the bank collects deposits that are insured by the
FDIC and backed by the taxpayer. It is because of that obligation
of the taxpayer that the Federal Government has traditionally in-
sisted on supervisory authority over the insured bank itself and the
owner of the insured bank.

Senator BUNNING. Mr. Leary, in your examination of industrial
banks owned by commercial enterprises, have you found any evi-
dence that they are more likely to fail than banks owned by regu-
lated holding companies?

Mr. LEARY. My answer would be no, we have not found there is
a preponderance for them to fail. The holding company business
plans may change, but what we have attempted to do is cocoon and
isolate that insured bank, it has its own deposit, it has its own
board of directors, it has its own management. And the example I
tried to use is we have had two examples where parents have had
trouble, but those banks continued and remained either in oper-
ation or somebody else came in and bought it and established it as
a bank.

The true thrust, I think, of your question, Senator, is under a
banking umbrella—and, believe me, it is in the State’s best interest
to get these institutions under a strong banking umbrella—the
standards are higher, the quality of performance demanded of man-
agement is higher, and I think the country is well served when
they are under this higher standard of banking. And that is specifi-
cally applied to those that may be owned by commercial entities
not currently supervised by Federal agencies.

Senator BUNNING. This is for anyone. Do you have any evidence
that industrial banks owned by commercial enterprises have en-
dangered other regulated institutions?

Mr. BoveNzI. No.

Senator BUNNING. Anybody else?

Mr. POLAKOFF. No, sir.

Mr. LEARY. No.

Senator BUNNING. If Congress enacts new regulations of indus-
trial banks, is there any reason not to allow banks chartered in any
State to get deposit insurance?

Mr. LEARY. I would volunteer the answer from the Utah perspec-
tive. I have been asked if the model in Utah works well, would we
support other States? While I would not support other States, I
have absolutely no problem with other States being able to take ad-
vantage of the model

Senator BUNNING. What about the Fed?

Mr. ALVAREZ. Sir, if you believe that industrial loan companies
offer an advantage and that the policy of the United States should
be that there would be a mixing of banking and commerce, then
Eve believe it should be done on a level playing field with all folks

eing

Senator BUNNING. Regulated?




25

Mr. ALVAREZ [continuing]. Able to take care of this and all in the
same framework.

Senator BUNNING. OK. Thank you very much, Mr. Chairman.

Senator BROWN. Thank you, Senator Bunning.

Senator Allard.

Senator ALLARD. Mr. Chairman, I apologize for missing the open-
ing statements.

Senator BROWN. Proceed.

Senator ALLARD. I come from a State that had industrial bank
failures, and I served in the legislature at the time that happened,
and it was not a pleasant experience. We obviously were not fol-
lowing the Utah model in Colorado at the time. What it ended up
being is that the State of Colorado ended up mitigating damages
to the depositors in the banks by sharing in the cost of those lost
dollars, and even despite that, those depositors did lose money.

You know, I gather from your discussion here that you are main-
ly concerned about the potential risk to the Federal Insurance Cor-
poration. Is that right?

Mr. ALVAREZ. That is right.

Senator ALLARD. I guess one of the things that we are struggling
with in this particular piece of legislation working with the Chair-
man is what is the proper threshold of where you consider non-fi-
nancial services when you make the definition. We have in the leg-
islation 15 percent. I understand that there might be members on
this panel that think that should be lower, and I would like to get
some discussion on that. I think it would be beneficial.

I think when we looked at it, we looked at it from a practical as-
pect and that sometimes a bank, if they are expanding, they will
take a building that is larger than what they need, and they will
lease out that building—or maybe it is just part of diversifying the
use of that building. They will lease it out, and it could easily ex-
ceed 15 percent—well, I should not say “easily.” They could. But we
thought that 15 percent was sort of a reasonable balance in that,
and I would like to hear some comment from the panel members
if you would, please.

Mr. ALVAREZ. Well, Senator, this is an issue that was debated in
the Gramm-Leach-Bliley Act. You may recall that there were pro-
posals to have a 5-percent commercial basket in Gramm-Leach-Bli-
ley, and after much debate, those proposals were either withdrawn
or defeated.

It is hard to figure out exactly the right place to draw the line.
The question, though, I think, is that—and I think the concern
from the Fed is that Congress should be the one that does draw
that line, and we think it would be important to have some hear-
ings on this issue to decide what the costs and benefits of mixing
banking and commerce at any level should be, beyond the Gramm-
Leach-Bliley Act, to look at the experience in Asian countries and
in other countries that have mixed banking and commerce, to try
to decide if that is a road we want to go down, and if so, whether
to go in stages, as you suggest, 5 or 10 or 15, or to open it up more
broadly.

It is a very complicated issue. There are lots of questions about
how to prevent the transmission of risk from a commercial entity
to a bank. There are lots of questions of how to ensure that banks
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that are owned or affiliated with commercial companies are com-
petitive and deal with everyone equally rather than just favoring
the commercial entity itself. There are other issues in banking and
commerce that deserve exploration, and it is very difficult to say
it is safe to pick one basket, one line or another. I think we would
welcome a broad debate on the issue.

Senator ALLARD. It is probably best that we have some bright
line there, and then people learn to work with it.

Mr. ALVAREZ. But then you would be able to set the line with
some understanding of what the costs are with that line.

Senator ALLARD. Right. Any other comments on the panel?

Mr. BovENzI. Senator, I would just add that we do not have a
particular view on where you want to draw that line. We do think
this is the most significant public policy issue that is brought up
and that Congress should try to draw that line and provide every-
one with a workable solution.

Senator ALLARD. Any other comments?

[No response.]

Senator ALLARD. Mr. Alvarez, you talked a little bit about foreign
countries that have combined commercial with banking financial
institutions.

Mr. ALVAREZ. Yes.

Senator ALLARD. And I am wondering, I assume the panel has
maybe looked at this in foreign countries where this happened.
Japan is the country that comes to my attention. They combine and
intermix extensively, I think, commercial and banking.

Has that worked well in Japan? Or have there been some short-
comings? And would somebody comment on that? I would like to
know how that is working.

Mr. ALVAREZ. Well, I am not an expert in the Japanese system,
but it has had its advantages and its disadvantages. I think the
corporate entities in the broader affiliations have done well during
times when they have needed financing. But it certainly was the
combination of banking and commerce, and the amount of risk that
the depository institutions had taken on from their corporate affili-
ates that certainly was one of the factors in the problems Japan
has encountered recently. It is very complicated. It is only one of
many factors, but it was one of the factors in the long period of
Japanese doldrums.

Mr. POLAKOFF. Senator, if I could offer——

Senator ALLARD. Yes.

Mr. POLAKOFF. I am certainly not an expert either. The issue
may not necessarily be ownership. The issue may be prudential
regulation, ensuring that the proper rules are in place, the proper
examination procedures are in place. And then I would offer a level
playing field amongst all the insured institutions.

Senator ALLARD. I do know that some of our discussion, you
know, when we have problems with banks, we take care of it right
away. And from what I hear, in Japan it does not get taken care
of right away, and I wondered if this had anything to do with that.
So thank you for your comments.

Thank you, Mr. Chairman.

Senator BROWN. Thank you, Senator Allard.
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Senator Bennett and Senator Reed have asked for an additional
3-minute second round, which we will do. I wanted to clarify—and
then Senator Carper certainly has an opportunity. I wanted to clar-
ify Mr. Polakoff's statements about Mr. Alvarez’s statement and
part response to Senator Allard about the comments of mixing
banking and commerce in other countries, so that the shortfall in
other countries, in your mind, Mr. Polakoff, is less the question of
mixing commerce and banking as it is the lack of a solid regulatory
structure?

Mr. POLAKOFF. Looking at it from a domestic perspective, Sen-
ator, I would say that the ownership issue is to an examiner not
the key point. It is having an effective prudential examination pro-
gram with the right legislative action all in place to prevent abuses
from occurring between the entities.

Senator BROWN. OK. Thank you.

Senator Carper, would you like a round of questions?

Senator CARPER. I would. It will be a short round.

Senator BROWN. OK. Go for it. Thank you.

Senator CARPER. Thank you, Mr. Chairman.

To all of our panelists, welcome today. Thanks for being here and
for your testimony and responding to our questions.

I understand that a number of auto companies have affiliated
ILCs. Does anybody know which ones?

Mr. LEARY. Senator, I have the list here, if you would like it, at
least with respect to Utah. The FDIC might be better served to
have the list for all of them.

Senator CARPER. OK.

Mr. LEARY. BMW, Volkswagen—which is in the process of liqui-
dating their bank at this point in time.

Senator CARPER. Any idea why?

Mr. LEARY. Excuse me?

Senator CARPER. Any idea why?

Mr. LEARY. Change of ownership at the ultimate holding com-
pany would require additional application, which would be caught
in the current moratorium that is going on.

Senator CARPER. OK.

Mr. LEARY. Simply an existing owner of Volkswagen desiring to
increase its ownership level.

With respect also to GM, GM has one—GMAC. And then we
have two—when I say “we,” Utah has two applications that we
have—one received and approved, one that has been delivered from
Chrysler and Ford.

Senator CARPER. You say one that has been received and ap-
proved?

Mr. LEARY. The Chrysler application has been received and ap-
proved at the State level, not at the FDIC level.

Senator CARPER. OK. And did you mention Ford?

Mr. LEARY. The Ford application has been—we have received it.
We have not accepted it as complete yet because of the morato-
rium.

Senator CARPER. Thank you.

Are there any others that were not included in that list? Is that
everybody?
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Mr. LEARY. In Nevada, there is Toyota, I am well aware of it,
and also not specifically auto but Harley Davidson.

Senator CARPER. OK. Are there any regulatory concerns that you
all have with auto company ILCs? Either a yes or no.

Mr. Bovenzi. Up to date, everything is operated in a safe and
sound manner.

Senator CARPER. OK. Anybody else?

Mr. LEARY. I would respond that the provisions of 23A and B and
the firewalls that have been established there seemed adequate to
allow for prudential regulation.

Senator CARPER. OK. Good.

All right. Mr. Chairman, I told you it would be a short round,
and it was. Thank you.

Senator BROWN. Impressive, Senator Carper. Thank you.

Senator Bennett is recognized for 3 minutes.

Senator BENNETT. Thank you very much, Mr. Chairman. I have
just two questions.

One, picking up on the final question that Senator Reed asked
when he talked about is there a competitive advantage—or a com-
parative advantage, I think was the comment he made, and I
would like to know, Mr. Leary, would you respond to that? Have
you seen a comparative advantage on the part of those commercial
entities that own ILCs that are not supervised by the Fed or some-
b}(;dy rt;:lse to those other ILCs? Do you see a comparative advantage
there?

And, second, the question for the OTS, the Utah department reg-
ulates 15 institutions that have a commercial owner, a commercial
affiliation. OTS regulates literally hundreds of thrifts that have
commercial affiliates, and I would like to know what the OTS expe-
rience is, whether there is, again, some kind of comparative advan-
tage here.

Those are my two.

Mr. LEARY. Senator, with respect to the non-financially owned
ILCs, I have one exception I have to declare so it makes sense. GE,
while it is a non-financial parent, has OTS supervision at this cur-
rent point in time. The other banks that we have that are commer-
cially owned are, for the most part, smaller and I do not think their
operations constitute any kind of breach of a competition, ethic, or
whatever in that area.

I mentioned two of them being the automobile makers; Target
Bank is a very small bank, established simply to provide for a busi-
ness card for foundations and nonprofits that want to buy product
or services at Target.

Mr. POLAKOFF. Senator, in reference to the OTS, I do not believe
we have hundreds of entities that have commercial relationships,
but of the ones that we do have commercial relationships, the pru-
dential supervision from the savings and loan holding company
level and the FSB level and our ability to properly examine the
regulator, deal with the functional regulator at the affiliate level
causes these institutions to operate in a safe and sound manner.

Senator BENNETT. So you see no particular difference.

Mr. POLAKOFF. From my perspective, within OTS they are all
under the OTS umbrella. So from our perspective, we have the
ability to examine or to work with the functional regulator.
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Senator BENNETT. Good. Thank you.

Senator BROWN. Thank you, Senator Bennett.

Senator Reed is recognized for 3 minutes.

Senator REED. Mr. Leary, a deposit-taking ILC in your town
must have FDIC insurance, according to State law?

Mr. LEARY. Yes.

Senator REED. OK. And in other jurisdictions would it be pos-
sible—I go back to the Federal regulators. It would be possible to
create an ILC charter with or without FDIC insurance. You know,
a State could try to seize on this approach, to create an industrial
loan company, and then

Mr. ALVAREZ. There are only a certain number of States, a small
number of States that are grandfathered under the Bank Holding
Company Act. So if a new State were to charter an ILC——

Senator REED. They would have to Federal authority.

Mr. ALVAREZ. Right.

Senator REED. If there is a conflict between FDIC regulation and
Utah regulation of an FDIC-insured institution, does the FDIC
trump the State of Utah?

Mr. BoveNnzi. Well, we have a working relationship where we
work closely together, and to the extent differences arise, we have
been able to work them out successfully. But, for the most part,
they don’t arise.

Senator REED. If they did arise, though, is it clear to you that
you could insist upon as an insurer that your policy, what you
are——

Mr. BoveNzi. We certainly have the ability to operate independ-
ently and go forward with our own actions if we determined that
were necessary.

Senator REED. The point I am trying to get at is, you know,
again, Mr. Leary’s department is very serious, very conscientious,
but that is not every State, and there are several other States that
are grandfathered, and also it could change with different personal-
ities and different policies. But this area is one that is yet to be
tested, I would assume, Mr. Bovenzi, in terms of, you know, what
you could effectively do to object to a State policy that you thought
was wrong. Is that correct?

Mr. Bovenzi. Well, no. We are the primary—we are the Federal
supervisor for ILCs, and we can take actions if we deem that is ap-
propriate.

Senator REED. Excuse me, I do not want to be preemptive, but
my time has expired. Just a final point. Your whole basis, I pre-
sume, is safety and soundness of the institution and functions that
are permissible for a regulated institution. It does not go to the pol-
icy issue of whether collectively these organizations make sense in
our economy. Is that a fair statement?

Mr. BoveENZI. That is a fair statement, that Congress should de-
termine the appropriate role for ILCs.

Senator REED. So all of your comments today as regulators have
been, you know, your focus is safety and soundness and permissible
activities. If the activities are permissible and the institution is
safe and sound, then you have no authority to say you cannot do
that, I do not like that, it represents a trend that we do not ap-
prove of. Again, I do not want to put words in your mouth, but is
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that a fair summary? Mr. Alvarez, quickly, because I am abusing
my time.

Mr. ALVAREZ. Yes, that is, but that is why we are here to point
this out to you.

Senator REED. Thank you.

Thank you, Mr. Chairman.

Senator BROWN. Thank you, Senator Reed, and thank you all
very much, the whole panel, for joining us. A special thanks, Mr.
Leary, for coming from Salt Lake. Thank you.

I want to call up the second panel of witnesses.

Thank you all for joining us.

Edward Yingling has been the President and CEO of the Amer-
ican Bankers Association since 2005, following two decades of work
at the ABA, where he was responsible for legislative, legal, regu-
latory, tax and policy development activities. Prior to joining ABA,
Mr. Yingling worked for 12 years as an attorney in private practice
in Washington. He graduated from Princeton in 1970 with a degree
in politics and earned his law degree in 1973 from Stanford.

Marc Lackritz is President and CEO of the Securities Industry
and Financial Markets Association. He has been President of the
Securities Industry Association since 1992 and continued in that
role through the 2006 merger of the SIA with the Bond Market As-
sociation. Previously, he has worked as a partner with the law firm
of Wald, Harkrader and Ross. He earned a public policy degree
from Princeton and earned degrees from Harvard and Oxford Uni-
versity as a Rhodes Scholar.

Peter Wallison holds the Arthur Burns Chair in Financial Policy
Studies as a Fellow at the American Enterprise Institute. He has
worked as counsel to both the Ford and Reagan Administrations as
General Counsel in the U.S. Treasury Department from 1981 to
1985. Mr. Wallison was a partner in the law firm Gibson, Dunn,
and Crutcher in Washington, D.C. prior to joining the AEI. He
graduated from Harvard in 1963 and earned a law degree from the
same school in 1966.

Arthur Wilmarth is a Professor of Law at GW Law School. He
has published numerous articles, coauthored a book on corporate
law. He is a member of the International Editorial Board of the
Journal of Banking Regulation. Prior to joining the GW faculty in
1986, Professor Wilmarth worked as a partner at the Jones, Day,
Reavis & Pogue law firm in Washington, although it is Cleveland-
based, I might add. He has had over a decade of experience in pri-
vate practice. He earned his BA at Yale and law degree at Har-
vard.

Brigid Kelly is the Director of Politics and Communication at the
United Food and Commercial Workers Local 1099 in Cincinnati.
She is a Council Member in the suburb of Norwood, near Cin-
cinnati. She graduated from Xavier with a BS in Business Admin-
istration.

J.J. Singh is Chairman, President and CEO of United Transpor-
tation Alliance. Mr. Singh has also worked for Canada-based Impe-
rial Oil Limited and C.H. Robinson Company in Minneapolis,
served as President of T-Chek Systems. Mr. Singh holds a masters
degree in chemical engineering from the University of Calgary in
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Alberta and a masters degree in business administration and fi-
nance from McMaster University in Hamilton, Ontario.

Mr. Yingling, please keep comments to 5 minutes and your entire
written statement, of course, will be included in the record. Mr.
Yingling.

STATEMENT OF EDWARD YINGLING, PRESIDENT AND CEO,
AMERICAN BANKERS ASSOCIATION

Mr. YINGLING. Thank you, Mr. Chairman and members of the
Committee. I appreciate the opportunity to present the ABA’s
views on the regulation of ILCs.

Our country’s public policy is really clear on this issue. Over the
last 50 years, as you pointed out, Mr. Chairman, Congress has re-
peatedly curtailed the ability of commercial firms to own banks.
Laws to this effect were enacted in 1956, 1970, 1987, and 1999.

In each of these laws, Congressional action was a response to
commercial firms taking advantage of statutory provisions to en-
gage in banking. Moreover, in each instance, Congress was con-
sistent. It enacted legislation to preserve the separation between
banking and commerce. Today the proposed use of the ILC charter
by commercial firms has made it necessary for Congress to act once
again to maintain the separation.

I was very involved from the private sector side in 1987 when
Congress closed the so-called “non-bank bank” provision, through
which some non-financial companies were engaged in banking. At
that time, an exception was made for ILCs. Most ILCs were small
and the few States that were able to charter ILCs were not pro-
moting the charter. Simply put, it was thought that there was no
significant risk that problems caused by mixing banking and com-
merce would arise at the time the ILC exemption was created. This
is not the case today. Aggregate ILC assets now exceed $225 bil-
lion, an increase of more than 5,800 percent since the 1987 law.

Recent ILC asset growth is no accident. When Congress acted
again in 1999 to cut off the ability of commercial firms to engage
in banking, this time through unitary thrifts, commercial firms
were forced to look for other means of owning banks. It is no coinci-
dence that ILC assets more than doubled from $44 billion to over
$90 billion the year after Gramm-Leach-Bliley was enacted.

We believe Congress should act finally to block the ability to mix
banking and commerce. Allowing banks to mix with commercial
firms raises a host of issues. Among these is the potential for a con-
ﬂict‘;,1 of interest, particularly in decisions concerning extensions of
credit.

But we think the Congress should consider more broadly what
our banking system could look like in the future if large commer-
cial businesses begin to own banks. As you mentioned, Senator
Brown, the experience in Japan, where cross-ownership of large
banks and commercial firms dominated the economy, offers a test
case. In Japan, business relationships were placed ahead of sound
banking practices. Preference was given to corporate partners and
credit was channeled away from smaller businesses. This meant
that more resources were steered to less efficient firms and away
from startups or competing businesses that were better positioned
to meet economic challenges.
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The rigidity of this structure explains, in part, why it took so
long for the Japanese economy to recover after its bubble burst in
the early 1990s. The intertwined relationships between banking
and commercial firms subverted corporate governance and resulted
in poor business and financial decisions.

Contrast that to the banking system we have in the U.S. Our
mixture of numerous banks of varying sizes provides flexibility and
options for customers. Our diverse banking system is vital to the
growth of our economy, particularly with respect to new and small
businesses. In the long run, if commercial firms are allowed to own
banks, our unique system could become highly concentrated and
rigid. For very good reasons, Congress has repeatedly and consist-
ently taken steps to maintain the separation between banking and
commerce.

We stand ready to work with this Committee and the Congress
to enact legislation that would maintain this separation.

Thank you.

Senator BROWN. Thank you, Mr. Yingling.

Mr. Lackritz, welcome.

STATEMENT OF MARC LACKRITZ, PRESIDENT AND CEO, SECU-
RITIES INDUSTRY AND FINANCIAL MARKETS ASSOCIATION

Mr. LACKRITZ. Thanks, Mr. Chairman.

First of all, it is a pleasure to be here before you. Let me just
begin by congratulating you, Mr. Chairman, on your meteoric rise
from your election to the Senate to chairing a full Committee hear-
ing.

Senator BROWN. And the Cleveland Indians won the Central Di-
vision, all in my first year in office. Amazing.

Mr. LACKRITZ. You are clearly on a roll, and I hope it continues,
particularly since I have an aging mother who still lives in Cleve-
land.

I appreciate the chance to be here. It is a bit like, to quote my
own philosophical mentor, Yogi Berra, deja vu all over again, since
this is sort of where I came into the movie back 20 years ago. And
the issues were about financial services competition and the line to
draw between competition and regulation and which chartered in-
stitution should do what. So while it has some familiar ring, we are
obviously in a different environment and a different set of chal-
lenges, which are obviously serious and important as we look for-
ward.

I appreciate being here because industrial loan banks owned by
our members hold the majority of all industrial bank assets in the
United States.

Congress passed, just to refer back to the Gramm-Leach-Bliley
Act, it passed that act in 1999, really almost—it was intended to
allow affiliations between and among securities firms, banks, and
insurance companies, combined with functional regulation. This
ability to structure their operations optimally within existing law
has really been critical to the success of industrial banks and their
owners. Many of these companies are among the most advanced,
sophisticated, and competent providers of financial services any-
where.
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We support the ability of regulated securities firms to continue
to own industrial banks, just as they do under existing law. Feder-
ally insured industrial banks are subject to State banking super-
vision, FDIC oversight, and all banking laws governing relevant
banking activities. Most importantly, the FDIC has authority to ex-
amine the affairs of any affiliate of any depository institution, in-
cluding its parent company. The FDIC’s regulation of industrial
banks has proven safe and effective, to quote the FDA in a dif-
ferent context.

Industrial banks do not pose any greater safety and soundness
risks than other charter types and should not be subject to addi-
tional constraints beyond those imposed on other FDIC-insured in-
stitutions.

Securities firms’ broker-dealer affiliates are regulated by the
SEC, as we heard on the earlier panel. And all the SIFMA member
securities firms with industrial bank subsidiaries have elected
more comprehensive enterprise-wide regulation by the SEC—the
consolidated supervised entities that Mr. Sirri testified about be-
fore—acting as a consolidated supervisor. The SEC’s jurisdiction
does not limit the concurrent authority of the bank regulators in
any way. Most of the SIFMA member securities firms that own
these banks also own savings institutions and are regulated at the
holding company level as savings and loan holding companies by
the OTS.

The SEC established its CSE framework back in 2004, in part to
allow our major global institutions doing business in the EU to
comply with its Financial Conglomerates Directive. That directive
requires that non-EU firms doing business in Europe demonstrate
that they are subject to a form of consolidated supervision by their
home regulator that is equivalent to that required of their Euro-
pean counterparts.

The GAO found, in its report on CSEs, that the Federal Reserve,
the OTS, and the SEC were generally meeting criteria for com-
prehensive consolidated supervision. We completely agree that the
CSE regime is both robust and comprehensive. Importantly, the
SEC’s oversight in the CSE regime, just like the Federal Reserve’s
oversight of banking holding companies, meets the EU’s equiva-
lency standard. In addition, the SEC’s consolidated regulation
standards closely parallel the Fed standards to assess whether a
foreign regulatory regime qualifies as a consolidated regulator for
a foreign bank operating in the United States.

We strongly believe that SIFMA members that own industrial
banks and are subject to consolidated regulation by the SEC should
not be subject to additional holding company oversight. The SEC
is recognized worldwide as a consolidated regulator and its regu-
latory requirements and procedures were carefully designed to com-
ply with all standards for effective consolidated regulation in the
United States and abroad. That statute should be recognized in
order to ensure that global securities firms are not damaged inad-
vertently.

Over the last two decades, capital markets and the financial
services industry have truly become global, integrated, and inter-
connected. As capital markets and financial products continue to
evolve, so too must our Nation’s regulatory structure. We need a
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regulatory regime that is capable of keeping pace with rapid
globalization, technological transformations, and dynamic market
changes. That is why we are working to develop a long-term strat-
egy of seeking to modernize, harmonize and rationalize financial
services regulation. We note that the U.S. Treasury and other fi-
nancial services groups have similar projects underway.

Mr. Chairman, we look forward to working with all the inter-
ested parties, the financial market participants, regulators, other
trade groups, and legislators to ensure a modern, innovative, and
globally responsive regulatory structure.

Thank you very much.

Senator BROWN. Mr. Lackritz, thank you.

Mr. Wilmarth.

STATEMENT OF ARTHUR WILMARTH, JR., PROFESSOR OF
LAW, GEORGE WASHINGTON UNIVERSITY LAW SCHOOL

Mr. WILMARTH. Thank you, Chairman Brown, and members of
the Committee. I appreciate the opportunity to participate in this
important hearing.

My testimony will address three major policy questions relating
to acquisitions of ILCs by commercial organizations. First, does
that ownership conflict with the general U.S. policy of separating
banking and commerce? Second, do commercially owned ILCs
present risks to the U.S. financial system and the broader economy
that are greater than the risks posed by financial holding compa-
nies? Third, does the FDIC have adequate supervisory power to
control those risks?

As to the first question, commercial ownership of ILCs does con-
flict with an established policy of separating banking and com-
merce. Since our republic’s founding, banks have frequently tried
to expand their activities into non-financial areas and commercial
firms have often attempted to control banks. However, Federal and
State legislators have repeatedly sought to separate banks from
commercial businesses. They have imposed legal restraints on bank
powers, and they prohibited bank affiliations with commercial
firms in one of two situations. When one, banks were getting in-
volved in commerce and that threatened their safety and sound-
ness. Or two, commercial firms were acquiring significant numbers
of banks.

As has already been stated today, on four occasions since 1956,
Congress adopted anti-affiliation laws when it realized that com-
mercial firms were making widespread acquisitions of banks or
other FDIC-insured depository institutions. ILCs remain the one
significant exception to the general policy that currently prohibits
acquisitions of FDIC-insured depository institutions by commercial
firms.

As to the second question, ownership of ILCs by large commer-
cial firms does pose significant risks. It is likely to spread the Fed-
eral safety net and too big to fail subsidies from the financial sector
to the commercial sector of the economy. The ability of commercial
owners of ILCs to gain access to low cost FDIC-insured deposits
will increase the risk to the deposit insurance fund and will create
competitive inequities between commercial firms that do control
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ILCs and those that do not. It will put great pressure on those that
do not to obtain ILCs in order to compete.

Ownership of a large ILC by a giant commercial firm would place
great pressure on Federal regulators to provide financial support if
either the ILC or its parent company was threatened with failure.
If anyone doubts the importance and potential value of the Federal
safety net, just look at what happened when the credit markets cut
off credit to subprime lenders. Non-depository lenders who did not
have access to the credit markets rapidly went out of business.
Northern Rock survived only because the UK authorities gave a de-
posit guarantee and provided liquidity support. Countrywide, in my
view, survived only because it could draw upon funding from its
Federal thrift subsidiary in the Federal Home Loan Bank system.
That, to me, proves in spades what the Federal safety net means.

These organizations are also subject to important conflicts of in-
terest. As our history has shown, and I pointed out in my testi-
mony, and as the history of other countries, including Japan, South
Korea, and Mexico shows, there are grave risks involving pref-
erential transfers of funds between banks and commercial affili-
ates.

Now you have heard, of course, that legal restrictions on those
affiliate and insider transactions exist. However, they have often
proven to be unreliable during times of financial stress. Many
thrifts and many banks that failed during the 1980’s and 1990’s
were found to have violated restrictions on affiliate transactions
and insider transactions. I pointed out Lincoln Savings being one
of the most notable of these examples.

Moreover, the Federal regulators themselves may feel compelled
to waive these restrictions under times of financial stress. After the
9/11 crisis and during the recent subprime crisis, the Federal Re-
serve Board granted waivers that allowed major banks to transfer
funds to their securities broker-dealers in excess of Section 23A
limits. Thus, what you have heard as legal firewalls tend to break
down the time gets tough and they are really under severe pres-
sure because the regulators will opt for financial stability.

The Bank of England tried to say we are not going to support
moral hazard by helping mortgage lenders. But when Northern
Rock experienced a bank run, they decided they better step in and
support it, moral hazard or not.

As to the third question, I think it is clear from the previous
panel that the FDIC does not have adequate supervisory powers
over commercial owners of ILCs. They clearly do not have a full
power to examine the commercial parent company and they do not
have the authority to impose capital requirements on either the
parent company or non-bank affiliates of the parent company.

The question then would be well, should you then give the FDIC
consolidated supervision over commercial parent companies? In my
view, that would be an equally bad move because look at the re-
sults. First of all, the FDIC would have a tremendous increase in
the supervisory burden. They would have to hire new personnel
who were familiar with many different areas of our economy.

More importantly, in my opinion, the FDIC’s designation as con-
solidated supervisor would have the undesirable effect of implying
that the Federal Government is now monitoring and assuring the
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overall solvency and stability of every commercial firm that owns
an ILC. That would certainly lead the market to believe that the
Federal Government would help commercial parents if they got in
difficulty.

Moreover, it would greatly increase the intrusion of Federal regu-
lation into our commercial sector. Certainly, I think if you begin to
have the FDIC supervising people like Home Depot and Wal-Mart,
one can only imagine the interference with the ordinary market dy-
namics of our U.S. economy. So consolidated supervision is not the
answer. It is not going to solve the problems created by commercial
ownership of ILCs.

I also believe that major commercial firms that acquire ILCs are
likely to use political influence to obtain subsidies or forbearance
from regulators. Certainly, big banks have proven to be both too
big to fail and too big to discipline adequately in the past. I could
give examples, if you would like to hear them.

But let me point to the FDIC’s decision in 2006 to waive its ILC
moratorium and to improve GM’s sale of control of GMAC and its
ILC subsidiary.

Senator BROWN. Please summarize, please.

Mr. WILMARTH. I am sorry, my clock was not working. May I just
complete this point?

Senator BROWN. Yes.

Mr. WILMARTH. They basically granted that waiver because they
felt that GM had to have that transaction. They had to be able to
sell the ILC majority control in order to get funding that GM badly
needed.

If they would do it for GM, they would waive their own morato-
rium, I think that suggests what would happen if major commer-
cial owners get into difficulty and the Federal regulators are faced
with either supporting this ability of the owner or enforcing their
regulations.

In my view, Congress made exactly the right choice in 1956,
1970, 1987, and 1999 when it prohibited commercial ownership of
FDIC-insured depository institutions. I think it is now time for
Congress to do the same thing with regard to ILCs.

Thank you very much, and I appreciate your attention.

Senator BROWN. Thank you, Mr. Wilmarth.

Mr. Wallison, welcome.

STATEMENT OF PETER WALLISON, ARTHUR F. BURNS
FELLOW, AMERICAN ENTERPRISE INSTITUTE

Mr. WALLISON. Thank you. And thank you, Mr. Chairman, and
the members of this Committee, for the opportunity to appear be-
foré you and discuss the issue of industrial loan companies and
ILCs.

Those who want to change the current law argue that allowing
non-financial companies to acquire ILCs violates the policy of sepa-
rating banking and commerce. In my prepared testimony, I re-
viewed the underlying arguments for this policy and tried to show
that the separation idea no longer has any rational basis. Instead,
the policy now serves principally to protect the banking industry
against competitive entry and to deprive consumers of the benefits
that would flow from allowing non-financial firms to gain access to
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the functions that are currently available now only to insured
banks.

As I noted in my prepared testimony, by authorizing securities
firms to acquire banks, and vice versa, in the Gramm-Leach-Bliley
Act Congress had to conclude that no harm to an affiliated bank
would result from this relationship. The essential point here is that
there is no real difference between banks being owned by say secu-
rities firms, which is permissible of course under the Gramm-
Leach-Bliley Act, and banks being owned by commercial firms. In
both cases, all of the dangers cited by the proponents of separating
banking and commerce could occur.

Securities firms, for example, which are heavy users of credit,
could lend preferentially to a securities affiliate. That is, a bank
that had an affiliate that was a securities firm could lend preferen-
tially to that securities affiliate. It could refuse to lend to competi-
tors of the affiliate. That is the conflict of interest argument that
is made. And it could be overreached and forced to lend to a weak
securities affiliate or other parent which could not get credit else-
where. All those things are possible now under the Gramm-Leach-
Bliley Act.

However, even those these things are possible, Congress made no
special provision to prevent them when it passed the Gramm-
Leach-Bliley Act. It follows that Congress must have concluded
that the harms supposedly associated with banks being acquired by
commercial firms are exaggerated or non-existent. This is probably
because all of the acts that I have described and all of the acts that
have been alleged by people on this panel and on others would be
violations of banking law and regulations. And if they occurred,
would subject the officials who approved these actions to criminal
liability and personal penalties—personal penalties—of up to $1
million per day.

Under these circumstances, it is fanciful, I think, to believe that
banks or ILCs, which are both carefully examined and supervised,
would do the things that are alleged by those who claim that the
policy of separating banking and commerce should continue in force
and be applied to ILCs.

Not only are there no sound policy reasons for applying the sepa-
ration in banking and commerce to ILCs, but doing so would cause
harm to consumers and working families. Companies that sell
goods and services to the public, retailers, auto companies, others,
can save significant cost by gaining access to the payment system
through an affiliated depository institution such as an ILC. In to-
day’s price competitive world, these savings are passed on to con-
sumers. To the extent that commercial firms are denied this oppor-
tunity, consumers and working families are the losers.

In addition, prohibiting commercial firms from acquiring banks
and ILCs deprives the banking industry of capital, innovation, and
the competitive entry that will improve services and reduce costs.

So if the separation of banking and commerce has no sound pol-
icy basis and hurts consumers and working families, why is it still
around? One reason is Oliver Wendell Holmes’ observation that a
good catchword can obscure analysis for 50 years. When it was first
adopted, the policy had some justification. Banks could not compete
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easily across State lines and access to bank credit was crucial to
the success of a business and to personal well-being.

But 50 years later, since the liberalization of banking laws in the
1980’s and 1990’s, these arguments no longer have merit. Credit is
now widely available from securities firms and finance companies
as well a banks, and banks are competing aggressively for cus-
tomers. But unfortunately, like many outmoded policies that are
not reconsidered, this one protects the banking industry from com-
petition despite statements in Congress about a desire to help con-
sumers and working families. Indeed, it took 66 years to eliminate
the Glass-Steagall Act, which protected the securities industry
from bank competition and also had no sound policy justification.

For these reasons, Congress should leave the current law on
ILCs unchanged. Holding open this opportunity for financial firms
to combine with insured depository institutions will be an impor-
tant and useful experiment. Congress can watch how this structure
works, see the benefits it will provide to consumers, and determine
whether any of the supposed dangers actually arise. In the end, I
am confident that Congress will find that the great hue and cry
stirred up about ILCs was wholly unnecessary.

Thank you, Mr. Chairman.

Senator BROWN. Thank you very much, Mr. Wallison.

Ms. Kelly.

STATEMENT OF BRIGID KELLY, DIRECTOR OF POLITICS AND
COMMUNICATION, UFCW LOCAL 1099

Ms. KELLY. Thank you, Senator Brown, and thank you, Senator
Bennett, for holding this hearing and for the opportunity to testify
here today. I am here representing the United Food and Commer-
cial Workers International Union, UFCW, and Local 1099, which
represents the great States of Ohio, Indiana, and Kentucky. Local
1099 represents almost 20,000 members and UFCW represents
more than 1.3 million. We represent workers in every State and
are the largest private sector union in North America.

I am proud to represent UFCW and our members in Ohio, Indi-
ana, and Kentucky to discuss the important issue of regulating in-
dustrial loan companies. I am especially proud to represent Ohio,
home of the late U.S. Representative Paul Gillmor. Representative
Gillmor was the original cosponsor of the Gillmor-Frank ILC legis-
lation in the House, and I am pleased to be here to carry on the
Ohio tradition of fighting to close the ILC loophole and keep bank-
ing and commerce separate.

UFCW recognized the problems with the ILC loophole years ago
and our union was one of the founding members of a diverse group
of organizations known as the Sound Banking Coalition. In addi-
tion to the UFCW, the members of the coalition include the Inde-
pendent Community Bankers of America, the National Association
of Convenience Stores, and the National Grocers Association.

Together with the members of the Sound Banking Coalition,
UFCW has analyzed ILCs, their growth, their regulation, and their
use by commercial entities. We are concerned that ILCs and their
parent companies are not subjected to consolidated supervision by
the Federal Reserve Board at the holding company level. This is
troubling because we have seen many bank failures in the past.



39

And when banks fail, people get hurt, and we all end up paying
in one way or another.

The savings of real people and real businesses are in these insti-
tutions and it is appropriate that we take seriously our obligation
to protect people’s money.

As we have learned over the course of the past century, we are
far better off with prudent financial oversight of the entire bank
holding company, enabling a strong regulatory agency to under-
stand the institution and address any problems before they become
too big to solve.

If I may take a few minutes to talk about our situation in Ohio,
Ohio does not have an ILC charter, but we do allow banks from
other States to branch into Ohio, including ILCs. Some States, in-
cluding Kentucky, have passed legislation taking different ap-
proaches to stop ILCs from branching into their States, but Ohio
has not. We need Congress to act so an ILC from another State
with inadequate holding company regulation may not branch into
Ohibo.

The Sound Banking Coalition is united in support for separating
banking and commerce. Separation of the financial from the com-
mercial spheres has proven to be sound economic policy. Banks are
supposed to be neutral arbiters of capital, providing financing to
customers on an unbiased basis, unencumbered by commercial self-
interest and competition. If those banks are owned by commercial
companies, the conflicts of interest can skew loan decisions and
lead to systemic problems.

Imagine, local businesses having no alternative but to go to a
bank owned by a competitor for a loan. This conflict of interest
could force local retailers to essentially provide their business plans
to their competition.

This is a large part of the reason why Wal-Mart’s attempt to buy
an ILC was such a threat. We have watched Wal-Mart come into
town after town and decimate Main Street business by business.
Studies have documented the impact on employment, wages, bene-
fits, and tax revenue. If Wal-Mart had secured its bank and turned
its standard slash and burn tactic against local banks, its economic
control in these small communities would have been almost com-
plete.

Despite its withdrawal from the ILC market, Wal-Mart continues
to loom large over the ILC debate. Although we are pleased the
company withdrew its ILC application, its bid for a bank put the
spotlight on ILCs in general, and on the separation of banking and
commerce specifically. It is absolutely certain that if the company
had secured a bank through a loophole in the law, the ILC loophole
would have been larger than the law. And quite frankly, we do not
believe that Wal-Mart has permanently given up going into the
banking industry.

Even with Wal-Mart, there are now a record number of commer-
cial companies applying for ILC charters: BlueCross Blueshield,
Home Depot, Berkshire Hathaway, these and more have followed
Wal-Mart’s lead thus far. While some applications have been with-
drawn, it is clear that there is unprecedented interest in this char-
ter from commercial companies.



40

The FDIC has extended its moratorium, as referred today, on
ILC applications submitted by commercial entities. The morato-
rium will not last forever, and in the meantime fundamental policy
decisions must be made. These decisions are beyond the scope of
the FDIC’s authority and they are too important to be left to a sin-
gle State.

We believe the Senate must now act for all these reasons. We be-
lieve the Senate must follow the House and pass legislation. As you
know, the House passed ILC legislation with an overwhelming vote
of 371 to 16.

We look forward to working with every member of this Com-
mittee and the Senate to move this legislation. I urge you to con-
sider addressing these problems and challenges that I have out-
lined today.

Thank you again for your time, and I will be happy to answer
any questions that you may have.

Senator BROWN. Thank you, Ms. Kelly.

Mr. Singh.

STATEMENT OF dJ.J. SINGH, VICE PRESIDENT, FINANCIAL AND
COMMUNICATIONS SERVICES, FLYING dJ, INC.

Mr. SINGH. Mr. Chairman and members of the Committee, I
thank you for the opportunity to appear before you to discuss
Transportation Alliance Bank and the industrial banks. I am J.dJ.
Singh and today, on behalf of the Utah Association of Financial
Services, which is a trade association, I am representing industrial
banks and consumers lenders in Utah and in Nevada.

I am also the President of Transportation Alliance Bank, which
is located in the great State of Utah, in Ogden. We provide a full
range of banking services to our clients, who I will talk about in
a moment.

Frankly, sitting here for the first time, and I appreciate the op-
portunity, and listening to some of the things being said here, I
have begun to think whether I actually have been running an in-
dustrial chartered bank in the last 5 years. I will make some obser-
vations to that effect when I get further into my testimony.

Transportation Alliance Bank is a wholly owned subsidiary of a
privately held company, it is Flying dJ, Inc., which has travel plazas
in 40 States and seven provinces in Canada. We are the 17th larg-
est privately held company. It really, among other customers, is a
home for truckers away from home. Truckers drive large rigs. They
travel sometimes for a week, 2 weeks, 3 weeks before they get
home. They need a place where they can launder their clothes,
have a shower, eat their food, park their rig, and relax after a long
day of driving.

I would like to use my limited time today to clarify some of the
issues related to industrial banks and provide an accurate context
to understand this market-driven, healthy, safe, and sound indus-
try that many people think is the best model for banks in the cur-
rent economy.

But to talk about Transportation Alliance Bank, I am here first
to talk about the customers it serves. The customers it serves is the
trucking industry, which in this country comprises about three-
quarters of a million entities. Trucking serves about 80 percent of
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the communities in this country. It has a revenue about $625 bil-
lion and contributes about 5 percent to the gross domestic product
of this country.

If you look at this sector you will find, and this is from the U.S.
Department of Transportation, 91 percent of motor carriers have 20
or fewer trucks. In essence, these are small business owners. I am
not here to talk about large trucking companies. This segment,
which is less than 20 trucks, is really the wellspring from which
the future entrepreneurs, the larger entrepreneurs in trucking
emerge from. That is the focus of Transportation Alliance Bank.

Now why do we think we are better than others in this niche
market? The fact is, we understand the business. We understand
the business risks inherent there. And we know how to mitigate
those risks and work with those clients to provide them services in
a profitable manner, in a safe and sound manner, and meeting all
of the laws of the land. I will touch on those in a moment.

This is what, about 15 years ago, the CEO of Flying J recognized,
that these small owner-operators actually were undercapitalized in
the liquidity issues. And that was basically the rationale for us to
look at getting into the banking business. The only charter that
would allow us to do that was the ILC charter in the home State
of Utah.

We have hundreds of customers, most of them small. And as it
may seem contrived or coincidental, but the example I am going to
present here is from the state of Ohio. A gentleman by the name
of Gregory Arthur, 4 years ago he came to us after talking to main-
stream banks, looking for a loan for a truck. Our loan officer sat
down with him and actually provided him with a loan after we felt
he had a sound plan. He is still a customer 4 years later. He does
revenues of about $500,000 today, and frankly, is a contributing
entity to business in this country.

There are hundreds of examples I can give you on that score.

Thanks to the industrial bank charter, Transportation Alliance
Bank has been in business for about 9 years. It currently has as-
sets of about $500 million and provides a host of services to the
trucking industry. It makes CRA investments into local community
and its efforts are rated highly by the regulators. It is a very safe
and sound bank, serving primarily the needs of the segment that
I was talking about.

I contend, as I talk to my peers, that this is also true for other
industrial banks in Utah, which are demonstrably among the
strongest and the safest banks in the Nation, and have been for
some time. That has been talked by Commissioner Leary, so I will
not spend much time on that. But I should mention that these
banks do business not in Utah, a robust economy. But most of their
business is done in the other States.

Based on my experience, there is no deficiency in the regulation
of these banks or their holding companies. The regulation of indus-
trial banks is equal to and, in some respects, stronger than the reg-
ulation of other depository institutions. There is also extensive ef-
fective regulation of the holding companies and affiliates. I have
gone through about four or five safety and soundness audits. In
each one of those audits, the FDIC auditors and the State auditors
have asked me for information on financial companies business
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about my parent corporation. As a matter of fact, in about 3 weeks
the State regulators have invited FDIC to do an audit of the hold-
ing company, Flying J, Inc. We are pleased to have the regulators
there to do that. As a matter of fact, we welcome them and we have
no issues when the regulators contacted us to actually do an audit
where the auditors have spent 2 to 3 weeks at our holding com-
pany.

So when I hear that there is no regulation of holding companies,
I find it rather surprising.

Nor is it the case that traditional holding company regulation
provides better protection for a bank subsidiary. As a matter of
fact, my views to the contrary. Large diversified holding companies
have better financial strength to support the banks that have the
industrial loan charters. In my experience, I have never had the
issue of not getting financing when I have needed it from my par-
ent. And as I talk to my peers, that seems to be the case. And in
some cases, there are specific commitments that the holding com-
panies made as part of the completion of the application process to
protect the bank.

Senator BROWN. Mr. Singh, please summarize, if you could.
Thank you.

Mr. SINGH. There is one point I would like to make, Mr. Chair-
man, and this is important, mixing of commerce and banking. 23A
and 23B provides us with the regulatory regime to do that, and
that is pretty vigorously implemented by the regulators when they
do audit us.

In conclusion, if you peel away all of the political rhetoric, the
real issue regarding industrial banks is whether the large number
of competent and legitimate businesses in our Nation that offer
bank quality products and services will be allowed to operate in the
most efficient and profitable manner, providing superior value to
its customers in a safe and sound manner. That is really the whole
issue.

With that, I close and will be glad to answer any questions that
you may have.

Senator BROWN. Thank you, Mr. Singh.

Mr. Wallison, I ask your permission to steal your Oliver Wendell
Holmes quote and request that you never use it when speaking in
Ohio, if that would be OK.

[Laughter.]

Senator Bennett will begin the questions, his 5 minutes. I am
going to slip out just for a moment. I have some students from
Ohio here I need to see, but will return as his questioning is going
on.
Thank you.

Senator BENNETT. Thank you very much, Mr. Chairman.

I used to own a business in Japan. I know a little bit about the
Japanese banking system and the Japanese pattern of supporting
entrepreneurial activities. I reject the idea that the Japanese model
is in any way illustrative of what we are talking about here.

Mr. Wilmarth, you talk about GMAC. That is an example of the
regulators giving into political pressure when GM sold that, and
that that is a sample of what is going to happen.
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Mr. WILMARTH. I did not say they gave in to political pressure.
I think they felt that they were under considerable pressure to help
a major corporation get out of a very difficult box. And they were
willing to waive their rules to help them do that.

Senator BENNETT. Do you see that as a bad thing? That they
were willing to allow a corporation to sell a profitable asset to take
care of shortfalls in their own situation? The sale was not detri-
mental, in any way, to the marketplace. The sale did not put any
assets at risk. The sale did not create any safety and soundness
problem. All it did was say GM, you have got a problem. You have
got a profitable asset that you want to sell, and we are going to
let you sell it.

How does that have anything to do with what we are talking
about here?

Mr. WILMARTH. My point was a broader one, which is that Fed-
eral regulators are willing to bend their rules and established poli-
cies when they are faced with significant problems that could affect
financial stability. I actually gave three examples. One was

Senator BENNETT. Wait a minute. You say they are willing to
bend their rules——

Mr. WILMARTH. Yes.

Senator BENNETT [continuing]. When they are faced with a safe-
ty and soundness challenge. This was not a safety and soundness
challenge in any way. This was General Motors having liquidity
problems.

Mr. WILMARTH. Well, with all respect, it was a safety and sound-
ness problem to General Motors, the parent.

Senator BENNETT. All right. Does that mean that their ownership
of the ILC was a risk? Their ownership of the ILC was a benefit.

Mr. WILMARTH. Well, let me give the other two examples: the
Federal Reserve waiving Section 23A to let banks help out their se-
curities affiliates when they were under considerable stress; and
the Bank of England deciding to drop its distaste for moral hazard
when it had a bank run facing it.

Senator BENNETT. I do not think we need worry about the Bank
of England.

Mr. WILMARTH. Well, we have done the same thing in this coun-
try, as well.

Senator BENNETT. Mr. Wallison pointed out that the kinds of
things you were talking about are perfectly available now through-
out the entire financial securities industry. So why do we say it is
terrible that a major national commercial firm, with tremendous fi-
nancial resources, will be treated differently than a financial serv-
ices firm whose resources may not be as great? Why is that a
greater—I cannot fathom why that is a greater risk systemically to
the American economy than what we are talking about here.

Mr. WILMARTH. My concern is how far do we spread the Federal
safety net? I think everyone now is seeming to say, which I regret
I felt at the time of Gramm-Leach-Bliley, we now seem to have
spread the Federal safety net to embrace entire financial conglom-
erates, not just banks.

Senator BENNETT. Are you suggesting that by owning that ILC,
General Motors had access to FDIC deposits?
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Mr. WILMARTH. They certainly had access to FDIC deposits. Look
at—

Senator BENNETT. For General Motors’ purposes?

Mr. WILMARTH. Merrill Lynch, for example, has gained $70 bil-
lion of deposits and they have said publicly that this is the best
funding source they have ever found. It is a much cheaper funding
source than when they used to have to go to the financial markets
and sell commercial paper.

The question is how large do these ILCs become? If every com-
mercial organization held an ILC the size of Merrill Lynch, yes, I
think you would see quite a bit of subsidization, in my opinion.

Senator BENNETT. And yet, even the legislation passed by the
House would allow Merrill Lynch to continue to own that ILC. So
the example you have given us as typical of the kind of threat we
are facing, is an example that the proposed legislation continues.

Mr. WILMARTH. Again, the question is do you want to extend the
Federal safety net beyond the financial sector into the entire com-
mercial sector. That is, I believe, what is now at stake.

Senator BENNETT. Well, I obviously have problems with your tes-
timony and I am glad Mr. Wallison followed you immediately, be-
cause we have a pretty clear clash here between the two.

I probably ought to calm down, Mr. Chairman, so I will quit
there.

Senator BROWN. Darn, I wish I had watched that, Senator Ben-
nett.

[Laughter.]

Thank you.

Mr. Yingling, Mr. Wallison’s comments about competition were
interesting, I thought. And while you may not have as good a quote
as he did on Oliver Wendell Holmes, tell me why he is wrong about
the banking? I have been here now, I have been on this Committee
for I guess 9 months. I have been perhaps not amazed, but cer-
tainly intrigued by the number of actors in the financial services
business, from non-bank lenders to the Farm Credit System, credit
unions, traditional banks, payday lenders, the Government itself,
in all kinds of competition.

Tell me why he is—expand on that, why he is wrong about the
whole point of this is anticompetitive.

Mr. YINGLING. Well, I think it is quite clear that we have a very,
very competitive financial system with lots and lots of players, as
you are pointing out. I think theory would tell you that more play-
ers means more competition. So the question has to be what are
the other public policy issues that are inherent in adding maybe
more marginal competition. I do not think it is an area that lacks
plenty of competition right now.

And I think the basic public policy issue is that if the Congress
does not act fairly soon, the ILC provision could become a vehicle
that results in a major change in the structure of our financial sys-
tem. So that, at the risk of Senator Bennett calling me Chicken Lit-
tle, I will say that you could see a situation 10 or 20 years from
now where we have a very different financial system in which you
have industrial companies, commercial companies with banks em-
bedded in them that dominate the financial system. And I think
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that raises some very serious questions about how lending might
take place, about the ability to have a very flexible system.

I do think that, with respect to some countries, we have seen
that a financial system dominated by big conglomerates lacks flexi-
bility. That may affect the ability to lend to smaller companies.
And it also may mean when you have a problem, it is more difficult
to get out of it.

One of the great things we see in our financial system, because
of its flexibility, is we are able to get out of problems more quickly
than some countries. I think hopefully, in the problem that we
have right now that this Committee is so concerned about with
subprime lending, we find that the commercial banking system and
the savings institutions in this country are in a position now to
step back in and help lend to people that need the housing loans.

Senator BROWN. Thank you.

Ms. Kelly, some have argued that this whole issue is about Wal-
Mart. Since they have withdrawn their application, is there a rea-
son to move forward? If you substitute some other big retailer’s
name, is that then a problem?

Ms. KeLLY. I would say that regardless of whose name is on the
outside of the building, if you have a large retailer who is coming
in to try and, you know, just add banking sort of as another prod-
uct line, that it is a problem.

Working people are concerned about their money. I mean, even
though some of our members make minimum wage, they are con-
cerned about where their money goes. But if you have a company
that comes into a town, specifically a small town, and takes over
the hardware store and the florist and the bakery and the grocery
store, and then they have to be your bank, too, that is a problem
for us, whether it is Wal-Mart or another large retailer.

I think that the primary problem is a separation of banking and
commerce. I mean, that is a fundamental problem, regardless of
whose name is on the outside of the big box.

Senator BROWN. Thank you.

Mr. Lackritz, I do not think anybody is arguing for duplicative
regulation, just one regulator. Since that is absent in the case of
commercial parents of ILCs, shouldn’t we close that loophole?

Mr. LACKRITZ. Well, I think, from the standpoint of addressing
that, we would not—we do not need to reach that question because
in the situation that we are talking about, we are talking about
broker-dealers, who are basically financial in nature to begin with.

And the question there is making sure that we do not have over-
lapping, duplicative, or redundant regulation along the way. So
that the consolidated supervised entity regime that the SEC has
put in place, for those five large global institutions, really serves
as a very good oversight from the standpoint of the same kinds of
concerns that have been raised with respect to oversight of finan-
cia%1 services holding companies and bank holding companies, as
well.

So with respect to the commercially owned situation, we do not
need to get that far because we have really got a regime now that
actually works extremely well and has been very innovative from
the standpoint of the SEC and sort of our global competitors.

Senator BROWN. Thank you.
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Thank you all, both the first panel and the second panel. And
thank you, the two of you, for coming a little further, from Cin-
cinnati and from Utah, to join us.

Senator Bennett, thank you for your passion and your comments.

The Committee is adjourned.

[Whereupon, at 12:27 p.m., the hearing was adjourned.]

[Prepared statements, responses to written questions, and addi-
tional material supplied for the record follow:]
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PREPARED STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD

I want to thank Senator Brown for chairing today’s hearing and thank Ranking
Member Shelby for his cooperation in putting this hearing together, as well.

Industrial loan companies, or ILCs, are state-chartered and state-regulated depos-
itory institutions regulated primarily by the Federal Deposit Insurance Corporation
(FDIC). They enjoy a unique status within America’s financial services landscape,
the result of the Competitive Equality Banking Act (CEBA) of 1987. ILCs can en-
gage in most banking activities under specific state laws and are eligible for FDIC
insurance, but are designated “non-banks” exempt from the statutory, and super-
visory, framework of the Bank Holding Company Act, which restricts the mixing of
banking and commercial activities for bank holding companies and their affiliates.

In recent years, we have witnessed a significant increase in the size and number
of ILCs, and applications to acquire ILCs being filed with the FDIC, leading to in-
creased focus on the ILC charter and regulatory structure. Most recently, Wal-Mart,
Home Depot, and several other large commercial firms applied to the FDIC for the
right to acquire ILCs. The Wal-Mart application, in particular, triggered fierce oppo-
sition on various grounds from an array of interest groups, resulting in thousands
of comment letters being filed with the FDIC.

The public and congressional opposition to the Wal-Mart application led the FDIC
to impose a six-month moratorium on ILC applications. The agency decided to ex-
tend that moratorium an additional year, through January 31, 2008, though applied
solely to application for ILCs to be owned or controlled by commercial firms. In ex-
tending the moratorium the FDIC sought to allow Congress to consider, and ulti-
mately decide upon, the public policy question brought about by the Wal-Mart appli-
cation, including the public policy implications of the mixing of banking and com-
merce as it relates to ILC ownership by commercial firms.

Today’s hearing provides the Committee with an important opportunity to hear
from a broad spectrum of stakeholders on all sides of the ILC debate—regulators,
industry representatives, academics and concerned citizens. It is my hope that Com-
mittee members will come away from this hearing with a better understanding of
the regulation and supervision of ILCs; a historical perspective on the evolution of
the ILC structure; an understanding of the public policy concerns related to the mix-
ing of banking and commerce and commercial ILC ownership; and an awareness of
the arguments in favor of and in opposition to such combining. Most importantly,
Committee members will hear a wide array of views from our witnesses on ways
to enhance, strengthen or reform the ILC charter.

I want to again thank Senator Brown for chairing today’s hearing. And I extend
my thanks to all of the witnesses for taking the time to come before the Committee
today on this timely issue. I look forward to reviewing the witness testimony, and
the hearing transcript, and working with my Committee colleagues moving forward
towards a process that I hope will result in bipartisan ILC legislation moving out
of this Committee in the coming weeks.

PREPARED STATEMENT OF SENATOR SHERROD BROWN

Good morning, and thanks to everyone for joining us here today as the committee
examines the role that industrial loan companies, or ILCs, play in our banking sys-
tem.

That system is a continually changing one, as lenders innovate and Congress from
time to time responds to the changes in the landscape.

Amidst this change, some principles remain constant. Four times in my lifetime,
Congress has acted to separate commercial firms from banks and vice versa.

Time and again, we have seen the real costs when Congress has failed to act, from
the Depression to the Savings & Loan crisis. Frankly, we are seeing variations of
the problem today. In Japan, the intermingling of commerce and banking has led
to disastrous results. And here at home where the sub-prime mortgage meltdown
has operated largely outside of federal supervision.

I have been pretty candid all year about what I think has been the failure of the
Federal Reserve to act more aggressively to police the sub-prime non-bank lenders.
It wouldn’t be inaccurate if our witness from the Federal Reserve made the same
observation about Congress and ILCs.

We need to act this fall to address this problem, just as we have repeatedly in
the past. When commercial firms set up single bank holding companies, Congress
amended the law in 1970 to reach them. When commercial firms started buying
non-bank banks, Congress in 1987 stepped in again. When commercial firms started
to acquire thrifts, Congress responded with Gramm-Leach-Bliley in 1999.
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And this spring, in the wake of the tremendous growth in industrial loan company
assets since Gramm-Leach-Bliley, almost eightfold, the House adopted Representa-
tifye Paul Gilmor’s bill to prevent further commercial acquisitions of ILCs by a vote
of 371 to 16.

The strength of that vote is a small testament to the respect in which Paul was
held, and the skill with which he did his job as a legislator.

Congress lost a real expert in these issues with his passing, and Karen and the
rest of his family and friends lost a good man. I hope we can pick up where he left
off.

PREPARED STATEMENT OF SENATOR TIM JOHNSON

Before I make a few comments regarding the regulation and supervision of ILCs,
I would like to thank Chairman Dodd for placing the ILC issue on the top of his
agenda for this fall. I would also like to thank Senator Brown for chairing this hear-
ing, as well as for his interest and commitment to this very important issue.

The ILC issue raises questions that I believe the Senate must consider: whether
the scope and purpose of industrial loan companies have expanded beyond their
original purpose to serve the needs of industrial workers; whether FDIC supervision
and regulation of ILCs needs to be strengthened; whether ILCs should be subject
to the consolidated supervision framework established in Gramm-Leach-Bliley; and
whether the ILC loophole should be closed. The House of Representatives has al-
ready addressed these issues with their bipartisan bill, H.R. 698.

To give some historical perspective, the current debate surrounding the commer-
cial ownership of ILCs is not unlike the debate surrounding the Gramm-Leach-Bli-
ley Financial Services Modernization Act of 1999, and efforts to close the loophole
that allowed any commercial firm to buy a unitary thrift holding company. Con-
gressman Jim Leach, Congressman Steve Largent and I introduced an amendment
to close the unitary thrift loophole. Despite significant opposition, the loophole was
closed, thus eliminating a dangerous threat to the erosion of the division between
banking and commerce.

It appears that the ILC loophole, like the unitary thrift loophole, is expressing
itself as another avenue toward the mixing of banking and commerce. This is evi-
denced by the increasing number of commercial companies that have taken advan-
tage of the exemption that allows ILCs to own and operate banks outside of the su-
pervisory and regulatory framework established by Congress many years ago.

Fifty nine ILC charters have been granted since 1984 with Federal Deposit I in-
surance, with one half of these after 1999. Additionally, assets of ILCs grew from
$3.8 billion in 1987 to over $155 billion in 2006. I think these numbers are telling
of the potential danger this loophole poses.

Today, ILCs are able to engage in many of the same types of activities as other
FDIC insured depository institutions. And since Gramm-Leach-Bliley, this charter
is the only vehicle through which commercial companies and non-bank entities can
control an insured depository institution and engage in banking activities.

I don’t think that Congress could have predicted the level of growth that ILCs
have experienced, and even though we specifically created exceptions for ILCs in
1987, that does not absolve us of our responsibility to carefully review the changes
in the current landscape and respond thoughtfully and carefully.

Today, though, we are under a time constraint. In July of 2006, the FDIC placed
a six month moratorium on any applications for deposit insurance by an ILC. In
January of 2007, that moratorium was extended for an additional year on applica-
tions for deposit insurance and change in control notices ILCs owned by commercial
companies. This moratorium was extended to provide Congress with the opportunity
to address the safety and soundness issues surrounding commercial ownership of
ILCs under existing law. The FDIC awaits action and guidance from the Congress
before the moratorium expires on January 31, 2008. That said, Congress has estab-
lished a framework for maintaining the separation of banking and commerce time
and time again.

Senators Brown and Allard, and I introduced S. 1356 in May. I believe this legis-
lation addresses the regulatory and supervisory concerns of the ILC loophole, but
I also recognize that this is not the only way to approach this issue. I look forward
to working with my colleagues on the Banking Committee to find a workable solu-
tion to the regulatory and supervisory concerns and the potential risks posed by
commercial ownership of ILCs.

In addition, to my statement for the record, I would also ask that I am able to
submit two letters from the South Dakota Bankers Association and the Independent
Community Bankers of South Dakota highlighting the importance of this issue to
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my state’s communities, the written testimony I provided the FDIC on April 10,
2006 for their hearing on the Proposed Wal-Mart Bank’s Application for Federal De-
posit Insurance, and the GAO’s September 2005 study titled “Industrial Loan Cor-
porations: Recent Asset Growth and Commercial Interest Highlight Differences in
Regulatory Authority” for the record.

PREPARED STATEMENT OF SENATOR JACK REED

Thank you Chairman Brown and Senator Shelby for holding this hearing on in-
dustrial loan companies.

Industrial loan companies, started in the early 1900’s, were chartered to make
uncollateralized loans to industrial workers. More recently, the ILC industry has ex-
perienced tremendous growth, while growing more complex. During a 20 year period
ending in 2006, ILC assets grew more than 3,900 percent from $3.8 billion to over
$155 billion. While the early ILCs were small and helped to fill underserved areas
of our economy, today’s ILCs closely resemble commercial banks in the products and
services offered and are owned by some of the largest U.S. financial companies.
They therefore require the same level of oversight as traditional depository institu-
tions.

A July 12, 2006 GAO report on ILCs outlines a critical area of ILC regulatory
oversight in need of strengthening. According to this GAO report, “Although FDIC
has supervisory authority over an insured ILC, this authority does not explicitly ex-
tend to ILC holding companies, and therefore, is less extensive than the authority
consolidated supervisors have over bank and thrift holding companies.” The report
concludes that “. . . from a regulatory standpoint, these ILCs may pose more risk
of loss to the bank insurance fund than other insured depository institutions oper-
ating in a holding company.” While a history of a healthy and successful ILC indus-
try would indicate that the bank-centric model has worked in the past, the growth
in size and complexity of these institutions is reason enough to address this super-
visory blind spot. Furthermore, the FDIC’s authority has yet to be tested by the par-
ent company of a large, troubled ILC during stressed times.

The mixing of banking and commerce in the United States is a long-standing
issue and, while there have been exceptions, there has been an effort to keep the
two separate. Critics of the idea of mixing banking with nonfinancial entities ex-
press a concern that the risks will far outweigh the benefits. These risks include
conflicts of interest; the creation of economic power in banking, which could impair
competition; and an expansion of the federal safety net. Given recent changes in the
ILC industry, we should assess our position on separating banking from commerce
and determine an appropriate tolerance for mixing the two, while not punishing
those that have followed the law to date.

From their early history, ILCs have filled a niche, and the industry has operated
in a safe and sound manner. I look forward to discussing the issues and coming up
with solutions that allow for the ILC industry to continue thriving, while addressing
regulatory gaps. I want to thank the regulators for working together on this issue
and I look forward to your testimony.
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INDUSTRIAL LOAN CORPORATIONS

Recent Asset Growth and Commercial
Interest Highlight Differences in
Regulatory Authority

What GAO Found

The ILC industry has experienced significant asset growth and has evolved
from one-time, small, limited purpose institutions to a diverse industry that
includes some of the nation's largest and more compiex financial institutions.
Between 1987 and 2004, ILC assets grew over 3,500 percent from $3.8 billion
to over $140 billion. In most respects, ILCs may engage in the same activities
as other depository institutions insured by the FDIC and thus may offer a full
range of loans, including consumer, commercial and residential real estate,
small business, and subprime. ILCs are also subject to the same federal safety
and soundness safeguards and consumer protection laws that apply to other
FDIC-insured institutions. Therefore, from an operations standpoint, ILCs
pose similar risks to the bank insurance fund as other types of insured
depository institutions.

Parents of insured depository institutions that provide similar risks to the
bank insurance fund are not, however, being overseen by bank supervisors
that possess similar powers. ILCs typically are owned or controlled by a
holding company that may also own other entities. Although FDIC has
supervisory authority over an insured ILC, it has less extensive authority to
supervise ILC holding comparnies than the consolidated supervisors of bank
and thrift holding companies. Therefore, from a regulatory standpoint, these
ILCs may pose more risk of loss to the bank insurance fund than other insured
depository institutions operating in a holding company. For example, FDIC’s
authority to examine ILC affiliates and take certain enforcement actions
against them is more limited than a consolidated supervisor. While FDIC
asserted that its authority may achieve many of the same results as
consolidated supervision, and that its supervisory mode} has mitigated losses
to the bank insurance fund in some instances, FDIC’s authority is limited to a
particular set of circumstances and may not be used at all times. Further,
FDIC’s authority has not been tested by a large ILC parent during times of
economic stress.

An exemption in federal banking law currently allows ILC parents to mix
banking and commerce more than the parents of other depository institutions.
Three of the six new ILC charters approved during 2004 were for commercial
firms, and one of the largest retail firms recently applied for an ILC charter.
While some industry participants assert that mixing banking and commerce
may offer benefits from operational efficiencies, empirical evidence
documenting these benefits is mixed. Federal policy separating banking and
commerce focuses on the potential risks from integrating these functions,
such as the potential expansion of the federal safety net provided for banks to
their commercial entities. GAO finds it unusual that a limited ILC exemption
would be the primary means for mixing banking and commerce on a broader
scale and sees merit in Congress more broadly considering the advantages
and disadvantages of a greater mixing of banking and commerce.

United States itity Oftice
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United States Government Accountability Office

‘Washington, D.C. 20548

September 15, 2005

The Honorable James A. Leach
House of Representatives

Dear Mr. Leach:

Industrial loan corporations (ILC), also known as industrial banks, are
state-chartered financial institutions that emerged in the twentieth century
to provide consurner credit to low and moderate income workers who were
generally unable to obtain consumer loans from commercial banks. Over
the past 10 years, ILCs have experienced significant asset growth, and
these one-time, small niche lenders have evolved into a diverse industry
that includes some large, complex financial institutions. In addition, some
commercial entities are increasingly interested in owning ILCs. For
exarple, three large commercial entities were granted approval to open
ILCs in 2004, and one of the largest retail enterprises recently applied for an
ILC charter. As a resuit, some have expressed concerns that ILCs may be
expanding beyond the original scope and purpose intended by Congress.

ILCs are typically owned or controlled by a holding company that may also
own other entities, and concermns have also been expressed that the current
regulatory structure for overseeing ILCs in holding companies may not
provide adegquate protection against the potential risks that holding
companies and nonbank affiliates may pose to an ILC. The regulation of the
safety and soundness of ILCs rests with the Federal Deposit Insurance
Corporation (FDIC) and the ILC's respective state regulator. Under the
Bank Holding Company Act (BHC Act), the Board of Governors of the
Federal Reserve System (Board) generally supervises bank holding
companies and has established a consolidated supervisory framework for
assessing the risks to a depository institution that could arise because of
their affiliation with other entities in a holding company structure. For
example, the Board may generally examine holding companies and their
nonbank subsidiaries, subject to some limitations, to assess, among other
things, the nature of the operations and financial condition of the holding
company and its subsidiaries; the financial and operations risks within the
holding company system that may pose a threat to the safety and
soundness of any depository institution subsidiary of such holding
company; and the systems for monitoring and controlling such risks. Thus,
consolidated supervisors take a systemic approach to supervising holding
companies and nonbank subsidiaries of depository institutions. However,
holding companies of ILCs operate under an exception to the BHC Act, and
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most are not subject to Board oversight. Moreover, FDIC has not been
given consolidated supervisory authority over ILC holding companies.
FDIC has, however, employed what some term as a “bank-centric”
supervisory approach that primarily focuses on isolating the insured
institution from potential risks posed by holding companies and affiliates,
rather than assessing these potential risks systemically across the
consolidated holding company structure.

Another area of concern about ILCs is the extent to which they can mix
banking and commerce through the holding company structure. The policy
separating banking and commercial activity was largely a reaction to the
perception that banks, especially those in a larger conglomerate
organization, had a disproportionate amount of economic power in the
period leading up to the stock market crash of 1929. The BHC Act
maintains the historical separation of banking from commerce by generally
restricting bank holding companies to banking-related or financial
activities.! The BHC Act also allows ILC holding companies, including
nonfinancial institutions such as retailers and manufacturers, and other
institutions to avoid consolidated supervision and activities restrictions.
While some industry participants have stated that mixing banking and
commerce may offer benefits from operational efficiencies, the policy of
separating banking and commerce was based primarily on the potential
risks that combining these activities may pose to the federal safety net for
insured depository institutions, as well as the potential for more conflicts
of interest and the potential increase in economic power exercised by large
conglomerate enterprises, Currently ILC holding companies and
companies that own or control other types of insured depository
institutions and other nondepository institutions, such as unitary thrifts,
are permitted to mix banking and commerce to varying degrees. However,
some believe that ILCs may be the entities that offer the greatest ability to
mix these activities.

Currently, FDIC-insured banks, including ILCs, are not permitted to offer
interest-bearing business checking accounts. Over the past several years,

'As amended by the Gramm-Leach-Bliley Act (GLBA), the BHC Act restricts the activities of
bank holding companies to activities “closely related to banking” that were permitted by the
Federal Reserve Board as of November 11, 1999. However, bank holding companies that
qualify as financial holding companies can engage in additional activities defined in GLBA as
activities that are “financial in nature,” as well as activities that are incidental to or
complementary to financial activity, Pub. L. No. 106-102 §§ 102, 103, codified at 12 US.C. §
1843(c}(8), (k) (2000 & Supp. 2004).
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there have been repeated legisiative proposals to repeal this prohibition
and some have stated that this prohibition is unnecessary and outdated.
Recent legislative proposals would grant insured depository institutions,
including many ILCs, the ability to pay interest on business checking
accounts and branch into other states through establishing new branches—
known as de novo branching. Some have questioned whether these
proposals would give ILCs a competitive advantage in the marketplace or
essentially place ILCs on par with commercial banks.

This report responds to your March 4, 2004, request for a review of several
issues related to ILCs. Specifically you asked us to (1) describe the history
and growth of the ILC industry; (2) describe the permissible activities and
regulatory safeguards for ILCs as compared with other insured financial
institutions; (3) compare FDIC's supervisory authority over ILC hoiding
companies and affiliates with the consolidated supervisors’ authority over
holding companies and affiliates; (4) describe recent changes FDIC made
to its supervisory approach of the risks that holding companies and
affiliates could pose to ILCs and determine whether FDIC’s bank-centric
supervisory approach protects the ILC from all the risks that holding
companies and nonbank affiliates may pose to the ILC; (5) determine
whether the ILC charter allows for a greater mixing of banking and
commerce than other types of insured depository institutions, and whether
this possibility has any competitive implications for the banking industry;
and (6) determine the potential implications of granting ILCs the ability to
pay interest on business checking accounts and operate de novo branches
nationwide.

To describe the history and growth of the ILC industry, we analyzed data,
including information on ILC assets and estimated insured deposits for the
time period 1987-2004. To describe the permissible activities of and
regulatory safeguards for ILCs, we reviewed federal and state legislation,
regulations, and guidance regarding ILCs and banks. We also interviewed
management from various 1LCs and spoke with officials from FDIC; the
Board; and state supervisory officials from California, Nevada, and Utah
that are responsible for the safety and soundness of insured institutions.
We focused on ILCs and bank supervisors in these three states because
they comprise over 99 percent of the ILC industry assets. We also analyzed
FDIC data on ILCs from 1987-2004. To compare FDIC’s supervisory
authority over ILC holding companies and affiliates with the consolidated
supervisors’ authority over holding companies and affiliates, we reviewed
and analyzed legislation and regulations that govern the supervision of
insured depository institutions, including ILCs and their holding
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companies, banks and their holding companies, and thrifts and their
holding companies. We also compared agency examination manuals and
guidance, interviewed officials regarding the FDIC's, the Board’s, and the
Office of Thrift Supervision's (OTS) supervisory approaches and
supervisory authorities, and spoke with state and FDIC regional staff
responsible for conducting examinations. We focused our comparison
primarily on the Board's authorities relating to the consolidated
supervision of bank holding companies and the FDIC's supervision of ILCs,
their hoiding companies, and affiliates from a safety and soundness
perspective. However, because OTS also supervises similar institutions
with similar risks, we also reviewed OTS’ supervisory authority with
respect to thrifts and savings and loan holding companies. To describe
what recent changes FDIC has made to its supervisory approach of the
risks that holding companies and their nonbank subsidiaries could pose to
ILCs and determine whether FDIC's bank-centric supervisory approach
protects the ILC from all the risks that holding companies and those
subsidiaries may pose to the ILC, we reviewed and synthesized relevant
supporting documents and the information from the two FDIC-Inspector
General (FDIC-IG) material loss reviews related to ILCs. Where
appropriate, after conducting our own due diligence review, we also relied
upon the work of the FDIC-IG’s September 30, 2004, report on limited
charter depository institutions, including ILCs, that provided information
on FDIC's guidance and procedures for supervising limited-charter
depository institutions, inciuding ILCs, and summarized recent actions
regarding these institutions.? To determine whether the ILC charter allows
for a greater mixing of banking and commerce than other types of insured
depository institutions, and whether this possibility has any competitive
implications for the banking industry and to determine the potential
implications of granting ILCs the ability to pay interest on business
checking accounts and operate de novo branches nationwide, we reviewed
academic and other studies, relevant laws, and other documents,
interviewed management from several ILCs, and hosted a panel of experts
made up of academics, economists, industry practitioners, and
independent consultants. See appendix I for additional details on our
objectives, scope, and methodology.

*The Division of Supervision and Consumer Protection's Approach for Supervising
Limited-Charter D itory Instituii (FDIC Office of Inspector General Report No.
2004-048, Sept. 30, 2004).
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Results in Brief

During this review, we did not assess the extent to which regulators
effectively implemented consolidated supervision or any other type of
supervision. Rather, we focused on the respective federal regulators’
authorities to determine whether there were any inherent limitations in
these authorities. We conducted our work in Washington, D.C.; Los
Angeles, California; San Francisco, California; Las Vegas, Nevada; and Salt
Lake City, Utah; between May 2004 and August 2005 in accordance with
generally accepted government auditing standards.

ILCs began in the early 1900s as small, state-chartered, loan companies that
primarily served the borrowing needs of industrial workers unable to
obtain noncollateralized loans from banks. Since then, the ILC industry has
experienced significant asset growth and has evolved from small, limited
purpose institutions to a diverse industry that inciudes some of the nation’s
largest and more complex financial institutions with extensive access to
the capital markets. Most notably, between 1987 and 2004, ILC assets grew
over 3,500 percent from $3.8 billion to over $140 billion, while the number
of ILCs declined about 46 percent from 106 to 57. The amount of estimated
insured deposits in the ILC industry has also grown significantly; however,
these deposits represent less than 3 percent of the total estimated insured
deposits in the Fund for all banks. This growth in the ILC industry has been
concentrated in three states—California, Nevada, and Utah. In 2004, 6 [LCs
were among the 180 largest financial institutions in the nation with $3
billion or more in total assets, and one institution had over $66 billion in
total assets.

With one exception contained in federal and one state’s banking laws, ILCs
in a holding company structure may generally engage in the same activities
as FDIC-insured depository institutions. Also, FDIC-insured ILCs must
comply with the same federal requirements as other FDIC-insured
depository institutions. For these two reasons, ILCs pose risks to the Fund
similar to those posed by other FDIC-insured institutions from an
operations standpoint.” Like other FDIC-insured depository institutions,
ILCs may offer a full range of loans such as consumer, commercial and
residential real estate, and small business loans. Further, like a bank, an

*Under 12 1.S.C 1831a(a), FDIC-insured state banks, a group that includes ILCs, may not
engage as principal in any activity that is not permissible for a nationa) bank unless the FDIC
has determined that any additional activity would pose no significant risk to the deposit
insurance fund and the bank is in compliance with applicable federal capital standards.
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ILC may also “export” its home-state’s interest rates to customers residing
elsewhere. However, because of restrictions in federal and California state
banking law, most ILCs do not accept demand deposits.* As a result, many
ILCs offer Negotiable Order of Withdrawal (NOW) accounts—similar in
some respects to demand deposits and are, therefore, able to offer a service
similar to demand deposits without their holding companies being subject
to supervision under the BHC Act.® While most 1LC holding companies are
not subject to supervision under the BHC Act, ILCs generally are subject to
the same federal regulatory safeguards that apply to commercial banks and
thrifts, such as federal restrictions governing transactions with affiliates
and laws addressing terrorism financing, money laundering, and other
criminal activities by bank customers.

FDIC's supervisory authority over the holding companies and affiliates of
ILCs is more limited than the authority that consolidated supervisors have
over the holding companies and affiliates of banks and thrifts. For example,
FDIC's authority to examine an affiliate of an insured depository institution
is limited to examinations necessary to disclose fully the relationship
between the institution and any affiliate and the effect of the relationship
on the institution. Relationships generally include arrangements involving
some level of interaction, interdependence, or mutual reliance between the
1LC and the affiliate, such as a contract, transaction, or the sharing of
operations. When a relationship does not exist, any reputation or other risk
presented by an affiliate that could impact the institution may not be
detected. In contrast, consolidated supervisors, subject to functional
regulation restrictions, generally are abie to examine the holding company

“California law prohibits industrial banks from accepting demand deposits. Cal. Financia®
Code § 105.7 (Deering 2002). Section 2¢(2)(H) of the BHC Act exempts ILCs that satisfy
certain criteria from the act. The exemption applies to ILCs organized under the laws of
states which, on March 5, 1987, had or were considering laws to require FDIC insurance for
ILCs and includes ILCs with assets of $100 million or more that do not accept demand
deposits that may be withdrawn by check or similar means for payment to third parties. 12
U.S.C. § 1841{c)(2)(H). The vast majority of ILCs exist in a holding company structure, and
these [1.Cs" assets account for 99 percent of total ILC industry assets.

*NOW accounts are deposit accounts that give the depository institution the right to require
at least 7 days written notice prior to withdrawal and have other characteristics set forth in
Federal Reserve Regulation D. 12 C.FR. § 204.2(b)(3) (2004). Under the Federal Depasit
Insurance Act, NOW accounts may be offered to individuals and nonprofit organizations and
for the deposit of public funds. 12 U.S.C. § 1832 (2000).
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and any nonbank subsidiary regardless of whether the subsidiary has a
relationship with the affiliated insured bank.® FDIC officials told us that
with its examination authority, as well as its abilities to impose conditions
on or enter into agreements with an ILC holding company in connection
with an application for federal deposit insurance, terminate an ILC's
deposit insurance, enter into agreements during the acquisition of an
insured entity, and take enforcement measures, FDIC can protect an ILC
from the risks arising from being in a holding company as effectively as the
consolidated supervision approach. However, with respect to the holding
company, these authorities are limited to particular sets of circumstances
and are less extensive than those possessed by consolidated supervisors of
bank and thrift holding companies.

While FDIC’s bank-centric supervisory approach has undergone various
enhancements designed to help mitigate the potential risks that FDIC-
examined institutions, including ILCs in a holding company structure, can
be exposed to by their holding companies and affiliates, questions remain
about whether FDIC’s supervisory approach and authority over BHC Act-
exempt holding companies and their nonbank subsidiaries address all risks
to the ILC from these entities. FDIC revised the guidance for its risk-
focused examinations to, among other things, provide additional factors
that might be considered in assessing a parent company’s potential irnpact
on an insured depository institution affiliate. In addition, FDIC’s monitoring
and application processes may also help to mitigate risks to ILCs with
foreign holding companies and affiliates. FDIC has provided some
examples where its supervisory approach effectively protected the insured
institution and mitigated losses to the Fund. However, FDIC's supervision
of Jarge rapidly growing ILCs and FDIC's authority over ILC holding
companies and nonbank subsidiaries, including the risks that these entities
could pose to the ILC, has been refined during a period of time described as
the “golden age of banking” and has not been tested during a time of
significant economic stress or by a large, troubled ILC.

Because most JLC holding companies and their subsidiaries are exempt
from business activity limitations that generally apply to the holding
companies and affiliates of other types of insured depository institutions,
ILCs may provide a means for mixing banking and commerce more than

For purposes of this report, the term “bank” refers to insured depository institutions,
including ILCs and thrifts. The Federal Deposit Insurance Act defines the term *bank” to
include ILCs. 12 U.S.C. § 1813(a).
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ownership or affiliation with other insured depository institutions. During
our review, we identified other instances where the mixing of banking and
commerce previously existed, or currently exists on a limited basis, such as
unitary thrift holding companies, certain “nonbank banks” in a holding
company, and activities permitted under GLBA, such as merchant banking
and grandfathered, limited nonfinancial activities by securities and
insurance affiliates of financial holding companies.” However, federal law
significantly limits the operations and product mixes of these entities and
activities as compared with ILC holding companies. Additionally, with the
exception of a limited, credit-card-only bank charter, ownership or
affiliation with an ILC is today the only option available to nonfinancial,
commercial firms wanting to enter the insured banking business. Three of
the six new ILC charters approved by FDIC during 2004 are owned by
nonfinancial, commercial firms, and one of the nation’s largest retailers ,
recently filed an application to own an ILC. The policy generally separating
banking and commerce is based primarily on potential risks that
integrating these functions may pose such as the potential expansion of the
federal safety net provided for banks to their commercial holding
companies or affiliates, potential increase in conflicts of interest, and the
potential increase in economic power exercised by large conglomerate
enterprises. While some industry participants state that mixing banking
and commerce may offer benefits from operational efficiencies, empirical
evidence documenting these benefits is mixed.

Recent legislative proposals to allow insured depository institutions,
including certain ILCs, to offer NOW accounts to business customers and
the ability to de novo branch will expand the availability of products and
services that insured depository institutions, including ILCs, could offer
and may make the ownership of ILCs increasingly attractive, particularly to
commercial entities. FDIC-insured depository institutions, including ILCs,
are currently prohibited from offering interest-bearing business checking
accounts. Recent legislative proposals would remove the current
prohibition on paying interest on demand deposits and aliow insured
depository institutions, including all or some ILCs, to offer interest-bearing
business NOW checking accounts. This would, in effect, expand the

"Unitary thrift holding companies are generally any corpany that owns a single thrift.
Merchant banking refers to the practice where a financial institution makes a passive equity
investment in 2 corporation with a view toward working with company management and
operating partners to enhance the value of the equity investment over lime. Federal banking
1aw contains several provisions that are designed to distingui banking
investments from the more general mixing of banking and commerce.
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availability of products and services that insured depository institutions,
including most ILCs, could offer. ILC advocates we spoke with stated that
including ILCs in these legislative proposals maintains the current relative
parity between ILC permissible activities and those of other insured bank
charters. However, Board officials, as well as some industry observers we
spoke with, told us that granting grandfathered ILCs the ability to pay
interest on business NOW accounts represents an expansion of powers for
ILCs, which, they stated, could further blur the distinction between ILCs
and traditional banks. Another recent legislative proposal would allow
banks and most ILCs (those included in a grandfather provision) to de novo
branch by removing states’ authority to prevent them from doing so. Board
officials we spoke with told us that, if enacted, these proposals could
increase the attractiveness of owning an ILC, especially by private sector
financial or commercial holding companies that already operate existing
retail distribution networks.

To better ensure that supervisors of institutions with similar risks have
similar authorities, we are asking Congress to consider various options
such as eliminating the current exclusion for ILCs and their holding
companies from consolidated supervision, granting FDIC similar
examination and enforcement authority as a consolidated supervisor, or
leaving the oversight responsibility of small, less complex ILCs with the
FDIC, and transferring oversight of large, more complex ILCs to a
consolidated supervisor. In addition, we are asking Congress to more
broadly consider the advantages and disadvantages of mixing banking and
commerce to determine whether continuing to allow ILC holding
companies to engage in this activity significantly more than the holding
companies of other types of financial institutions is warranted or whether
other entities shouid be permiited to engage in this level of activity.

We provided a draft of this report to the Board, FDIC, OTS, and SEC for
review and comment. Each of these agencies provided technical comments
that were incorporated as appropriate. In written comments, the Chairman
of the Board of Governors of the Federal Reserve System (see app. IT)
concurred with the report’s findings and conclusions and stated that
“consolidated supervision provides important protections to the insured
banks that are part of a larger organization, as well as the federal safety net
that supports those banks” and that the report “properly highlights the
broad policy implications that ILCs raise with respect to maintaining the
separation of banking and commerce.” In written comments from the
Chairman of the Federal Deposit Insurance Corporation (see app. III),
FDIC concurred that from an operations standpoint, ILCs do not appear to
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have a greater risk of failure than other types of insured depository
institutions but generally believed that no changes were needed in its
supervisory approach over ILCs and their holding companies and disagreed
with the matters for congressional consideration. Specifically, FDIC's
disagreements generally focused on three primary areas—whether
consolidated supervision of ILC holding companies is necessary to ensure
the safety and soundness of the ILC; that FDIC’s supervisory authority may
not be sufficient to effectively supervise ILCs and insulate insured
institutions against undue risks presented by external parties; and the
impact that consolidated supervision of ILCs and their holding companies
would have on the marketplace and the federal safety net. However, we
believe that consolidated supervision offers broader examination and
enforcement authorities that may be used to understand, monitor, and
when appropriate, restrain the risks associated with insured depository
institutions in a holding company structure. We continue to be concemed
that FDIC'’s bank-centric approach has only been tested on a limited basis
in relatively good economic times, and our report identifies additional tools
that consolidated supervisors may use to help ensure the safety and
soundness of insured depository institutions. Further, the report does not
advocate an expansion of the federal safety net. Rather, this report
advocates that ILCs and their holding companies be regulated in a similar
manner as other insured depository institutions and their holding
companies.

Background

Today, five federal agencies oversee federally insured depository
institutions and consolidated supervised entities: Office of the Comptroller
of the Currency, Board of Governors of the Federal Reserve, Federal
Deposit Insurance Corporation, Office of Thrift Supervision, and the
National Credit Union Association. Many of those institutions are state
chartered and are subject to state regulation. The specific regulatory
configuration depends on the type of charter the banking institution
chooses—commercial bank, thrift, credit union, or industrial loan
company. To achieve their safety and soundness goals, bank regulators
establish capital requirements, conduct on-site examinations and off-site
monitoring to assess a bank’s financial condition, and monitor compliance
with banking laws. Regulators also issue regulations, take enforcement
actions, and close banks they determine to be insolvent. In addition, federal
regulators oversee compliance with and enforce consumer protection laws
such as those requiring fair access to banking services and privacy
protection.
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The FDIC was created as an independent agency in 1933 to preserve and
promote public confidence in the financial system by (1) insuring deposits
in banks and thrift institutions for up to certain amounts {currently
$100,000); (2) identifying, monitoring, and addressing risks to the Fund,;
and (3) limiting the effect on the economy and the financial system when a
bank or thrift institution fails. Today, FDIC directly examines and
supervises 5,272 insured, state-chartered banks, which, according to FDIC,
is more than half of all institutions in the banking system. FDIC is the
primary federal supervisor of state-chartered institutions that do not join
the Federal Reserve System, including ILCs. In addition, FDIC is the
backup supervisor for the remaining insured banks and thrift institutions.
As of December 31, 2004, 3 of the top 16 largest insured institutions
supervised by FDIC were ILCs, 1LCs are also monitored at the state level
and are subject to state and federal supervision in the same manner as state
nonmember banks.

The Board was founded by Congress in 1913 and currently has the
following four general areas of responsibility: (1) conducting the nation's
monetary policy by influencing the money and credit conditions in the
economy in pursuit of full employment and stable prices; (2) supervising
and regulating banking institutions to ensure the safety and soundness of
the nation’s banking and financial system and to protect the credit rights of
consumers; {3) maintaining the stability of the financial system and
containing systermic risk that may arise in financial markets; and

(4) providing certain financial services to the government, the public,
financial institutions, and foreign official institutions, including playing a
major role in operating the nation's payments system. Today, the Board is
the primary supervisor of 919 state-chartered member banks and 5,863
bank holding companies, and has direct oversight of bank holding
companies and their affiliates.

The Office of the Comptrolier of the Currency (OCC), established in 1863
as a bureau of the Department of the Treasury (Treasury), is responsible for
chartering, supervising, and regulating all national banks. OCC’s mission is
to ensure a stable and comnpetitive national banking system through

(1) ensuring the safety and soundness of the national banking system;

(2) fostering competition by allowing banks to offer new products and
services; (3) improving the efficiency and effectiveness of OCC
supervision, including reducing reguiatory burden; and (4) ensuring fair
and equal access to financial services for all Americans, OCC also
supervises the federal branches and agencies of foreign banks. Currently,
OCC supervises 1,906 national banks.
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OTS was established as a bureau of the Treasury in 1989. its mission is to
supervise savings associations and their holding companies in order to
maintain their safety and soundness and compliance with consumer laws
and to encourage a competitive industry that meets America’s financial
services needs. OTS is the primary federal supervisor of all federally
chartered and many state-chartered thrift institutions, which includes
savings banks and savings and loan associations. Currently, OTS regulates
and supervises 886 thrifts>—some of which, like ILCs, are owned by a
commercial holding company-—and has direct oversight of the thrift, the
thrift holding company and its subsidiaries, and its affiliates.

The National Credit Union Administration (NCUA) is an independent
federal agency that charters and supervises federal credit unions and
operates the National Credit Union Share Insurance Fund, which insures
the savings in all federal and many state-chartered credit unions. Currently,
NCUA regulates and supervises 9,128 credit unions.

In addition, the Securities and Exchange Commission has consolidated
supervisory oversight of certain financial conglomerates, known as
consolidated supervised entities, which are large, internationally active
securities firms. Certain of these consolidated supervised entities own one
or more large ILCs, although their primary line of business is the global
securities market.

Bank Holding Companies

The BHC Act of 1956, as amended, contains a comprehensive framework
for the supervision of bank holding companies and their nonbank
subsidiaries. Bank holding companies are companies that own or control
an FDIC-insured bank or other depository institution that meets the
definition of “bank” in the BHC Act. Generally, any company that acquires
control of an insured bank or bank holding company is required to register
with the Board as a bank holding company. Regulation under the BHC Act

*We use the term thrift to refer to savings and loan associations. According to OTS, these
institutions provide various financial services to consumers and small to mid-sized

i in their cc ities and offer an array of deposit instruments including
checking, savings, money market, and time deposits. Thrifts’ lending activities are primarily
focused on residential lending, including first mortgage loans, home equity loans, and loans
secured by multifamily residences. They also provide loans for other consumer needs such
as for autos, education, and home improvements. In addition, thrifts provide community
businesses with working capital loans, loans secured by commercial property, and
construction loans.
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entails, among other things, consolidated supervision of the holding
company by the Board, as well as restrictions on the activities of the
holding company and its affiliates to those activities that are closely related
to banking or, for qualified financial holding companies, activities that are
financial in nature. The BHC Act defines “control” of an insured bank
flexibly to include ownership or control of blacs of stock, the ability to
elect a board majority, or other management control.® The Board’s bank
holding company supervision manual states that a bank holding company
structure may offer advantages. For example, a bank holding company
structure allows entities to avoid some regulatory constraints such as
limitations on geographic areas they can serve. In addition, a bank holding
company structure may increase an organization's financial flexibility by
allowing the combined firm to avoid selected restrictions on the types of
assets acquired, and types of liabilities that can be issued by the combined
entity.

The Board’s bank holding company supervision manual states that the
holding company structure can adversely affect the financial condition of a
bank subsidiary through exposing the bank to various types of risk. The
reasons these risks occur cover a variety of circumstances, including poor
risk mar it, poor bank mar and poor asset quality. For
example, a holding company or its subsidiary with poor risk management
procedures may take on excessive investment or market risks and fail. This
failure of the holding company or affiliate can impair the insured
institution’s access to financial markets. In another example, a holding
company with a poorly managed bank can initiate adverse intercorapany
transactions with the insured bank or impose excessive dividends on the
insured bank.'® Adverse intercompany transactions may include charging

°Any one of the following circumstances will trigger caverage by the BHC Act: (1) Stock
oumership — Where the company owns, controls or has the power to vote 25 percent or
more of any class of the voting securities of a bank or bank holding company (either directly
or indirectly or acting through one or more other persons); (2) Ability to elect a board
‘magority~Where the company controls the election of a majority of the directors or trustees
of a bank or bank holding company; or (3) ive control of Where the
Board determines, after notice and opportunity for hearing, that the company directly or
indirectly ises a controlling infls over the or policies of a bank or
bank holding company. For purposes of this last provision, Congress expressly presumed
that any company that directly or indirectly owns, controls, or has power to vote fewer than
5 percent of any class of voting securities of a specific bank or bank holding company does
not have the requisite control. See 12 U.S.C. § 1841(a).

*As discussed more fully later in this report, federal Jaw restricts transactions between an
insured depository institution and its bank holding company affiliates.
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above market prices for products or services, such as information
technology (IT) services, provided to the insured institution by an affiliate
or requiring the insured institution to purchase poor quality loans at above
market prices from an affiliate. Such loans may place the insured
institution at higher risk of loss. Other types of risk that holding companies
and affiliates can pose to insured institutions include operations or
reputation risks. Operations risk is the potential that inadequate
information systems, operations probiems, breaches in internal controls, or
fraud will result in unexpected losses. From a practical standpoint, insured
depository institutions, including ILCs, may be susceptible to operations
risk when'they are dependent on or share in the products or services of a
holding company or its subsidiaries, such as IT services or credit card
account servicing. If these entities ceased their operations, there could be
an adverse impact on the insured institution. Reputation risk is the
potential that negative publicity regarding an institution’s or affiliate's
business practices, whether true or not, could cause a decline in the
customer base, costly litigation, or revenue reductions. Operations or
reputation risks that impact the holding company can also affect affiliates
throughout the corporate structure.

The Board’s Regulation Y contains a provision stating that a bank holding
company shall serve as a source of strength to its subsidiary banks and
shall not conduct its operations in an unsafe and unsound manner.
According to the Board, as part of this policy, a bank holding company
should stand ready to use its available resources to provide adequate funds
to its subsidiary bank during periods of financial stress or adversity and
should maintain the financial flexibility and capital raising capacity to
obtain additional resources for assisting its affiliate. According to this
doctrine, a bank holding company should not withhold financial support
from an affiliate bank in a weakened or failing position whenitisina
position to provide the support. According to the Board, a bank holding
company's failure to assist a troubled or failing subsidiary bank would
generally be considered an unsafe and unsound practice and may result in a
violation of Regulation Y. Consequently, such a failure would generally
result in a cease and desist order or other enforcement action as authorized
under banking law.

H12 C.FR. § 225.4 (2004).
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Historical Policies
Governing Separation of
Banking and Commerce

The policy separating banking and commercial activity was first codified in
provisions of the Banking Act of 1933 that generally are referred to as the
Glass-Steagall Act. Glass-Steagall was largely a reaction to the perception
that banks, and in particular banks that were part of larger conglomerate
organizations, such as the J. P. Morgan and John D. Rockefeller entities of
the era, wielded a disproportionate amount of economic power in the
period leading up to the stock market crash of 1929. Among other things,
Glass-Steagall generally prohibited banks from owning corporate stock for
their own accounts and also limited affiliations between banks and
securities firms. An immediate outcome of Glass-Steagall was that the
Morgan, Rockefeller, and other complex business combinations with
financial firms of the period were split into separate banking and
nonbanking parts, Since then, Congress and banking supervisors have
generally reaffirmed the long-standing policy of separating banking and
commerce. For example, the BHC Act of 1956 generally prohibited bank
holding companies from owning or controlling entities that were not banks
uniess, among other things, the Board determined that the entity’s activities
were “so closely related to the business of banking . . . as to be a proper
incident thereto...."? In 1970, Congress amended the BHC Act to broaden
the Board's authority to determine when an activity is sufficiently related to
banking but restricted bank holding companies to the business of banking
remained a controlling principle of the act.! In 1999, the GLBA amended
the BHC Act by, among other things, relaxing the distinction between
separating banking and commerce to permit qualified bank holding
companies—known as financial holding companies—to engage in a wider
range of financial activities, such as insurance underwriting and securities
brokerage. By restricting bank holding companies to activities that are
financial in nature, GLBA generally reaffirmed the separation of banking
from nonfinancial, commercial industries. In addition, in the GLBA,
Congress also ended the unitary thrift provision that allowed commercial
firms to acquire control of a single savings association.

**Bank Hoiding Company Act of 1956, Pub. L. No. 84511 § 4.

“See Board of Governors of the Federal Reserve System v. Investment Company Institute,
450 U8, 46, 72, n. 51 (1980).
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ILCs Have Grown
Significantly and Are
No Longer Small,
Limited Purpose
Institutions

ILCs began in the early 1900s as smal}, state-chartered loan companies that
served the borrowing needs of industrial workers that were unable to
obtain noncollateralized loans from commercial banks. Since then, the ILC
industry has experienced significant asset growth and has evolved from
small, limited purpose institutions to a diverse group of insured financial
institutions with a variety of business models. Most notably, from 1987 to
2004, ILC assets have grown over 3,500 percent from $3.8 billion to over
$140 billion, while the number of ILCs declined about 46 percent from 106
to 57. In 2004, 6 ILCs were among the 180 largest financial institutions in
the nation with $3 billion or more in total assets, and one institution had
over $66 billion in total assets. During this time period, most of the growth
occurred in the state of Utah while the portion of ILC assets in other states
declined—especially in California. According to Utah officials, ILCs grew in
that state because its laws are “business friendly,” and the state offers a
large, well-educated workforce for the financial services industry. Some
ILCs have evolved into large, complex financial institutions with extensive
access to capital markets.

ILCs Have Evolved Over
Time

ILCs, also known as industrial banks, are state-chartered financial
institutions that emerged from the Morris Plan banks of the early 20th
century to provide consumer credit to low and moderate income workers.
Generally, these workers were unable to obtain noncoliateralized
consumer loans from commercial banks. Since many state laws prevented
these banks from accepting deposits, the banks issued certificates of
tavestment or indebtedness often referred to as thrift certificates and
avoided using the term “deposit.” Initially, the FDIC determined that 1LCs
were not eligible to be insured.

Over time, FDIC policy regarding ILC's eligibility for deposit insurance
changed. Insurance was initially granted on a case by case basis. However,
the Garn-St. Germain Depository Institutions Act of 1982 made all 1LCs
eligible for federal deposit insurance.” This act also authorized federal
deposit insurance for thrift certificates, a primary funding source for ILCs
at the time."* Subsequently, some states required ILCs to obtain FDIC
insurance as a condition of keeping their charters. As a result, FDIC

HDepository Institutions Act of 1982, Pub. L. No. 97-320 § 703.

*rd.
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insured most ILCs, and they were subject to safety and soundness
supervision by the FDIC in addition to the supervision they received from
their respective states.

In 1987, Congress passed the Competitive Equality Banking Act (CEBA),
which also impacted the ILC industry.' One purpose of CEBA was to close
aprovision in the BHC Act under which commercial firms were able to own
“nonbank banks.” These institutions had some characteristics of banks but
did not meet the BHC Act’s definition of a bank. Prior to CEBA, the BHC
Act defined “bank” to mean an institution that both accepted demand
deposits and engaged in the business of making commercial loans.
Nonbank banks generally were limited purpose institutions that did not
both accept demand deposits and make commercial loans. By avoiding the
BHC Act definition of a bank, commercial firms that owned or controlled
those institutions were able to provide certain banking services across
state lines. Additionally, these firms were not subject to supervision by the
Board as a bank holding company. CEBA prohibited new nonbank banks
and more stringently defined “banks” under the BHC Act to include
institutions insured by the FDIC. This new definition of a “bank” contained
exceptions that allow entities that own or control certain types of insured
institutions to avoid Board regulation as a bank holding company. One of
these exceptions applies to ILCs chartered in states that on March 5, 1987,
had in effect or under consideration a statute requiring ILCs to be FDIC
insured. An ILC chartered in those states is exempt from the definition of
“bank” in the BHC Act if it satisfies one or more of the following
conditions:!”

e The ILC does not accept demand deposits that may be withdrawn by
check or similar means for payment to third parties.

* The ILC has total assets of less than $100 million.

Pub. L. No. 100-86.

Y12 U.8.C. § 1841(c)2)(H). According to the FDIC, at the time of the 1987 CEBA exemption
six states—California, Colorado, Hawaii, Minnesota, Nevada, and Utah—had statutes in
effect or under consideration requiring their ILCs to have federal deposit insurance.
However, because the exemption for ILCs is in the BHC Act, the Board has primary
responsibility for determining which states are grandfathered by the BHC Act. Only ILCs
chartered in “grandfathered” states are eligible for the ILC exemption from the BHC Act.
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« Control of the ILC was not acquired by any company after August 10,
1987.

Since the passage of CEBA, the ILC industry has changed significantly and
is currently a diverse group of insured financial institutions with a variety
of business models. The majority of the 57 active ILCs, as of December 31,
2004, are owned and operated by financial services firms, such as the ILCs
owned by Merrill Lynch, USAA Savings Bank, and American Express.
These ILCs are complex financial institutions with extensive access to
capital markets. Other ILCs are part of a business organization whose
activities are conducted within the financial arm of a larger corporate
organization that is not necessarily financial in nature, such as the ILCs
owned by GE Capital Financial and GMAC Commercial Mortgage Bank. In
addition, other ILCs directly support the holding company organizations’
commercial activities, such as the ILCs owned by BMW and Volkswagen.
Additionally, some ILCs are smaller, community-focused, stand-alone
institutions such as Golden Security Bank and Tustin Community Bank.

ILCs Have Experienced
Significant Asset Growth

The total assets of the ILC industry have increased significantly since 1987,
As shown in figure 1, although the total number of ILCs has decreased by
nearly half, from 106 to 57, as of December 31, 2004, the total assets in the
ILC industry have grown by over 3,500 percent, increasing from $3.8 billion
in 1987 to over $140 billion in 2004. In 2004, 6 ILCs were among the 180
largest financial institutions in the nation with $3 billion or more in total
assets, and one institution had over $66 billion in assets. This significant
growth in ILC assets was primarily concentrated in a few large ILCs owned
by financial services firms. For example, as of December 31, 2004, 6 ILCs
owned 85 percent of the total assets for the ILC industry with aggregate
assets totaling over $119 billion and collectively controlled about $64
billion in FDIC-insured deposits.
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Figure t: Number and Totai Assets of ILCs
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Today, the vast majority of ILC assets are located in California, Nevada, and
Utah. Although seven states have active ILCs, three states charter more
than half, or 49, of the active ILCs that own over 99 percent of the ILC
industry’s assets, as shown by figure 2. The state of Utah has experienced
the largest amount of ILC asset growth. As of December 31, 2004, there
were 29 ILCs, representing 82 percent of the ILC industry assets, with
headquarters in Utah. According to officials at the Utah Department of
Financial Institutions, ILC growth in Utah occurred because other state
laws are not as “business friendly” as Utah. These officials also stated that
Utah has state usury laws that are more desirable than many other states,
and the state offers a large well-educated workforce for the financial
institutions industry.

Figure 2 also shows that the portion of ILC assets in states other than Utah

declined significantly. Moreover, California had the largest decline in the
number of ILCs during this time period. According to state banking
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reguiators in California, the decline in the number of ILCs was partially due
to a state law passed in 1985 requiring all thrifts and loans, including ILCs,
to obtain federal insurance in order to accept deposits. Because many ILCs
were unable to get approval from FDIC, they were liquidated. Another
reason these officials gave for the decline in ILCs in California was that the
ILC industry in California experienced similar failures as the banking and
savings and loan industries in the late 1980s and early 1990s. While these
failures and law changes accounted for much of the decline in the assets
held by California ILCs, these officials also stated that California’s laws are
less favorable to business, which may also have restricted the growth of the
ILC industry in that state.

Figure 2: Percentage of iLC Assets Held by Individual States
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Source: GAQ analysis of FDIC Call Report data.

*The other category may consist of as many as nine states in some years. n 1987, states in this
category included Arizona, Colorado, Florida, Hawaii, Minnesota, Nebraska and Waest Virginia. In
2004, this category inciuded Colorado, Hawaii, and Minnasota.

Figure 3 shows that, although the total amount of estimated insured
deposits in the ILC industry has grown by over 500 percent since 1999,
these deposits represent less than 3 percent of the total estimated insured
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deposits in the bank insurance fund for all banks. The significant increase
in estimated insured deposits since 1999 was related to the growth of a few
ILCs owned by financial services firms. For example, at the end of 2004, the
largest ILC, owned by an investment bank, had over $40 billion in FDIC
insured deposits.

L
Figure 3: P of Esti FDIC Deposits Held by ILCs
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ILC Business Lines angd Federal banking law permits FDIC-insured ILCs to engage in the same

activities as other insured depository institutions. However, because of
Regul.at(?ry Sa‘fegua‘rds restrictions in California state law and in order to qualify for exemption
Are Similar to Other from the BHC Act, most ILCs, which are owned by non-BHC Act holding
I Y 5 companies, may not accept demand deposits. Banking laws in California,
I'lSU‘l'ed' Financial Nevada, and Utah have undergone changes that generally place ILCs on par
Institutions with traditional banks. Thus, like other FDIC-insured depository

institutions, ILCs may offer a full range of loans such as consumer,
commercial and residential real estate, and small business loans. Further,
like a bank, ILCs may “export” their home-state’s interest rates to
customers residing elsewhere. In addition, ILCs generally are subject to the
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same federal regulatory safeguards that apply to commercial banks and
thrifts, such as federal restrictions governing transactions with affiliates
and laws addressing terrorism, money laundering, and other criminal
activities by bank customers.

ILCs Are Permitted to
Engage in Most Banking
Activities

Under the Federal Deposit Insurance Act (FDI Act), FDIC insured
institutions, including ILCs, generally are permitted to engage only in
activities as principal that are permissible for a national bank, although the
FDIC may approve of an additional activity if it determines that the activity
would pose no significant risk to the bank insurance fund (Fund), and the
institution complies with applicable federal capital standards. During our
review, we did not identify any banking activities that were unique to ILCs
that other insured depository institutions were not permitted to do. Table 1
shows that, like other insured depository institutions, ILCs are permitted to
offer a wide variety of loans including consumer, coramercial and
residential real estate, small business, and subprime.** Like other FDIC-
insured state charters, an ILC may charge its customers the interest rates
allowed by the laws of the state where the ILC is located, no matter where
the customers reside.* In effect, this permits ILCs offering credit cards to
charge their state’s maximum allowable interest rates in other states.? A
primary difference between ILCs and other FDIC-insured depository
institutions is that, to remain exempt from the BHC Act, ILCs must be
chartered in the grandfathered states and generally do not accept demand
deposits if their total assets are $100 million or more,

Subprime loans are a type of lending that relies on risk-based pricing to serve borrowers
who cannot obtain credit in the prime market.

“See 12 U.S.C. § 1831d(a); see also, FDIC General Counsel's Opinion No. 11, Interest
Charges by Interstate State Banks, 63 Fed. Reg, 27282 (May 18, 1998).

*Nevada and Utah do not cap the interest rates credit card companies can charge. Their

usury laws, similar to Delaware and South Dakota, are considered desirable for credit card
entities,
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P}
Table 1: Comparison of Per Activities State N
Commercial Banks and iLCs in a Holding Company Structure

State nonmember

Permissible activities commerciai bank industrial foan corporation
Ability to offer full range of Yes Yes
foans, including:

consumer,

commercial real estate,
residential real estate,
small business, and

subprime.

Ability to export interest Yes Yes

rates.

Ability to offer full range of Yes Yes, except in California.

deposits including demand However, BHC Act-exempt ILCs

deposits. may offer demand deposits if
either the ILC’s assets are less
than $100 milfion or the ILC has
not been acquired after August
10, 1987.

Source: FOIC.

Note: This table was adapted from FDIC's Supsrvisory insights, Summer 2004. According to the FDIC
officials, Supervisary Insights was published in June 2004, by FDIC to provide a forum to discuss how
bank regulation and policy is put into practice in the field, share best praclices, and communicate
emerging issues that bank supervisors are facing. This inaugural issue described a number of areas of
current supervisory focus at the FDIC, including the ILC charter. According to FDIC officials,
Supervisory Insights should not be construed as regulatory or supervisory guidance.

As discussed previously, in order to maintain an exemption from the BHC
Act, most ILCs with assets of $100 million or more may not accept derand
deposits that the depositor may withdraw by check or similar means for
payment to third parties. Representatives from some ILCs told us that
because demand deposits are an important, often primary source of cost-
effective funding for some depository institutions, restrictions on ILCs’
ability to accept demand deposits is a limitation of the ILC charter.
However, federal regulation does not restrict ILCs' use of NOW accounts.
NOW accounts are similar to demand deposits but give the depository
institution the right to require at least 7 days written notice prior to
withdrawal. In addition, NOW accounts can be FDIC insured. Some ILCs
use NOW accounts as 2 source of funding, particularly those institutions
owned by investment banking/brokerage firms. Further, some ILCs finance
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their operations through sources other than FDIC insured deposits and use
commercial paper, brokered deposits.*

Based on an analysis of the permissible activities of ILCs and other insured
depository institutions, we and the FDIC-IG found that, from an operations
standpoint, ILCs do not appear to have a greater risk of failure than other
types of insured depository institutions. FDIC officials have reported that,
like other insured depository institutions, the risk of failure and loss to the
deposit insurance fund from 1LCs is not related to the type of charter the
institution has. Rather, these officials stated that this risk depends on the
institution’s business plan and the type of business that the entity is
involved in, management’s competency to run the bank, and the quality of
the institution’s risk-management process. Further, FDIC officials stated
that FDIC'’s experience does not indicate that the overall risk profile of ILCs
is different from that of other types of insured depository institutions, and
1LCs do not engage in more complex transactions than other institutions.

Some State Banking Laws
Have Evolved to Make ILCs
More Like Banks

Despite initial state limitations on certain permissible activities of ILC
charters, the laws of the states we reviewed have essentially placed ILCs on
par with other FDIC-insured state banks. For example, officials in
California told us that ILCs originally were chartered to serve various niche
lending markets. However, these officials stated that, over time, changes
were made to California laws governing ILCs because these entities sought
to be more competitive with other financial institutions and engage in
different types of lending activities not specified in the charter law.
According to these officials, in October of 2000, the California legislature
revised the ILC charter law that contained a variety of outdated and
artificial lending restrictions. California officials also stated that, at that
time, ILCs were brought under the state banking laws and, with the
exception of the restriction against accepting demand deposits, ILCs
became subject to the same laws and regulations, as well as standards for
safe and sound lending practices, as commercial banks. According to these
officials, the laws that were no longer applicable to ILCs contained
restrictions on, among other things, the

*Commercial paper generally is a short-term, unsecured promissory note issued primarily
by highly rated corporations. Many companies use commercial paper to raise cash needed
for current transactions and find it to be a lower-cost alternative to bank loans. Brokered
deposits are generally deposits obtained by a deposit broker and are considered rate-
sensitive because consumers are abje to withdraw them quickly and without notice.
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* type of security for an ILC loan,

* amount of loans that could be made out-of-state,

» loan-to-value ratios on loans,” and

* amount of loans that had to be collateralized by real estate.

Officials at the Utah Department of Financial Institutions (Utah DFT) told
us that, since 1985, ILCs chartered in Utah have generally been able to
conduct the same permissible activities as state chartered commercial

banks. In addition, since at least 1997, Utah ILCs have been permitted to
use the term “bank” in their name.

ILCs Must Comply with
Federal Requirements
Applicable to Other Insured
Institutions

1LCs are subject to federal safety and soundness safeguards and consumer
protection Jaws that apply generally to FDIC-insured institutions. These
include restrictions on transactions between an insured institution and its
affiliates under sections 23A and 23B of the Federal Reserve Act that are
designed to protect the insured depository institution from adverse
transactions with holding companies and affiliates. Sections 23A and 23B
generally limit the dollar amount of loans to affiliates and require
transactions to be done on an “arms-length” basis.” Specifically, section
23A regulates “covered transactions” between a bank and its affiliates and
permits an institution to conduct these transactions with its affiliates so
long as the institution limits the aggregate amount of covered transactions
with a particular affiliate to not more than 10 percent of the bank’s capital
stock and surplus and, with all of its affiliates, to 20 percent of the

#Loan-to-value ratios are a lending risk ratio calculated by dividing the total amount of the
mortgage loan by the appraised value of the property or the purchase price of the property.

BSection 18(j) of the FDI Act extends the provisions of sections 23A and 23B of the Federal
Reserve Act to state nonmember banks. 12 U.8.C. § 1828(j).
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institution’s capital stock and surplus.? Section 23B essentially imposes the
following four restrictions: (1) a requirement that the terms of affiliate
transactions be comparable to terms of similar nonaffiliate transactions;
(2) a restriction on the extent that a bank may, as a fiduciary, purchase
securities and other assets from an affiliate; (3) a restriction on the
purchase of securities where an affiliate is the principal underwriter; and
(4) a prohibition on agreements and advertising providing or suggesting
that a bank is responsible for the obligations of its affiliates.

Examples of other regulatory safeguards that ILCs must comply with
include provisions of the following Board regulations:

¢ Regulation O, which governs the extension of credit by a depository
institution to an executive officer, director, or principal shareholder of
the institution;®

+ Regulation D, which sets reserves a depository institution must hold
against deposits;®

* Regulation Q, which generally prohibits the payment of interest on
demand deposits;*” and

* Regulation F, which requires that banks establish policies and
procedures to prevent excessive exposure to any individual
correspondent bank.?

#Covered transactions are specifically described in section 23A (b)(7)(A) through (E) but
generally consist of making loans to an affiliate; purchasing securities issued by an affiliate;
purchasing nonexempt assets from an affiliate; accepting securities issued by an affiliated
company as collateral for any loan; and issuing a guarantee, acceptance, or letter of credit
on behalf of (for the account of) an affiliate. Section 23A also lists several types of
transactions that are specifically exempted from its provisions. Under the BHC Act, as
amended by GLBA, a depository institution controlled by a financial holding company is
prohibited from engaging in covered transactions with any affiliate that engages in
nonfinancial activities under the special 10-year grandfather provisions in the GLBA. 12
U.S.C. § 1843 (n)(6).

®gee 12 C.FR. § 337.3 (2005).
#gee 12 CFR. Part 204.
“See 12 C.FR. Part 320.

#See 12 C.FR. Part 206.
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L]
FDIC’s Supervisory

Authority Over ILC
Holding Companies
and Affiliates Is Not
Equivalent to
Consolidated
Supervisors’ Authority

In addition to these safeguards, ILCs must also comply with Bank Secrecy
Act, Anti-Money Laundering, and Community Reinvestment Act
requirements. Further, ILCs, like other insured depository institutions, are
subject to consurer protection laws and must comply with federal
regulations such as the Board's

* Regulation B, which implements the Equal Credit Opportunity Act’s
antidiscrimination provisions;*

¢ Regulation Z, which implements the Truth in Lending Act requirements
relating to disclosures and other consumer protections;” and

¢ Regulation CC, which implements the Expedited Funds Availability Act,
including the Act’s requirements regarding the limits on the length of
time that a hold may be placed on funds deposited into an account,
including a NOW account.®

Because most 1LCs exist in a holding company structure, they are
subjected to risks from the holding company and its subsidiaries, including
adverse intercompany transactions, operations, and reputation risk, similar
to those faced by banks and thrifts existing in a holding company structure.
However, FDIC'’s authority over the holding companies and affiliates of
ILCs is not as extensive as the authority that consolidated supervisors have
over the holding companies and affiliates of banks and thrifts. For example,
FDIC's authority to examine an affiliate of an insured depository institution
exists only to disclose the relationship between the depository institution
and the affiliate and the effect of that relationship on the depository
institution. Therefore, any reputation or other risk from an affiliate that has
no relationship with the ILC could go undetected. In contrast, consolidated
supervisors, subject to functional regulation restrictions, generally are able
to examine a nonbank affiliate of a bank or thrift in a holding company
regardless of whether the affiliate has a relationship with the bank. FDIC
officials told us that with its examination authority, as well as its abilities to
impose conditions on or enter into agreements with an 1LC holding

#See 12 CFR. Part 202.
*Bee 12 C.FR. Part 226.

#See 12 C.FR. Part 220,
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company in connection with an application for federal deposit insurance,
terminate an ILC’s deposit insurance, enter into agreements during the
acquisition of an insured entity, and take enforcement measures, FDIC can
protect an ILC from the risks arising from being in a holding company as
effectively as with the consolidated supervision approach. However, we
found that, with respect to the holding company, these authorities are
limited to particular sets of circumstances and are less extensive than
those possessed by consolidated supervisors of bank and thrift holding
companies. As aresult, FDIC's authority is not equivalent to consolidated
supervision of the holding company.

FDIC and Consolidated
Supervisors Use Different
Supervisory Approaches

With some exceptions, companies that own or controi FDIC insured
depository institutions are subject to a consolidated—or top-down—
supervisory approach that is aimed at assessing the financial and
operations risks within the holding company structure that may pose a
threat to the safety and soundness of the depository institution.
Consolidated supervision is widely recognized throughout the world,
including Asia, Europe, and in North America, as an accepted approach to
supervising organizations that own or control financial institutions and
their affiliates. The European Union also requires consolidated supervision
for financial institutions operating in its member states, and this approach
is recognized by the Basel Commiittee as an essential element of banking
supervision.¥ According to this committee, consolidated supervision
“includes the ability to review both banking and nonbanking activities
conducted by the banking organization, either directly or indirectly
(through subsidiaries and affiliates), and activities conducted at both
domestic and foreign offices. Supervisors need to take into account that
nonfinancial activities of a bank or group may pose risks to the bank. In all
cases, the banking supervisors should be aware of the overall structure of
the banking organization or group when applying their supervisory
methods.”

In contrast to the top-down approach of bank consolidated supervision,
which focuses on depository institution holding companies, FDIC’s

*“The Basel Committee on Banking Supervision, i in 1974, is cf af
representatives from the central banks or supervisory authorities of various countries in
Europe, North America, and Asia. This committee has no formal authority but seeks to
develop broad supervisory standards and promote best practices in the expectation that
each country will implement the standards in ways most appropriate to its circumstances.
Implementation is left to each nation’s regulatory authorities.
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supervision focuses on depository institutions. FDIC's authority extends to
affiliates of depository institutions under certain circurstances, thus FDIC
describes its approach to examining and taking supervisory actions
concerning depository institutions and their affiliates (including holding
companies), as bank-centric or bottom-up. According to FDIC officials, the
objective of this approach is to ensure that the depository institution is
insulated and isolated from risks that may be posed by a holding company
or its subsidiaries. This objective is similar to the objectives of
consolidated supervision. While FDIC officials assert that the agency’s
bank-centric approach can go beyond the insured institution, as discussed
later in this report, this approach is not as extensive as the consolidated
supervisory approach in assessing the risks a depository institution faces in
aholding company structure,

Consolidated Supervisors
Have More Explicit
Supervisory Authority Over
Holding Company Affiliates
than FDIC

As consolidated supervisors, the Board and OTS have authority to examine
bank and thrift holding companies and their nonbank subsidiaries in order
to assess risks to the depository institutions that could arise because of
their affiliation with other entities in a consolidated structure. The Board
and OTS may examine holding companies and their nonbank subsidiaries,
subject to some limitations,® to assess, among other things, the nature of
the operations and financial condition of the holding company and its
subsidiaries; the financial and operations risks within the holding company
system that may pose a threat to the safety and soundness of any
depository institution subsidiary of such a holding company; and the
systems for monitoring and controlling such risks.* The Board's
examination authority is limited to certain circumstances, such as where
the Board “has reasonable cause to believe that such subsidiary is engaged
in activities that pose a material risk to an affiliated depository institution”
or the Board has determined that examination of the subsidiary is
necessary to inform the Board of the systems the company has to monitor
and control the financial and operational risks within the holding company
system that may threaten the safety and soundness of an affiliated

B5ee 12 U.S.C. § 1831v(b).
HSee 12 U.S.C. §§ 1844(c)(2)(A), 146Ta.
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depository institution.® OTS’s examination authority with respect to
holding companies is subject to the same limitation.® Also, the focus of
Board and OTS examinations of all holding company nonbank subsidiaries
must, to the fullest extent possible, be limited to subsidiaries that could
have a materially adverse effect on the safety and soundness of a
depository institution affiliate due to either the size, condition, or activities
of the subsidiary or the nature or size of transactions between the
subsidiary and any affiliated depository institution.”” FDIC examinations of
affiliates having a relationship with an institution are not subject to the
same limitations where the examination is to determine the condition of
the institution for insurance purposes.®

As a resuit of their authority, consclidated supervisors take a systemic
approach to supervising depository institution holding companies and their
nonbank subsidiaries. Consolidated supervisors may assess lines of
business, such as risk management, internal control, IT, and internal audit
across the holding company structure in order to determine the risk these
operations may pose to the insured institution. These authorities enable
consolidated supervisors to determine whether holding companies that
own or control insured depository institutions, as well as holding company
nonbank subsidiaries, are operating in a safe and sound manner so that
their financial condition does not threaten the viability of their affiliated
depository institutions.” Thus, consolidated supervisors can examine a
holding company subsidiary to determine whether its size, condition, or
activities could have a materially adverse effect on the safety and
soundness of the bank even if there is no direct relationship between the
two entities. Although the Board's and OTS’s examination authorities are
subject to some limitations, as previously noted, both the Board and OTS
maintained that these limitations do not restrict the supervisors’ ability to
detect and assess risks to an insured depository institution’s safety and

®See 12 U.S.C. § 1844(c)(2)(B).

¥See 12 U.S.C. §§ 1467a(b)(4), 1831(a).

TSee 12 U.S.C. §§ 1844(c)(2)(C), 1831v(a).

#See 12 U.S.C. § 1831v(b).

®See “Framework for Financial Holding Company Supervision,” Letter from the Division of
Banking Supervision and Regulation, Board of Governors of the Federal Reserve System, to

the Officer in Charge of Supervision and Appropriate Supervisory Staff at Each Federal
Reserve Bank and to Financial Holding Companies (August 15, 2000).
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soundness that could arise solely because of its affiliations within the
holding company.

The Board's and OTS’ consolidated supervisory authorities also include the
ability to require holding companies and their nonbank subsidiaries to
provide reports in order to keep the agencies informed about matters that
include the holding company’s or affiliate’s financial condition, systems for
monitoring and controlling financial and operations risks, and transactions
with affiliated depository institutions.*’ These authorities are subject to
restrictions designed to encourage the agency to rely on reporis made to
other supervisors, publicly available information, and externally audited
financial statements. The Board requires that bank holding companies
provide annual reports of the company’s operations for each year that it
remains a bank holding company; OTS has the authority to require an
independent audit of, among other things, the financial statements of a
holding company, at any time.* According to Board’s and OTS’ examination
manuals, examiners may also use additional reports of holding company
and affiliate activities that are not publicly available, such as the holding
company's financial statements, budgets and operation plans, various risk
management reports, and internal audit reports.

In addition to examination authority, as consolidated supervisors, the
Board and OTS have instituted standards designed to ensure that the
holding company serves as a source of strength for its insured depository
institution subsidiaries. The Board’s regulations for bank holding
companies include consolidated capital requirements that, among other
things, can help protect against a bank’s exposure to risks associated with
its membership in the holding company.* The OTS does not impose
consolidated regulatory capital requirements on thrift holding companies.
Although there is no specific numerical requirement (ratio), OTS’s policy is
that regulated holding companies should have an adequate level of capital
to support their risk profile. OTS examiners are instructed to consider all
aspects of an organization’s risk profile, on a case by case basis, to
determine if capital is adequate with respect to both the holding company
and its affiliate thrift.

Tigee 12 U.S.C. §§ 1844(c)(1), 1467a(b)(2), 1844(c)(1)(B), 1831v(a)(1).
412 C.FR. § 225.5(b) (Board); 12 C.FR. § 562.4(a) (OTS).

12 C.FR. Part 225, Appendices B & C.
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In addition to consolidated capital requirements, the Board has, by
regulation, instituted the “source of strength” doctrine, which states that a
bank holding company shall serve as a source of financial and managerial
strength to its subsidiary banks.* According to Board officials, the source
of strength doctrine can be invoked to require a bank holding company to
take affirmative action, for example, by providing capital infusions to an
affiliate depository institution in financial distress, in order to enhance the
safety and soundness of the institution. Some banking experts have
expressed concem that the Board’s authority to require a transfer of assets
from the holding company to a troubled affiliate bank is unclear.” In
amendments to the BHC Act and FDI Act enacted as part of GLBA,
Congress indicated its understanding that the Board has such authority.
These amendments refer to (1) limiting the Board’s authority to require the
transfer of funds or other assets to a subsidiary bank by bank holding
companies or affiliates that are insurance companies or are registered as
brokers, dealers, investment companies or investment advisers; (2)
granting the Board authority to require a functionally regulated subsidiary
of a holding company to provide capital or other funds or assets to a
depository institution affiliate of the holding company; and (3) prohibiting
a bank holding company from engaging in expanded activities as a financial
holding company unless, among other things, all of its depository
institutions are well capitalized.*® The third of these provisions suggests
that the Board has authority to order the holding company to maintain the
bank’s capital as a condition of its status as a financial holding comnpany.
OTS officials stated that OTS has the same authority as the Board with
respect to requiring a capital infusion.

B3ee 12 CFR. § 225.4(a).

*The concern is based upon differing views about the effect of the Supreme Court’s ruling in
Board of Governors v. MCorp. Financial, Inc., 502. U.S. 32 (1891). In MCorp, the Court
reversed a federal circuit court’s holding that federal courts had jurisdiction to consider and
enjoin an administrative action by the Board alleging MCorp's violation of the Board's
source of strength regulation. The Court observed that MCorp ultimately could seek judicial

‘review of the validity of the source of strength regulation and its application “if and when
the Board finds that MCorp has violated that regnlation.” 502 U.S. at 43-44. The judicial
action subsequently was dismissed for lack of jurisdiction. MCorp. Firancial v. Board of
Governors, 958 F.2d 615 (5™ Cir. 1992). Questions about the validity and enforcement of the
regulation were unresoived.

*See, e.g, 12 U.8.C. §§ 1844(g), 1831v(a)(2), and 1843(1), respectively.
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The Board and OTS also have enforcement authority over holding
companies and their nonbank subsidiaries which, among other things,
allows the agencies to order the termination of any activity, or ownership,
or control of any noninsured subsidiary, if there is reasonable cause to
believe that the continuation of the activity or ownership or control of the
uninsured affiliate constitutes a serious risk to the financial safety,
soundness, or stability of an affiliated insured depository institution. For
exarple, if a subsidiary exposed the holding company to reputation risk
that constituted a serious risk to the financial safety and soundness of an
affiliated bank, these authorities could be used to force the holding
company to divest of the subsidiary in order to prevent any negative impact
from spreading to the insured institution.*®

In contrast to the consolidated supervisory approaches of the Board and
OTS, FDIC’s authority does not specifically address the circumstances of
an ILC holding company or its nonbank subsidiaries except in the context
of arelationship between the ILC and an entity affiliated with it through the
holding company structure. Specifically, FDIC's authority to examine state
nonmember banks, including ILCs, includes the authority to examine some,
but not all, affiliates of the ILC in a holding company structure. Under
section 10(b) of the FDI Act, FDIC may, in the course of examining an
institution, examine “the affairs of any affiliate of (the) institution as may
be necessary to disclose fully—( i) the relationship between such
depository institution and any such affiliate; and (ii) the effect of such
relationship on the depository institution.™” FDIC's use of this authority to
determine the condition of an institution for insurance purposes is not
limited by the functional regulation restrictions that apply to examinations
by the Board and OTS.* Also, according to FDIC officials, FDIC can use its
subpoena and other investigative authorities to obtain information from
any affiliate, as well as any nonafiiliate, to determine compliance with
applicable law and with respect to any matter concerning the affairs or

%gee 12 U.S.C. § 1818(b)(3) (enforcement authority ing nonbank subsidiaries inch
authority to impose cease and desist orders for unsafe or unsound practices); see also, 12
U.S.C. § 1467(g) (OTS enforcement authority regarding thrift holding companies); 12 C.F.R.
§ 225.4(b) (Board regulation providing for divestiture of holding company affiliates); 12
U.S.C. § 1467a(g)(5) (OTS divestiture authority).

“See 12 U.S.C. 1820(0)(4)(A).

#See 12 U.S.C. 1831v(b).
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ownership of an insured institution or any of its affiliates.®® According to
FDIC officials, such an investigation would be triggered by concerns about
the insured institution.

Because FDIC does not regulate institutions affiliated with depository
institutions on a consolidated basis, it has no direct authority to impose
consolidated supervision requirements, such as capital levels and reporting
obligations, on ILC holding companies. However, FDIC does have
authorities that it can use for certain purposes to address risk to depository
institutions in a holding company structure. For example, FDIC can initiate
an enforcement action against an insured ILC and, under appropriate
circumstances, an affiliate that qualifies as an institution-affiliated party
(IAP) of the ILC if the ILC engages in or is about to engage in an unsafe or
unsound practice.”® An ILC affiliate is an IAP if, among other things, itis a
controlling stockholder (other than a bank holding company), a
shareholder who participates in the conduct of the affairs of the institution,
or an independent contractor who knowingly or recklessly participates in
any unsafe or unsound practices.” However, FDIC’s ability to use this
authority to, for example, hold an ILC holding company responsible for the
financial safety and soundness of the ILC is less extensive than application
of the source of strength doctrine by the Board or OTS under consolidated
supervision. As we will discuss later, FDIC officials assert that FDIC can
use its supervisory power over an ILC under certain circumstances to
achieve similar results as under consolidated supervision.

Figure 4 compares some of the differences in explicit supervisory authority
between FDIC and consolidated supervisors, specifically the Board and
OTS. The table shows that in two of the eight areas FDIC has examination
authority with respect to ILC affiliates that have arelationship with the ILC,
as do the Board and OTS. However, we identified six areas where FDIC's
explicit authority with respect to ILC holding comnpany affiliates is not as
extensive as the explicit authorities of consolidated supervisors to
examine, impose capital-related requirements on, or take enforcement

gee 12 US.C. § 1820(c).

¥FDIC has no authority to take action against an ILC affiliate whose activities weaken the
holding company, and potentially the ILC, unless the affiliate is an IAP and the IAP
participated in conducting the ILC's business in an unsafe or unsound manner, violated a
legal requirement or written condition of or otherwise d in conduct
subject to enforcement. See 12 U.S.C. § 1818(b).

See 12 US.C. § 1813(u).
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actions against holding companies and affiliates of an insured institution.
In general, FDIC's supervisory authority over holding companies and
affiliates of insured institutions depends on the agency's authority to
examine certain affiliates and its ability to enforce conditions of insurance
and written agreements, to coerce conduct based on the prospect of
terminating insurance, and to take enforcement actions against a holding
company or affiliate that qualifies as an IAP®

Figure 4: Comparison of Explicit Supervisory Authorities of the FDIC, Board, and OTS

Description of explicit supervisary authority FDIC* | Board | OTS
Examine the relationships, including specific transactions, it any, between the insured instifution and its parent or affiliates. | @ o
Examine beyond spegific transactions when necessary 1o disclose the nature and sffect of the reiationship Detween the insured institution »® »° »°
and the parent or affiliate.

Examine the parent or ey affiliate of an insured institulion, inciuding a parent or aftiliate that does not have any selationships with the insured ) » P
institution or congeraing matters that go beyond the scope of any such refationships and their effect on the depository institutian.

Take enforcement actions against the parent of an insurad inatifution, @< e | o
Take enforcement actions against affiliates of the insured institution that participates in the conduct of affairs of, or acts as agent fos, the @° o M
insured institution.

Take enforgement action against any affifiate of tha insured institution, even if the affiliate does not act as agent for, or participate in the conduct o *" °°
of, the atfairs of the insured institution.

Compe the parent and affiliates ta provide various feponts such as reports of operations, financial candition, and systems far monitoring risk. S o° | e
impose i arp: My capital requi on the parent and require that it serve as a source af strength 10 the insured el e .

depository institution,

Compet the parent to divest ot an alffiate posing a serious fisk to the safely and soundness of the insured institution. e e

@ Explicit autharity

@ Less extansive authority

O No autharity

Saurces: GAQ analysis of the supervisory authorities of the FDIC, Board, and OTS.

*FDIC mey examine an insured i for ir il d at any time and can examing the
affiliate when necessary 1o disclose the transection and its eHect on the insured institution.

#2In addition to these authorities, we note that measures under the prompt corrective action
provisions of the FDI Act based on an institution’s undercapitalized status inciude a parental
capital maintenance guarantee and the possibility of divestiture of a significantly
undercapitalized depository institution or any affiliate. See 12 U.8.C. § 18310. These
measures apply equally to all FDIC insured institutions and their respective regulators.
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"The authority that each agency may have regarding functionalty regulated affiliates of an insured
depository institution is fimited in some respects. For example, each agency, to the extent it has the
authority to examine or obtain reparts from a functionally reguiated affiliate, is generally required to
accept examinalions and reports by the affiliates’ primary supervisors uniess the affitiate poses a
materiat risk to the depository institution or the ination or report is necessary to assess the
affiliate’s compliance with a law the agency has specific jurisdiction for enforcing with respect to the
affifiate (e.g., the Bank Hoiding Company Act in the case of the Board). These limits do not apply to the
Board with respect to a company that is itself a bank holding company. These restrictions aiso do not
fimit the FDIC’s authorily to examine the relationships between an institution and an affifiate if the FDIC
determines that the examination is necessary to determine the condition of the insured institution for
insuranca purposes.

°FDIC may take enforcement actions against institution-affiliated parties of an ILC. A typicat iLC
holding company quafifies as an institution-affitiated party. FDIC's ability to raquire an iLC holding
company to provide a capital infusion to the ILC is limited. in addition, FDIiC may take enforcement
action against the holding company of an ILC to address unsafe or unsound practices only if the
hotding company engages in an unsafe or unsound practice in conducting the atfairs of the depository
institution,

“FDIC maintains that it can achieve this result by imposing an obligation on an IL.C hoiding company as
a condition of insuring the #L.C. FDIC aiso maintains it can achieve this result as an aiternative to
terminating insurance. FDIC officials also stated that the prospaect of terminating insurance may
compel the holding company to take affirmative action to correct viofations in order to protect the
insurad institution. According to FDIC officials, thers are no examples where FDIC has imposed this
condition on a hoiding company as a condition of insurance.

*in addition to an enforcement action against the holding company of an ILC in certain circumstances
(see footnate b}, as part of prompt cosrective action the FDIC may require any company having control
over the [LC to {1} divest itseff of the ILC if divestiture wouid improve the institution's financial condition
and future prospects, or (2) divest a nonbank affiliate if the afiliate is in danger of becoming insolvent
and poses a significant risk to the institution or is likely to cause a significant dissipation of the
institution’s assets or sarnings. Howevet, the FDIC generally may take such actions anly if the ILC is
already significantly undercapitalized,

While FDIC’s Authority is
Less Extensive Than
Consolidated Supervision,
FDIC Officials Assert Its
Authority Could Achieve
Similar Results

Although FDIC's authority over an insured ILC permits FDIC to take certain
measures with respect to some ILC holding company affiliates under
certain circumstances, this authority is not equivalent to consolidated
supervision of the holding company. However, FDIC officials stated that it
can adequately protect an [LC from the risks arising from being in a holding
company without adopting a consolidated supervision approach. The
officials stated that FDIC has various authorities, including the following:

e examining certain ILC affiliates that have a relationship with the ILC;

* imposing requirements on an ILC holding company in connection with
an application for deposit insurance, as a condition of insuring the ILC;

* terminating deposit insurance or entering into written agreements with

the holding company to correct conditions that would warrant
termination of the [LC's insurance;
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* obtaining written agreements from the acquiring entity in connection
with a proceeding to acquire an ILC; and

¢ taking enforcement measures against ILCs and certain ILC affiliates.

FDIC may be able to use these authorities in many instances to supervise
ILCs and their holding company and affiliates. However, because these
authorities can be used in connection with concerns about a particular ILC
only under specific circumstances, they do not provide FDIC with a
comprehensive supervisory approach designed to detect and address the
ILC's exposure to all risks arising from its affiliations in the holding
company, such as reputation risk from an affiliate that has no relationship
with the ILC. These limitations are most significant with respect to existing
ILC holding companies that are not subject to conditions or written
agreements made in connection with the ILC's application for insurance
and whose ILCs are not currently financially troubled or exposed to risks
from relationships with their affiliates.

Table 2 provides a summary of what FDIC officials told us about their

authority over holding companies and affiliates of insured depository
institutions and our analysis of the limitations of these authorities.
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L ...
Table 2: The Extent of Selected FDIC Authorlities

FDIC authority

Extent of authorities

Examine certain ILC affiliates.”

Only to determine whether the affiliate has a relationship with the ILC and, if s, to disclose the
effect of the relationship on the ILC. The authority does not extend to determining how the
affiliate’s involvement in the holding company alone might threaten the safety and soundness of
the ILC.

Impose conditions on or enter into
agreement with an ILC hoiding
company in connection with an
application for deposit insurance.

Only in connection with an application for deposit insurance and cannot be used to unifaterally
impose conditions on an (LG holding company after the application has been approved.

Terminate deposit insurance.

Only if certain notice and procedural requirements (including a hearing on the record before the

FDIC Board of Diractors) are followed after FDIC determines that

« the institution, its directors or trustees have engaged in unsafe or unsound practices;

« the institution is in an unsafe or unsound condition; or

+ the institution, its directors or trustees have violated an applicable iegai requirement, condition
of insurance, or written agreement between the institution and FDIC.

Obtain written agreements from the
acquiring entity in connection with a
proceeding to acquire an ILC.®

Could be used if grounds for disapprovat exist with respect to the acquirer.

Take enforcement actions against ILC
affiliates.”

Only if an affiliate is an 1AP; and

Only if the AP engages in an unsafe or unsound practice in conducting the business of the ILC
or has violated a tegal requirement. [f the AP is functionally regulated, FDIC's enforcement
grounds are further limited.

FDIC’s Examination Authority Is

Less Extensive Than a
Consolidated Supervisor

Source: GAO analysis of the suparvisory muthorities stated by FDIC officials.

*FDIC's ability to examine ILC affiliates is fimited by the meaning of the term “refationship,” which is
unciear in situations where the ILC and thae affiliate do not engage in transactions or share operations.
In this respect, FDIC's authority is less extensive than consalidated supervision because (1) the

ination authority of i supervisors does not depend on the existerice of a refationship
and {2} without a relationship, FDIC generally nesds the consent of the affiliate to conduct an
examination of its operations.

BFDIC’s ability to obtain written agreements from the acquiring entity in connection with a procesding to
acquire an ILC is limited because certain types of risks, such as reputation tisk, could be unrelated to
any of the grounds for disapproval of a CiBA notice. Morsaover, this ability wouid not be related to

arising after the isition is made. Further, soma experts stated that it is uniikely that FDIC
could require capital-related commitments from a financially strong, well managed commerciat
enterprise that seeks to acquire an ILC.

“in accordance with 12 U.S.C. §§1848a, 1831v(a), FDIC's autharity to take action against a functionally
regulated IAP is limited to where tha action is necessary to prevent or redress an unsafe or unsound
practice or breach of fiduciary duty that poses a material risk to the insured institution and the
protection is not reasonably passible through action against the institution.

FDIC officials stated that its examination authority is sufficient to address
any significant risk to ILCs from holding companies and entities affiliated
with the ILC through the holding company structure. For example, FDIC
officials told us that it has established effective working relationships with
ILC holding companies and has conducted periodic targeted examinations
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of some ILC holding companies and material affiliates that have
relationships with the ILC, which includes those affiliates that are
providing services to or engaging in transactions with the ILC. FDIC
officials also told us that these targeted reviews of holding cormpanies and
affiliates help to assess potential risks to the ILC and include the following:

* assessing the holding company’s value-at-risk model used at its affiliate
banks;*

* assessing the internal control and review processes developed at the
holding cormpany level and understanding how those processes are
applied to the bank, including how the holding company's internal audit
function is designed, scoped, and implemented with respect to the bank;

* reviewing information about the holding company’s asset quality and its
processes for analyzing risk such as: stress testing, review of
commercial, industrial, and international loans and country risk ratings,
and loan underwriting procedures developed at the holding company
level and impiemented at the bank; and

* assessing IT systems and controls related to the bank.

The scope of FDIC's general examination authority may be sufficient to
identify and address many of the risks that holding company and affiliate
entities may pose to the insured ILC. However, FDIC's general examination
authority is less extensive than a consolidated supervisor’s. Because FDIC
can examine an ILC affiliate only to determine whether it has a relationship
with the ILC and, if so, to disclose the effect of the relationship on the
financial institution, FDIC cannot examine ILC affiliates in a holding
company specifically to determine how their involvement in the holding
cornpany alone might threaten the safety and soundness of the ILC. When
there is no relationship between the ILC and the affiliate, FDIC generally
would need the consent of the affiliate to conduct an examination of its
operations. According to its officials, FDIC could use its subpoena powers
and other authorities under section 10(c) of the FDI Act to obtain

“Value-at-risk is an estimate of the potential losses that might occur in a portfolio due to
changes in market rates, based on a specified period of time during which the rates change,
and at a specified probability level. For example, a firm may generate a value at risk
estimate for a 10-day period at 99 percent probability and arrive at a figure of $1 million.
This means that 99 percent of the time it would expect its losses during a 10-day raove of
rates to be less than $1 million.
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information, but the use of these powers appears to be limited to
examinations or investigations relating to the insured depository
institution.* In contrast, the examination authorities of the Board and OTS
focus on the operations and financial condition of the holding company and
its nonbank subsidiaries and specifically on financial and operations risks
within the holding company system that can threaten the safety and
soundness of a bank subsidiary.* To the extent that an affiliate’s size,
condition, or activities could expose the depository institution to some
type of risk, such as reputation risk, where no direct relationship with the
bank exists, the consolidated supervisory approach is more able to detect
the exposure.® FDIC's authority does not permit it to examine an affiliate
based solely on its size, condition, or activities. However, FDIC officials
told us that it is unlikely that any serious risk could come from an affiliate
that does not have a relationship with the insured institution. According to
these officials, there have been no bank failures in the United States from
reputation risk in the past 20 years. We agree that the most serious risk to
an 1LC would come from holding companies or affiliates that have a
relationship with the ILC. However, the possibility that risks could come
from affiliates with no relationship with the ILC cannot be overlooked.
‘While no recent bank failures may have resulted from reputation risk, it
continues to attract the attention of the FDIC and the Board.

Unlike the specific examination authority of the Board, the full extent of
FDIC’s examination authority over affiliates is unclear because there is no
established definition of the term “relationship” in the context of FDIC'’s
examination authority. Further, we are not aware of any judicial or
legislative clarification of this term as it relates to FDIC examinations.
According to FDIC officials, determining whether a relationship exists can
be routine in cases where an insured institution and an affiliate engage in a
transaction or share operations. However, in less obvious cases, the
determination might involve circumstances that may be unique or
unprecedented.

H3ee 12 US.C. § 1820(c),

See, for example, the focus of bank holding company examinations as prescribed in the
BHC Act. 12 U.S.C. § 1844(c)(2).

®See 12 U.8.C. 1844(c)(1X(C) (Board examinations, to fullest extent possible, are to be
limited to examinations of holding company subsidiaries whose “size, condition, or
activities” could adversely affect the affiliated bank’s safety and soundness or where the
nature and size of transactions between the affiliate and the bank could have that effect.)
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FDIC’s Authority to Impose
Conditions or Written
Agreements Can Be Used in
Certain Circumstances

However, both the Board and FDIC officials, as well as an expert we
interviewed, generally agreed that the term connotes an arrangement in
which there exists some level of interaction, interdependence or mutual
reliance between the ILC and the affiliate, such as a contract, transaction,
or the sharing of operations. Board officials expressed the view that the
term has a limiting effect on affiliate examinations. FDIC officials told us
that its use of this authority to examine ILC holding companies or entities
affiliated with an insured institution in a holding company has never been
challenged.

FDIC officials also stated that it can use its authority to approve
applications for deposit insurance as a means of requiring an ILC holding
company to adopt commitments, operations and procedures that enhance
the safety and soundness of the ILC. When reviewing an application for
insurance, FDIC must consider the following seven statutory factors:¥

+ financial history and condition of the depository institution,

¢ adequacy of the institution's capital structure,

» future earnings prospects of the institution,

¢ general character and fitness of the institution's management,

¢ risk the institution presents to the deposit insurance fund,

e convenience and needs of the community to be served by the institution,
and

* whether the institution’s corporate powers are consistent with the FDI
Act.

¥See 12 U.S.C. §§ 1815(a)(4), 1816.
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FDIC officials stated that because its primary mission is to protect the bank
insurance fund, the FDIC's incidental powers and other authorities under
the FDI Act authorize the FDIC to impose conditions on insurance where
those conditions are warranted by the statutory factors.® Under its
enforcement authority, FDIC can initiate proceedings against an IAP for
violation of a condition imposed in writing by FDIC in connection with the
granting of any application or request by the depository institution or any
written agreement with the agency.* In March 2004, FDIC issued guidance
that identified nonstandard conditions that might be imposed when
approving applications for deposit insurance involving financial
institutions to be owned by or significantly involved in transactions with
corarmercial or financial companies. For example, among other things,
FDIC can require that the majority of ILC management be independent of
its holding company and affiliates, and that all arrangements to share
management staff, personnel, or resources with the holding company or
any affiliate be governed by written contracts giving the bank authority to
govern its own affairs. FDIC officials told us that the approval of insurance
could be conditioned upon the holding company's adhering to prescribed
capital levels, adopting a capital maintenance plan for the ILC, and/or other
measures such as submitting reports about affiliates to FDIC. For example,
FDIC'’s policy is to favor capital commitments from holding companies of
applicants for insurance.® However, FDIC officials were unable to provide
examples where FDIC has imposed conditions on an application for
insurance that required the holding company to provide specific reports of

®FDIC's incidental powers are set forth at 12 U.S.C. 1818(a)(Seventh).
#See 12 U.S.C. § 1818(b)(1).

“FDIC’s Policy Statement on Applications for Deposit Insurance provides, in pertinent part,
that: Where the proposed depository institution will be a subsidiary of an existing bank or

thrift holding company, the FDIC will consider the financial and managerial resources of the
parent organization in assessing the overall proposal and in evaluating the statutory factors

prescribed in section 6 of the Act. . . . If the i (for deposit i ) is being
established as a wholly owned subsidiary of an eligible holding company, . . . the FDIC will
ider the fil ial of the parent organization as a faclor in assessing the

adequacy of the proposed initial capital injection. In such cases, the FDIC may find
favorably with respect Lo the adequacy of capital factor, when the initial capital injection is
sufficient to provide for a Tier 1 leverage capital ratio of at least 8 percent at the end of the
first year of operation, based on a realistic business plan, or the initial capital injection
meets the $2 million minimum capital standard set forth in this Statement of Policy, or any
minimum standards established by the chartering authority, whichever is greater. The
holding company shall also provide a written commitment to maintain the proposed
institution’s Tier 1 leverage capital ratio at no less than 8 percent throughout the first 3 years
of operation. See 67 Fed. Reg. 79276-79278 (Dec. 27, 2002).
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operations, financial condition, and systems of monitoring risk at the
holding company and affiliates. Although FDIC officials and exarainers told
us that no ILC holding company has refused to provide all of the reports
and supporting documents that the examiners needed, our review found
that FDIC examiners rely upon information about holding company and
affiliate operations that is voluntarily provided by ILC holding companies
during the course of an examination to assess the various types of risk from
the holding company and affiliate operations, including various types of
nonpublic information such as asset quality and loan underwriting. Further,
FDIC officials told us that it has never imposed capital requirements on a
holding company; rather, officials gave an example where a legally
enforceable agreement to maintain a certain level of capital was obtained
from the holding company. In addition to imposing conditions, FDIC could,
according to its officials, enter into a written agreement with the holding
company of an institution to establish a supervisory system similar to
consolidated supervision. For example, the agreement could call for the
holding company to correct conditions at the affiliate that presents risks to
the ILC, provide reports about affiliates, or even a capital infusion into the
ILC. According to FDIC officials, whether to impose capital and reporting
requirements as conditions on insurance or achieve the same resuit
through agreements with the holding company depends upon the
circumstances of the application for insurance.

FDIC'’s authority does not permit it to immpose conditions on an ILC holding
company after the application has been approved. Should the ILC face risks
from the holding company that are not adequately covered by insurance
conditions or a written agreement with the holding company and do not
arise from any relationship that the ILC has with an affiliate, FDIC would
have to resort to some other means to achieve corrective action by the
holding company, such as persuading the holding company to take action
to avoid termination of the depository institution's insurance. FDIC
officials also referred to procedures under the prompt corrective action
(PCA) provisions of the FDI Act for undercapitalized institutions that can
require action by a holding cormpany, such as a guarantee to maintain the
depository institution’s capital at prescribed levels and divestiture of a
significantly undercapitalized institution or any affiliate.®* FDIC's PCA
authority cannot be used unless the institution violates capital standards
and is triggered only by a bank’s capital deficiency. In contrast, under
consolidated supervision, capital and reporting requirements are imposed

‘isee 12 U.S.C. § 18310(e)(2)(C), (D{D)(i).
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FDIC’s Authority to Terminate
Insurance Can Be Exercised in
Certain Circumstances

on holding companies of depository institutions to address the potential for
risks arising from the holding company system. Moreover, consolidated
supervision requirements can address risks that might not be discernible at
a particular point in time, whereas FDIC can exercise its authorities only
under certain circumstances, such as when an application for insurance is
granted.

FDIC officials stated that, even if conditions or agreements were not
established in connection with the issuance of an ILC’s insurance, the
prospect of terminating an institution’s insurance can serve to compel the
holding company to take measures to enhance the safety and soundness of
the ILC. Under the FDI Act, FDIC can initiate an insurance termination
proceeding only if certain notice and procedural requirements are followed
after a determination by the FDIC that (1) an institution, its directors, or
trustees have engaged in or are engaging in an unsafe or unsound practice;
(2) an institution is in an unsafe or unsound condition; or (3) the institution,
its directors, or trustees have violated an applicable legal requirement, a
condition imposed in connection with an application by the depository
institution, or a written agreement between the institution and FDIC.® In
addition, termination proceedings must be conducted in a hearing on the
record, documented by written findings in support of FDIC's
determination, and are subject to judicial review.® FDIC officials told us
that if the grounds for termination exist, FDIC can provide the holding
company of a troubled ILC with an opportunity to avoid termination by
agreeing to measures that would eliminate the grounds for termination.
These measures could include an agreement to infuse capital into the ILC
or provide reports about the holding company and its affiliates. According
to FDIC officials, the prospect of terminating insurance is usually sufficient
to secure voluntary corrective action by a holding company to preclude the
occurrence of an unsafe or unsound practice or condition or restore the
institution to a safe and sound financial condition. FDIC officials stated
that FDIC has notified insured institutions that it intended to texminate
deposit insurance 184 times. Between 1989 and 2004, FDIC initiated formal
proceedings to teymimate deposit insurance in 115 of these cases because
necessary corrections were not immediately achieved. In 94 of these 115

“The p dural requi include notifying the appropriate federal or state banking
supervisor of FDIC's determination for the purpose of securing a correction by the
institution. 12 U.S.C. § 1818(a)(2)(A).

“See 12 U.S.C. § 1818(a)(3),(5).
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In Certain Circumstances, FDIC
May Enter Into Agreements in
Connection with the Acquisition
of an Insured Institution

instances, corrective actions were taken, and the deposit insurance was not
terminated. For the remaining 21 of the 115 cases, FDIC terminated deposit
insurance. FDIC officials told us that, after terminating deposit insurance,
17 of these institutions implemented appropriate corrective actions, and
the insurance was subsequently reinstated.

As demonstrated by the number of institutions that took measures to
enhance the safety and soundness of the insured depository institution, the
threat of insurance termination has been an effective supervisory measure
in many instances. However, FDIC's ability to use the possibility of
insurance termination to compel the holding company to enhance the
safety and soundness of the insured institution is limited. For example,
because the statutory grounds for termination relate to the condition of the
institution and practices of its directors or trustees, the prospect of
termination would not be based solely on the condition or operations of an
institution’s affiliate. While conditions could exist in the holding company
that might threaten the holding company and thereby indirectly threaten an
ILC, these conditions would not serve as grounds for termination of
insurance unless they caused the institution to be in an unsafe or unsound
condition. Further, unlike the consolidated supervision approach, FDIC
insurance termination authority does not give it power to require a holding
company or any of its nonbank affiliates to change their operations or
conditions in order to rehabilitate the ILC. The extent to which FDIC could
enter into an agreement with a holding company would depend on whether
the holding company has an incentive to retain the institution’s insured
status and/or the resources to take the action FDIC seeks.

FDIC officials also stated that if an entity sought to acquire an ILC, the
regulatory process for such a transaction could afford FDIC an opportunity
to seek an agreement from the prospective acquirer relating to matters
such as capital maintenance, examinations, and reporting. Provisions of
the Change In Bank Control Act (CIBA) set forth the reasons for which
FDIC can disapprove the proposed acquisition of an insured ILC.* These
include proposed acquisitions where (1) the financial condition of the
acquiring company might jeopardize the financial stability of the depository
institution; (2) the competence, experience, or integrity of the acquirer or
proposed manageimnent personnel do not satisfy statutory standards; and
where (3) FDIC determines that the acquisition would have an adverse

SFDIC's authority in connection with the acquisition of an insured institution is set forth at
12 US.C. §§ 1817(]).
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FDIC’s Authority to Take
Enforcement Actions Is Less
Extensive Than a Consolidated
Regulator

effect on the deposit insurance fund. According to FDIC officials, it could
use the prospects of disapproval on these or other grounds to force a
potential acquirer to enter agreements that would address potential risks to
an ILC arising from its presence in a holding company. FDIC officials
described an instance where officials obtained an agreement from an
acquirer to correct potential problems even before issuing disapproval of
the CIBA notice to address the acquirer’s request to avoid negative
publicity.

FDIC'’s ability to reach an agreement in connection with an acquisition
appears to be helpful in mitigating some of the risks that could arise at this
time. However, FDIC’s ability to obtain agreements in connection with a
CIBA notice is limited when a prospective acquirer of an ILC does not
trigger the statutory concerns described above. For example, some experts
we talked with said it is unlikely that FDIC could use its CIBA authority to
require capital-related commitrents from a financially strong, well-
managed commercial enterprise that seeks to acquire an ILC. Moreover,
certain types of risk to a depository institution that can arise from its
affiliations in a holding company, such as reputation risk arising from an
affiliate of the acquirer, could be unrelated to any of the grounds for
disapproval set forth in CIBA or could arise after the acquisition has been
approved.

FDIC officials also stated that it can use its enforcement authority to
compel certain institution affiliated parties of ILCs (a group that typically
would include the ILC’s holding company) to take measures relating to the
safety and soundness of the ILC. However, FDIC has no enforcement
authority over ILC affiliates that are not IAPs, and its ability to require an
IAP to infuse capital into a troubled ILC appears to be limited. As discussed
previously, FDIC has no authority to take action against an ILC affiliate
whose activities weaken the holding company, and potentially the ILC,
unless the affiliate is an IAP. If grounds for an enforcement action exist,
FDIC can initiate an action against the insured institution or an IAP to
obtain, arnong other things, a cease and desist order or civil money
penalties.®

®Grounds for an enforcement action against an IAP include the occurrence or potential
occurrence of an unsafe or unsound practice by the insured institution caused by the IAP's
conducting the business of the institution or the violation of a law, regulation or other
regulatory requirements by the institution or JAP. See 12 U.S.C. § 1B18(b)(1).

Page 46 GAO-05-621 Industrial Loan Corporations



101

FDIC officials told us that it could use its enforcement authority, under
appropriate circumstances, to require an ILC holding company to take
action necessary to protect or restore the safety and soundness of its
affiliate insured institution, which action could include transferring capital
into the institution or making a guarantee to do so. However, FDIC’s ability
to impose such requirements against a functionally regulated affiliate is
limited.® Moreover, FDIC’s authority to require an asset transfer in an
administrative enforcement action may be limited. In a decision
interpreting OTS’ authority to require a holding company to comply with a
written condition requiring the company to maintain the net worth of a
savings bank affiliate, the District of Columbia Circuit Court (Court) held
that OTS had no authority to require an asset transfer absent proof of the
holding company’s unjust enrichment or reckless disregard of its legal
obligations.*’ In that decision, the Court observed that this same provision
governs enforcement actions by other federal banking agencies, including
FDIC. According to this decision, FDIC has no authority to require an ILC
holding company to transfer assets to a troubied ILC solely because of the
ILC’s unsafe or unsound condition, unless the condition is the result of the
holding company's use of the ILC for unjust enrichment or reckless
disregard of alegal obligation to make the transfer. The Court’s decisions in
these cases also may limit the authority of the Board and OTS to require an
asset transfer without proving unjust enrichment or reckless disregard of a
legal requirement. In this regard, a bank holding company’s reckless
disregard of its obligation to maintain the financial safety and soundness of
a subsidiary bank might satisfy the Court’s requirements for a capital
infusion.

“See 12 U.S.C. §§ 1831v, 1848a.

"Wachtel v.Office of Thrift Supervision, 982 F.2d 581 (D. Cir. 1993) (OTS lacks authority to
require majority shareholder of a savings and loan to inject capital into the institution

t0 a written agr where OTS failed to prove unjust enrichment.); see also,
Rapaport v. Office of Thrift Supervision, 59 F.3d 212 (1995).
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L ]
FDIC Actions May Help

Mitigate Potential
Risks, but Supervision
of ILC Holding
Companies and
Affiliates Has Only
Been Tested on a
Limited Basis in
Relatively Good
Economic Times

FDIC’s bank-centric, supervisory approach has undergone various
modifications to its examination, monitoring, and application processes,
designed to help mitigate the potential risks that FDIC-examined
institutions, including 1LCs in a holding company structure, can be exposed
to by their holding companies and affiliates. For example, FDIC revised the
guidance for its risk-focused examinations to, among other things, provide
additional factors that might be considered in assessing a holding
company’s potential impact on an insured depository institution affiliate.
These changes may further enhance FDIC's ability to supervise the
potential risks that holding corapanies and affiliates can pose to insured
institutions in a holding company structure, including ILCs. In addition,
FDIC's application process may also help to mitigate risks to ILCs with
foreign holding companies and affiliates. While FDIC has provided sorae
examples where its supervisory approach effectively protected the insured
institution and mitigated losses to the bank insurance fund, questions
remain about whether FDIC’s supervisory approach and authority over
BHC Act-exempt holding companies and affiliates addresses all risks to the
ILC fromn these entities. Further, FDIC’s supervision of large, rapidly
growing ILCs and authority over BHC Act-exempt holding companies and
nonbank affiliates has been refined during a period of time described as the
“golden age of banking” and has not been tested during a time of significant
economic stress or by a large, troubled ILC.

FDIC Examination and
Monitoring Procedures May
Help to Mitigate Risks to
ILCs from Holding
Companies and Affiliates

According to FDIC, its process for conducting safety and soundness
examinations for ILCs is risk-focused and generally the same as for other
banks under its oversight. These officials believed that an examiner’s
ability to exercise judgment to determine the depth of review in each
functional area is crucial to the success of the risk-focused supervisory
process. FDIC officials and examiners told us that, at every examination,
FDIC reviews an institution's relationships with affiliated entities.
According to FDIC'’s Supervisory Insights, in an examination of a
depository institution with affiliates, including an ILC, FDIC examiners
assess the bank’s corporate structure, the bank’s interactions with
affiliates—which include a review of intercompany transactions and
interdependencies—as well as the financial risks that may be inherent in
the affiliate relationship. Once each on-site examination is initiated, the
FDIC requests information from bank management to obtain items that
serve as the starting point for reviewing the institution’s relationships with
affiliated entities. The requested information may include items such as the
following:
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* alist of officers and directors of affiliates, including organizational
chart, if available;

¢ alist of affiliated organizations and their financial statements as of the
financial statement date, or most recent date available;

* the most recent annual report, SEC 10-K report, and/or SEC 10-Q report
(annual and quarterly financial filings to the SEC);

* atax allocation agreement with the holding company;

* contracts for all business relationships with affiliates that provide
services to the ILC; and

* the fee structure of transactions with the holding company and/or
affiliates.

FDIC's examination manual notes that an institution's relationship with its
affiliates is an important part of the analysis of the condition of the bank
itself. The manual further states that, because of common ownership or
management, transactions with affiliates may not be subject to the same
sort of objective analysis by bank management that is used to analyze
transactions between independent parties and that affiliates offer an
opportunity to engage in types of business endeavors that are prohibited
for the bank itself, yet may impact the condition of the bank. In March 2004,
the FDIC updated the Related Organizations section of its examination
manual to, among other things, expand the discussion of management's
fiduciary responsibilities to ensure that an insured depository institution
maintains a separate corporate existence from its affiliates; to provide
additional factors that might be considered in assessing a holding
company’s potential impact on an insured depository institution affiliate,
such as the independence of the bank’s management from the holding
company; and to emphasize examiners' authority under Section 10(b) and
(c) of the FDI Act to examine affiliates of state nonmember banks, if
deemed warranted.

Table 3 lists some of the examination procedures performed during
review of an institution with affiliates, including ILCs. :
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Table 3: Affiliate Related Examination Procedures

Assessing the bank’s corporate structure.

Reviewing intercompany transactions {o determine how the bank interacts with the
affiliates.

Reviewing the interdependencies of the bank and affiliates.

Evaluating any financial risks that may be inherent in the refationship.
Reviewing the current written business plan and evaluating any changes.
Reviewing any arrangements of shared management or employees.

Reviewing services provided to an aftiliate to determine whether the same terms and
conditions are in place as wouid be for nonaffiliated entities.

Reviewing the services purchased from an affiliate to determine whether the same terms
and conditions are similar to those fhat would be applied 10 a nonaffifiated entity.

Assessing whether written agreements are in place for all service relationships.

Reviewing relevant documents to determine whether the bank has a contingency pian for
all critical business functions performed by affiliated companies.

Source: FDIC.
Note: Adapted from Supervisory insights, June 2004,

While the FDIC lacks specific authority to require that holding companies
serve as a source of strength to affiliate financial institutions, FDIC officials
told us that examination activities to assess the holding company’s source
of strength to the insured institution are performed at each examination.
The examination manual also states that a sound, well-managed holding
company can be a source of strength for unit banks and provide strong
financial support because of its greater ability to attract and shift funds
from excess capital areas to capital deficient areas. Moreover, the
examination manual states that, when the financial condition of the holding
company or its nonbanking affiliates is tenuous, pressures can be exerted
on the affiliate bank by payment of excessive dividends, investing in high
risk assets, purchase and/or trade of high quality assets for affiliates lower
quality assets, purchase of unnecessary services, or payment of excessive
management or other fees.

In its recent report on FDIC's approach to supervising limited-charter
institutions, including ILCs, the FDIC-IG recornmended that FDIC further
revise its examination manual and policies to expand the discussion of the
source of strength provided to an affiliate bank by the managerial and
financial capabilities of the holding company and provide guidance and
procedures to examiners for analyzing the holding company’s source of
strength. FDIC officials told us that, in December 2004, FDIC further
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revised its manual to include more specific suggestions for analyzing
whether a holding company, including a holding company of an ILC, may
serve as a potential “source of strength.” Currently, FDIC’s manual provides
specific guidance to examiners on: (1) measuring the ability of the holding
company to cover its interest expense; (2) testing the holding company’s
cash availability to meet not only interest expenses, but also operating
expenses, taxes, shareholders dividends, and debt maturities; and (3)
assessing the risk to a bank through the use of dual-employee
arrangements. FDIC officials told us that if the management or financial
capacity of the holding company provides a significant source of strength
to the ILC, this finding would typically be incorporated into the summary
examination report. The FDIC-IG’s report also stated that establishing
uniform and complete policies and procedures for assessing a bank’s
corporate structure or relationships with affiliated entities, including the
holding company, should help ensure that examiners adequately identify
risks that may be inherent in the ILC-holding company relationship. The
FDIC-IG concluded that FDIC could further improve its examination
policies and procedures by (1) including specific procedures for examiners
to follow in assessing dual-manager and dual-employee arrangements; (2)
clarifying procedures with respect to reviewing business plans, operating
budgets, or strategic planning documents to ensure that procedures are
consistently applied; and (3) requiring examiners to calculate and provide
financial ratios in the suramary examination report, especially for ILCs, The
report further states that, in the absence of Board holding company
reports, these ratios could provide examiners with important insights
about the impact that affiliates are having on the ILC.

Other aspects of FDIC's examination approach also help mitigate the risk .
that holding companies and affiliates may pose to insured institutions,
including ILCs. For example, some ILCs are included in FDIC's Large State
Nonmember Bank Onsite Supervision or “Large Bank™ and Dedicated
Examiner programs and receive continuous supervision. The Large Bank
program provides an on-site presence at depository institutions through
visitations and targeted reviews throughout the year as opposed to the
traditional annual point-in-time examination. State nonmember banks with
total assets of $10 billion or more are eligible. Institutions that do not meet
the asset threshold can qualify for the Large Bank program based upon
their size, complexity, and risk profile. Some of the major areas covered in
the targeted reviews can include: capital markets activities, lending, risk
management, operations, internal controls and audit, management
supervision, capital, earnings, and liquidity. Three ILCs that represent
nearly 75% of total ILC assets are currently part of the Large Bank program.
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In addition, according to the FDIC-IG report, the FDIC established the
Dedicated Examiner program in 2002 to appoint eight dedicated examiners
to work closely with the primary federal supervisors of the eight largest
insured depository institutions in the United States. Currently there are
three holding companies that are monitored as part. of the Dedicated
Examiner program and, together, they own a total of four ILCs. These
dedicated examiners work with examination staff from the Board, OTS,
and OCC to obtain real-time access to information about the risk and
trends in these organizations. According to FDIC officials, currently
dedicated examiners for two of the three holding companies had not been
assigned.

Examiners also use Call Report® data to monitor the condition of financial
institutions and assist in prioritizing on-site safety and soundness
examination efforts. In addition, according to FDIC officials and exarminers
we spoke with, examiners often obtain information, including holding
company financial reports and monthly board of directors’ meeting
minutes, voluntarily provided by ILC management that can assist an
exarainers ability to assess risks to the ILC. This documentation can
include information regarding existing and planned transactions and
contracts with its holding company and affiliates and can further assist in
an examiner’s ability to identify and assess potential risks to the ILC
stemming from these relationships.

FDIC also works with state banking supervisors to examine ILCs, including
assessing the risks that ILC holding companies and affiliates may pose to
the insured institution. In May 2004, FDIC jointly developed recommended
practices for state and federal supervisors to communicate and coordinate
the planning and execution of supervisory activities.* Recommendations
included: involving both the state and federal banking supervisors in
meetings with bank management and directors; sharing reports produced
through off-site monitoring or targeted supervisory activities; discussing
and preparing supervisory plans at Jeast once during the examination cycle,

®All coramercial banks insured by the FDIC and all FDIC-supervised savings banks are
required to submit quarterly Call Reports. The Call Report contains a variety of financial
information that shows a bank's condition and income and is used for multiple purposes
i i ing the fi ial health and risk of the institution.

“FDIC jointly developed the recommended practices as documented by the State Federal
Working Group Supervisory Agreement together with the Board and the Conference of
State Banking Supervisors.
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or more frequently, as appropriate; and jointly discussing, coordinating,
and executing all corrective action plans such as memoranda of
understanding and cease and desist orders.

In addition, FDIC established a goal, as part of its 2004 Performance Plan,
to develop an on-site exarnination program for nonbank holding
companies. The program would establish procedures for examination of a
nonbank or commercial holding company that owns an insured institution,
beyond what is currently done to determine the holding company’s
potential effect on the insured institution. According to FDIC officials, a
preliminary draft outline of the examination program had been provided to
FDIC’s legal and management divisions for comment in September 2004.
FDIC officials also told us that proposals for the program are still being
drafted. At this time, it is too early to determine how this program will
enhance FDIC’s ability to protect an insured depository institution from the
potential risks that holding company and affiliate entities may pose.

FDIC’s Application Process
May Help to Mitigate Risks
to ILCs from Foreign
Holding Companies and
Affiliates

As previously discussed, FDIC’s authority to impose conditions on a
hoiding company is limited to the circumstances previously discussed.
However, its application process may help mitigate potential risks to ILCs
from foreign holding companies. For example, deposit insurance
applications from foreign owners are subject to the same approval and
review processes as all other applications. While foreign banking
organizations chartered in the European Union are already subject to
consolidated supervision, FDIC officials told us that not all foreign-owned
ILC holding companies are designated as foreign banking organizations (as
defined by the Board) and, therefore, are not subject to consolidated
supervision in their home country. According to FDIC, currently, only one
of the five foreign-owned 1LCs is owned by a foreign banking organization
that is subject to comprehensive consolidated supervision in its home
country. We reviewed an order approving an application for insurance from
a foreign holding company of an ILC in which FDIC indicated that the
proposed ownership structure presented some concerns because it had
potential to present supervisory concerns similar to those posed by chain
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banking organizations™ and because part of the “chain” was located in
another country and not subject to U.S. supervision. According to FDIC,
chain banks present opportunities to shift low-quality assets and other
funds between banks to avoid being detected by supervisors and auditors.
FDIC's concerns were mitigated, in part, because of its ability to review

_ publicly available information about the publicly traded holding company
and the foreign bank affiliates’ location in countries that appeared to have
adequate supervisory regimes.

In addition, FDIC may impose conditions in foreign applications for deposit
insurance when it is deemed necessary to insulate the ILC. For example,
we reviewed an order approving an application for deposit insurance from
a foreign holding company of an ILC in which FDIC imposed several
conditions, including the following:

* requiring the holding company to establish a designated agent in the
United States, prior to receiving deposit insurance;

¢ entering into a written agreement with FDIC whereby the holding
company agrees to be subject to United States Court jurisdiction on
domestic banking issues;

prohibiting the bank from engaging in any transactions with non-U.S.
affiliates without the prior written approval of the regional Director of
the FDIC; and

¢ requiring the holding company to obtain and maintain current financial
information on any non-U.S. financial affiliate prior and subsequent to
entering into any transactions with the non-U.S. financial affiliate and
making the information available for examiner review at the holding
company's main office in the United States.

®According to FDIC, a chain banking organization is a group of two or more banks or
savings and loan associations and/or their holding companies that are controlled directly or
indirectly by an individual or company acting alone or through or in concert with any other
individual or company. The linkage of several banks or holding companies into a chain
creates a concentration of banking resources that can be susceptible to common risks
including poor loan participation practices, common deficiencies in lending and/or
investment policies, domil ing or ab [ hip, insider abuses, or other self-
serving practices. Further, FDIC has noted that chain banking organizations do not have to
report financial information on a consolidated basis, thereby making offsite monitoring
difficult.
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State Supervisors
Contribute to ILC
Supervision, but Resources
Vary

The state chartering authorities also play a role in supervising ILCs and
their holding companies and affiliates. The states of California, Nevada,
and Utah collectively supervise 49 of the 57 active, FDIC-insured ILCs. Like
FDIC, they examine transactions and agreements that the ILCs may have
with their holding companies and affiliates for compliance with sections
23A and 23B of the Federal Reserve Act. In addition, according to these
state banking supervisors, they have authority to conduct examinations of
holding companies and affiliates, although the scope of these authorities
varies.” Utah officials also maintain that the Commissioner of Financial
Institutions can, under general supervisory authority over financial
institution holding companies, impose capital requirements on the holding
company in order to protect the insured institution.” We also found that
FDIC has written, formal information sharing agreements with all three
states and has an agreement to accept exarnination reports prepared by
California on alternate examination years and to conduct examinations
jointly with Nevada and Utah.

Table 4 compares the examination resources and organizational structure
of the state banking supervisory offices in all three states. As shown in the
table, more than half of the institutions supervised by the state of Utah are
ILCs while this percentage is significantly less in California and Nevada.

Under Nevada Law, the Comumissioner of Financial Institutions has authority to examine
ILC affiliates for limited purposes. Nev. Rev. Stat. § 677.440 (2004). The laws of Utah and
Californja provide for full examinations of ILC affiliates. Utah Code Ann. §§ 7-1-314, 7-1-510
(2004); Cal. Fin. Code § 3704 (2004).

™See Utah Code Ann. § 7-1-510.
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Table 4: Comparison of ion Ry and O i Structure of State Banking Supervisory Office
{Dollars in billions)
Total number of
insured
State banking institutions Number of ILCs Number of Organizationa!
supervisory office supervised supervised  Total ILC assets  examination staff structure
California 190 15 $13.7 120 Reports directly to the
Department of state Business,
Financial Institutions Transportation and
Housing Agency
Nevada 29 5 $10.2 12 Reports directly to the
Division of Financial state Department of
Institutions Business and Industry
Utah 56 29 $115.0 33 Reports directly to the

Department of
Financial Institutions

Governor of Utah

‘Sources: GAO and FDIC data.
Note: All data reported are as of December 31, 2004,

Table 4 also demonstrates that the supervisory resources available in each
state and the organizational structure of each banking supervisory office
vary. Further, the number of examination staff per regulated entity is
similar for California and Utah while Nevada has fewer examiners per
institution supervised. Additionally, Utah has supervisory oversight over
almost half of the active ILCs, 29 out of the 57, and employs 33 examiners
that are responsible for examining 56 state-supervised banking institutions,
including ILCs. The Utah DFI reports directly to the state Governor. The
Utah DF1I recently provided ILCs in its jurisdiction the opportunity to
voluntarily submit to continuous supervision by FDIC and Utah state
supervisors, as part of FDIC’s Large Bank program.™ As a result, according
to Utah officials, 4 ILCs have volunteered to participate.™ California has
supervisory oversight over 190 state-supervised banking institutions,
including 15 ILCs and employs 120 examiners. The California Department

BFDIC’s Large Bank program provides an onsite presence at depository institutions through
visitations and targeted reviews throughout the year as opposed to the traditional annual
point-in-time examination, FDIC Regional Directors or their designees are to determine
which institutions qualify for the program, however FDIC guidance indicates that all state
nonmember banks with total assets of $10 billion or more should be considered.

“Four Utah ILCs are eligible to participate in the Large Bank program. As of the date of this

report, FDIC has approved three of these ILCs and the fourth is awaiting approval to
participate,
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of Financial Institutions reports directly to the state Business,
Transportation and Housing Agency. Nevada has supervisory oversight
over 29 state-supervised banking institutions, including 5 ILCs, and
currently employs 12 examiners. As of the time of our review, the Nevada
Division of Financial Institutions (Nevada DFT) was not accredited, largely
due to limited staff resources. As aresult, the Nevada DFI is unable to
examine insured depository institutions without partnership with FDIC or
other federal supervisors.™ The Nevada DFI reports directly to the state
Department of Business and Industry.

Questions Exist Regarding
Whether the Bank-Centric
Approach Addresses All
Risks to the ILC

Officials from the FDIC and the Board disagree over whether the bank-
centric approach to supervision, without the added components of the
consolidated supervisory approach, effectively identifies all of the potential
risks that holding companies and ILC may pose to the ILC. FDIC officials
told us that its current supervisory approach focuses not only on the
insured institution but also on the risks that holding companies and
affiliates could pose to an insured institution in a holding company
structure. FDIC notes in Supervisory Insights that its experience with ILCs
reinforces the agency’s position that effective bank-level supervision is
essential in safeguarding institutions from risk posed by holding
companies. However, officials from the Board told us that the bank-centric
approach alone was not sufficient to protect banks from all the risks that
holding company and affiliate entities could pose. These officials stated
that consolidated supervision of holding companies is essential to ensuring
the safety and soundness of institutions, like ILCs, that exist in a holding
company structure.

According to FDIC officials, consolidated éupervision of the holding
company is not a superior method for protecting the insured entity; rather,
these officials stated that the primary source of strength for the holding

™In June 1995, the Federal Financial Institutions Examination Council (FFIEC) issued
guidelines for federal supervisors to use to determine whether to rely upon state
inations. The guideli ip that the federal banking agencies will “accept and

rely on State reports of examination in all cases in which it is determined that State
examinations enable the Federal banking agencies to effectively carry out their supervisory
responsibilities.” According to FFIEC and FDIC criteria, the FDIC should consider the

di of state ing and iner staffing in determining reliance placed on state
examinations. In addition to FFIEC criteria, FDIC uses a number of other factors, including
the state bank supervisor's accreditation through the Conference of State Bank Supervisors
(CSBS). CSBS is the professional association of state banking departments responsible for
chartering, regulating, and supervising the nation's state chartered banks.
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company is usually the insured institution. FDIC officials told us that its
bank-centric approach is not limited in its focus and that examiners have
access to whatever they need in order to assess potential risks to the
insured institution. As noted previously, FDIC officials provided examples
of where examiners conducted targeted reviews of selected operations of
the holding company and material affiliates of several ILCs. In addition,
officials stated that the bank-centric approach has effectively mitigated
losses to the bank insurance fund stemming from troubled banks. For
example, FDIC officials told us about its efforts to protect Conseco Bank—
an insured ILC whose assets, at one point, totaled $3 billion—frora
operations and reputation risk from its parent company that eventually
filed for bankruptcy after experiencing financial difficulty from acquiring a
business with a poor loan portfolio. In this instance, FDIC, the state
supervisor, and the bank developed a mutually agreed upon plan to protect
Conseco Bank by implementing policies that placed more control in the
hands of bank management. For example, the plan prohibited the bank
from paying dividends to any affiliate, including the parent, and required
Conseco Bank to sell its problem loans to the parent. Also, since loan
servicing for Conseco Bank was provided by an affiliate of the parent, the
agreement required the parent to sell the loan servicing affiliate to Conseco
Bank to improve the independence and continuity of the bank's operations.
The FDIC and state supervisor ciosely monitored Conseco Bank
throughout the parent’s bankruptcy proceedings. Eventually, Conseco
Bank was marketed and ultimately sold for full value with no loss to the
Fund.

FDIC told us of three other examples where its bank-centric approach
effectively managed the risks being posed by holding companies and their
subsidiaries to ILCs that were troubled. In one exarpie, the FDIC
established a written agreement with the ILC prohibiting it from paying
dividends to its holding company or its affiliates without FDIC approval or
engaging in transactions covered under the limitations set forth in sections
23A and 23B of the Federal Reserve Act. In two other examples, FDIC
enforced corrective actions that were applicable to the ILC, as well as the
holding company and the ILC's affiliates. Specifically, in one instance, a
cease and desist order to end unsafe and unsound banking practices and
enforce sections 23A and 23B transaction limits were applicable to the ILC,
as well as the holding company and its subsidiary organizations. In the
other example, FDIC entered into a written agreement with the ILC
because of declines in its asset quality, as well as a capital and liquidity
assurance agreement with the holding company. As a result, the holding
company provided the ILC with a capital infusion and purchased its low
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quality assets. None of these troubled ILCs failed and no losses were
incurred by the Fund.

According to the FDIC-IG, two recent ILC failures, Pacific Thrift and Loan
in 1999 and Southern Pacific Bank in 2003, resulted in material losses to the
Fund totaling more than $105 million.” As a result of the failures, the FDIC-
IG made several recommendations to revise FDIC's supervisory approach,
which FDIC implemented. According to FDIC officials, other conditions in
the banking industry that occurred at the same time of the ILC failures
were also contributing factors to the changes that FDIC made to its
supervisory approach. Specifically, since 1999, FDIC has, among other
things, modified its risk focused examination procedures; issued guidance
to examiners on topics such as risk from examining subprime lending
programs and real estate lending standards; and hosted a symposium to
discuss the lessons learned from these failures. According to FDIC, both
failures were generally the result of ineffective risk management and poor
credit quality. Table 5 provides a summary of the causes of the ILC failures
and a description of the various corrective actions that FDIC officials told
us were taken in response to the failures and other conditions in the
banking industry that occurred during the same time period.

“From 1985 through year-end 2003, a total of 21 ILCs failed, including those discussed
above. The other 19 failures did not result in material losses to the bank insurance fund;
therefore, the FDIC-IG did not conduct a review, A material loss review by the Inspector
General of the principal federal regulator of a failed institution is required when the
egtimated loss to the bank or savings association insurance funds exceeds the greater of $25
miillion or 2 percent of the institution’s total assets at the time the FDIC was appointed
receiver. These 19 [LCs were operated as finance companies, and their average total assets
were $23 million. According to FDIC, most of the fajlures were small California ILCs that
[ailed during the banking crisis of the late 1980s and early 1990s.
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00—
Table §: Causes of Material ILC Failures and FDIC’'s Response to Failures and Other Industry Conditions

Name of iLC
{year of failure)

Amount of loss to

assets at closing Cause of failure the fund FDIC’s response
Pacific Thrift & Loan; Poor corporate governance. $42 million
Woodland Hitls, Calif. {as of 01/01/02)
{1999) Poor risk management.
Total assets: Lack of risk diversification.
$117.6 miltion at Modified risk focused examination
closing Annual financial statement audit did not procedures.
identify the actual financiat condition of
the bank. Issued internal guidance on:
« subprime lending programs, and
inappropriate accounting for estimated * real estate fending standards.
future revenue from high risk assets.
Modified guidance for examining high-risk
Auditors did not provide a written report residual assets {e.g., Modifications to Capital
of internal control weaknesses to the Markets Examination handbook, specifically
bank audit committee and examiners, mortgage derivative securities, asset-backed
securities, structured notes, and
Auditors did not provide examiners securitization).®
access to workpapers and supporting
documentation. Issued a proposed rule to revise risk-based
capital requirements {e.g., Financial institution
Southern Pacific Bank; Poor corporate governance. $63.4 million LeRer, Capital Treatment of Residual Interest
Torrance, Calif. (2003) {as of 12/31/04) in Asset Securitizations, issued 9/2000).

Total assets:
$1.1 bifiion at closing

Poor risk management.

Lack of risk diversification.

Hosted a symposium for FDIC regional
management on “Lessons Learned” from
bank failures.

Annual financial statement audit did not

identify the actuai financial condition of

the bank.

Auditors did not provide a written report

Required that contracts with third parties
providing audit services include a provision to
provide examiners access to audit
workpapers and supporting materials.

of internal control weaknesses to the
bank audit committee and examiners.

Sources: GAQ, FDIC, and FDIC-1G.

Note: This table is based on information from FD!C-IG’s materia! loss reviews and interviews with and
documentation from FDIC.

*Mortgage derivative and asset backed securities refer to securities created from securitized assets.
Structured notes are debt ities whose principal and interest payments vary according to specific
formuias or as a result of changss in exchange rates or equity and commodity prices, they may also
contain derivatives or financiat contracts based on, or derived from, an underiying market, such as
stocks, bonds, or cusrencies.
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Board officials told us that they had a different view of the FDIC-IG reports
concerning the two ILC failures that resuited in material losses to the bank
insurance fund. According to Board officials, the lack of consolidated
supervision at the holding company level contributed to the problems that
impacted the ILCs. For example, these officials stated that the failure of
Pacific Thrift and Loan was, in part, due to problems at the holding
company level that were affecting the bank. To support their view, Board
officials highlighted that the FDIC-IG reported that the holding company
accumulated more debt than could be supported by the dividends it
received from the ILC, thereby allowing the ILC to generate loans without
reliable and stable funding sources. Officials from the Board stated that, as
aresult, the holding company implemented an aggressive high-risk strategy
to boost profitability and pay these debt instruments, which resulted in
significant losses and the holding company’s inability to raise enough
capital to help the ILC. Board officials told us that, because the holding
company of Pacific Thrift and Loan was exempt from the BHC Act, no
federal supervisor had examined the holding company, and the regulatory
capital requirements that would have limited the borrowings of the holding
company did not apply. While the lack of federal supervision of the holding
company was not explicitly stated as a cause of failure in the FDIC-IG's
material loss review of Pacific Thrift and Loan, the FDIC-IG’s review
discusses this matter in detail. Board officials told us that the ability to see
a broader picture of, and take enforcement action against, the holding
company wouid have enabled FDIC to identify and correct problems at the
holding company before the 1LC failed. Further, the FDIC-IG's material loss
review recommended that FDIC remind its examiners of the agency’s
authority to examine holding companies and affiliates. Subsequently, FDIC
examiners performed two on-site visitations of the holding company of
Southern Pacific Bank, before it failed in 2003, to determine the overall
condition of the holding company and its ability to support the ILC.

Board officials told us that the bank-centric approach alone is not sufficient
to assess all the risks that a holding company and affiliates can pose to an
insured financial institution. Board officials also stated that consolidated
supervision has a long, successful history of assessing the potential risks
that holding company and affiliate organizations may pose to insured
depository institutions. According to Board officials, in order to understand
the risks within a holding company structure and how they are dispersed,
bank supervisors must assess risks across business lines, by legal entity,
and on a consolidated basis. Board officials note that consolidated
supervision provides its examiners with both the ability to understand the
financial strength and risks of the overall holding company—especially
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operations and reputation risk—and the authority to address significant
management, operations, capital, and other deficiencies throughout the
organization before these deficiencies pose a danger to affiliate insured
banks and the bank insurance fund.

Further, Board officials stated that focusing supervisory efforts on
transactions covered by sections 23A and 23B will not cover the full range
of risks that insured institutions are exposed to from holding companies
and their subsidiaries. Board officials told us that sections 23A and 23B
violations most often occur in smaller organizations, and the risks posed by
large organizations are more often related to other issues such as internal
controls and computer systems problems. These officials stated that FDIC
would likely not be able to detect these problems in a large holding
company unless it was able to supervise the entire organization on a
consolidated basis. In addition, Board officials stated that operations and
reputation risk cannot be effectively assessed by focusing on sections 23A
and 23B limitations. Board officials told us, for example, that these risks
could come from a lending affiliate in the holding company that has loans
outstanding to the same borrower as the ILC, but the affiliate does not do
any business with the ILC. If this lending affiliate engaged in improper
lending practices, it could impact the reputation of the holding company
and ultimately affect the ILC. Further, the lending limits of both the ILC and
the affiliate could be within an acceptable range, based upon a review of
each individual organization’s financial statements. However, based upon a
consolidated view of the holding company’s financial statement, the
amount of loans from the ILC and the affiliate to the borrower could
expose the consolidated entity to risk from a concentration of credit, which
could ultimately impact the ILC. According to Board officials, it is unclear
whether the FDIC's bank-centric approach would be able to detect either
condition given that the ILC does not do business or otherwise have a
relationship with the lending affiliate.

In our 1995 testimony to the House Committee on Banking and Financial
Services, we presented our views on the need for consolidated supervision
of bank holding companies. Based upon our work evaluating the
effectiveness of bank supervision and examination during the 1980s and
1990s, we discussed specific safeguards that are necessary to protect
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against undue risks.” These safeguards included a comprehensive
regulation of financial services holding companies on both a functional and
consolidated basis. We stated that an umbrella supervisory authority needs
to exist to adequately assess how risks to insured banks may be affected by
risks in the other components of the holding company structure. In
addition, we also stated that capital standards for both insured banks and
financial services holding companies that adequately reflect all major risks,
including market and operations risk, were a necessary safeguard. Because
our past work on failed banks and thrifts found that capital can erode
quickly in times of stress, we stated that supervisors should also be
required to conduct periodic ents of risk i gement systems for
all the major components of the holding company, as well as for the holding
company itself.

Qur belief in the importance of consolidated supervision and consolidated
capital standards is partly based on the fact that most bank holding
companies are managed on a consolidated basis, with the risks and returns
of various componenis being used to offset and enhance one another. In
addition, past experience has shown that, regardless of whether regulatory
safeguards—such as sections 23A and 23B limitations—are set properly,
even periodic examinations cannot ensure that regulatory safeguards can
be maintained in times of stress. However, the consolidated supervisory
approach is flexible enough to account for and recognize the contagion or
systemic risks inherent in a holding company structure. Further, it appears
that, in some instances, FDIC also embraces this concept. For example, in
an order approving a foreign organization's application for deposit
insurance in January 2004, FDIC expressed concerns over the difficuity of
monitoring foreign affiliates that were not subject to U.S. supervision.™
The order states that FDIC has embraced the concept of effective,
comprehensive, consolidated supervision.

TFor the 1995 testimony, see Fi tal ton: Modernization of the Fi ial
Services Regulatory System (GAQ/T-GGD-95-121, Mar. 15, 1995), In addition to this
testimony, other GAQ products present similar views on consalidated supervision. See, for

le, Separation of Banking and C¢ ce (GAO/QCE/GGD-97-61R); the U.S. Bank
Oversight: Fundamental Principles for Modernizing Structure (GA/T-GGD-96-117, May
2, 1996); Bank Oversight Structure: U.S. and Foreign Expertence May Offer Lessons for
Modernizing U.S. Structure (GAO/GGD-97-23, Nov. 20, 19968); Bank Powers: fssues Related
to Repeal of the Glass-Sleagall Act (GAO/GGD-88-37, Jan. 22, 1988).

"In Re: Toyota Financial Savings Bank Hend n, Nevada, Application for Federal Deposit
Insurance, Federal Deposit Insurance Corporation, January 2004.

Page 63 GAQ-05-821 Industrial Loan Corporations



118

FDIC’s Supervisory Model
and Authority Over BHC
Act-Exempt Holding
Companies and Nonbank
Affiliates Has Been Tested
on a Limited Basis in
Relatively Good Economic
Times

Although there have been material losses to the bank insurance fund
resulting from two ILC failures in the past 6 years, the remaining 19 ILC
failures occurred during the banking crisis in the late 1980s and early 1990s.
Most of these ILCs were small California Thrift and Savings and Loan
companies that, according to FDIC, had above-average risk profiles. FDIC's
analysis of bank failures during this time period indicates that California
experienced deteriorating economic conditions and a severe decline in the
real estate industry, which contributed to the failure of 15 ILCs in that state.
As previously discussed, FDIC has since implemented changes to its
supervisory approach and has told us about some recent examnples where,
according to FDIC, its supervisory approach-—including its influence and
authority as the provider of deposit insurance—has effectively protected
the insured institution and prevented losses to the Fund. However, all of
the ILCs that failed since the late 1980s, as well as those 1LCs that became
troubled and FDIC took corrective action, were relatively small in size
compared with some of the large ILCs that currently dominate the industry.
FDIC has not provided any examples where its supervisory approach was
used to mitigate potential losses from troubled ILCs that wouid qualify for
supervision under its Large Bank program.

As previously discussed, because FDIC has established positive working
relationships with ILC holding companies, examiners are able to obtain
information about holding company and affiliate operations, supplied by
ILC holding companies on a voluntary basis, from large, complex ILCs.
According to examiners we spoke with, this information enhances FDIC’s
ability to monitor the potential risks posed by holding companies and
affiliates to the insured ILC and, in some instances, this information is not
publicly available. Further, according to FDIC, its requests for information
about holding company and affiliate organizations have not been
challenged in court. Therefore, it is not clear whether FDIC would be able
to successfully obtain needed information about holding company and
affiliate organizations in the absence of consent by the holding company or
affiliate.

FDIC'’s supervisory model and authority over BHC Act-exempt ILC holding
companies and affiliates has emerged during a time when banking has not
confronted an adverse external environment. FDIC Chairman Donald
Powell has described the past decade as a “golden age” of banking. The
past 10 years can be characterized by stable economic growth, which has
contributed to strong industry profitability and capital positions. During
the past 7 years, only 35 financial institutions protected by the Fund have
failed, and FDIC has reported that insured institutions’ earnings for 2004
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set a new record for the fourth consecutive year and that the industry’s
equity capital ratio is at its highest level since 1938.” In contrast, 1,373
financial institutions protected by the Fund failed between 1985 and 1992
due to, among other things, poor management and poor lending practices.
How FDIC’s supervisory approach would fare for large, troubled ILCs
during an adverse external environment is not clear.

ILCs May Offer
Commercial Holding
Companies a Greater
Ability to Mix Banking
and Commerce Than
Other Insured
Depository Institution,
but Views on
Competitive
Implications Are Mixed

Because most ILC holding companies and their subsidiaries are exerpt
from business activity limitations that generally apply to the holding
companies and affiliates of other FD1C-insured depository institutions,
ILCs may provide a greater means for mixing banking and commerce than
ownership or affiliation with other insured depository institutions. During
our review, we found other more limited instances where the mixing of
banking and commerce previously existed or currently exists, such as
unitary thrift holding companies, certain “nonbank banks,” and certain
activities permitted under GLBA, such as merchant banking and
grandfathered, limited nonfinancial activities by securities and insurance
affiliates of financial holding companies. However, federal law significantly
limits the operations and product mixes of these entities and activities as
compared with ILCs. Additionally, with the exception of a limited credit-
card-only bank charter, ownership or affiliation with an ILC is today the
only option available to nonfinancial, commercial firms wanting to enter
the insured banking business. The policy generally separating banking and
commerce is based primarily on potential risks that integrating these
functions may pose, such as the potential expansion of the federal safety
net provided for banks to their commercial entities, potential increased
conflicts of interest, and the potential increase in economic power
exercised by large conglomerate enterprises. While some industry
participants state that mixing banking and commerce may offer benefits
from operational efficiencies, empirical evidence documenting these
benefits is mixed.

MEquity capital or financing is money raised by a business in exchange for a share of

o hip in the c i ing through equity capital allows a business to obtain
funds without incurring debt or without having to repay a specific amount of money at a
particular time. The equity capital ratio is calculated by dividing total equity capital by total
assets.
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ILC Charter May Offer
Commercial Holding
Companies More
Opportunity to Mix Banking
and Commerce Than Other
Insured Depository
Institution Charters

ILC holding companies and their affiliates may be able to mix banking and
commerce more than other insured depository institutions because the
holding companies and affiliates of ILCs are not subject to business activity
limitations that generally apply to insured depository institution holding
companies. Except for a limited category of firms, such as grandfathered
unitary thrift holding companies and companies that own limited purpose
credit card banks (CEBA credit card banks), entities that own or control
insured depository institutions generally may engage, directly or through
subsidiaries, only in activities that are financial in nature.* Because of a
provision in the BHC Act excluding certain ILCs from the act’s coverage, an
entity can own or control a qualifying ILC without facing the activities
restrictions imposed ort bank holding companies and nonexempt thrift
holding companies. As a result, the holding companies and affiliates of
some ILCs and other subsidiaries are allowed to engage in nonfinancial,
commercial activities. Today, nonfinancial, commercial firms in the
automobile, retail, and energy industries, among others, own ILCs.
According to the FDIC officials, as of December 31, 2004, 9 ILCs with total
assets of about $3 billion directly support their parent’'s commercial
activities. However, these figures may understate the total number of ILCs
that mix banking and commerce because 5 other ILCs are owned by
commercial firms that were not necessarily financial in nature. Because
these corporations, on a consolidated basis, include manufacturing and
other cornmercial lines of business with the financial operations of their
ILC, we determined that these entities also mixed banking and commerce.
Thus, we found that, as of December 31, 2004, approximatety 14 of the 57
active JLCs were owned or affiliated with commercial entities, representing
about $9.0 billion, (about 6.4 percent) and $4.6 billion (about 6.2 percent)
of total ILC industry assets and estimated insured deposits, respectively.®

®Zee 12 U.S.C. §§ 1843, 1467a(c). As previously discussed, grandfathered unitary thrift
holding companies are not subject to these activities restrictions. Limited purpose credit
card banks also are exempt from the BHC Act. See 12 U.8.C. § 1841(c)(@)(F).

$'When determining the current levels of mixed banking and commerce within the ILC
industry, we considered only ILCs owned or affiliated with explicitly nonfinancial,
commercial firms. Because some owners and operators of ILCs are engaged in business

ivities that are i} ial in nature, but still may not meet the statutory
requirements of a qualified bank or financial hoiding corapany, officials from the Federal
Reserve Board noted that they interpret the level of mixed banking and corunerce among
1.Cs may be greater than 6.4 percent of industry assets and 6.2 percent of industry estimated
insured deposits.
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During our review, regulators and practitioners we spoke with highlighted
other, more limited, historical exceptions to the policy generally separating
banking and commerce, such as unitary thrift holding companies and
“nonbank banks"—both of which at one time allowed for instances where
insured banks could be owned by or affiliated with nonfinancial,
commercial firms. Regulators also provided us with other current
examples of limited mixed banking and coramerce in the financial system,
such as the merchant banking operations of financial holding companies
and CEBA credit card banks, which offer limited opportunities to attract
insured deposits and no commercial lending opportunities, but are
permitted to be owned by or affiliated with commercial firms. However,
because of the wide variety of products and services that 1LCs offer and the
continued availability of this charter type in certain states,* ILCs may offer
commercial holding companies a greater opportunity to mix banking and
commerce than these other exempted insured depository institutions and
currently more limited situations of mixed banking and commerce.
Additionally, with the exception of the more limited CEBA credit card only
bank charter, ownership or affiliation with an 1LC is today the only option
available to nonfinancial, commercial firms wanting to enter the insured
banking business.

Unitary thrift holding companies or unitary savings and loan holding
companies are firms that own or control a single FDIC-insured thrift or
savings and loan and typically own or control other subsidiaries. The
Savings and Loan Holding Company Act of 1967 (HOLA) established the
regulatory framework for unitary thrift holding companies. Unitary thrift
holding companies were at one time permitted to own one thrift
association and engage, without limitation, in other activities, including
commercial activities, as long as the thrift complied with requirements
intended to maintain its function as a thrift.® In 1999, as previously
discussed, GLBA prohibited new unitary thrift holding cornpanies from
being chartered after May 4, 1999.% GLBA also “grandfathered” existing
unitary thrift holding companies and limited the existing commercial

#In 2003, California and Colorade enacted laws restricting ownership or control of ILCs to
financial firms. As a result, greater mixed banking and commerce for the holding company’s
affiliates of ILCs is not available to owners of California and Colorado ILCs.

#In 1967, Congress enacted the current version of the Savings and Loan Holding Company
Act, Pub, L. No. 90-255, 82 Stat. 5 (1968). In that legislation, Congress permitted unitary thriff
holding companies to engage in nonthrift business.

HPub. L No. 106-102 § 401 (1999).
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powers of a unitary thrift holding company to the owners at that time.
Thus, after this date, new owners of a unitary thrift would be unable to
engage in commercial, nonfinancial activities. While many of the original
commercial owners of unitary thrift holding companies have since sold
their insured thrifts, several “grandfathered” commercially owned or
affiliated unitary thrift holding companies remain active. As of December
31, 2004, there were 17 commercially owned or affiliated unitary thrift
holding companies representing $38.7 billion in assets and $15.0 billion in
estimated insured deposits.

Officials from the OTS highlighted several limitations of unitary thrift
holding companies that made this charter more restrictive in its ability to
mix banking and commerce than ILCs. These limitations for unitary thrift
holding companies include the following:

» prohibitions on lending to commercial affiliates of the insured thrift;*

* restrictions on commercial lending to 20 percent of assets, provided any
amount over 10 percent is in small business lending;* and

¢ restrictions under the qualified thrift lender test (QTL), including
holding at least 65 percent of its assets in qualified thrift investments,
which are primarily mortgage related assets.*

OTS officials told us that the restrictions on extending credit to commercial
affiliates in the unitary thrift holding company structure prevents a unitary
thrift holding company from using the insured thrift to fund nonbanking
activities of the holding corapany. Unlike qualified thrifts, ILCs are not
subject to restrictions on extending credit to commercial affiliates,
limitations on the amount of commercial lending activity they can engage
in, or restrictions on the mix of assets in their loan portfolios.

A similar, but even more Yimited, historical exception to the policy
generally separating banking and commerce was, at one time, granted to
“nonbank banks"—generally financial institutions that either accepted
demand deposits or made commercial loans but did not engage in both

%See 12 U.S.C. § 1468(a).
“See 12 U.S.C. § 1464(c)(2)(A).
#See 12 U.S.C. § 1467a(m).
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activities. Because the BHC Act defined a bank as a firm that did both of
these activities, a company could own or control a “nonbank bank” and
avoid federal supervision as a bank holding company. Similar to ILCs, the
owners and affiliates of “nonbank banks” were able to mix banking and
commerce prior to 1987 when CEBA was enacted. In effect, CEBA ended
the ability to mix banking and commerce through the “nonbank bank”
charter, because activity limitations on bank holding companies limit the
holding companies’ ability to own a bank and commercial affiliates. CEBA
grandfathered the organizations that acquired a nonbank bank prior to
March 5, 1987, provided that the organization did not undergo a change in
controtl after that date and the organization and its nonbank bank abide by
various restrictions contained in the BHC Act. Currently, only eight
grandfathered nonbank banks remain in existence.

In addition to these historical exemptions, other more limited
opportunities to mix banking and commerce currently exist, such as
merchant banking and portfolio investing by the securities and insurance
affiliates of financial holding companies and CEBA credit card only banks.
Merchant banking refers to the practice where a financial institution makes
a passive equity investment in a corporation with a view toward working
with company management and operating partners to enhance the value of
the equity investment over time. Merchant banking can resuit in ownership
of significant portions of a firm's equity. GLBA relaxed long-standing
restrictions on the merchant banking activities of banking organizations by
permitting qualified financial holding companies to own and operate
merchant banking entities. However, GLBA contains several provisions
that are designed to distinguish merchant banking investments from the
more general mixing of banking and commerce.® For example, merchant
banking investments may only be held for a period of time to enable the
resale of the investment, and the investing financial holding company may
not routinely manage or operate the commercial firm except as necessary
or required to obtain a reasonable return on the investment on resale.®
Similarly, CEBA credit card banks, which are exempt from the BHC Act,
offer limited opportunities to mix banking and commerce because they can

®In the GLBA, Congress authorized FHCs to engage in merchant banking activities through
nondepository institution subsidiaries under specific conditions, thus allowing an FHC to
acquire or control, directly or indirectly, any kind of ownership interest in any entity
engaged in any kind of trade or business, subject to rules to be promulgated by the FRB and
the Secretary of the Treasury. See H. Rep. No. 106434 at 164.

©See 12 U.S.C. § 1843(K)(4)(H).
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be owned by or affiliated with nonfinancial, commercial firms but, because
of the nature of their charter, are limited scope banking entities. CEBA
credit card banks are FDIC-insured institutions whose only business is
credit cards. A CEBA credit card bank is not allowed to offer demand
deposits or NOW accounts, can accept only *jumbo deposits” ($100,000
minimum), may have only one office that accepts deposits, and cannot
make any commercial loans.*

Industry practitioners we spoke with also highlighted examples of
commercial firms providing bank-like services through finance
subsidiaries, such as the credit card operations of selected retailers or the
financing subsidiaries of manufacturing firms—often referred to as captive
finance subsidiaries because their business operations generally focus on
providing credit to support the sale of a holding company or affiliate’s
products. For example, selected manufacturers of furniture, tractors,
boats, and automobiles may offer credit through financing subsidiaries.
However, banking regulators told us that captive financing subsidiaries are
generally limited scope operations that must rely on the capital markets,
their commercial holding companies, or banks for funding, and may not
offer insured deposits. Banking regulators also stated that insured
depository institutions generally can offer a broader range of banking
services and can attract insured deposits as an attractive source of funding.
Because the noninsured finance subsidiaries of commercial firms are not
permitted to offer insured deposits, noninsured finance subsidiaries do not
represent risk to the federal bank insurance fund.

Additionally, several developed countries allow greater mixing of banking
and commerce than the United States. For example, in European countries
there are generally no limits on a nonfinancial, commercial firm's
ownership of a bank. However, the European Union has mandated
consolidated supervision. Japan has allowed cross-ownership of financial
services firms, including banks and commercial firms, permitting
development of industrial groups or keiretsu that have dominated the
Japanese economy. These groups generally included a major or “lead” bank
that was owned by other members of the group, including commercial
firms, and that provided banking services to the other members. The
experience of these nations provides some empirical evidence of the
effects of increased affiliation of banking and commercial businesses,
particularly pointing to the importance of maintaining adequate credit

¥See 12 US.C. § 1841 {c)(2)(F).
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underwriting standards for loans to affiliated commercial businesses.
Problems in Japan’s financial sector, notably including nonperforming
loans, often to commercial affiliates of the banks, have contributed in part
to the persistent stagnation of the Japanese economy beginning in the
1990s. However, important differences between the financial and
regulatory systems of these nations and the United States, and limitations
in research into the effects of these affiliations, limit many direct
comparisons.

Mixing Banking and
Commerce Presents Both
Risks and Potential Benefits

The mixing of banking and commerce can potentially come about in many
different forms. For example, banks may want to enter nonfinancial
activities, and commercial firms may want to enter banking, A bank may
also want to take an equity stake in a commercial firm, or a commercial
firm may want to make an ownership investment in a bank. The forms of
mixing banking and commerce differ depending on the firms’ and banks’
motivations. In the ILC industry, mixing banking and commerce has
primarily been in the form of commercial, nonfinancial firms owning and
operating insured banks.

The policy generally separating banking and commerce is based primarily
on limiting the potential risks that may result to the financial system, the
deposit insurance fund, and taxpayers. As discussed more fully below, we
have previously reported that the potential risks that may result from
greater mixing of banking and commerce® include the (1) expansion of the
federal safety net provided for banks to their commercial entities, (2)
increased conflicts of interest within a mixed banking and commercial
conglomerate, and (3) increased economic power exercised by large
conglomerate enterprises. However, generally the magnitudes of these
risks are uncertain and may depend, in part, upon existing regulatory
safeguards and how effectively banking regulators monitor and enforce
these safeguards.

The federal government provides a safety net to the banking system that
includes federal deposit insurance, access to the Federal Reserve's
discount window, and final riskless settlement of payment system
transactions. According to Federal Reserve officials, the federal safety net
in effect provides a subsidy to cormercial banks and other depository

MGAQ, Separation of Banking and Commerce, GAO/OCE/GGD-97-16R (Washington, D.C.:
Mar. 17, 1997).
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institutions by allowing thern to obtain low-cost funds because the system
of federal deposit insurance shifts part of the risk of bank failure from bank
owners and their affiliates to the federal bank insurance fund and, if
necessary, to taxpayers. The system of federal deposit insurance can also
create incentives for commercial firms affiliated with insured banks to shift
risk from commercial entities that are not covered by federal deposit
insurance to their FDIC-insured banking affiliates. As a result, mixing
banking and commerce may increase the risk that the safety net, and any
associated subsidy, may be transferred to commercial entities. The
potential transfer of risks among insured banks and uninsured commercial
affiliates could resuit in inappropriate risk-taking, misallocation of
resources, and uneven competitive playing fields in other industries. As
noted by regulators and practitioners we spoke with, these risks may be
mitigated by regulatory safeguards between the bank and their commercial
affiliates. For example, requirements for arms-iength transactions and
restrictions on the size of affiliate transactions under sections 23A and 23B
of the Federal Reserve Act are a regulatory safeguard designed to protect
an insured institution from adverse intercompany transactions. However,
during times of stress, these safeguards may not work effectively—
especially if managers are determined to evade them.

The mixing of banking and commerce could also add to the potential for
increased conflicts of interest and raise the risk that insured institutions
may engage in anticompetitive or unsound practices. For example, some
have stated that, to foster the prospects of their commercial affiliates,
banks may restrict credit to their affiliates’ competitors, or tie the provision
of credit to the sale of products by their commercial affiliates.
Commercially affiliated banks may also extend credit to their commercial
affiliates or affiliate partners, when they would not have done so otherwise.
For example, when a bank extends credit to an affiliate, customers, or
suppliers of an affiliate, the credit judgment could be influenced by that
relationship. While current regulatory safeguards are designed to mitigate
this possibility, advocates of continued separation highlight that the
potential for more frequent misallocation of credit opportunities is greater
in a merged banking and commercial environment. These advocates have
stated that increased conflicts of interest could result in greater numbers of
loans to commercial affiliates with favorable terms, relaxed underwriting
standards, preferential lending to suppliers and customers of commercial
affiliates, and ultimately increased risk exposure to the federal bank
insurance fund. Additionally, some have also stated that mixing banking
and commerce could promote the formation of very large conglomerate
enterprises with substantial amounts of economic power. If these
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institutions were able to dominate some markets, such as the banking
market in a particular local area, they could impact the access to bank
services and credit for customers in those markets.

Other industry observers have stated that there are potential benefits from
mixed banking and commerce, including allowing banks, their holding
companies, and customers to benefit from potential increases in the scale
of operations, which lowers the average costs of production known as
economies of scale, or from potential reductions in the cost of producing
goods that share common inputs, known as economies of scope, and
enhanced product and geographic diversification. Because banks incur
large fixed costs when setting up branches, computer networks, and raising
capital, these institutions may benefit from the selected economies of scale
and scope that could result from affiliations with commercial entities. For
example, we were told combined entities may be able to generate operating
efficiencies by sharing computer systems or accounting functions. Mixed
banking and commercial entities may also benefit from product synergies
that result from affiliation. For example, firms engaged in both the
manufacturing and financing of automobiles may be able to increase sales
and reduce customer acquisition costs by combining manufacturing and
financing. Other incentives for affiliations between banking and
commercial firms include enhanced product and geographic
diversification, which could contribute to reduced risk to the combined
entity. Additionally, one FDIC staff wrote that increased mixing of banking
and commerce may help U.S. banks with regard to global competition with
several other countries that have fewer restrictions than the United States.
Advocates have also stated that some of these potential revenue and cost
synergies may be passed on to consumers through lower prices for banking
or commercial services.

Divergent Views Exist
About the Competitive
Implications of Mixed
Banking and Commerce

Continued market interest by commercial finms in mixed banking and
commerce may indicate that at least some participants believe that
operational efficiencies and cost synergies may be realized from mixing
banking and commerce. For example, three of the six new ILC charters
approved by FDIC after June 30, 2004, are owned by nonfinancial,
commercial firms. Additionally, recent press reports and conversations we
had with federal banking regulators indicate one of the nation’s largest
retailers has expressed continuing interest in owning an insured depository
institution. However, during our search of academic and other literature,
we were unable to identify any conclusive empirical evidence that
documented operational efficiencies from mixing banking and commerce,
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One primary factor in the lack of empirical evidence may be that, because
of the policy generally separating banking and commerce, few institutions
are available for study.

However, product synergies between banking and commercial firms may
exist in certain industries. For example, several automobile manufacturers
own or operate captive financing affiliates that generally provide credit to
borrowers at compelitive rates to facilitate the commercial holding
company’s efforts to sell automobiles. Some of these affiliates are insured
depository institutions while others rely on the capital markets, their
commercial holding companies, or banks for funding. Additionally, other
regulators and practitioners noted that commercially affiliated insured
depository institutions might benefit from access to existing commercial
holding company or affiliate customers. For example, insured banks owned
or affiliated with commercial firms may be able to attract deposits or
potential credit card customers through targeted marketing to the
commercial holding company or affiliate customers. Industry observers we
spoke with also told us that commercially affiliated banks might benefit
from stronger brand recognition and, in instances where banks are owned
by retailers, the banks may benefit from being located in stores that keep
longer hours of operation. Furthermore, as discussed previously, combined
firms may generate efficiencies from the sharing of fixed costs, such as
computer systems or accounting functions.

One OTS official and industry practitioners we tatked with were less
convinced of potential economic efficiencies from mixing banking and
commerce and suggested that these firms might not have a competitive
advantage over other businesses. For example, an OTS official we talked
with provided us with instances where the conlmercial owners of insured
banks operating under the “nonbank bank” exemption had subsequently
sold their insured banking subsidiaries because these firms may not have
been able to realize expected operational efficiencies from mixed banking
and commerce. For instance, a published study we reviewed noted that, in
the late 1980s, a large retailer’s efforts to cross market its traditional
product line and financial services failed to generate expected synergies.
The study highlighted the management challenges associated with linking
the conglomerate’s insurance, securities, real estate, retail, and catalog
businesses. The study also mentioned difficulties managing accurate
customer information and division management concerns about other
divisions pursuing their customers as reasons for the conglomerate's
inability to capture expected synergies. Further, the study noted the
financial services centers operating inside the traditional retailer’s stores
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generally proved unprofitable. Eventually, the retailer cited in the study
abandoned its diversification strategy and sold its financial services
business. Similarly, a practitioner we spoke with stated that success in the
banking industry may require skill sets that are different from the expertise
and business practices in commercial sectors of the economy.

While there is little direct research assessing the competitive effects of
mixing banking and commerce, the incentives to mix banking and
commerce may in some way be linked to research indicating that
operational efficiencies may result from merging two banks. According to
this research, there is a general expectation that operational efficiencies
may be realized from scale and scope economies within the banking
industry. For example, merging two banks can result in gains from the
closing of redundant branches, consolidating systems and back offices, and
marketing products, such as credit cards, to broader customer bases. Some
of these same operational efficiencies—such as the marketing of credit
cards to a broader customer base—would presumably be available o
mixed banking and commercial firms as well. However, empirical studies
have not found clear evidence that bigger is necessarily better in banking.
For example one study noted that while large banking operations were
regarded as advantageous, the conclusions in academic literature on
economies of scale and scope within merged banks are mixed. Our own
independent review of academic literature reached similar conclusions.
Some studies documented economies of scale and scope in banking, but
others were less conclusive. Additionally, while somne recent studies we
reviewed suggested that recent advances in information technology may be
contributing to greater opportunities for economies of scale and scope
within the banking industry, these studies do not provide gonclusive
evidence on the competitive implications of mixing banking and
commerce.

The mixed findings on scale and scope economies within academic
literature we reviewed are in many ways consistent with market activity
post GLBA. Because GLBA removed several restrictions on the extent to
which conglomerates could engage in banking and nonbanking financial
activities, such as insurance and securities brokerage, some analysts had
expected that conglomeration would intensify in the financial services
industry after GLBA. However, as yet, this does not seem to have happened.
The reasons vary. Many banks may not see any synergies with insurance
underwriting, Additionally, it may be that many mergers are not
economically efficient, the regulatory structure set up under GLBA may not
be advantageous to these mergers, or, it is simply too soon to teli what the
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impact will be. Further, a general slowdown occurred in merger and
acquisition activity across the economy in the early 2000s, which may also
be a contributing factor to the pace of industry conglomeration post GLBA.

k|
Recent Legislative
Proposals May
Increase the
Attractiveness of
Operating an ILC

FDIC-insured banks, including ILCs, are currently not permitted to offer
interest-bearing business checking accounts. Recent legislative proposals
would remove the current prohibition on paying interest on demand
deposits and, separately, authorize insured depository institutions,
including most ILCs, to offer interest-bearing business NOW accounts.”
This would, in effect, expand the availability of products and services that
insured depository institutions, including those ILCs, could offer. ILC
advocates we spoke with highlighted that including ILCs in these legislative
proposals maintains the current relative parity between ILC permissible
activities and those of other insured bank charters. However, Board
officials and some industry observers we spoke with told us that granting
grandfathered ILCs the ability to offer business NOW accounts represents
an expansion of powers for ILCs, which could further biur the distinction
between ILCs and traditional banks. Another legisiative proposal,
introduced but not passed in the last congressional session, would allow
banks and most ILCs (those included in a grandfathered provision) to
branch into other states through establishing new branches——known as de
novo branching—by removing states’ authority to prevent them from doing
50.% Board officials we spoke with told us that, if enacted, these proposals
could increase the attractiveness of owning an ILC, especially by private
sector financial or commercial holding companies that already operate
existing retail distribution networks.

As previously discussed, in order to remain exempt from the definition of a
bank under the BHC Act, most ILCs may not accept demand deposits, if
their total assets are $100 million or more. However, ILCs are not restricted
from offering NOW accounts, which are insured deposits that, in practice,
are similar to demand deposits. Current federal banking law prohibits
insured depository institutions from paying interest on demand deposits
and does not authorize insured depository institutions to offer NOW

%See H.R. 1224, 109" Cong. § 3 (2005).
H.R, 1375 108" Cong. § 401(b) (2004). This bill would permit de novo interstate branching

by ILCs subject to the grandfathering provisions described later in our discussion of
legislative proposals to permit interest-bearing business checking accounts.
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business checking accounts. According to a Treasury official, the
prohibition on paying interest on demand deposits, including those
maintained by businesses, was enacted in the 1930s because of concerns
about the solvency of the nation’s banks and the belief that limiting
competition among banks would reduce bank failures. This ban was
designed to protect small rural banks from having to compete for deposits
with larger institutions that could offer higher interest rates and use the
deposits to make loans to stock market speculators and deprive rural areas
of financing.

There have been repeated legislative proposals to repeal this prohibition,
Supporters of these efforts have stated that the prohibition on paying
interest on demand deposits, including those maintained by businesses, is
an unnecessary and outdated law that unfairly affects small businesses.
According to these supporters, small businesses tend to bank at smaller
institutions that do not offer sweep accounts which, in effect, circumvent
the ban on interest bearing demand accounts, because their deposit
balances may not qualify for these accounts at larger institutions.* The
most recent legislative proposals would repeal section 19(i) of the Federal
Reserve Act and section 18(g) of the FDI Act, which, together with other
federal laws, effectively prohibit the payment of interest on demand
deposits, including business checking accounts.” This would allow insured
depository institutions to pay interest on their demand deposits, including
those maintained by businesses, although it would not remove the BHC Act
provision exempting larger ILCs from the definition of a bank on the
condition, among others, that they do not accept demand deposits.
Separate provisions of this legislative proposal would allow qualified ILCs
(which would include ILCs owned or controlled by a commercial firm
where the ILC obtained deposit insurance prior to October 1, 2003, and did
not undergo a change in control after September 30, 2003) to offer business
NOW accounts. Going forward, other ILCs could offer business NOW
accounts, provided that their state supervisors determine that at least 85%
of their holding company and affiliated entities’ gross revenues were from
activities that were financial im nature or incidental to a financial activity in
at least three of the prior four calendar quarters. In effect, this amendment
would make it difficult for nongrandfathered ILCs owned by commercial

¥Generally, sweep accounts use computers to analyze customer accounts and automatically
transfer funds at the end of each day to higher-interest eaming money market accounts.

“H.R. 1224 § 3. See 12 US.C. §§ 371a, 1828(g), 1832,
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enterprises to offer interest bearing business NOW accounts. ILC
advocates we spoke with highlighted that if other insured banks are
permitted to offer interest bearing demand deposit accounts to businesses,
granting ILCs the ability to offer interest bearing business NOW accounts
maintains the current relative parity between ILC permissible activities and
those of other insured bank charters. Officials at the Board have opposed
ILCs being able to offer interest bearing business NOW accounts, unless
ILC holding companies were subjected to consolidated supervision and the
same activity restrictions applied to the holding companies of most other
insured depository institutions, because doing so would further enable
ILCs to become the functional equivalent of full-service banks and expand
their operations beyond the historical function of ILCs and the terms of
their exemption in current banking law.

Federal banking law permits insured state banks and ILCs to expand on an
interstate basis by acquiring another institution, provided that state law
does not expressly prohibit an interstate merger.” However, banks and
ILCs are not permitted to branch in another state without having an
established charter in that state and without acquiring another bank-
known as de novo branching--unless the host state enacted legislation that
expressly permitted this practice.”” Currently, only 17 states have enacted
this legislation. According to proponents of de novo branching, current
restrictions make it difficult for small banks seeking to operate across state
lines and puts banks at a disadvantage compared with savings associations,
which are permitted to establish interstate de novo branches. A proponent
also stated that de novo branching would benefit small banks near state
borders to better serve customers by establishing new branches across
state lines and would increase competition by providing banks with a less
costly method for offering their services in new locations.

According to a Utah state bank supervisory official we spoke with, ILCs in
some states have the ability to establish branches in certain other states
through reciprocal branching agreements. For example, this official stated
that ILCs in Utah have reciprocity agreements with 17 other states and are
able to branch, without federal de novo branching authority, into these 17
states. However, this Utah state supervisory official and industry
practitioners told us that many ILC business models do not rely on retail

%See 12 U.8.C. §§ 1831u.
#See 12 U.S.C. § 1828(d).

Page 78 GA0-06-621 Industrial Loan Corporations



133

branching to conduct their business operations. For example, currently
only two Utah ILCs have branches, and they have only two branches each.
According to Board officials, granting ILCs unrestricted de novo branching
authority in other states may increase the relative attractiveness of ILCs as
compared with other financial institution charters. These officials
highlighted that reduced restrictions on nationwide branching may
increase private sector interest in ILC ownership by financial or
commercial holding companies that operate retail distribution networks.
However, according to at least one industry expert we spoke with, the
effects of the consequences of de novo branching may be overstated and
not likely to result in major changes in the ILC industry.

|
Conclusions

ILCs have significantly evolved from the small, limited purpose institutions
that existed in the early 1900s. In particular, the ILC industry has grown
rapidly since 1999 and, in 2004, six ILCs were among the 180 largest
financial institutions with $3 billion or more in total assets, and one
institution had over $66 billion in assets. Because of the significant recent
growth and complexity of some ILCs, the industry has changed since being
granted an exemption from consolidated supervision in 1987, and some
have expressed concerns that IL.Cs may have expanded beyond the original
scope and purpose intended by Congress.

The vast majority of ILCs have corporate holding companies and affiliates
and, as a result, are subject to similar risks from holding company and
affiliate operations as banks and thrifts and their holding companies.
However, unlike bank and thrift holding cornpanies, most ILC holding
companies are not subject to federal supervision on a consolidated basis.
Although FDIC has supervisory authority over an insured ILC, it does not
have the same authority to supervise ILC holding companies and affiliates
as a consolidated supervisor. While the FDIC's authority to assess the
nature and effect of relationships between an ILC and its holding company
and affiliates does not directly provide for the same range of examination
authority, its cooperative working relationships with state supervisors and
ILC holding company organizations, combined with its other bank
regulatory powers, has allowed the FDIC, under limited circumstances, to
assess and address the risks to the insured institution and to achieve other
results to protect the Fund against ILC-related risks. However, we are
concerned that insured institutions providing similar risks to the Fund are
not being overseen by bank supervisors that possess similar powers.
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FDIC has responded appropriately to the challenges it faces supervising the
ILC industry by implementing significant enhancements to its examiner
guidance designed to mitigate the risks that could be posed to insured
depository institutions, including ILCs, from various sources, such as
holding companies and affiliates. Within the scope of its authority, FDIC
has demonstrated that its supervisory approach has, in some instances,
effectively mitigated losses to the Fund. Some have even stated that, from a
safety and soundness perspective, FDIC's approach is an effective
alternative to the Board's bank holding company supervision, given that
FDIC has successfuily mitigated losses to the Fund posed by some troubled
institutions. However, the Board disagrees and stated that FDIC’s
approach, without the aid of consolidated supervision, cannot effectively
assess all the risks to a depository institution posed by the holding
company and affiliates of an ILC. Moreover, the extent of some of FDIC's
authorities over ILC holding companies and affiliates is not clear. For
example, it is unclear under what circumstances FDIC could compel ILC
affiliates to provide information about their operations when these
affiliates do not have a relationship with an ILC. As a result, absent a
cooperative working relationship, FDIC's supervisory approach may not be
able to identify or address all potential risks to the insured institution. It is
also unclear how effective the FDIC’s approach would be if the ILC
industry incurred widespread and significant losses or if a large complex
ILC were to become troubled. As a result of differences in supervision, we
and the FDIC-IG have found that, from a regulatory standpoint, ILCsin a
holding company structure may pose more risk of loss to the Fund than
other types of insured depository institutions in a holding company
structure,

Although federal banking law may allow ILC holding companies to mix
banking and commerce to a greater extent than holding companies of other
types of depository institutions, we were unable to identify any conclusive
empirical evidence that documented operational efficiencies from mixing
banking and commerce, and the views of bank regulators and practitioners
were mixed. Including ILCs in recent legislative proposals to offer business
checking accounts and operate de novo branches nationwide maintains the
current relative parity between ILC permissible activities and those of
other insured bank charters. These legislative proposals may make the ILC
charter more attractive and encourage future growth. However, the
potential risks from combining banking and commercial operations
remain, including the potential expansion of the federal safety net provided
for banks to their commercial entities, increased conflicts of interest within
a mixed banking and commercial conglomerate, and increased economic
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Matters for
Congressional
Consideration

power exercised by large conglomerate enterprises. In addition, we find it
unusual that this limited exemption for ILCs would be the primary means
for mixing banking and commerce on a broader scale than afforded to the
holding companies of other financial institutions. Because it has been a
long time since Congress has broadly considered the potential advantages
and disadvantages of mixing banking and commerce and given the rapid
growth of ILC assets and the potential for increased attractiveness of the
ILC charter, it would be useful for Congress to review the ILC holding
company’s ability to mix banking and commerce more than other types of
financial institutions and whether the holding companies of other financial
institutions should be permitted to engage in this level of activity.

Consolidated supervision is a recognized method of supervising an insured
institution, its holding corapany, and affiliates. While FDIC has developed
an alternative approach that it claims has mitigated Iosses to the bank
insurance fund, it does not have some of the explicit authorities that other
consolidated supervisors possess, and its oversight over nonbank holding
companies may be disadvantaged by its lack of explicit authority to
supervise these entities, including companies that own large and complex
ILCs. To better ensure that supervisors of institutions with similar risks
have similar authorities, Congress should consider various options such as
eliminating the current exclusion for ILCs and their holding companies
from consolidated supervision, granting FDIC similar examination and
enforcement authority as a consolidated supervisor, or leaving the
oversight responsibility of small, less complex ILCs with the FDIC, and
transferring oversight of Iarge, more complex ILCs to a consolidated
supervisor.

The long-standing policy of separating banking and commerce has been
based primarily on mitigating the potential risk that combining these
operations may pose to the Fund and the taxpayers. GLBA reaffirmed the
general separation of banking from commerce and providing financial
services from nonfinancial commercial firms, However, under federal
banking iaw, the ILC charter offers commercial holding companies more
opportunity to mix banking and commerce than other insured depository
institution charters. Congress should also be aware of the potential for
continued expansion of large commercial firms into the ILC industry—
especially if ILCs are granted the ability to de novo branch and offer
interest bearing business checking accounts. In recent years, this policy
issue has been addressed primarily through exemptions and provisions to
existing laws rather than assessed on a comprehensive basis. Thus,
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b
Agency Comments and

Our Evaluation

Congress should more broadly consider the advantages and disadvantages
of mixing banking and commerce to determine whether continuing to aliow
ILC holding companies to engage in this activity more than the holding
companies of other types of financial institutions is warranted or whether
other financial or bank holding companies should be permitted to engage in
this level of activity.

We provided a draft of this report to the Board, FDIC, OTS, and SEC for
review and comment. Each of these agencies provided technical comments
that were incorporated as appropriate. In written comments, the Chairman
of the Board of Governors of the Federal Reserve System (see app. II)
concurred with the report’s findings and conclusions. Specifically, the
Chairman stated that “consolidated supervision provides important
protections to the insured banks that are part of a larger organization, as
well as the federal safety net that supports those banks.” The Chairman
also wrote that our report “property highlights the broad policy
implications that ILCs raise with respect to maintaining the separation of
banking and commerce.”

In written comments from the Chairman of the Federal Deposit Insurance
Corporation (see app. 11I), FDIC concwrred with one of the report’s findings
but generally believed that no changes were needed in its supervisory
approach over ILCs and their holding companies and disagreed with the
matters for congressional consideration. Specifically, the FDIC concurred
that from an operations standpoint, ILCs do not appear to have a greater
risk of failure than other types of insured depository institutions. However,
FDIC's disagreements generally focused on three primary areas—whether
consolidated supervision of ILC holding companies is necessary to ensure
the safety and soundness of the ILC; that FDIC’s supervisory authority may
not be sufficient to effectively supervise ILCs and insulate insured
institutions against undue risks presented by external parties; and the
impact that consolidated supervision of ILCs and their holding companies
would have on the marketplace and the federal safety net.

First, in its comments about consolidated supervision for ILCs and their
holding companies, FDIC stated that its bank-centric supervision,
enhanced by sections 23A and 23B of the Federal Reserve Act and the
Prompt Corrective Action provisions of the FDIC Improvement Act, is a
proven model for protecting the deposit insurance funds, and no additional
layer of consolidated federal supervision of ILC holding companies is
necessary. As stated in our report, we agree that FDIC’s approach has
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effectively mitigated the risk of loss to the Fund in some instances.
However, FDIC’s approach has only been tested on a limited basis in
relatively good economic times. FDIC also expressed concern that our
report did not include a comparison of the effectiveness and cost of FDIC's
bank-centric approach with the effectiveness and cost of consolidated
supervision. As stated in our report, the scope of this review did not include
an assessment of the extent to which regulators effectively implemented
consolidated supervision or any other type of supervision. Rather, we
focused on the respective regulators’ authorities to determine whether
there were any inherent limitations in these authorities. Consolidated
supervision is widely recognized nationally and throughout the world as an
accepted approach to supervising organizations that own or control
financial institutions and their affiliates, and we are not aware of any
empirical evidence, or a reliable method of gathering such evidence, that
could be used to draw meaningful conclusions about the costs and benefits
of either supervisory approach. Further, during our review we did not
become aware of any significant concerns over the cost of consolidated
supervision. While we recognize that consolidated supexvision would likely
pose some additional cost to ILC holding companies, determining the
extent of this cost would be speculative, depending on the scope of
coverage of consolidated supervision (including whether current ILC
parents would be grandfathered or whether ILCs below some size
threshold would be exempt). Further, we believe that as one considers any
additional costs, consideration should also be given to the benefits
obtained from the enhanced supervisory tools and authorities that ILC
regulators could use to better protect the Fund.

Further, FDIC believes that no additional layer of consolidated federal
supervision of ILC holding companies is necessary and asserts that the
report inappropriately repeated assertions by the Board which speculated
that excessive debt at the parent of Pacific Thrift and Loan (PTL), an ILC,
caused PTL to engage in higherrisk strategies that resulted in the ILC’s
failure. FDIC further stated that these assertions were not supported by the
FDIC-1G’s material loss review. We disagree that the information presented
in the report is not supported by the FDIC-IG’s review of PTL. As we report,
the IG did not specifically identify PTLs excessive debt as a cause of
failure. The IG found that inappropriate valuation of PTLSs residual assets
(i.e., the assets that PTL retained after it packaged and sold loans)
ultimately caused the collapse of the bank. As FDIC notes, it and the other
bank regulators have subsequently tightened rules for this valuation.
However, the collapse of PTL was not purely an issue of inappropriate
accounting. The IG found that while PTLs parent “was incurring

Page 83 GAO-05-621 Industrial Loan Corporations



138

monumental amounts of debt, no federal agency was present to regulate
these activities. The major problem with the borrowing arrangement was
whether or not {the parent} had the financial wherewithal to repay the debt
on a stand-alone basis without relying on PTL for financial support.” The
1G’s report also stated that PTUs new “management team immmediately
implemented an expansionary program of originating and selling subprime
mortgage loans...without regard to adequate policies, programs, and
controls {which] resulted in serious shortcomings.” We believe that one of
the significant benefits of consolidated supervision is that it may better
position a regulator to obtain an earlier awareness of possible problems
within a holding company structure that could have an impact on the
insured bank than does the FDIC's bank-centric approach. Had there been
a greater regulatory presence at the holding company, potentially, problems
at PTL may have been identified earlier or averted. Further, the Board's
view of all of the contributing factors to PTUs failure is necessary to have a
balanced discussion of this event.

Second, FDIC commented that it does not need any additional supervisory
authority and has an excellent track record of identifying potential
probleras at nonbank subsidiaries and taking appropriate corrective action.
FDIC further stated that the report too narrowly interpreted its
examination authority. We agree that within the scope of its authority, FDIC
has demonstrated that its supervisory approach has, in some instances,
effectively mitigated losses to the Fund. However, we disagree that the
report narrowly interprets FDIC’s various authorities and continue to
believe that consolidated supervision offers broader examination and
enforcement authorities that may be used to understand, monitor, and,
when appropriate, restrain the risks associated with insured depository
institutions in a holding company structure. Further, as stated in the report,
consolidated supervisors can compel holding companies and nonbank
subsidiaries to provide key financial and operational reports and can
impose consolidated or parent-oniy capital requirements that are important
tools used to help ensure the safety and soundness of an insured depository
institution. We continue to be concerned that FDIC’s bank-centric
approach relies on voluntary participation by regulated and unregulated
entities to provide this key information, and that this approach has only
been tested during a favorable economic environment. The ILC industry is
growing rapidly and some ILCs are becoming increasingly complex. Thus,
we believe it is important for the Congress to consider whether insured
institutions providing similar risks to the Fund should also be overseen by
bank supervisors that uniformly possess similar powers.
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Third, in its comments, FDIC also stated that consolidated supervision of
ILCs and their holding companies would result in greater federal
involvement with commercial parents and nonbank subsidiaries. While we
agree that more commercial entities would be subject to federal oversight,
we disagree with FDIC’s comment that such oversight “would represent a
new level of government fatrusion in the marketplace” and would “radically
restructure” the federal government’s role relative to commercial firms.
Subjecting commercial ILC holding companies to consolidated supervision
currently would affect a relatively small number of firms that chose to own
and operate ILCs and provide them with a similar level of oversight
afforded to other firms owning insured depository institutions. In so doing,
consolidated supervision could better ensure that there is sufficient
regulatory authority to effectively supervise these entities. Our report,
however, raises oversight concerns with not only commercial holding
company ownership of ILCs, but also discusses the development of a small
number of more complex ILCs owned by financial-oriented holding
companies that are currently exempt from consolidated supervision. At
this time, it is more so because of the advent of these larger institutions—
which increases the potential risk to the Fund—rather than commercial
ownership of ILCs, that we believe this lack of consolidated supervision
merits additional congressional scrutiny.

FDIC further stated that such supervision may call into question the
individual accountability of insured institutions owned by large
organizations to manage their own capital and could lead to an unintended
expansion of the federal safety net to these entities. We disagree that
consolidated supervision would have this effect since many institutions
currently manage their capital, and regulators assess its adequacy on a
consolidated basis. Further, the report does not advocate an expansion of
the federal safety net. Rather, this report advocates that ILCs and their
holding companies be regulated in a similar manner as other insured
depository institutions and their holding companies.

Historically, limited charter entities such as ILCs and nonbank banks were
exempt from consolidated supervision. However, ILCs have evolved from
small, limited purpose institutions and are exempt from business activity
limitations that generally apply to the holding companies and affiliates of
other FDIC-insured depository institutions offering similar services.
Further, ILCs may provide a greater means for mixing banking and
commerce than ownership of or affiliation with other insured depository
institutions. Given the changes and growth in the ILC industry, we see less
distinction now between ILC holding companies and other holding
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companies owning insured depository institutions, and it is unclear why a
different regulatory approach would be used to supervise ILCs. As aresult,
we continue to believe that Congress should consider various options such
as eliminating the current exclusion for ILCs and their holding companies
from consolidated supervision, granting FDIC similar examination and
enforcement authority as a consolidated supervisor, or leaving the
oversight responsibility of small, less complex ILCs with the FDIC, and
transferring oversight of large, more complex ILCs to a consolidated
supervisor.

As agreed with your office, unless you publicly announce the contents of
this report earlier, we plan no further distribution until 30 days from the
report date. At that time we will send copies of this report to the Chairman
and Ranking Minority Mermber of the Senate Committee on Banking,
Housing, and Urban Affairs; Chairman and Ranking Minority Member of the
House Committee on Banking, Housing, and Urban Affairs; and other
congressional committees. We also will send copies to the Federal Deposit
Insurance Corporation, the Board of Governors of the Federal Reserve, the
Office of the Comptrolier of the Currency, the Office of Thrift Supervision,
the Securities and Exchange Commission, and make copies available to
others upon request. In addition, the report will be available at no charge
on the GAO Web site at http:/www.gao.gov.

This report was prepared under the direction of Dan Blair, Assistant
Director. If you or your staff have any questions regarding this report,
please contact me at (202) 512-8678 or hillmanr@gao.gov. Contact points
for our Offices of Congressional Relations and Public Affairs may be found
on the last page of this report. Key contributors are acknowiedged in
appendix IV.

Sincerely yours,

e =Y | —

Richard J. Hillman
Managing Director, Financial Markets
and Community Investment
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Appendix I

Objectives, Scope, and Methodology

To describe the history and growth of the industrial loan corporation (ILC)
industry, we analyzed Federal Deposit Insurance Corporation (FDIC) Call
Report and Statistics on Depository Institutions (SDI) data on ILCs
including total assets and estimated insured deposits from 1987 through
2004 to determine the (1) nuraber of ILCs by year and by state, (2) total ILC
industry assets by year and by state, and (3) ILC industry estimated insured
deposits as a percentage of total estimated insured deposits by year. Prior
to using the Call Report and SDI data, we assessed its reliability by (1)
reviewing existing information about both data systems (2) interviewing
agency officials knowledgeable of both data systems to discuss the sources
of the data variables and the controls in place to ensure the accuracy and
integrity of the data, and (3) performing various electronic tests of the
required data elements. Based on our work, we determined that the data
from both the Call Report and SDI systems were sufficiently reliable for the
purposes of this report.

To describe the permissible activities and regulatory safeguards for ILCs as
compared with state nonmember banks, we reviewed federal and state
legislation, regulations, and other guidance regarding ILCs and banks. We
interviewed state bank regulators from the Utah Department of Financial
Institutions, the California Department of Financial Institutions, and the
Nevada Financial Institutions Division. We focused on ILCs and regulators
in these three states because over 99 percent of the ILC industry assets
exist in these states. We also interviewed key management officials of
various ILCs in these states that were representative of the various sizes
and business strategies, including: large businesses with activities that
were predominantly within the financial services sector; businesses that
were primarily credit card operations; captive financing arms of
commercial holding companies; and a small, community-oriented banking '
institution. In addition, we interviewed management officials from the
headquarters of FDIC, as well as field staff from FDIC's San Francisco
Regional Office and the FDIC Salt Lake City Field Office that are
responsible for the supervision of ILCs located in California, Nevada, Utah,
and other states. We also interviewed officials from the Board of Governors
of the Federal Reserve (Board).

To compare FDIC's supervisory authority over ILC holding companies and
affiliates with the consolidated supervisors’ authority over holding
companies and affiliates, we analyzed legislation and regulations that
govern the supervision of insured depository institutions, including ILCs
and their holding companies, banks and their holding companies, and
thrifts and their holding companies. We focused our comparison from a
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safety and soundness perspective primarily on the Board's consolidated
supervision of bank holding corpanies and their affiliates because these
entities may pose similar risks to insured depository institutions as ILCs
that exist in a holding company structure. However, because the Office of
Thrift Supervision (OTS) also supervises similar entities that pose similar
risks to insured depository institutions, we also reviewed OTS’ supervisory
authority. We also interviewed state banking regulators in California,
Nevada, and Utah, as well as officials headquartered in the offices of the
FDIC, the Board, and QTS who are knowledgeable of the supervisory
approach and authorities of these agencies.

To determine recent changes FDIC has made to its supervisory approach
for the risks that holding companies and affiliates could pose to ILCs and
whether differences in supervision and regulatory authorities pose
additional risk to the Fund, we interviewed knowledgeable FDIC officials
and obtained documentation regarding revised agency guidance on safety
and soundness examination procedures. We also compared agency
examination manuals and other guidance; interviewed agency officials
regarding the supervisory approach and supervisory authority of FDIC, the
Board and OTS; and spoke with state and FDIC regional staff responsible
for conducting examinations. Additionally, we synthesized and relied, as
appropriate, upon information from the FDIC Inspector General (FDIC-1G)
September 30, 2004, report entitled, The Division of Supervision and
Consumer Protection’s Approach for Supervising Limited-Charter
Depository Institutions because this report provided information on
FDIC's guidance and procedures for supervising limited charter depository
institutions, including ILCs, and summarized various recent actions that
FDIC had taken. Prior to relying on the FDIC-IG’s report, we performed
various due diligence procedures that provided a sufficient basis for relying
upon their work including obtaining information about the other auditors’
qualifications and independence; reviewing the other auditors’ external
quality control review report; and determining the sufficiency, relevance,
and competence of the other auditors’ evidence by reviewing the audit
report, audit program and documentation. We also reviewed and
synthesized information from the FDIC-IG’s material loss reviews of Pacific
Thrift and Loan and Southern Pacific Bank, two failed ILCs. To determine
what actions FDIC had taken as a result of these material loss reviews and
any other conditions existing in the banking industry at that time, we
interviewed FDIC management about the status of recommendations made
by the FDIC-IG in the material loss reviews.
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To determine whether ILCs allow for greater mixing of banking and
commerce than other insured depository institutions and whether this
possibility has any competitive implications, as well as to determine the
implications of granting ILCs the ability to pay interest on business
checking accounts and operate de novo branches nationwide, we reviewed
and synthesized academic, bank regulator, and other studies and literature
about the historic policy of mixing banking and commerce, potential
econoruies of scale and scope in the banking industry, and academic
literature on mixed banking and commerce in other countries. We also
interviewed and reviewed studies from academics who have published on
the subject of regulatory and competitive issues in the banking industry.
Additionally, we reviewed applicable laws and legislative proposals, press
reports, and other documents. Furthermore, we assessed the degree to
which other depository institutions are able to mix banking and commerce,
such as unitary thrifts, “nonbank banks,” merchant banks, and captive
finance subsidiaries. In addition, we reviewed applicable laws and
regulations and interviewed federal banking regulators from the FDIC,
Federal Reserve, and OTS. We also interviewed state banking regulators in
Utah, California, and Nevada and key management officials from several
ILCs in California, Nevada, and Utah, as well as representatives from the
Independent Community Bankers Association.

Finally, to more fully understand (1) the significance of the differences
between consolidated supervision of bank and thrift holding companies
and FDIC's supervision of ILCs and the potential risks that their holding
company and affiliate organizations may pose to the [LC, (2) the potential
for greater mixing of banking and commerce by ILC holding companies as
compared with other types of depository institutions, and (3) the potential
advantages and disadvantages of granting ILCs the ability to pay interest on
business checking accounts and open de novo branches nationwide, we
hosted a panel of experts. The panel members were selected from a list of
well-known and lmowledgeable officials from the FDIC and the Board,
academics, economists, industry practitioners, and independent
consuitants. The panel participants were selected to ensure a robust
discussion of divergent views on issues facing the ILC industry and bank
regulators.
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Comments from the Board of Governors of
the Federal Reserve System

BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON, D. C. 20558

ALAN GREENSPAN
CHAIRMAN

August 19, 2005

Mr. Richard Hillman

Director

Financial Markets and Community Investment
United States Government Accountability Office
Washington, D.C. 20548

Dear Mr. Hillman:

The Board appreciates the opportunity to review and comment on the
Government Accountability Office’s (GAQ) draft report concerning industrial loan
companies (GAQ-05-621). The Board concurs with and strongly supports the GAQ’s
conclusions.

ILCs are state-chartered, FDIC-insured banks that were first established in
the early 1900s to meet the borrowing needs of local industrial workers. Your report notes
that the ILC industry has changed dramatically in recent years. As the report states, the
laws of some states “have essentially placed ILCs on par with other FDIC-insured state
banks” in termns of permissible powers. In addition, the total assets held by ILCs have
grown by more than 3,500 percent between 1987 and 2004, and six ILCs are now among
the largest 180 banking organizations in the country.

A special exemption in current law, , allows any pany, di
a commercial firm or foreign bank, to acquire an ILC in a handful of states (principally
Utah, California, and Nevada) and avoid the i supervisory requi and

activity restrictions that apply to the corporate owners of other types of insured banks
under the federal Bank Holling Company Act (BHC Act). Consofidated supervision
provides important protections to the insured banks that are part of a larger organization as
well as the federal safety net that supports those banks, For this reason, the BHC Act and
other federal law grant the Board broad authority to examine and obtain reports from bank
holding companies and theis subsidiarie i tidated capital requi for
bank holding companies, and take supervisory or enforcement action against a bank
holding company or its nonbank subsidiaries to address unsafe or unsound practices before
these practices pose a danger to an affiliated bank,

The report also notes that current legislative proposals that would grant
exempt ILCs the authority 10 open de novo branches on an interstate basis, or offer
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Mr. Richard Hiliman
Page 2

10 busi would make it increasingly
for ies to establish 1LCs, rather thar other types of insured banks, and

thus avoid comohdm.ed supervision. In addition, because ILCs are exempt from the
definition of “bank” in the BHC Act, a foreign bank may acquire an FDIC-insured ILC
without meeting the requirement in the BHC Act that the foreign bank be subject 10
comprehensive supervision ona consohdated basis in its home country. Congress

ished this h lidated supervision requirement in 1991 for foreign
banks seeking to enter the bankmg business in the United States following the collapse of
Bank of Commerce and Credit International {BCCI).

Your report also properly highlights the broad policy implications that ILCs
raise with respect to maintaining the separation of banking and commerce. Because
Congress has closed the so-called “nonbank bank™ and unitary thrift loopholes, the ILC
exemption is now the primary means by which commercial firms may control an FDIC-
insured bank engaged in broad lending and deposit-taking activities. We believe it is
important for the Congress to decide, after a full and careful evaluation, whether broader
mixings of banking and commerce should be aliowed for ail banking organizations, rather
than ﬂ“Dng the nation’s policy on bankmg and commerce to be decided de facto through
the expl or ion of an Ip i only to one type of institution
chartered in certain states,

Board staff has separately provided GAO staff wechnical and correcting
comments on the draft report. 'We hope that these comments are helpful.

Thank you again for your efforts on this important marter.

i

rcly,
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Comments from the Federal Deposit
Insurance Corporation

@  FEDERAL DEPOSIT INSURANGE CORPORATION, Wathington OC 20420

DONALD E. POWELL e
CHAIRMAN August 29, 2005

Mr. Richard Hillman, Director

Fipancial Markets and Corummmity Investment
U.S. General Accounting Office

441 G Street, NW.

Washington, D.C. 20548

Dear Mr. Hillman;

Thank you for the opportunity to comment on the draft report entitled Industrial Loan
Corporations: Recent Asset Growth and Commercial Interest Highlights Differences in
Regulatory Authority (GAO-05-621). Your report doss not recommend cxecutive action.
However, we welcome this opportunity to respond 1o the report ind address the Matters for
Congressionat Consideration that you have raised.

The Federnl De'poan lnsurunce Corporation agrees with the report’s finding that “from an
ions (LCs) do not appear to have a greater risk of
raum than other types of u:surcd depository institutions.” The report also docwments the
FDIC’s lega! and supervisory authorities to address risks to insured ILCs that may be posed by
affiliated entities. The report nevertheless recommends that Congress consider strengthening
(the report’s term) the regulation of parent companies of ILCs by subjecting them to the same
consofidated supervision as is current]y applied to bank holding compenies. The FDIC believes
these suggested changes in regulation are uimecessary from a safety and soundness perspective,
and would inappropriately change the relationship between the federal banking agencies and the
non-bank sector of the .S, economy.

As outlined in more detail in this Jetter, the FDIC does not believe that consolidated
supervision of an ILC’s corporate owner is necessary to ensure the safety and soundness of the
ILC itgelf. The FDIC disagrees with the GAQ's finding that our regulatory suthorities may not
be sufficient to cffectively supervige, regulate, or take enforcement ection to insulate insured
institutions against undue risks presented by extemal partics. We believe the GAO’s finding is
founded on e misinterpretation of the legal basis underlying the regulatory suthorities of both the
FDIC ang the Federal Reserve Board of Governors (Foderal Reserve). The core of each bankmg
agency's statutory mandate for supervision is preserving the safety and soundness of insured
depository institutions. We believe the record shows the FDIC's authorities are as effective in
achicving this goal a3 arc the authorities of consolidatod supervisors.

The FDIC also believes consolidated sup:rvmon of ILC parents would change the
reletionship between the federal banking agencics and the non-bmk sector of the U.S. econamy
in undesirable ways, This includes the p ial for an uni ion of the federal
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banking safety net, and the costs of imposing bank-like regulation on a greatér share of U.S,
economic activity. The GAQ bases its recommendations in part on tha idea that ILCs benefit
from an uneven competitive playing field, since their parent companies are not subject to the
same type of consolidated supervision that applies to other corporate owners of insured banks.
Ag noted by a number of penelists at & symposivm the GAQ to assist in the preparation
of this report, however, there are reasons why commercial and other non-bank owners of ingured
banks should not be subject to consolidated banking agency supervision. Commercial firms and
entities such as broker-dealers are, and should remain, outside the scope of the federal banking
safety net. Imposing activity restrictions and other aspects of bank-like regulation on firms that
histarically have not been subject to such regulation has costs, and these costs need to be
weighed against any perceived safety-and-soundness benefits to insurcd entitias.

The necessity of consolidated federal supervision of all large conglomerates that own
banks is a new idea. In March, 1997, Federal Reserve Chairman Alan Greenspan told Congress:

...we would hope that should the Congress authorize wider activities for financial
services holding companies that it recognize that a bank, which is a minor part of
such an organization (and i its associeted safetynet), cen be protected through

bank capital req and the ap of Sections 23A and 23B
of the Federal Reserve Ar.t The case is weak, in our judgment, for umbreila
supervision of a holding company in which the bank it not the dominant unit and
is not Jarge enough to induce systemic probliems should it fail.] [Emphesis

added].

More recently, proponents of consolidated supervision appear to have moved away from
the views d by Chairman Greenspan and toward a more absolute clalm that the safety
and soundness of an insured fi ial institution requires the lidated, top-down supervision

of its corporute owner. This approach, which the GAQ endorses, is based on the idea that
supervisors should mirror busmess processes used in the privato sector. Enterprise risk
mamgemmt pmoesses, used by & number uf luge bmkms urgammuans arg chmlmzcd bya

. h to isk prise risk
ma.nagcment 25 used in these firms, is msmually 2 lool 10 bener manage private profits and
safeguard the interests of holding company shereholders. However, its use s a model on which
federal bank supervisors would base their efforts to safoguard individual insured banks within
largo is a5 yet unp: . Indeed, by appearing to the operation of
insured entities in ) more as i parts of  broeder organization, and fess as
insulated entities, consolidated supervision going forward could have the unintended offect of
extending the scope of the safety net, rather than containing it.

For these reasons, lhe FDIC believes that a supervisory epproach that focuses on
lating the insured ion and the federal safety net from extemnal risks (the
bank-centric approach) is an appropriate supervisory mode! for [LCs and their parent companies.

! Tostimeny of Chairman Almn Greenspan before the Subcommitise on Capital Markets, Securities and Government
Sponsored Enterprises of the Coramittez on Brnking and Fisancial Scrvices, U.S. Houss of Representatives,
March 19, 1957,

N
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The? mmnder of uus lmcr provides further discussion of the triick record of supervision, ”
the i in * supervisory authorities, cartain issues

relatod to banking agency supe:rvmcm of commercial firms, and the scope of the federal banking
safety net.

The Tra: d of Supervisio

Surprisingly, in recommending one mode of supervision over another, the report attempts
1o comparison of how these methodologies have fared in protecting the deposit insurance funds,
or their relative costs and benefits. Not only does the Teport attempt no systematic study of these
issues, it ignores opp ities for relevant For ple, while ing that
the FDIC successfully insulated from failure the insured ILC of a large, bankxupt, commerczal
parent company, the report does not provide similar examples where a large bank holding
company failed without any fosses to its insured subsidiaries,

In the absence of any factual comparison of how various models of holding company
supervision have fared in protecting the deposit insurance funds, the GAO report locks to a
single ILC failure, Pacific Thrift and Loan (PTL), and repeats assertions by representatives of the
Federal Reserve who speculate that excessive debt at PTL’s parent caused the bank to cngage in
higher-risk strategies that resuited in the bank’s failure. The assertions, however, are not
supported by the FDIC Inspector (General's Material Losa Review finding that, “PTL"s overly
optimistic valuation assumptions resnited in inflated values that were unrealizablo.” PTL did not
fuil a5 a result of parent company debt, and neither the Federal Reserve nor the GAO presents
any cvidence that an examination of the parent company by a consolidated supervisor would
have prevented the failure of this insured institution. The Federal Reserve's assertions in this
case are ali the more surprising in view of the fact that it joined the FDIC and other bank
regulators in responding to the failure of PTL and other non-ILC institutions by tightening the
rules for valuations of residual assets, not by taking any action to address problems with
excessive parent compeny debt.

The FDIC believes that bank-centric supervision, as applied by the National Bank Act
and the FDI Act, and enhanced by Sections 23A and 23B of the Federal Reserve Act and the
Promopt Corrective Action provisions of the FDIC Improvement Act, is a proven mode} for
protecting the deposit insurance funds, and no additional layer of consolidated federal
supervision of ILC parents is necessary,

Ths Leeal Authority for Supervision

The FDIC’s supervisory philosophy of insulating the insured 1L.C, benk, or trift, is

rooted in the absolute accountability of inswred institution boards of di for the g

of their institutions. Transaction testing at the insured entity, traced &s needed through parent

wmpanlu and affiliates, is mtundzd 0 ensure tbat undue parent company influence is not being
bank are evaluated onsite, whether at the bank or, where those

functions are oumomeed to affiliates, at those entities. [dentifying and addressing ineppropriate

influence by affiliated enhmss is included in the scope of every nxammamm, but the degres of

insulation the FDJC requires i y ag id d risk i and can reach the
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point where the bank is completely walled off from its affiliatés with &1l major décisions
requiring FDIC approval,

One of the canual t.hemes of the report is that the FDIC’s authority to examine an affiliate
of an insured d ion s $o restricted that reputation risk from an affiliate that has
no direet mlnt:onshlp wnh the ILC ¢ould go undetacted. Contrary to GAQ’s legal mm-pmatxon,
the FDIC's affiliate examination authority is not d dent upon the exi: of any p
kind of relationship, nor is it limited to discrete macnuns between an ILC and its affilinte,

The FDIC dos not agree that its exammatxon authority is properly interpreted so narrowly. In
actual even in probl or failure cases, the FDIC has always heen able to
exercise its examination aulhomy broadly enough to fulfill its supervisory duties.

The GAOQ report points to perceived limitations on the FDIC’s supervisory authority that
might prevent it from exercising authority over certain non-banking affiliates. Yet, a careful
mdmg of thc report rvvcnls that the authoritics of consolidated supervisors are subject to almost

th , the GAO report acknowledges mm additional power available
to the FDIC alone: “[a]s demonsnrated by the numbsr of i msuumons that took measures to
enhance the safety and soundness of the insured depository ion, the threat of
termination has been an effective supervisory measure in many instances.”

‘Whether in the case of a consolidated supervisor or the FDIC, the financial institution

supervisor must rely on knowledge of a p ial problem at a non-bank idiary and have
some reason to believe that problem may adversely affoct the insured depository institution
before the supervisor can take direct action. The FDIC has an exceljent track record of doing so
even without the consolidated supervisory powers itemized in tho repost. Tn termms of the relevant
goal of safeguarding the federal banking safety net, any conclusion that the FDIC's affiliate
examination guthority ig less effective in practico than that of consolidated supervisors is not
supported by the historizal record,

Consolidated supervision implies that a federal banking regulator would oversee the
comumercigl parent and its affiliates, and that ial activities i ingly would be subject
to regulation designed for banks. The potential result of implementing the GAQ's
recommendation would be that federal banking regulators may exercise supervisory oversight
over large sectors of the U.S. economy. This would anew level of g
intrusion in the merketplace — in fact, it would amount to a radical restructuring of the
longstanding role of the federal government relative to commercial firms. Such s approach also
would raise significant abaut legal P & » and the
upwarranted expansion of the federal safety net.

It should also be noted that consolidated supervision of a large, commercial organization
i subject to certain practical constraints. The legal structures of many of these companies are
intentionally segregated, with some large companies heving hundreds of subsidiaries. Many
financial holding companies are similarly diverse. An individual review of sach subsidiary
would be extremely time-consuming and would be unlikely to yield information useful to the
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effective supervision 6f the subsidiary bark. As a result, consolidated supervisors hidve tended to
focus on & high-leve] review s the only time-effective, practical approach to the supervizion of
these entities. The argument that consolidated supervision of a company such as General
Electric would benefit bank regulators by improving familiarity with a non-bank affiliate, such as
the consumer electronics division of the company, is not compelling from either a logistical or a
riak identification standpoint.

solidated ervision roach d the F ety Net

In the United States, the federal safety net is provided to insured banks, not their holding
companies and affiliates. Preventing the fedoral safety net from supporting risks taken outside
insured banks has been the most often-stated reason for the existence of bank holding company
supervision.

Recemly, however, the Federal Reserve endorsed the conoept of entexprise-wide
supervision, founded on the principle that government supcrvmon must mirror the manner in
which comp d. The FDICis d that some aspects of this new
supervisory s.ppmnr.h may detract from echieving the traditional goal of preventing mnsured
entities from supporting nisks taken in parents or affiliates. Under an enterprise-wide supervigion
approach, it appears that the supervisory vision of an insured bank as an independent entity may
be supplanted by 8 supervisory vision of an insured bank as an integrated component of a larger
organization. Enterprise supervision by holding company management, and the top-down
epproach to Basel II advocated by the Federal Rescrve, have the potential to call into question
the individual accountability of insured institutions owned by large organizations to menage their
own capital,

Asupmsoxygoalofmsuhmganinsmedbmkﬁwmﬁskstakenbymnfﬁﬁmis
f\mdnmmu.l!y d.lﬂ'erent ﬁvm o supervisory goal of integrating that bank with its affiliates.
ys the risk: ponsibilities of insured entities operating in
financial conglomm.tw A supervisory regime that in any way supports the idea that insured
banks are not fully accountable for their own risk management, combined with a capital regime
that promotes the concept that an insured institution’s risk should be measured together with its
afiliates, effectively expands the federal safety net.

The regulatory approach of the FDIC focuses on-the insured entity and the importance of
The supervision raodel proposed by the GAO

for consxdmuon by Congress not only endangers these legal-entity distinctions, but also raises
the posmbxhty of extending the fedml safety net beyond the insured entity. To the extent banks

grated and as dep of their hoiding company, especially if regulators by
means of their supervisory methodology are actively p ng this there is a danger
that the bank could be heid tiable for the debts or conduct of an a.ﬁhate This pxm:mg of the
corporate veil seams far more likely under an “integration™ philosophy of supervision than it
does under an “insulstion™ philosophy.
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Conclasion

Congress must ensure that a financial regulatory framework is in place that adequately
controls the potential cost of the federal banking safety net. This includes deciding how
involving the hip of banks by 18} firms should be regulated.

The GAO report articulated one vision of such regulation—consolidated banking agency
supervision of the commercial parent. We are concerned with such an approach, and we believe
the federal safety net is best protected in such situarions by e bank-centric regulatory approach
that focuses on bank insulati P and the legel ility of bank
directors and officers.

The FDIC believes these issues will be an important subject for public policy debate in
the years ahead. We stand ready to provide the GAO, Congress and other interested persons
with any information we can in order to contribute to an appropriate resolution of these
important questions.

Sikeere]

d E. Poweli
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L
Obtaining Copies of
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Chairman Dodd, Ranking Member Shelby, and members of the Committee, I am pleased
to appear today to provide the views of the Board of Governors of the Federal Reserve System
on industrial loan companies (ILCs). The Board commends the Committee for holding this
hearing and for considering ways of addressing the important public policy implications raised
by the special exception for ILCs in federal law. The Committee is no stranger to the issues
raised by the ILC exception. ILCs are state-chartered banks that have virtually all of the powers
and privileges of other insured commercial banks, including the protections of the federal safety
net--deposit insurance and access to the Federal Reserve’s discount window and payments
system. Nonetheless, [LCs operate under a special exception to the federal Bank Holding
Company Act (BHC Act). This special exception allows any type of firm, including a
commercial firm or foreign bank, to acquire and operate an ILC chartered in one of a handful of
states without complying with the standards that Congress has established for bank holding
companies to maintain the separation of banking and commerce and to protect insured banks, the
federal safety net and, ultimately, the taxpayer.

We believe it is critical that Congress now consider and address the important public
policy implications raised by the ILC exception, particularly in light of the dramatic recent
growth and potential future expansion of banks operating under this special exception. Only
Congress can craft a solution that addresses the full range of issues created by the ILC exception
in a permanent, comprehensive and equitable manner. Your decisions on these matters also will
influence the structure, soundness and resiliency of our financial system and economy.

The Board believes the best way to prevent this exception from further undermining the
general policies that Congress has established and further promoting competitive and regulatory

imbalances within the banking system is to close the loophole in current law to new acquirors of
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ILCs. This is precisely the approach that Congress has taken on previous occasions when earlier
loopholes began to be used in unintended and potentially damaging ways.
The ILC Exception and its Origins

The Board’s concermns arise from the fact that the corporate owners of ILCs operate
outside the prudential framework and statutory activity provisions that apply to all other
corporate owners of full-service insured commercial banks. The BHC Act, originally enacted in
1956, provides a federal framework for the supervision and regulation of companies that own or
control a bank and their affiliates. This comprehensive framework is intended to help protect the
safety and soundness of corporately controlled banks that have access to the federal safety net
and to maintain the general separation of banking and commerce in the United States. It does so
principally in two ways. First, the act provides for all bank holding companies, including
financial holding companies formed under the Gramm-Leach-Bliley Act (GLB Act), to be
supervised on a consolidated or group-wide basis by the Federal Reserve. Second, the act
prevents bank holding companies from engaging in general commercial activities. Instead, the
act allows financial holding companies to engage only in activities that Congress or the Board (in
consultation with the Treasury Department, in certain cases) has determined to be financial in
nature or incidental or complementary to a financial activity. The act also requires as a condition
for engaging in broad securities underwriting, insurance and other financial activities that the
financial holding company maintain the financial and managerial strength and satisfactory

Community Reinvestment Act (CRA) performance of its depository institution subsidiaries.’

! Bank holding companies that do not meet these tests of strong capital and management and satisfactory CRA

performance are permitted to engage only in a narrower range of activities that have been found to be “closely
related to banking.”
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The ILC exception allows a company to acquire an insured bank chartered in one of a
handful of states--principally Utah and California--outside this supervisory and regulatory
framework. The special exception for ILCs was enacted in 1987. At that time, the size, nature
and powers of ILCs were quite restricted. ILCs engaged primarily in making small loans to
industrial workers and for many years generally were not permitted to accept deposits or obtain
deposit insurance from the Federal Deposit Insurance Corporation (FDIC). As of year-end 1987,
the largest ILC had assets of approximately $410 million and the average asset size of all ILCs
was less than $45 million. The relevant states with ILCs also were not actively chartering new
ILCs. At the time the exception was enacted, for example, Utah had only eleven state-chartered
ILCs and had imposed a moratorium on the chartering of new ILCs. Moreover, interstate
banking restrictions and technological limitations made it difficult for institutions chartered in an
eligible state to operate a retail banking business regionally or nationally.

Changing Character and Nature of ILCs

What was once an exception with limited and local reach has now become the avenue
through which large national and international financial and commercial firms have acquired
federally insured banks and gained access to the federal safety net. Indeed, dramatic changes
have occurred with ILCs in recent years that have made ILCs virtually indistinguishable from
other FDIC-insured commercial banks. For example, in 1997, Utah lifted its moratorium on the
chartering of new ILCs, allowed ILCs to call themselves banks, and authorized ILCs to exercise
virtually all of the powers of state-chartered commercial banks. Since that time;, Utah also has
begun to charter new ILCs and to promote them as a method for companies to acquire a federally
insured bank while avoiding the requirements of federal supervision and regulation under the

BHC Act.



158

4

As a result of these and other changes, the aggregate amount of assets and deposits held
by all ILCs operating under this exception increased substantially just in the nine years between
1997 and 2006, with assets increasing by more than 750 percent (from $25.1 billion to
$212.8 billion) and deposits increasing by more than 1000 percent (from $11.7 billion to
$146.7 billion). In fact, in 2006 alone, the assets and deposits of ILCs increased by $62.7 billion
and $38.8 billion, respectively. The number of ILCs chartered in Utah also has nearly doubled
since 1997, while the number of ILCs has declined in the few other states permitted to charter
exempt ILCs.

The nature and size of individual ILCs and their parent companies also have changed
dramatically in recent years. While the largest ILC in 1987 had assets of approximately
$410 million, the largest ILC today has more than $60 billion in assets and more than $51 billion
in deposits, placing it among the twenty largest insured banks in the United States in terms of
deposits. An additional twelve ILCs each have more than $1 billion in deposits. And, far from
being locally owned and focused on small-dollar consumer loans, many ILCs today are
controlled by large, internationally active companies and are used to support various aspects of
these organizations’ complex business plans and operations.

‘While the growth of ILCs and diversity of ownership in recent years are striking, it also is
important to keep in mind that the exception currently is open-ended and subject to very few
statutory restrictions. Although only a handful of states have the ability to charter exempt ILCs,
there is no limit on the number of exempt ILCs that these states may charter, and the FDIC
currently has several applications pending to establish new ILCs or to acquire existing ones.

Moreover, federal law places no limit on how large an ILC may become and only one
restriction on the types of activities that an ILC may conduct. That restriction prevents most

ILCs from accepting demand deposits that the depositor may withdraw by check or similar
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means for payment to third parties. This federal restriction has lost much of its meaning as ILCs
have entered the world of retail banking by offering retail customers negotiable order of
withdrawal (NOW) accounts--transaction accounts that are functionally indistinguishable from
demand deposit accounts. Retail and corporate banking activities also are aided by the fact that
federal law does not restrict ILCs of any size from collecting FDIC-insured savings or time
deposits from institutional or retail customers or from offering the full range of other banking
services, including commercial, mortgage, credit card, and consumer loans; cash management
services; trust services; and payment-related services, such as Fedwire, automated clearinghouse
(ACH) and check-clearing services. Moreover, federal law permits ILCs to branch across state
lines to the same extent as other types of insured banks. And, due to advances in
telecommunications and information technology, some ILCs now conduct their activities
throughout the United States--without physical branches--through the Internet or through
arrangements with affiliated or unaffiliated entities.
Public Policy Implications of the Exception

Without action, further expansion of banks operating under this exception threatens to
undermine several fundamental policies that Congress has established and reaffirmed governing
the structure, supervision and regulation of the financial system. The ILC exception also fosters
an unfair and unlevel competitive and regulatory playing field by allowing firms that acquire an
insured ILC in a handful of states to operate outside the activity restrictions and consolidated
supervisory and regulatory framework that apply to other community-based, regional and
diversified organizations that own a similarly situated bank. Addressing these matters will only
become more difficult if additional companies are permitted to acquire and operate IL.Cs under

this special exception.
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Bank Affiliations with Commercial Entities. For many years, Congress has sought to
maintain the general separation of banking and commerce in the United States and has acted
affirmatively to close loopholes that create significant breaches in the wall between banking and
commerce. For example, one of the primary reasons for enactment of the BHC Act in 1956, and
its expansion in 1970 to cover companies that control only a single bank, was to help prevent and
restrain combinations of banks and commercial firms under the auspices of a single holding
company. And, when the so-called “nonbank bank” loophole threatened to undermine the
separation of banking and commerce, Congress acted in 1987 to close that loophole.

In doing so, Congress was motivated by several concerns. One concern was that
allowing the mixing of banking and commerce might, in effect, lead to an extension of the
federal safety net to commercial affiliates and make insured banks susceptible to the reputational,
operational and financial risks of their commercial affiliates. Congress also expressed concern
that banks affiliated with commercial firms may be less willing to provide credit to the
competitors of their commercial affiliates or may provide credit to their commercial affiliates at
preferential rates or on favorable terms. Moreover, Congress expressed concern that allowing
banks and commercial firms to affiliate with each other could lead to the concentration of
economic power in a few very large conglomerates.2

Congress reaffirmed its desire to maintain the general separation of banking and
commerce as recently as 1999, when it passed the GLB Act. That act closed the unitary-thrift

loophole, which previously allowed commercial firms to acquire a federally insured savings

2 See S. Rep. No. 100-19 (1987); S. Rep. No. 91-1084 (1970); H.R. Rep. No. 84-609 (1955).
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association. At the same time and after lengthy debate, Congress decided to allow financial
holding companies to engage in only those activities determined to be financial in nature or
incidental or complementary to financial activities. In fact, in passing the GLB Act, Congress
rejected earlier proposals that would have allowed financial holding companies to engage
generally in a “basket” of commercial activities or that would have allowed commercial firms to
acquire a small bank without becoming subject to the BHC Act?

The ILC exception, however, allows commercial firms to evade these decisions and
acquire an FDIC-insured bank with broad deposit-taking and lending powers. It is no
coincidence, for example, that commercial firms began to show an increased interest in ILCs
only after Congress closed the unitary-thrift loophole in 1999.

The question of whether to allow firms engaged in commercial activities to own or
acquire an insured ILC is one that has potentially far-reaching implications for the structure and
soundness of the American economy and financial system. We believe it is a decision that
should be made deliberately by Congress after hearings, debate, and careful review of the
potential benefits and costs to the taxpayer and the economy. This is not a policy that should be
established by exploitation of a loophole that was intended for a few small, special purpose
entities. This is especially true because pressures likely will build to expand to banking
organizations more generally any new policy applied to the owners of ILCs. Once permitted,

any general mixing of banking and commerce also is likely to be difficult to disentangle.

3 The GLB Act did provide certain nonbanking firms that became a financial holding company after

November 1999 up to ten years to divest their impermissible commercial holdings if the firm was and remained
“predominantly financial.” See 12 U.S.C. § 1843(n). All commercial investments held under this authority must be
divested no later than November 12, 2009.
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Once these decisions are made, we see no reason to allow the owners of insured ILCs to make
investments and conduct activities denied to owners of similarly situated full-service insured
banks.

Bank Affiliations with Financial Firms. Besides restricting the mixing of banking and
commerce, Congress also has placed preconditions on the ability of firms that are purely
financial to affiliate with banks. The GLB Act allows a bank holding company to engage in a
broad range of financial activities, including securities underwriting, various insurance activities
and merchant banking, only if the holding company keeps all of its subsidiary depository
institutions well capitalized and well managed and achieves and maintains at least a satisfactory
CRA record at all of the company’s subsidiary insured depository institutions. These
requirements help ensure that banks operating within a diversified financial company remain
financially and managerially strong and help meet the credit needs of their entire communities,
including low- and moderate-income families and communities. The ILC exception undermines
these requirements by allowing financial firms to own and operate an FDIC-insured bank
without abiding by the capital, managerial, and CRA standards established in the GLB Act.

Consolidated Supervision of Domestic and Foreign Banking Organizations. The ILC
exception in current law also undermines the supervisory framework that Congress has
established for the corporate owners of insured banks, as well as for foreign banks that seek to
enter the banking business in the United States. ILCs are regulated and supervised by the FDIC
and their chartering state in the same manner as other types of state-chartered, nonmember
insured banks and the Board has no concerns about the adequacy of this existing supervisory
framework for ILCs themselves. However, due to the special exception in current law, the

parent company of an ILC is not considered a bank holding company. This creates special
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supervisory risks because the ILC’s parent company and nonbank affiliates may not be subject to
supervision on a consolidated basis by a federal agency.

History demonstrates that financial trouble in one part of a business organization can
spread, and spread rapidly, to other parts of the organization. Moreover, as recent events have
confirmed, large organizations increasingly operate and manage their businesses on an integrated
basis with little regard for the corporate boundaries that typically define the jurisdictions of
supervisors. Risks that cross legal entities and that are managed on a consolidated basis cannot
be monitored properly through supervision directed at any one, or even several, of the legal
entity subdivisions within the overall organization.

It was precisely to deal with these risks to safety and soundness that Congress established
a consolidated supervisory framework for bank holding companies that includes the Federal
Reserve as supervisor of the parent holding company and its nonbank subsidiaries in addition to
having a federal supervisor for the insured depository institution itself. This framework allows
the Federal Reserve to understand the financial and managerial strengths and risks within the
consolidated organization as a whole and gives the supervisor the statutory authority and ability
to identify and resolve significant management, operational, capital or other deficiencies within
the overall organization before they pose a danger to the organization’s subsidiary insured banks.
These benefits help explain why many developed countries, including those of the European
Union, have adopted consolidated supervision frameworks and why it is becoming the preferred
approach to supervision worldwide.

In the United States, the BHC Act has long provided the Federal Reserve broad authority
to examine a bank holding company (including a financial holding company) and its nonbank

subsidiaries, whether or not the company or nonbank subsidiary engages in transactions, or has
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relationships, with a depository institution subsidiary.* Pursuant to this authority, the Federal
Reserve routinely conducts examinations of all large, complex bank holding companies and
maintains inspection teams on-site at the largest bank holding companies on an ongoing basis.
These examinations, which are conducted using well-established procedures, manuals and
systems, allow the Federal Reserve to review the organization’s systems for identifying and
managing risk across the organization and its various legal entities and to evaluate the overall
financial strength of the organization. By contrast, the primary federal supervisor of a bank,
including an ILC, is authorized to examine the parent company and affiliates (other than
subsidiaries) of the bank only to the extent necessary to disclose the relationship between the
bank and the parent or affiliate and the effect of the relationship on the bank.

Using its authority under federal law, the Federal Reserve also has established
consolidated capital requirements for bank holding companies. These capital requirements help
ensure that a bank holding company maintains adequate capital to support its group-wide
activities, does not become excessively leveraged, and is able to serve as a source of strength, not
weakness, for its subsidiary insured banks. The parent companies of exempt ILCs, however, are
not subject to the consolidated capital requirements established for bank holding companies and,
as the FDIC has noted, may have no expectation that they should serve as a source of strength to
their subsidiary ILC. Indeed, among the factors contributing to the failure of a federally insured

ILC in 1999 were the unregulated borrowing and weakened capital position of the corporate

* In the case of certain functionally regulated subsidiaries of bank holding companies, the BHC Act directs the
Board 1o rely to the fullest extent possible on examinations of the subsidiary conducted by the functional regulator
for the subsidiary, and requires the Board io make certain findings before conducting an independent examination of
the functionally regulated subsidiary. 12 U.S.C. §1844(c)(2)(B). These limitations also apply to the FDIC and other
federal banking agencies in the exercise of their more limited examination authority over the nonbank affiliates of an
insured bank, such as an ILC. See 12 U.S.C. § 1831v.
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owner of the ILC and the inability of any federal supervisor to ensure that the parent holding
company remained financially strong.

Federal law also gives the Federal Reserve broad enforcement authority over bank
holding companies and their nonbank subsidiaries. This authority includes the ability to stop or
prevent a bank holding company or nonbank subsidiary from engaging in an unsafe or unsound
practice in connection with its own business operations, even if those operations are not directly
connected with the company’s subsidiary banks. On the other hand, the primary federal bank
supervisor for an ILC may take enforcement action against the parent company or a nonbank
affiliate of an ILC to address an unsafe or unsound practice only if the practice occurs in the
conduct of the ILC’s business. Thus, unsafe and unsound practices that weaken the parent firm
of an ILC, such as significant reductions in its capital, increases in its debt or its failure to
monitor and address the risks in its nonbanking affiliates, are generally beyond the scope of the
enforcement authority of the ILC’s primary federal bank supervisor.

Consolidated supervisory authority is especially helpful in understanding and, if
appropriate, requiring mitigation of the risks to the federal safety net when a subsidiary bank is
closely integrated with, or heavily reliant on, its parent organization. In these situations, the
subsidiary bank may have no business independent of the bank’s affiliates, and the bank’s loans
and deposits may be derived or solicited largely through or from affiliates. In addition, the
subsidiary bank may be substantially or entirely dependent on the parent or its affiliates for
critical services, such as computer support, treasuq operations, accounting, personnel,
management, and even premises. This appears to be the case at a number of ILCs. For example,
the FDIC noted in its recent rulemaking that some of the large corporate owners of ILCs tend

to use these banks in ways that involve “unusual, affiliate-dependent” business plans and data



166

-12-

show that seven of the ten largest ILCs each have more than $3 billion in assets but fewer than
seventy-five full-time employees.

In addition to constructing a consolidated supervisory framework for domestic banking
organizations, Congress has made consolidated supervision a prerequisite for foreign banks
seeking to acquire a bank in the United States. Following the collapse of the Bank of Credit and
Commerce International (BCCI)--a foreign bank that lacked a single supervisor capable of
monitoring its global activities--Congress amended the BHC Act to require that the Board
determine that a foreign bank is subject to comprehensive supervision on a consolidated basis in
its home country before the foreign bank may acquire a U.S. bank or establish a branch, agency
or commercial lending company subsidiary in the United States. The ILC exception, however,
allows a foreign bank that is not subject to consolidated supervision in its home country to evade
this requirement and acquire an FDIC-insured bank with broad deposit-taking and lending
powers.

Fair Competition and Other Issues. The supervisory and regulatory differences that [
have just discussed not only have safety and soundness consequences, they also have important
competitive and structural consequences. The exception in current law creates an unlevel
playing field among organizations that control a bank because it allows the corporate owners of
ILCs to operate under a substantially different framework than the owners of other insured
banks. These advantages provide incentives for firms to continue to exploit the exception and
create the opportunity for firms to engage in “regulatory arbitrage.” Over time, such actions
could lead to shifts in the structure and supervision of the financial system and the Federal

Reserve's ability to prevent or respond quickly to financial crisis.
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S. 1356, the Indusirial Bank Holding Company Act of 2007

S. 1356, the Industrial Bank Holding Company Act of 2007, as introduced addresses
some of the public policy issues raised by the ILC exception. That bill takes the important step
of recognizing that the supervisory gaps created by the ILC exception need to be addressed. To
do so, the bill would grant the FDIC new supervisory authority for the existing and future
corporate owners of ILCs (other than those that are already supervised by a federal banking
agency or the Securities and Exchange Commission) that is similar to the authority that the
Federal Reserve has with respect to bank holding companies. In addition, the bill would allow a
foreign bank to acquire an insured ILC only if the Board (in consuiltation with the FDIC)
determines that the foreign bank is subject to comprehensive, consolidated supervision in its
home country under the same standards in the BHC Act that apply to other banking proposals by
a foreign bank. The Board supports these efforts to close the domestic and foreign supervisory
gaps created by the ILC exception.

On the other hand, the bill would continue to allow new and expansive combinations of
banking and commerce. It also would continue to allow firms and foreign banks that engage in
broad securities underwriting, insurance and other financial activities to use an ILC to evade the
well-capitalized and well-managed requirements and satisfactory CRA standard established
under the GLB Act. In this way, the bill would perpetuate competitive imbalances and
encourage the continued growth of firms operating under the ILC exception, placing further
pressure on the policies established by Congress in these areas for the corporaté owners of other
insured banks.

With respect to the banking and commerce issue, the bill would allow any firm to acquire
or establish an ILC in the future and derive up to 15 percent of its consolidated annual revenues

from commercial activities. No similar “basket” is available to the corporate owners of other
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full-service insured banks. This 15 percent commercial “basket™ also is quite sizable and
potentially would allow new firms that acquire an ILC to have significant commercial holdings.
For example, several existing firms that engage in financial activities could acquire an ILC and,
at the same time, meet the 15 percent test in S. 1356 even if the firm owned a commercial
company the size of Koh!’s, U.S. Steel, Waste Management, Office Depot, Nike, Hilton Hotels
or Southwest Airlines.

The size of this commercial basket also may be affected by the mechanism established in
S. 1356 for defining what activities would be considered “commercial” or “financial” for ILC
owners. The bill does not define “financial” activities by reference to the GLB Act and, thus,
would allow the development of a different definition of “financial” activities than the definition
established for financial holding companies in the GLB Act. This potentially would allow the
owners of ILCs to engage in activities that would be “financial” under S. 1356, but that would be
considered commercial under the GLB Act. In this way, the size of the 15 percent commercial
basket may be significantly larger relative to the activities permitted under the BHC Act and
create even greater competitive disadvantages for regulated bank holding companies as
compared to the owners of ILCs.
Comprehensive Solution

The Board believes the best way to comprehensively address the important current and
potential future public policy issues raised by the ILC exception is to close--and not just narrow--
the loophole going forward. This approach recognizes the simple fact that ILCs are insured
banks. Accordingly, it would require any company that acquires an ILC after a specified date to
operate subject to the same activity restrictions, regulatory requirements and supervisory
framework that apply to the corporate owners of other insured banks. This approach builds on

and ntilizes the existing regulatory and supervisory framework that Congress has established,
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and repeatedly reaffirmed, for the corporate owners of banks and creates a level playing field for
all firms that acquire an insured bank in the future.

For reasons of fairness, the Board also supports “grandfathering” the limited number of
firms that currently own an ILC and are not otherwise subject to the BHC Act. Such a
grandfather provision would allow these firms to continue to engage in activities not permissible
for bank holding companies. However, to protect the federal safety net and limit the potential for
grandfathered ILCs to operate in ways clearly at odds with the original exception, the Board
believes that any grandfathered firm should be subject to consolidated supervision by a federal
agency and appropriate restrictions. We would be pleased to work with the Committee and its
members in developing the appropriate restrictions that would apply to the limited set of
grandfathered firms.

This type of coordinated and comprehensive solution-—<losing the loophole and
“grandfathering” existing owners--is precisely the type of approach that Congress took in 1970,
1987 and 1999 in closing previous exceptions in the banking laws that were undermining the
separation of banking and commerce and other important public policy objectives. It also is the
right approach to fix the ILC loophole.

Conclusion

Thank you for the opportunity to discuss the Board’s views on ILCs. The Board and its
staff would be pleased to continue to work with the Commiittee in developing and improving
legislative language that appropriately addresses the core public policy issues raised by the ILC

exception.
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Chairman Dodd, Ranking Member Shelby and members of the Committee, I
appreciate the opportunity to testify on behalf of the Federal Deposit Insurance
Corporation (FDIC) concerning industrial loan companies and industrial banks

(collectively, ILCs).!

The FDIC welcomes careful consideration by Congress of the issues regarding
commercial ownership of ILCs. These issues are complex and involve key questions of
public policy that are most appropriately determined by Congress. This hearing and
congressional discussions regarding possible legislative actions are encouraging
developments that hopefully will lead to the resolution of key ILC-related issues by the
end of the year. Legislative action that clarifies the role and supervision of ILCs would

be strongly welcomed and carefully implemented by the FDIC.

In July 2006, the FDIC imposed a six-month moratorium on ILC applications for
deposit insurance and notices of change in control. In January 2007, the FDIC Board
voted to extend the moratorium for an additional year for those applications for deposit
insurance and change in contro) notices for ILCs that would become subsidiaries of
companies engaged in non-financial activities, i.e., commercial activities. This

moratorium extension allows the FDIC to carefully weigh the safety and soundness

! The terms “industrial loan company” and “industrial bank” mean any insured State bank that is an
industrial bank, industrial loan company, or other similar institution that is excluded from the definition of
“bank” in the Bank Holding Company Act of 1956 (BHCA) pursuant to section 2(c)(2)(H) of the BHCA,
12 U.S.C. 1841(c)(2)(H). .

? For purposes of the extended moratorium, the term “financial activity” includes: (i) banking, managing or
controlling banks or savings associations; and (ii) any activity permissible for financial holding companies
under 12 U.S.C. 1843(k), any specific activity that is listed as permissible for bank holding companies
under 12 U.S.C. 1843(c), as well as activities that the Federal Reserve Board (FRB) has permitted for bank
holding companies under 12 CFR 225.28 and 225.86, and any activity permissible for all savings and loan
holding companies under 12 U.S.C. 1467a(c). The term “non-financial activity” is any other activity. The
FDIC has followed the guidance of the FRB and OTS in its interpretations of the term “financial activity”
and consulted with the FRB and/or OTS before making any decisions.
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concems that have been raised regarding commercially-owned ILCs. At the same time,
the extension of the moratorium provides an opportunity for Congress to consider the
important public policy issues regarding the ownership of ILCs by commercial

companies.

Although the FDIC is not endorsing any particular legislative proposal, we are
committed to providing Congress with any technical assistance necessary to assist
passage of legislation that addresses‘the important issues regarding ILCs. My testimony
will briefly discuss the history and characteristics of ILCs, and the FDIC’s recent actions

relative to ILCs.
Background

Ix; existence since 1910, ILCs are state-chartered insured depository institutions
that are superviséd by their chartering states and the FDIC. ILCs (also known as
industrials, industrial banks, or thrift and loans) historically operated similar to finance
companies, providing loans to wage earners who could not otherwise obtain credit. The
FDIC has been involved in the supervision of ILCs sin;:e 1934 when 29 ILCs received

deposit insurance coverage.

TLCs have proven to be a strong, responsible pé.rt of our nation’s banking system
and offered innovative approaches to banking. ILCs have contributed significantly to
community reinvestment and development. For example, a non-profit community
development corporation operates an ILC designed for the express purpose of serving the

credit needs of people in East Los Angeles. Other ILCs serve customers who have not

2
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traditionally been served by other types of financial institutions, such as truckers who
need credit to buy fuel far from home. The record to date demonstrates that the overall
industry has operated in a safe and sound manner, and that the FDIC has been a vigilant,

responsible supervisor of that industry.

The modem evolution of ILCs began in 1982 with the bpass_age of the Garn-St
Germain Depository Institutions Act, which expanded ILCs’ eligibility to apply for
federal deposit insurance. In 1987, the Competitive Equality Banking Act (CEBA)
excluded certain ILCs from the definition of “bank” in the Bank Holding Company Act
(BHCA). As aresult, any company could control an ILC without necessarily being
subject to consolidated supervision under the BHCA. In order to be excluded from the
BHCA, the IL.C must have received a charter from one of the limited number of states
issuing them and the law of the chartering state must have required federal deposit
insurance as of March 5, 1987. In addition, the ILC must meet one of three conditions:’
(1) the ILC must not accept demand deposits; (2) its total assets must be less than $100
million; or (3) control of the ILC has not been acquired by any company after August 10,
1987. A company that controls an ILC is not required to be subject to supervision by the
Federal Reserve Board (FRB) and, therefore, can engage in commercial activities. While
the parent companies of ILCs are not required to be supervised by the FRB or the Office

of Thrift Supervision (OTS), several such companies are supervised by these agencies.

Currently, there are 59 insured ILCs, with 46 based in Utah and California. ILCs
also operate in Colorado, Hawaii, Minnesota and Nevada. Because the powers of the

ILC charter are determined by the laws of the chartering state, the authority granted to an

3 Bank Holding Company Act section 2(c)(2)(H), 12 U.S.C. 1841(c)(2)(H).
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ILC may vary from one state to another and may be different from the authority granted
to commercial banks. Over time, some of the chartering states expanded the powers of
their ILCs to the extent that some ILCs now generally have the same powers as state
commercial banks. Typically, an ILC may engage in all types of consumér and
commercial lending activities, and all other activities permissible for insured state banks,
except that some states do not permit ILCs to offer demand deposit accounts regardless of

institution size.
Profile

ILC; represént a relatively small share of the banking industry. The current
portfolio of ILCs accounts for less than one percent of the approximately 8,600 insured
depository institutions and approximately 1.8 percent of industry assets. Attachment 1
provides a list of currently insured ILCs with their asset and deposit data as of June 30,

2007.

At year-end 1995, total ILC assets were approximately $12 billion. Beginning in
1996, a number of financial services firms that controlled ILCs began offering their
clients the option of holding theif uninvested funds in insured deposits in the firms’ ILCs
through sweep deposit programs. Also in 1996, American Express moved its credit card
operations from its Delaware credit card bank to its Utah ILC, causing a substantial
increase in ILC assets. As a result of these and other developments, between year-end
1995 and June 30, 2007, total ILC assets grew from approximately $12 billion to $225
billion. More than 60 percent of that growth is attributable to a small number of financial

services firms.
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Of the 59 existing ILCs, 44 are either widely held or controlled by a parent
company whose business is primarily financial in nature. These include ILCs owned by
such companies as Merrill Lynch & Co., Inc., American Express Company and Morgan
Stanley. These 44 ILCs represent approximately 84 percent of the ILC industry’s assets
and 87 percent of the ILC industry’s deposits as of June 30, 2007. The remaining 15
ILCs are associated with parent companies that may be considered non-financial in

nature.
Supervision

ILCs are supervised by the FDIC in the same manner as other state nonmember
banks. They are subject to regular examinations, including examinations focusing on
safefy and soundness, consumer protection, community reinvestment, information
technology and trust activities. Four of the largest and most ‘complex ILCs are subject to
near continuous on-site supervision, ILCs are subject to FDIC Rules and Regulations,
including Part 325, pertaining to capital standards, and Part 364, pertaining to safe and
sound standards of operatioﬁ. 'In addition, ILCs are subject to restrictions under the
Federal Reserve Act governing transactions with affiliates and tying practices? as well as
consumer protection regulations and the Community Reinvestment Act. Just as for ali
other insured banks, ILC management is held accountable for ensuring that all bank
operations and business functions are performed in a safe and sound manner and in

compiiance with federal and state banking laws and regulations.

The primary difference in the supervisory structures of ILCs and other insured

depository institutions is the type of authority that can be exerted over a company that

5
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controls the institution. The FRB and the OTS have explicit supervisory authority over
bank and thrift holding companies, including some holding companies that currently own
ILCs. The FDIC has the authority to examine the affairs of any affiliate of an TLC,
including a parent company and any of its subsidiaries, as may be necessary to disclose
fully the relationship between the ILC and the affiliate, and the effect of any such
relationship on the ILC. However, as a practical matter, where the parent of an ILC is
supervised by the FRB or OTS, the FDIC routinely coordinates with these agencies in
obtaining such information regarding affiliates. In the case of an affiliate that is regulated
by the Securities and Exchange Commission (SEC) or a state insurance commissioner

(functional regulators), the FDIC and the functional regulator share information.

FDIC supervisory policies regarding any depository institution, including an ILC,
are cohcemed with organizational relationships, particularly compliance with the rules
and regulations intended to prevent potentially abusive practices. The scope and depth of
review vary depending upon the nature and extent of intercompany relationships and the

degree of risk posed to the depository.institution.

The FDIC’s overall examination experience with ILCs has been similar to the
larger population of insured institutions, and the causes and patterns displayed by
problem ILCs have been like those of other institutions. As noted in the Government
Accountability Office’s 2005 report on ILCs, “from an operations standpoint [ILCs] do
not appear to have a greater risk of failure than other types of depository institutions.”
The authorities available to the FDIC to supervise ILCs have proven to be adequate thus

far for the size and types of ILCs that currently exist. However, the number, size and

* Government Accountability Office (GAO), Industrial Loan Corporations; Recent Asset Growth and
Commercial Interest Highlight Differences in Regulatory Authority, September 2005, p. 24.
. 6
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types of commercial applicants have changed significantly in recent years, causing the

FDIC to carefully examine this new ILC environment.
Recent FDIC Actions Regarding ILCs
Moratorium and Request for Public Comment

On July 28, 2006, the FDIC imposed a six-month moratorium on action with
respect to all ILC deposit insurance applications and change in control notices. The
purpose of the moratorium was to enable the FDIC to further evaluate: (1) industry
developments; (2) the various issues, facts, and arguments raised with respect to the ILC
industry; (3) whether there are emerging safety and soundness issues or policy issues
involving ILCs or other risks to the insurance fund; and (4) whether statutory, regulatory,
or policy changes should be made in the FDIC’s oversight of ILCs in order to protect the

deposit insurance fund or support important congressional objectives.

Subsequently, on August 23, 2006, the FDIC published in the Federal Register a
request for public comment on twelve questions regarding ILCs and their ownership.’
The FDIC received over 12,600 comment letters in response to the Request for Public
Comment during the comment period. Although the vast majority of comments were
directed at specific pending applications or notices, a number of comments addressed

substantive issues concerning the ILC industry and its regulation.

’See Industrial Loan Companies and Industrial Banks, 71 FR 49456 (August 23, 2006).
' 7
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The FDIC's experience and the comments suggest that no risk or other possible
harm is unique to the ILC charter. Rather, concerns about ILCs are focused on their
ownership and proposed business models or plans. Consequently, the FDIC’s analysis of
how to proceed focused primarily on the proposed owners of ILCs. At the time that the
initial moratorium expired on January 31, 2007, eight ILC deposit insurance applications

and one change in bank control notice were pending before the FDIC.

The Moratorium Extension

Based on the concems regarding ILC ownership raised during the moratorium
period, the FDIC Board extended the moratorium for ILCs that would be owned or '
controlled, directly or indirectly, by commercial companies. The business plans for these
ILCs tend to be more complex and differ substantially from the consumer lending focus
of the original ILCs. In many instances, these ILCs directly support one or more
affiliate’s commercial activities or serve a particular lending, funding or processing
function within a larger organizational structure. Consolidated supervision would
generally not be present when there is commercial ownership, raising concems that the
supervisory infrastructure may not provide sufficient safeguards to identify and avoid or
control safety and soundness risks and the risks to the Deposit Insurance Fund. Asa
result, the FDIC determined that this class of ownership needs further study and
consideration on two key issues: (1) what, if any, increased risks are created by
commercial company ownership and (2) how well current supervisory models apply to

such owners.
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In addition, the FDIC determined that it is appropriate to provide Congress with a
reasonable period to consider the developments in the ILC industry and, if necessary, to
make revisions to existing statutory authority. Even though the FDIC has authority to act
on any particular application, notice, or request involving an ILC, the FDIC considered
the potential effect of the extended moratorium on individual applicants and proponents,
including commercial companies, and believes that congressional resolution of these

issues is preferable.

Consequently, the FDIC cohcluded that the moratorium should be extended
through January 31, 2008 for ILCs that would be owned or controlled, directly or
indirectly, by companies engaged in commercial activities. The extension allows the
FDIC needed time to evaluate the various issues, facts, and arguments associated with the
ownership of an ILC by a commercial company, and allow Congress time to consider

legislation concerning ILCs.

Under the extended moratorium, the FDIC has not and will not take action to
accept, approve, or deny any application for deposit insurance, or to accept, disapprove,
or issue a letter of intent not to disapprove any change in control notice, with respect to
any ILC that would become a direct or indirect subsidiary of a company engaged in
commercial activities. Although commercially owned ILCs have not resulted in serious
problems to date, the FDIC will continue to closely monitor existing ILCs that currently
are controlled by commercial companies in light of the concerns that have been

expressed.
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The moratorium extension does not apply to, and the FDIC is acting on,
applications for deposit insurance or change in control notices with respect to: (1) any
ILC that would become a subsidiéry of a company or companies engaged only in

financial activities; and (2) any ILC that would not become a subsidiary of a company.

Since the moratorium was extended, the FDIC’s Board has approved four
applications for deposit insurance, including applications filed by or on behalf of Capital
Source, Marlin Business Services, Security National Master Holding, and WellPoint.
The FDIC’s Board also voted to issue a non-objection to the proposed investment by
Gerald J. Ford and related entities in Fremont General Corporation. In each instance, the
FDIC has determined that these entities” activities are financial in nature or are
complementary to a financial activity. The FDIC’s Board also voted to issue a non-
objection to Porsche’s proposed increase in its investment in Volkswagen AG. In this
case, the FDIC’s action was conditioned upon agreements under which the ILC would be

divested or liquidated.

Four deposit insurance applications are pending, including filings from or on
behalf of DaimlerChrysler, First City Financial, Ceridian, and Security National Financial
Corporation; Three notices of change in bank control are also pending, including filings
submitted by or on behalf of The Home Depot, the JC Flowers Group,® and the
Blackstone Group. These entities are seeking to acquire EnerBank, Sallie Mae Bank, and

World Financial Capital Bank, respectively.

¢ The JC Flowers Group includes Bank of America and JP Morgan Chase.
10
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Generally, ILCs owned by individuals do not present the same issues as [LCs
owned by commercial companies. An ILC owned by individuals is not subject to the
BHCA, and has no parent company or subsidiary of a parent company that could present
safety and soundness risk or a conflict of interest with the ILC. ILCs that are owned by
financial companies that are subject to federal consolidated bank supervision, such as
bank holding companies, financial holding companies, and thrift holding companies,
generally are subject to the examination, reporting, and monitoring systems of bank
supervisors, which can be effective tools in preventing an affiliate’s activities from
causing a safety and soundness risk to the ILC. Importantly, holding companies that are
expected to serve as a source of strength to their subsidiary insured depository institutions
provide a resource for an insured bank in need of additional capital.” The FDIC believes
that these ;lasses of ILC ownership do not need further study and that the supervisory .

tools currently available to the FDIC are adequate.
Notice of Proposed Rulemaking -- Part 354 of the FDIC's Rules and Regulations

ILCs to be owned by financial companies not subject to federal consolidated bank
supervision present some of the same issues as ILCs owned by commercial companies.
However, the FDIC has sought comment on whether those issues can be controlled or

minimized through existing regulatory authority. Specifically, the FDIC has proposed

"The Gramm-Leach-Bliley Act of 1999 significantly limited the ability of the Federal Reserve Board to
impose capital standards on functionally-regulated subsidiaries of a bank holding company. Functionally-
regulated subsidiaries generally include any company that is a securities broker/dealer, an investment
adviser, an investment company, an insurance company, or an entity subject to supervision by the
Commodities Futures Trading Commission (CFTC). See 12 U.S.C. 1844(c). Furthermore, the FRB may
not require such a company that is either a bank holding company or an affiliate of the depository
institution to provide funds or other assets to the depository institution if the state insurance regulator or the
SEC objects. See 12 U.S.C. 1844(g).

11
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additional safeguards that provide adequate protections for the safety and soundness of

the insured ILCs and for the protection of the Deposit Insurance Fund.

On February 5, 2007, the FDIC published a Notice of Proposed Rulemaking to
enhance its supervisory tools for this class of institutions. While the Notice of Proposed
Rulemaking is pending, the FDIC is considering, on a case-by-case basis, deposit
insurance applications and change in control notices with respect to ILCs that would
become a subsidiary of one or more companies engaged only in financial activities, but

which are not subject to federal consolidated bank supervision by the FRB or the OTS.

Among the concerns regarding an ILC being controlled by a company or layers of
companies that lack federal consolidated bank supervision are the need for the parent
company to serve as a source of capital and liquidity for the subsidiary ILC, the difficulty
in identifying problems or risks that may develop in the company or its subsidiaries, and
controlling the extent to which these risks affect the ILC. More specifically, concerns
have emerged regarding the transparency of parent companies and their subsidiaries, the
extent to which a parent company will serve as a source of strength for the ILC

subsidiary, and dependence of the ILC on the parent company and its subsidiaries.

The proposed regulation would establish a set of comprehensive safeguards
through a set of federal standards and requirements that the FDIC can apply and enforce
independent of the state authorities.® The proposed rules are intended to provide the
safeguards to identify and avoid or control, on a consolidated basis, the safety and

soundness risks and the risks to the Deposit Insurance Fund that may result from

® While some of the chartering states have supervisory authority over companies that controf industrial
bank subsidiaries, that is not true of all of the states that charter industrial banks.
12
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ownership by a financial company not subject to consolidated federal bank supervision.
The proposed rules will provide enhanced transparency and a system of controls

proposed to address the risks presented by such ownership structures.

The conditions and requirements of the proposed regulation are not novel. In
many cases financial companies, such as companies engaged in securities or mortgage
lending, come under some type of supervision already and, therefore, are accustomed to
some form of regulatory structure and supervision. Moreover, some of the requirements
that would be imposed by these proposed rules have been imposed in the past on a case-
by-case basis. For example, in the course of considering deposit insurance applications
or change in control notices, the FDIC has required parent companies to execute written
agreements to maintain a subsidiary bank’s capital and/or liquidity at certain minimum
levels. In addition, the FDIC has required that banks maintain their capitél at certain
levels and obtain the FDIC’s prior consent before making changes to their business plans.
Also, the FDIC has imposed kconditions aimed at ensuring the independence of the board

of directors at subsidiary ILCs.

The FDIC is not proposing any changes in its regulation or supervision of ILCs
that will be directly controlled by one or more individuals. ‘ Furthermore, the FDIC is not
proposing any changes in its regulation or supervision of an ILC that will become a direct
or indirect subsidiary of a financial company that is subject to federal consolidated bank
supervision (i.e., a bank holding company, a financial holding company, or a thrift

holding company).

13
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The proposed rules also will not apply to ILCs that are already owned by financial
companies not subject to federal consolidated bank supervision. However, the FDIC will
continue to exercise close supervision of these ILCs and any risks that may be created in
the future from their paJ"ent companies or affiliates to ensure that these institutions
continue to operate in a safe and sound manner. In addition, while the proposed rules are
pending, the FDIC has been utilizing some or all of the supervisory measures included in
the proposed rules in processing deposit insufance applications and change in control
notices with respect to ILCs controlled by ﬁnancial companies not subject to federal

consolidated bank supervision.

In publishing the proposed rules, and in extending the moratoﬁmn for one year,
the FDIC is not expressing any conclusion about the propriety of control of ILCs by
commercial companies. Rather, the FDIC has determined that it is appropriate to take a
cautious approach designed to provide greater transparency and to limit the potential risks
to ILCs and to the Deposit Insurance Fund. The FDIC received 18 comments during the
90-day comment period. We are continuing to evaluate these comments and other
relevant information, including any progress on legislation, and are considering options

on how to proceed.
Conclusion

The ILC charter has proven to be a strong, responsible part of our nation’s
banking system. ILCs have offered innovative approaches to banking and have
contributed significantly to community reinvestment and development. Yet, the types

and number of ILC applications have evolved in recent years and these changes raise

14
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potential risks that deserve further study and important public policy issues that are most

appropriately addressed by Congress.

The FDIC has the responsibility to consider applications under existing statutory
criteria and make decisions. While it is appropriate to proceed cautiously, the FDIC

cannot defer action on these matters indefinitely.

The current statutory exemption providing for the ILC charter is quite broad. By
providing clear parameters to the scope of the charter, Congress can eliminate much of
the uncertainty and controversy surrounding it. Resolving these issues will enhance the
value of the ILC charter going forward. The FDIC looks forward to working wﬂh

Congress in the coming months as you work to bring these matters to closure.

This concludes my statement. I will be happy to answer any questions that the

Committee might have.
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Attachment 1

25158 1 6/4/1984 {FINANCE CTDRS, LTD | £61.7 484,71 Hl (Fivance Enterprises

25653 ¢ W24/1984 (FREMONT INVESTMENT & LOAN 10,7673 59,7344} CA 1Fremom General Corporation
25667 1 10/5/1984 {FIRESIDE BANK 1,437.01 1,210.81 CA {Uniirin, Inc.

28803 1 12171984 {RANCHO SANTA FE TH & L ASSN 100,01 4921 CA  {Sempervesde Holding Company
25870 § 12/17/1984 [FINANCE & THRIFT CO 1185 94,61 CA {F&T Finapcial Services, Ine.
262711 6/3/1985 IHOME BANK OF CALIFORNIA 1593 104.11 €A 1Ls Jolla Savers and Mortgage Fund
26363 1 9/10/1985 ICOMMUNITY COMMERCE BANK 3399 21323 CA ITELACU

26815 1 2/25/1986 IGOLDEN SECURITY BANK 138.9; 1104 CA [No affiliation

26704 1 V1986 IBALBOA THRIFT & LOAN ASSN 184.71 166.8] CA  [Hafif Bancosporation

26755 1 8/71988  IMINNESQTA 18T CREDIT & VG INC 26.2 19.2] MN {Minnesota Theift Company
27330 { 872671588 [SILVERGATE BANK 306.5 184,21 CA ISilvergate Capital

27374 § 10/31/1988 IMERRILL LYNCH BANK US4 50,8783 34,6011 UT  tMendll Lyach

27471 {1 3/20/1988 1AM EX CENTURION BANK 23,4108 2,791,510 UT {American Express

27539 1 672871989 IFIRST URITY THRIFT CO 152.5 9131 CA  [First American Carp

32707 § 11371988 JCENTENNIAL BANK 673.1 52481 CA 1land America Financial Group
32743 | 1/22/1990 JCIRCLE BANK 2116 71 CA [New West Bancshares

32592 1 5/25/1990 IMORGAN STANLEY BANK 27,3910 198,535.0f UT Morgan Stanley

33493 1 BRYI991 JTAMALRAIS BANK 520.4. 36291 CA iBpic Baocorporation

33335 1 12/16/1991 JADVANTA BANK CORP 208114 1,408.21 UT [aAdveanta

A3TIR | 201993 IGE CAPITAL FINANCIAL INC 2,212.3 214,60 UT 1GE (General Blectric)

34313 1 ®28/1997 (EAGLEMARK SAVINGS BANK 516 4.2 NV Hacley-Davidson

343511 9271996 TUSAA SAVINGS BANK 6,346.3 326,21 NV IUSAA Life Company

34404 § 5/15/1997 JWEBBANK

345191 9/22/1997 IMERRICK BANK

34540 § 9722/1997 JAMERICAN SAVINGS INC

34598 1 116/1008 {PITNEY BOWES BANK INC

346971 /11998 {WRIGHT EXPRESS FINL SERVICES
34781 1 1/1/1908 ITRANSPORTATION ALLIANCE BK.
348203 43000 ISECURITY SAVINGS BANK

13.8¢ UT (Sieet Partners i1, LP
88001 UT {CardWorks, LP
2.50 MN [Waseca Bancshares
83221 UT (Pitney Bowes
UT {Wright Express
4237 UT iFlyving §, Inc,
192,71 NV {Sampede Capital LLC

35141 1 T1/12/1999 IBMW BANK OF NORTH AMERICA 2,365.0 1,81531 UT {BMW Group

35228 § 11/3/1999 IESCROW DANK USA 33.6 1.00 UT (Capmark Financial Group / GMAT
35260 § 1121999 IREPUBLIC BANK INC 4824 4288 UT INo affiliation

35400 1 1122001 JTRUST INDUSTRIAL BANK 2.8 0.6 CO FISERV

35533 § 1VA/2000 FIRST ELECTRONIC BANK 14.41 8.11 UT {Fry's Blectronics

35575 § 10/20/2000 JOIT BANK 40636 307877 UT {CTF Group

57056 1 32001 [CHLTIC BANK 1195 7.0 UT |Celtic Investment, Ing.

37E28 4 3/10/2002 IVOLKSWAGEM BANK USA 2880 23981 UT Wolkswagen

§7203 | 6/3/2002 {ENERBANK 1583 32711 UT 1OMS Buergy

S7408 1 7/21/72003 {EXANTE BANK 524.8 40301 UT JUnitedHealth Group

S744% 1 12/22/2003 IMEDALLION BANK 3231 263.0{ UT {Medaliion Finansisl

57485 | 7/6/2004  JGOLDMAN SACHS BANK USA 135,028.01 13.341.9] UT {Goldman Sachs

57528 1 4712003 [CAPMARK BANK 58168 4,918.61 UT {Capuark Financial Gronp / GMAC
37542 1 $/16/2008 ITOYOTA FINANCIAL SAVINGS BANK 232.2 68.6] NV [Tovats

575651 97152003 HUBS BANK USA 23,000.8 2022221 UT 1UBS AG

573701 12/1/2003 {WORLD FINANCIAL CAPITAL BANK 1774 108.4] UT jAlliance Data Systems

STI68 1 $27/2004 {TARGET BANK 18.3 6,51 UT {Target Corporation

S7803 1 R22004  IGMAC BANK 234519 10,740.11  UT {Cerborus/GMAC

37833 | R/272004 IBEAL SAVINGS BANK 13088 6200 NV {Beal Financial Cotporation
$7962 1 B/1/2008  IALLEGIANCE DIRECT BANK 433 3738 UT {Lesvitt Group Enterprises, Ine,
58009 1 82472005 {LEHMAN BRO. COMMERCIAL BANK 34317 2,849.1F UT {lehman Brothers Holdings Inc.
S48 1 U26/2006 {LCA BANK CORPORATION 249 18,71 UT {Lesse Corporation of America

38160 New CAPITALSOURCE BANK
SRI77 § 11/28/200F (SALLIE MAE BANK
58267 New MARLIN BUSINESS BANK
58393 1 S/14/2007 (FIFTH STREET BANK
58612 Mew ARCUS FINANCIAL BANK UT {WellPomt, Inc.
S0017 § T/21/1987 {FIRBT FINANCIAL BANK CO {First Date Corp.
S0040 | 972871987 FHOME LOAN INDUSTRIAL BANK 48.3 Wi CO
Q10605 § 11/75/1985 15 STAR BANK 160.6 125.31 CO
Totals  225,05%.1 152,042.5

UT  {CapitalSouses, Inc.

UT {Sallic Mae

UT  {Marlin Business Services, Corp.
NV Security Natl Master Holding Co

Howe Loan lnvestment Company

Armed Forces Benefit Association
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United States Senate
October 4, 2007

Scott M. Polakoff, Senior Deputy Director
Office of Thrift Supervision

I.  Imtroduction

Good moming, Mr. Chairman, Ranking Member Shelby, and Members of the
Committee. Thank you for the opportunity to address issues related to the activities,
ownership and control of industrial loan companies (ILCs). I want to commend you, Mr.
Chairman, for holding this hearing. Ialso want to recognize the efforts of Senators
Johnson and Bennett on their past and continuing work on ILC issues, as well as the
efforts of Senators Brown, Johnson and Allard on recent ILC legislation.

Today, I will highlight for you the Office of Thrift Supervision’s (OTS) views on
the supervision and oversight of savings and loan holding companies (SLHCs) that own
and/or control ILCs. The OTS currently supervises entities that control over half of ILC
industry assets. As of June 30, 2007, there were eight [LCs within OTS-regulated SLHC
structures. These eight SLHCs, over which we are the primary federal regulator, include
some of the most recognized names in the industry:

Merrill Lynch & Co.;

Morgan Stanley;

American Express Company;

USAA (United Services Automobile Association);
Lehman Brothers Holdings, Inc.;

General Electric Company;

Beal Financial Corporation; and

General Motors Corporation.

In other words, the OTS is the primary federal regulator for these SLHCs, whose
subsidiary [LCs had aggregate assets of $124 billion or over 55 percent of all ILC assets.
In fact, four of the ten largest ILCs are owned or controlled by OTS-regulated SLHC
structures. These four ILCs hold aggregate assets of $118 billion, accounting for roughly
59 percent of the assets of the ten largest ILCs.! And of the top 15 ILCs,” the OTS

1. The ten largest ILCs held assets of almost $201 billion, accounting for approximately 89 percent of
aggregate ILC industry assets.
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regulates SLHCs that own or control seven. These seven institutions hold assets of $125
billion, representing 59 percent of the assets of the 15 largest ILCs. The OTS is an active
holding company supervisor of all eight SLHCs that currently own an ILC.

ILC legislation raises a number of important issues with respect to the key areas of
the permissible activities and oversight of companies that own or control, or seek to
acquire or control, an ILC. This includes the continuing role of existing holding company
regulators, including the OTS, that oversee and supervise companies that currently own
and control ILC industry assets. We believe it is important that any legislation include a
forward-looking focus on maintaining the enterprise-wide safety and soundness of
holding companies that own or control institutions with access to the federal safety net.
This is consistent with the objectives of functional regulation and consolidated regulatory
oversight that are important aspects of recent banking legislation.

Understanding the potential exposure of the federal safety net to a company that
owns or controls an ILC requires understanding and supervising the interrelationships
within the structure and how the ILC is integrated. An effective holding company
regulator must oversee the parent holding company of an I.C or other insured depository
institution with a keen focus on any affiliate risks, including risks from commercial
activities that could impact the insured financial institution. At the OTS, we currently
regulate a number of commercial firms that own thrift institutions, and we have a sound
and proven oversight program that addresses potential risks arising from commercial
activities. In addition to several of the companies I have already highlighted, the
commercial entities that we supervise include:

Temple Inland, Inc. (manufacturing);
Archer-Daniels-Midland Company (agribusiness);
John Deer Capital Corporation (manufacturing);
Nordstrom, Inc. (retail trade);

Federated Department Stores, Inc. (retail trade);
HEI Diversified, Inc. (utilities); and

Hillenbrand Industries, Inc. (manufacturing).

Our SLHC oversight program is supported by our existing authority under the
Home Owners’ Loan Act (HOLA) that bars loans and extensions of credit by a savings
institution to a commercial affiliate while also permitting the flow of credit to customers
of a commercial affiliate for legitimate consumer lending activities.

The OTS focuses and tailors its supervision of SLHCs based on the complexity of
the structure and the level of risk inherent in the holding company enterprise.
Comprehensive supervision of SLHCs is a combination of ongoing on-site examinations,
targeted reviews, and off-site monitoring. This combined approach permits the OTS to

2. The 15 largest [LCs held assets of $213 billion, accounting for approximately 94 percent of aggregate
ILC industry assets.
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maintain an understanding of the enterprise-wide business activities and inherent risks, as
well as the affiliations and the transactions of the enterprise.

In order to understand the OTS’s perspective on holding company oversight and
its role in supervising companies that own or control ILCs, it is necessary to understand
the development of the ILC structure, as well as how the OTS evolved as the primary
federal regulator of holding companies that control over half of ILC industry assets.

II. Overview on the Development of ILCs and Current Demographics

ILCs have existed since the early 1900s, when a number of small, state-chartered
institutions formed to provide a source of unsecured loans to industrial workers who did
not have access to financial services at traditional depository institutions. For many
years, these small entities remained focused almost entirely, if not exclusively, on serving
their existing customer base of industrial workers. :

During the last 25 years, however, ILCs have grown considerably in size and
number. This growth in assets and aggregate numbers was driven substantially by the
eligibility of ILCs for federal deposit insurance in 1982. Also increasing the
attractiveness of the ILC charter was legislation in 1987 that exempted companies that
own ILCs from the ownership restrictions of the Bank Holding Company Act (BHCA).

Pursuant to these statutory provisions, ILCs are state-licensed, insured depository
institutions regulated by their respective state bank supervisors as well as the FDIC under
the Federal Deposit Insurance Act (FDIA). These entities are not considered “banks™
under the BHCA.? As a result, ILCs are currently not subject to holding company

3. Section 2(c)(2)(H) of the Bank Holding Company Act (12 U.S.C.A. § 1841(c)(2)(H)) provides that the
term “bank” does not include “An industrial loan company, industrial bank, or other similar institution
which is —

(i) an institution organized under the laws of the State which, on March 5, 1987, had in effect or
had under consideration in such State’s legislature a statute which required or would require such
institution to obtain insurance under the Federal Deposit Insurance Act [12 U.S.C.A. § 1811 et
seq.] ~
(I)  which does not accept demand deposits that the depositor may withdraw by check or
similar means for payment to third parties;

(II)  which has total assets of fess than $100,000,000; or
(NII) the control of which is not acquired by any company after August 10, 1987; or

(ii) an institution which does not, directly, indirectly, or through an affiliate, engage in any activity
in which it was not lawfully engaged as of March 5, 1987,

except that this subparagraph shall cease to apply to any institution which permits any overdraft (including
any intraday overdraft), or which incurs any such overdraft in such institution’s account at a Federal
Reserve bank, on behalf of an affiliate if such overdraft is not the result of an inadvertent computer or
accounting error that is beyond the control of both the institution and the affiliate, or that is otherwise
permissible for a bank controlled by a company described in section 1843(f)(1) of this title.”
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oversight unless the parent company also owns or controls a bank or thrift. Similarly,
ILCs are not currently prohibited from commercial affiliations, including being owned or
controlled by a commercial company.

Today, although only a handful of states continue to charter ILCs, the charter is
active. As of June 2007, there were.59 institutions holding more than $225 billion in
aggregate assets, While the five largest institutions dominate the industry, holding $158
billion or roughly 70 percent of aggregate industry assets, 18 of the 59 institutions have’
assets in excess of $1 billion. As you are aware, interest in the ILC charter remains
strong. :

An issue that has generated some attention in the ILC debate is the role of a
holding company regulator. Currently, there is a lack of clear statutory authority for a
federal regulator of an ILC holding company that does not otherwise own a bank or thrift.
It is important to address this issue while also recognizing the strength of the existing
regulatory framework, which allows both the FRB and OTS to fulfill their statutory roles
as holding company regulators.

III. OTS Authority and Supervision of SLHCs

The population of holding companies regulated by the OTS ranges from non-
complex companies with limited activities to large, internationally active conglomerates
that engage in numerous, diverse activities and 4n array of domestic and international
transactions. In connection with our oversight and supervision of SLHCs and their
subsidiary savings institutions, we have a well-established supervisory program for
discharging the responsibilities assigned to us by law. Holding company supervision is
an integral part of this oversight program and enables us to ensure risk-focused oversight
of the entities that own or control licensed thrift institutions.

The OTS holding company oversight program appropriately balances the need foi
effective supervision with the interests of a holding company enterprise to avoid
excessive regulatory intrusion in its affairs. We focus on the company’s capital and
earnings, risk management framework, and governance structure. We evaluate the
oversight provided by the board of directors, and the effectiveness of holding company
management at all levels, We also continually review key risk control functions, such as
the enterprise’s risk management framework, the internal audit function and the major
risk concentrations and transactions that occur within the consolidated entity.

Our program is designed to focus on how the company conducts business and
manages risk throughout the enterprise. This approach allows us to accurately assess the
financial condition and risk profile of the holding company enterprise. It also enables us
to consider the impact of the enterprise on insured depository subsidiaries or other
regulated financial companies within the structure. The program is designed to provide
constructive and substantive feedback on these critical issues to boards of directors and
management.
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As noted above, OTS authority as the primary supervisor of consolidated SLHCs
is set forth in the HOLA. Pursuant to this authority, any company that proposes to
acquire a thrift, and thereby become a SLHC, is subject to a statutory licensing
(authorization) process that requires us to make numerous statutory findings.

In addition, the OTS has full legal, examination, and enforcement powers over
savings associations, SLHCs (including SLHC affiliates and subsidiaries), thrift
subsidiaries, and third-party contractors performing services for, or conducting activities
on behalf of, any of these entities. In particular, the HOLA provides that SLHCs and each
subsidiary thereof (other than a bank) are subject to OTS examination.® This authority
includes the ability to examine and oversee any activity or entity in a SLHC structure, as
well as to take enforcement action when appropriate.

In exercising its statutory oversight authority, the OTS works cooperatively with
other sectoral and functional regulators, including federal and state banking agencies, as
well as state insurance and federal securities supervisors. We also coordinate with
various international financial supervisors on the supervision and oversight of
internationally active SLHCs and their affiliates and subsidiaries. Pursuant to our
extensive communication and coordination with other supervisory agencies, we have
information sharing, coordination, and confidentiality agreements with more than 60
domestic and international supervisors.

In addition, our supervisory program is internationally recognized by foreign
regulators, including the United Kingdom’s Financial Services Authority (FSA) and
France’s Commission Bancaire, and has achieved equivalency status from the European
Union for three firms — General Electric Company, AIG (American International Group),
and Ameriprise Financial Group. We are also recognized by statute as one of two U.S.
regulators (along with the FRB) authorized to make a determination as to whether a
foreign bank entering the U.S. is subject to comprehensive consolidated supervision for
purposes of coordinating consolidated oversight of its domestic banking activities. The
OTS’s status as a consolidated U.S. supervisor necessitates extensive contact with the
domestic and international supervisory community for these and other internationally
active complex firms supervised by the OTS.

In carrying out our statutory holding company authority, we conduct an extensive
supervisory program. SLHCs are subject to reporting and examination requirements
defined by the OTS. In this regard, we tailor information requests and examinations to
address the specific issues and risks at an institution and/or a SLHC. Examiners conduct
holding company examinations concurrently with the statutorily mandated schedule for
annual (or 18-month) examinations of thrifts.

4. The Gramm-Leach-Bliley Act imposed certain limitations on the OTS's ability to examine functionally
regulated subsidiaries.
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We also follow a continuous supervision program at the largest and most complex
thrifts and SLHCs. This program includes developing a risk assessment, a supervisory
plan, and conducting targeted reviews of high-risk areas. We coordinate with functional
regulators and routinely meet with senior management and the boards of directors of a
thrift or SLHC and its subsidiary organizations.

The OTS follows a risk-focused, top-down examination approach at all SLHC:s.
We analyze the parent holding company and material subsidiaries for their impact on the
SLHC structure. There is particular scrutiny on the extent of any direct and/or indirect
adverse finding that may affect the subsidiary thrift institution. This includes a review of
intra-group transactions and risk concentrations in order to assess material transactions
between affiliated entities. We also determine which business lines present the greatest
potential risks to a SLHC, on a consolidated basis, and its subsidiary savings association.

OTS examination procedures are centered on an enterprise-wide assessment of the
Capital, Organizational Structure, Risk Managementf and Eamnings/Liquidity of a
holding company structure. This “CORE” examination approach is designed for
understanding, analyzing, and evaluating a firm’s risk appetite and its approach to risk
management. The more complex the firm, the more comprehensive our review and
assessment of its risk profile and the effectiveness of its risk control functions.

The OTS works to reduce regulatory burden and redundant supervision by
working cooperatively with other functional supervisors. For example, we obtain copies
of examination reports for material subsidiaries. Other examples of our coordination with
other supervisors include:

o Hosting annual supervisors’ meetings on financial conglomerates for all
supervisors with material business subsidiaries in the conglomerate to discuss
common trends, findings, or violations.

¢ Routine communications with the FDIC and state bank supervisors regarding
ILCs within SLHC structures. We rely on the expertise and examinations of
these functional regulators, rather than conducting our own examination of
each material entity. If there is a material problem within an ILC that affects
the holding company enterprise, we work closely with the functional regulator
to minimize the impact on the enterprise and/or the OTS-regulated thrift.

e Cooperating extensively with the FDIC and the State of Utah on several
information technology examinations of SLHCs with ILC subsidiaries. In

5. Pursuant to guidance published for comment on April 9, 2007, the OTS is in the process of
implementing a revised SLHC ratings and examination focus that substitutes Risk Management for the
current Relationship component. This revision is consistent with the existing risk management focus of the
OTS CORE ratings system for evaluating enterprise-wide risk assessment in OTS-supervised SLHCs.
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these exams, each regulator appointed a central point of contact for each firm,
with quarterly meetings to discuss examination strategy and planning.

e Requesting copies for review of SEC filings, audit reports, rating agency
reports, and internal management reports (all of which generally include
analysis of the ILC subsidiary if it is a material portion of the enterprise).

¢ Obtaining the most recent examination reports for an ILC when the OTS
conducts a holding company examination. When the ILC reports indicate a
significant weakness or concern, we follow up with the primary regulator. If
the examination reports do not reveal any concerns, we incorporate the review
and findings as part of our risk-focused examination approach.

Finally, the Government Accountability Office (GAO) confirms that the OTS has
a strong and internationally recognized consolidated holding company supervision
regime. We have worked hard in recent years to ensure that this program is up to the task
of supervising the complex and internationally active SLHCs subject to our oversight.

Among the factors stressed by the GAO with respect to consolidated supervisory
oversight is the importance of interagency collaboration. As noted above, this is an area
in which the OTS is particularly aggressive, with outreach to both domestic and
international supervisors to ensure the agency can incorporate the views of all functional
regulators into its examination reports.

The OTS’s consolidated holding company oversight program is a viable model for
SLHCs with diverse and wide-ranging activities and operations. It is particularly
effective in accommodating the various and sometimes competing interests within
holding companies that own or control other companies engaged in functionally regulated
activities and that own or control an insured depository institution, including an ILC.

IV. Conclusion

The OTS has extensive experience overseeing SLHCs, including financial
conglomerates and commercial holding company structures. The agency evaluates the
consolidated holding company structure as well as the relationship between the insured
depository institution and its affiliates. OTS supervision provides a strong and robust
regulatory framework that oversees a SLHC’s risk management platform, rather than
dictating the course of conduct of the affairs and operations of the holding company. This
approach ensures the flexibility these firms require to compete in a dynamic marketplace
while providing a strong supervisory structure over their policies, procedures and
activities.

We support Committee efforts to address concerns with respect to the oversight of
ILC holding company parents, recognizing that OTS currently exercises effective
supervision of SLHCs that control more than half of ILC industry assets nationwide. In
considering ILC legislation, we urge the Committee to preserve existing OTS authority
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and oversight of SLHCs that own or control ILCs. This will promote functional
regulation while also promoting consolidated regulatory oversight of these holding
companies. Thank you.
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Chairman Dodd, Ranking Member Shelby and Members of the Committee:

I am very pleased to have the opportunity this morning to describe the Securities
and Exchange Commission's program for supervising-U.S. securities firms on a
consolidated basis. I look forward to explaining how this system of supervision provides
protection to all regulated entities in the consolidated group, including the Industrial Loan
Companies that are the topic of this morning's hearing. Recent events in the credit
markets have emphasized the importance of having a robust regime for supervision of
financial institutions.

The Commission currently supervises five of the major U. S. securities firms on a
consolidated, or group-wide, basis: Bear Stearns, Goldman Sachs, Lehman Brothers, ]
Merrill Lynch and Morgan Stanley. For such firms, referred to as consolidated supervised
entities or "CSEs", the Commission overseesnot.only the US registered broker-dealer,
but also the holding company and all affiliates on a consolidated basis. These affiliates
also include other regulated entities, such as foreign-registered broker-dealers and banks, ,
as well as unregulated entities such as derivatives.dealers. Four of the firms, Goldman
Sachs, Lehman Brothers, Merrill Lynch and Morgan Stanley own ILCs that account for
1.0%, 0.6%, 7.2% and 1.2% of consolidated assets, respectively. Three of the firms,
Lehman Brothers, Merrill Lynch and Morgan Stanley also own thrifts that account for
3.3%, 1.7% and 0% of the consolidated assets of each firm respectively.

The CSE program provides consolidated supervision to investment bank holding
companies that is designed to be broadly consistent with Federal Reserve oversight of
bank holding companies. This prudential regime is crafted to allow the Commission to
monitor for, and act quickly in response to, financial or operational weakness in a CSE
holding company or its unregulated affiliates that might place regulated entities,
including US and foreign-registered banks and broker-dealers, or the broader financial
system at risk. When a CSE firm has a regulated entity in the consolidated group that is
subject to oversight by another functional regulator, the Commission defers to that
functional regulator as the supervisor of the regulated affiliate. We also share relevant
information concerning the holding company with our fellow regulators, both
domestically and internationally. Indeed the Commission's CSE program has been
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recognized as "equivalent" to that of other intemationally recognized supervisors,
including the U. S. Federal Reserve, for purposes of the European Union's Financial—
Conglomerates Directive.

While maintaining broad consistency with Federal Reserve holding company
oversight, the CSE program is tailored to reflect two fundamental differences between
investment bank and commercial bank holding companies. First, the CSE regime reflects
the reliance of securities firms on mark-to-market accounting as a critical risk and
governance control. Second, the design of the CSE regime reflects the critical importance
of maintaining adequate liquidity in all market environments for holding companies that
do not have access to an external liquidity provider.

Before I describe the CSE program in detail, I will provide some historical
perspective. Over the past twenty years, the Commission, in its role as the functional
regulator of US broker-dealers, became increasingly concemed about the risk that a
broker-dealer may fail due to the insolvency of its holding company or an affiliate. This
risk, as broker-dealers have become affiliated with more and more complex holding
company structures, was exemplified by the bankruptcy of the Drexel Burnham Lambert
Group and the consequent liquidation of its broker-dealer affiliate in 1990. Post-Drexel,
the Commission and its staff undertook a number of initiatives to conduct group-wide
risk assessments of financial institutions with significant broker-dealer subsidiaries. The
initiatives included (1) Commission risk assessment rulemaking using authority granted
by the Market Reform Act of 1990 requiring larger broker-dealers to provide certain
information about material affiliates, (2) creation of the Derivatives Policy Group
consisting of firms active in OTC derivatives that agreed to voluntarily provide
information to Commission staff about their OTC derivatives activities, and (3) the
Commission’s program for supervision of broker-dealers that register as OTC derivatives
dealers. These initiatives assisted the CommiSsion in understanding how financial
institutions with large broker-dealer subsidiaries manage risk globally at the group-wide
level, and have over time allowed the Commission to develop a unique capacity to
regulate securities firms. -

Motivated in part by the need for group-wide risk monitoring, and in part by
requirements of the European Union's Financial Conglomerates Directive, which
essentially requires non-EU financial institutions doing business in Europe to be
supervised on a consolidated basis, the Commission in 2004 crafted a new
comprehensive consolidated supervision regime that was intended to protect all regulated
entities within a group including broker-dealers. The rule was designed to restrict
eligibility to those groups with a large and well-capitalized broker-dealer. In other words,
the Commission believed that it should only supervise on a consolidated basis those firms
engaged primarily in the securities business, and not holding companies affiliated with a
broker-dealer incidental to its primary business activity. As a result, the rule effectively
requires that the principal broker-dealer have tentative net capital, measured as equity
plus subordinated debt less illiquid assets, of at least $5 billion.

The CSE program has five principal components: First, CSE holding companies
are required to maintain and document a system of internal controls that must be
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approved by the Commission at the time of initial application. Second, before approval
and on an ongoing basis, the Commission examines the implementation of these comtrols.
Third, CSEs are also monitored continuously for financial and operational weakness that
might place regulated entities within the group or the broader financial system at risk.
Fourth, CSEs are required to compute a capital adequacy measure at the holding
company that is consistent with the Basel Standard. Finally, CSEs are required to
maintain significant pools of liquidity at the holding company, where these are available
for use in any regulated or unregulated entity within the group without regulatory
restriction.

Before I expand on each of these in turn, I would like to point out that these five
principal program components are implemented in conjunction with the authority to
protect regulated entities within the groups. When potential weaknesses are identified, the
Commission has broad discretion under our rules to respond, for example by mandating
changes to a firm's risk management policies and procedures, by effectively requiring an
increase in the amount of regulatory capital maintained at the holding company, or by
requiring an expansion of the pool of highly liquid assets held at the parent. These powers
are not theoretical abstractions. All three of the steps that I just cited, namely requiring
changes to risk management systems, requiring more capital, and requiring more liquidity
have been taken at various firms over the past two years.

1. The requirement to maintain and document a system of risk controls, including
measures to manage the market, credit, liquidity, legal, and operational risks associated
with a CSEs business activities, is vested in Exchange Act Rule 15¢3-4, by which CSEs
must abide. Review by the staff, and ultimate approval by the Commission, of this system
of risk controls is a critical part of the procéss by which each of the five investment hank
holding companies became a CSE. While in many respects the system of controls present
at the CSE firm bears a strong similarity to affalogous systems 3t other large, complex
and internationally active financial institutions, they do reflect the importance to
securities firms of daily mark-to-market of most positions as a risk management and risk
governance tool. Establishing effective controls around the mark process, particularly
where less liquid or more complex products are concerned, is a major focus both of the
firm's risk management and financial control functions, and of the Commission's
supervision program.

2. Subsequent to approval, the Commission conducts periodic examinations of the
CSE's risk and financial controls. These examinations are intended to test whether the
documented policies and procedures, particularly concerning the marking of positions to
market, are implemented in a consistent and robust fashion. Examinations are focused on
the holding company and its unregulated affiliates. Banking affiliates, including ILCs,
already subject to supervision by a federal financial regulator are not subject to
Commission examination.

3. The CSE supervisory regime is designed to leverage the work of the control
functions within the firms. To monitor the financial and operational condition of the
holding company, and to verify that the risk control system is functioning effectively, a
multi-disciplinary team of Commission staff, including economists, financial engineers,
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and accountants, meet regularly with senior risk managers, financial controllers, treasury
personnel, and internal auditors of the CSEs. A key theme throughout these discussions is
risk concentration, and how the control functions collectively manage concentrated
exposures of various types.

Commission staff meets mornthly with senior market and credit risk managers of
the CSEs charged with managing a bidirectional flow of risk information between the
trading businesses which take market and credit risk, and the senior management. In one
direction, value-at-risk and other techniques are used to aggregate exposures across
diverse businesses with different underlying risk factors both for internal risk
management and regulatory capital computations. In the other direction, a granular
system of limits articulates to each business or desk the risk appetite of senior
management. During the monthly meetings, the performance of the models and
aggregation tools are assessed, by comparing ex ante measures of risk with ex post
realizations of gain and loss. The monthly discussion is structured around a review of risk
reporting and analytics prepared for the internal use of the firm's management.

On a quarterly basis, Commission staff meets with CSE treasury personnel at each
firm. The focus of the discussion is the liquidity position of the holding company and, in
particular, the amount and nature of liquid assets that are held at the parent, and thus
available for use anywhere within the group. Of equal importance, however, are the less
liquid assets held by the firm. The CSE firms use a liquidity scenario, approved by the
Commission, which is intended to capture the effects of a prolonged market stress event
to calibrate liquidity requirements, which includes retirement of outstanding short-term
debt and additional funding requirements reflecting a presumed deterioration in the
ability to fund less liquid assets through repo and repo-like transactions. During the
quarterly discussion, material changes in the liquidity requirements generated by this
analysis are discussed. T s

Quarterly meetings are also held with the CSE financial controllers to review the
financial results including significant profit or losges at the desk level. Financial results
are also compared with the risk exposures theoretically associated with those gains or
losses as a means of validating that the risk measurement systems are functioning
properly. The results of the firm's internal price testing processes, intended to validate the
marking-to-market of complex and illiquid products, are also reviewed.

Also on a quarterly basis, Commission staff meets with CSE internal auditors to
cover significant audit findings and the evolution of the audit plan throughout the year.
The resolution of findings, or their escalation to the firm's audit committee, is tracked.
Selected audit reports, particularly those related to risk governance, are discussed in
detail with the audit staff.

4. The on-site work described above is augmented by the Commission staff's
review of monthly holding company capital adequacy measures, which are required
under the CSE rule to be computed in a manner consistent with the Basel Standard. While
not required by the rule, all of the firms are applying Basel II and its advanced approach
to credit risk exposure. Each CSE has undertaken to maintain a ratio of regulatory capital
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to risk-weighted assets of at least 10 percent, the Federal Reserve's standard for a well-
capitalized institution. -

5. The final component of the program is a liquidity pool that each CSE is
required to maintain at the parent level. In addition to the Basel capital calculation
required of CSE firms, the Commission also requires CSE finms to meet certain liquidity
standards. Securities firms rely on a wide range of funding sources, notably repo and
repo-like secured financing of assets. In the face of any crisis - whether real or only
perceived - secured lenders are likely to require significantly more collateral while
unsecured lenders may disappear altogether. CSE firms must conscientiously manage this
liquidity risk using their own resources. There are a number of instances where securities
firms that were adequately capitalized by the measures of the day collapsed because the
asset side of the balance sheet proved insufficiently liquid to withstand a stress event.
Thus, under the CSE program, the Commission looks not just at capital adequacy, but
also at the liquidity of the assets being supported by that capital through an additional set
of standards. Generally, each CSE firm must have sufficient stand-alone liquidity and
sufficient financial resources to meet its expected cash outflows in a stressed liquidity
environment for a period of at least one year. To meet these standards, each CSE firm
holds a substantial amount of liquid assets that are available to the ultimate holding
company and its subsidiaries to deal with a crisis or perceived crises anywhere within the
organization. Again consistent with the Commission's authority under the rule, each CSE
has undertaken to maintain a liquidity pool of specified size.

I have described this morning a system of consolidated supervision that has thus
far demonstrated its effectiveness during the current credit market difficulties. It appears
to be effectively achieving the goal of reducing the likelihood that weakness within the
holding company or an unregulated affiliate will place a regulated entity, including an
TLC, or the broader financial system, at risk. Thave described the-means by which we
monitor on an ongoing basis the financial and operational condition of the CSE holding
companies, leveraging our many years of experience in overseeing broker-dealers and
their affiliated holding companies. And I have described our broad authority under the
CSE rules to take action in the event of a weakness or potential weakness. Further, while
the program is similar to other consolidated supervision regimes, notably the Federal
Reserve's oversight of Bank Holding Companies, the CSE regime is tailored to reflect the
reliance of securities firms on mark-to-market accounting as a critical risk and
governance control, as well as the need for such firms to maintain adequate internal
liquidity sources to withstand market stress events. The CSE program is recognized
internationally as providing consolidated supervisory oversight of our largest U.S.
securities firms that is equivalent to that of well recognized federal banking regulators.
And finally, we are constantly learning from our experience in supervising these firms
and we are continually evaluating the CSE regime for any potential improvements.

- In conclusion, while we generally support the goals of consolidated supervision of
holding companies affiliated with industrial loan companies, any legislation should
ensure that CSEs, which are highly regulated under the Commission's consolidated
supervision program, are not subjected to an additional layer of duplicative and
burdensome holding company oversight. Any legislation should recognize the unique
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ability of the Commission to comprehensively supervise the consolidated groups that are
overwhelmingly in the securities business, especially given the heightened focus orrthese
issues in an era of increased global competitiveness. And any legislation should respect
the careful deference accorded by the Gramm-Leach-Bliley Act to functional regulators

in overseeing the activities of functionally regulated members of financial holding
companies.

Thank you again for the opportunity to speak on behalf of the Commission. I
would be happy to answer any questions that you may have.
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Good moming, Chairman Dodd, Ranking Member Shelby and members of the
committee, thank you for the opportunity to share Utah’s view on the regulation and
supervision of industrial banks or as they are sometimes called Industrial Loan
Companies.

I am Edward Leary, Commissioner of Financial Institutions for the State of Utah. I have
been involved with banking for thirty-three years, first as a community banker, then
fifteen years in bank examiner positions with the Utah Department and for the last fifteen
years as its Commissioner. I am pleased to be here today to share my views on the
supervision and regulation of industrial banks.

STATE CHARTER OPTION

As we all know, banking is integral to the fabric of economic life for all of us. Since the
founding of this nation, states have chartered, regulated and supervised banking. The
choice of charter remains a vital component of the check and balances of the dual
banking system. State-chartered institutions in attempting to survive and meet the needs
of their communities have fostered creativity and experimentation. The state-chartered
institutions can innovate in a controlled environment that limits systemic risks. If a
product, service, delivery mechanism or charter is fundamentally unsafe or unsound then
those weaknesses may be exposed.

Today largely as a result of federal preemption the states are losing assets and
state-chartered depository institutions are becoming a less viable and appealing charter.

The following numbers illustrate the dramatic shift in percentage of assets by chartering
agency.

Date States QOCC OTS
12/31/1995 41% 45% 14%
12/31/2000 42% 46% 12%
12/31/2001 41% 46% 12%
12/31/2002 42% 46% 12%
12/31/2003 41% 47% 12%
12/31/2004 31% 55% 13%
12/312005 31% 55% 14%
12/31/2006 30% 57% 12%

Another foundation of the dual banking system is the ability to freely choose the
supervisory structure under which the insured entity operates. This foundation
contributes to a competition in excellence among financial institution regulators. It is
therefore vital that there is more than one approach to the regulation and supervision of
financial institutions.



205

In today's environment of decreasing assets in state-chartered institutions, industrial
banks are experiencing asset growth. Why? Because of the innovations in customer
service and delivery of financial products to targeted segments that consumers have
responded to very well. Based upon 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 irony is that while many profess belief in the Dual Banking System and are staunch
supporters of its merits in providing safe, sound banks with competitively priced
financial services and products to consumers and businesses; today we are discussing
restrictions and limitations on a state-chartered, federally insured banking industry that I
believe embodies real innovation and creativity in the delivery of banking services.

A statement from the former Federal Reserve Chairman, Alan Greenspan, is an
appropriate ending to this section.

“A system in which banks have choices, and in regulations that result from the give and
take involving more than one agency, stands a better chance of avoiding the extremes of
Supervision.” (No Single Regulator for Banks, Wall Street Journal, December 15, 1993.)

T THE PUBL. LICY DEBATE SHOULD BE

The fact that the committee is having this hearing today reflects the reality that Utah’s
chartering and regulating of the industrial banks has been commensurate to the risk.
Utah, in partnership with the FDIC, has jointly created a supervisory model for industrial
banks that has evolved and will likely continue to evolve, but through more than twenty
years of everyday application, it has worked, in that no Utah industrial bank has failed.

My belief is that this committee should not consider rewriting banking laws to address
the desires of particular industry groups or trade associations whose desire is to suppress
competition.

Nor should Congress change, much less outlaw a proven, successful regulatory structure
because some groups have concerns about a particular applicant.

Testifying before Congress on financial services reform in 1987, the FDIC's then-
chairman L. William Seidman argued that the public interest would be best served by:

“... financial services industry that met four objectives: the financial system
should be viable and competitive, the banking system should be operated in a safe
and sound manner, customers should realize benefits from enhanced competition,
and the system should be flexible enough to respond to technological change.
Consistent with these objectives, the regulatory and supervisory structure of
banking should be the simplest and least costly one available.”
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The question facing policy makers then was - and continues to be - whether these
objectives can be met without restricting the ability of banks to choose the corporate
structure that best suits their business needs. As Seidman noted:

“The pivotal question . . . is: Can a bank be insulated from those who might
misuse or abuse it? Is it possible to create a supervisory wall around banks that
insulates them and makes them safe and sound, even from their owners, affiliates
and subsidiaries? If so, then the banking and commerce debate should focus on
how affiliations should be regulated so that the public interest is met.” (FDIC
Banking Review, January 2005, The Future of Banking in America, The Mixing of
Banking and Commerce: Current Policy Issues, Volume 16, No. 3.)

T urge this committee and Congress to focus on the adequacy of the current regulatory
processes conducted by the State of Utah and the FDIC. In the absence of a
demonstrated example of regulatory failure, there is no fundamental, underlying reason
for a public policy change.

If, in the future, shortcomings are identified, an amendment may be considered without
outlawing a class of banks that have operated for over a century without harming
competitors, consumiers or the deposit insurance system. Believe me, if I am still the
Commissioner when a shortcoming in our regulatory process is identified, it will be
corrected, long before any legislative body could take action. The states and the FDIC
have developed prudential standards that are in place today.

UTAH INDUSTRIAL BANKS

As of June 30, 2007, all of the nation’s 59 operating industrial banks represented a very
small .7% component of the 8,615 total insured banks and savings banks. Nationally,
industrial banks also represented a very small $226 billion of the $12.2 trillion of the
insured bank and savings bank total assets, or 1.8%.

Looking specifically at Utah industrial banks for the period ending June 30, 2007, Utah
had 31 operating charters holding $200.9 billion in total assets.(See Appendix -1) Thus,
Utah holds 89% of all industrial bank assets. Utah industrial banks represent only 1.6 %
of the insured bank and savings bank total assets, and 1.7% of total deposits with $138
billion of the $8.0 trillion in total insured bank and savings bank deposits. Currently,
there are 30 operating industrial bank charters as MagnetBank converted to a commercial
bank charter in August. The foregoing percentages were determined by the Utah
Department of Financial Institutions based upon numbers derived from the FDIC
database as of June 30, 2007.

A statement has been made that there has been a “stampede” to the industrial bank
charter. An analysis of the number of charters over the last twenty years will show that
there has been on average an increase of one charter per year. (See Appendix - 2)
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As of June 30, 2007, the Utah Department's, non-determinative and non-binding analysis
using the provisions of the House passed H. R. 698 is listed in Appendix - 3. The Utah
Department's analysis based upon knowledge of the industrial bank holding companies is
that 82% of Utah’s industrial bank assets would be considered held by “financial”
entities.

As of June 30, 2007, the Utah Department’s, non-determinative and non-binding analysis
using the provisions of the House passed H. R. 698 is listed in Appendix - 4. The Utah
Department's analysis based upon knowledge of the industrial bank holding company is
that 18% of Utah’s industrial bank assets would be considered held by “non-financial”
entities.

The increase in Utah industrial bank “non-financial” assets over the last six months is
largely attributable to Utah and FDIC’s approval of the General Motors application to sell
a 51% interest in GMAC. GMAC held a Utah industrial bank, the GMAC Automotive
Bank. The FDIC granted an exception to its six-month moratorium on industrial bank
applications and approved the sale and subsequent merger, which resulted in $23.5
billion in additional mortgage assets coming to the Utah industrial bank. The renamed
GMAC Bank is considered a “non-financial” Utah industrial bank.

The Utah Department's analysis of those Utah industrial banks with a Federal Agency
supervising the holding company is listed in Appendix - 5. The Utah Department’s
analysis is that seven entities holding 77% of all Utah industrial bank assets are currently
subject to a Federal Holding Company Supervisor at the holding company level.

UTAH’S RE ATORY STRU XPERIENCE IN PARTNERSHIP
WITH THE FDIC

Utah has been chartering industrial banks since the 1920s. In 1986, Utah law was
changed to require Federal Deposit Insurance for all industrial banks.

Like most state banking departments, Utah regulates all types of state-chartered
depository institutions, including banks, industrial banks and credit unions. The Utah
department also has jurisdiction over many non-depository activities. The Utah
department is entirely funded from assessments to the financial institutions we regulate
through a restricted account that can only be appropriated to the department.

As state-chartered, FDIC insured institutions, industrial banks are currently operating in
the states of Utah, California, Colorado, Hawaii, Indiana, Nevada and Minnesota. No
state permits industrial banks to engage in activities that are not permissible for other
state-chartered banks.

Industrial banks are subject to the same banking laws and are regulated in the same
manner as other depository institutions. They are supervised and examined both by the
states that charter them and by the FDIC. They are subject to the same safety and
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soundness, consumer protection, deposit insurance, Community Reinvestment Act, and
other requirements as other FDIC-insured banks. However, special emphasis is placed on
Federal Reserve Regulation W and Sections 23 A & B of the Federal Reserve Act, which
closely regulates all parent and affiliate company transactions to ensure that there is a
limit to the amount of “covered transactions” and an “arms length” basis for all
transactions.

A Utah industrial bank is required to maintain the minimum amount of capital required
by its federal deposit insurer, but the Commissioner may require a greater amount of
capital.

The department has and will continue to defend our regulation and supervision of the
industrial bank industry. The department takes its supervisory role seriously. It is an
active participant with the FDIC in all industrial bank examinations and targeted reviews
wherever they are conducted in the country. Our examiners are participating in large loan
exams (reviewing loans and lines-of credit in the $100's of millions), capital market
examinations, trust exams, information system exams, consumer compliance and
community reinvestment exams and bank secrecy act and anti-money laundering exams.

Utah believes it is a full partner in regulating, supervising and examining this industry.
As proof of that fact, Utah is one of the very few states in the country performing
CRA/Compliance examinations. Utah conducts most of these examinations jointly with
the FDIC. To solidify this relationship with the FDIC, Utah signed a written agreement in
January of 2004,

Utah is participating with the FDIC in the Large Bank Supervision Program for four
industrial banks: Merrill Lynch Bank USA, UBS Bank USA, American Express
Centurion Bank and Morgan Stanley Bank. The supervision of these large banks is
coordinated by a full-time relationship manager from the State as well as the FDIC.

A team of examiners and specialists from Utah and the FDIC conduct targeted reviews in
areas such as: commercial and retail credit, capital markets, bank technology, asset
management, and compliance and they track the quality and quantity of risk management
procedures. This type of activity is no longer extraordinary.

The large bank program allows the State and FDIC to develop a more thorough
knowledge of the bank than is possible through the traditional regime of periodic,
discrete examinations. Over the four years Utah has been involved in this program, we
have developed, tested, and refined this supervisory approach expressly to address the
special financial and compliance challenges posed by bigger, more complex and to some
degree globally positioned banks.

Today, our industrial banks operate nationally but they may have affiliates or
relationships that operate overseas, as well as our neighboring countries to the north and
to the south.
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This expansion of our large industrial bank operations’ across various legal entities and
geographic boundaries puts an increased premium on coordinating our supervisory
responsibilities with our federal regulatory counterparts and foreign regulators.
Nationally, Utah participates as a full partner in their supervisory reviews. Utah shares
the reports of examinations. In the large bank program, Utah shares information on
proposed examination and supervisory activities for the coming year and coordinate the
planning and execution of those programs.

Some industrial banks tend to specialize in specific banking activities such as credit card,
home mortgage, automobile, agricultural, loans secured by brokerage accounts or small
business lending. This specialization has resulted in critics challenging the safety and
soundness of these institutions. However, the FDIC has stated that industrial banks are
no more a threat to the deposit insurance fund than commercial banks.

The supervisory approach employed by Utah and the FDIC has been described as
“Bank-Centric”. Please review the John Douglas quote within the next section dealing
with Banking & Commerce for a more detailed discussion of the “Bank-Centric”
approach. This is not a new concept when examining a bank that is part of a holding
company structure. Industrial banks based in Utah have been a "laboratory" for those
insured institutions owned by commercial entities. The evolving supervisory approaches
of Utah and the FDIC have helped fine-tune processes and procedures that insulate an
insured depository institution from potential abuses and conflicts of interest by a
non-federally supervised parent. Critical controls have been developed as the result of
cooperation between Utah regulators and the FDIC.

ADDITI L PRUDENTIAL SAFE APP T TRIAL
BANKS

While the track record of Utah industrial banks after more than twenty years of dual
supervision from the state and FDIC is excellent. Utah believes that this good record of
safety and soundness is in part attributable to additional prudential safeguards applied to
the industrial banks operating from Utah. Supervising industrial banks is an evolving
regulatory dynamic as new issues arise and new lessons are learned, I suspect we will adc
new requirements.

This enhanced regulatory hand is most evident in approval Orders of de novo industrial
banks. The Order is where the majority of prudential safeguards are issued and remain in
effect for the life of the institution. These Orders reflect generally higher capital
standards and more regulatory attention to potential problems.

Today, all Utah industrial bank approval Orders issued by the department contain the
following:

The board of directors shall be comprised of a majority of outside-unaffiliated
directors, and those unaffiliated directors shall not serve on the board of any other
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FDIC insured depository institution. (Note that these director independence
requirements were imposed long before the Sarbanes Oxley Act of 2002.)

There shall be no change in the executive officers or in the board of directors as
submitted in the application without the prior approval of the Commissioner for a
period of three (3) years after the industrial bank commences operations.

Requires at a minimum an onsite President, the Chief Financial Officer, and the
Chief Credit Officer with sufficient support staff with the knowledge, ability, and
expertise to successfully manage the risks of the industrial bank, maintain direct
control of the industrial bank, and retain the industrial banks independence from
the parent company.

Within 30 days of receiving all required regulatory approval to operate as an
insured Utah industrial bank, the industrial bank holding company shall register
with the department by filing a registration statement as required by Utah law.

MINE E SINA TC SCENARI

In this discussion and others the worst case scenario that detractors have postulated is
that of a holding company filing bankruptcy or getting into financial difficulty. The
reality is that Utah and the FDIC have experienced both. While no regulator relishes
stressful circumstances, we can state that we weathered the storm, Utah has had large
corporate parents of industrial banks encounter financial difficulties, and in one instance
the ultimate parent company filed for bankruptcy protection.

The background and outcome were well described by the FDIC in the January 20085,
FDIC Banking Review, The Mixing of Banking and Commerce: Current Policy Issues,

“The bankruptcy of the corporate owner of an ILC - Conseco Inc - but not of the
ILC itself illustrates how the bank-up approach can effectively protect the insured
entity without there being a BHC-like regulation of the parent organization.
Conseco Inc. was originally incorporated in 1979 as Security National of Indiana
Corp. After several years of raising capital, it began selling insurance in 1982.
Security National of Indiana changed its name to Conseco Inc. in 1984, after its
1983 merger with Consolidated National Life Insurance Company. Conseco Inc.
expanded its operations throughout the 1980s and 1990s by acquiring other
insurance operations in the life, health, and property and casualty areas, Conseco
Inc. was primarily an insurance company until its 1998 acquisition of Green Tree
Financial Services. A diversified financial company, Green Tree Financial
Services was one of the largest manufactured-housing lenders in the United
States. Upon acquisition, it was renamed Conseco Finance Corporation. Included
in the acquisition were two insured depository charters held by Green Tree
Financial Services - a small credit-card bank chartered in South Dakota and an
ILC chartered in Utah. Both of these institutions were primarily involved in
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issuing and servicing private-label credit cards, although the ILC also made some
home improvement loans. The ILC - Green Tree Capital Bank - was chartered in
1997 and changed its name to Conseco Bank in 1998 after the acquisition.
Conseco Bank was operated profitably in every year except the year of its
inception, and grew its equity capital from its initial $10 million in 1997 to just
over $300 million in 2003. Over the same period, its assets ballooned from $10
million to $3 billion”.

“Conseco Bank was supervised by both the Utah Department of Financial
Institutions and the FDIC. Despite the financial troubles of its parent and the
parent's subsequent bankruptcy (filed on December 18, 2002), Conseco Bank's
corporate firewalls and the regulatory supervision provided by Utah and the
FDIC proved adequate in ensuring the bank's safety and soundness. In fact, $323
million of the $1.04 billion dollars received in the bankruptcy sale of Conseco
Finance was in payment for the insured ILC - Conseco Bank, renamed Mill Creek
Bank -which was purchased by GE Capital. As a testament to the Conseco Bank's
financial health at the time of sale, the $323 million was equal to the book value
of the bank at year-end 2002. Thus, the case of Conseco serves as an example of
the ability of the bank-up approach to ensure that the safety and soundness of the
bank is preserved.”

In another case, TYCO, a large parent company of a Utah industrial bank called CIT
Online Bank encountered financial difficulties and decided to spin the industrial bank
group off in an initial public offering which was approved and completed. In spite of
TYCO’s financial difficulties, the Utah industrial bank continues operations today as CIT
Bank.

AN & CO RCE

In discussing industrial banks one often reads of the need to “restore the traditional
separation of banking and commerce” that industrial banks exist because of a “loophole”
in the Bank Holding Company Act.

Those that state there is and should be a separation of banking and commerce believe that
this is a fundamental principle incorporated by the passage of the Glass-Steagall Act in
1933 while others believe that if there ever was a separation between banking and
commerce it was eviscerated with the passage of the Gramm-Leach-Bliley Act of 1999.

The proponents of the former argument subscribe to the conclusion that great “evils”
result when banking and commerce are mixed. That somehow these great “evils” are
compounded by the fact that Congress left this gaping hole through an oversight and this
“loophole” may be exploited by commercial companies that will endanger the safety and
soundness of our financial services sector and the deposit insurance funds.
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Utah believes that the written testimony submitted by John L. Douglas, a former General
Counsel of the FDIC, before the Subcommittee on Financial Institutions and Consumer
Credit in July 12, 2006, states well our views on the primary issue of mixing banking and
commerce and we incorporate a part of his testimony as ours.

“These first two assertions are simply historically inaccurate, and ignore the fact
that throughout our history there have long been affiliations between banks and
commercial firms. Indeed many of these have been expressly blessed by Congress.
We should be clear on this point. Such affiliations have always existed. Congress
has chosen to limit certain of them from time to time, by the Bank Holding
Company Act, the Competitive Equality Banking Act, the Federal Deposit
Insurance Corporation Improvement Act and the Gramm-Leach-Bliley Act each
address and bless, and regulate commercial affiliations with banks.”

He states in his footnote number 1 on the Glass-Steagall Act that,

“The Glass-Steagall Act separated to a limited degree investment and
commercial banking. The separation was never absolute; indeed, it was
substantially eroded by regulatory interpretations by the Federal Reserve in the
1980's and 1990's. Whatever separation remained was essentially eviscerated by
the adoption of the Gramm-Leach-Bliley Act in 1999.”

Mr. Douglas also stated in footnote number 3 that,

“I will not repeat the arguments that have been presented before Congress many
times in the past on the first two assertions. As to the “historic” separation of
banking and commerce, I will merely note that it wasn’t until 1956 that activity
restrictions were place on multi-bank holding companies and that those
restrictions weren’t extended to single bank holding companies until 1970.
Further, it wasn’t until 1999 that activity restrictions were imposed on unitary
savings and loan holding companies. As for the “unintended loophole,” Congres:
has extensively considered industrial loan banks on numerous occasions, most
extensively as part of the Competitive Equality Banking Act in 1987, and again as
part of the Gramm-Leach-Bliley Act in 1999.”

He then goes on to address his key points which are germane for our discussion.

“Another assertion that has recently been made is that the unregulated owners of
industrial banks would wreck havoc on our financial system given the lack of
"comprehensive supervision” of the corporate owners of such institutions. This
last proposition ignores the existing legal framework governing all financial
institutions, including industrial loan banks, and ignores the substantial power
and authority (and indeed belittles the capacity) of the FDIC to supervise,
examine and enforce laws, rules and regulations that are intended to assure
safety and soundness, as well as prevent abuses that might possibly arise from
affiliations between banks and commercial affiliates.
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“It is this last assertion that I particularly wish to address, that somehow the lack
of comprehensive supervision poses a threat to our financial system. I make four
major points in response:

“First, industrial loan banks are subject to the same comprehensive framework of
supervision and examination as “normal” commercial banks. They have no
special powers or authorities; they are exempt from no statute or regulation. They
must abide by the requirements of: Sections 23A and B, limiting and controlling
transactions with affiliates; Regulation O, governing loans to officers, directors
or their related interests; capital requirements; the Prompt Corrective Action
safeguards instituted by Congress in the early 1990’s that assure maintenance of
adequate capital and impose an ever-increasing level of supervisory control if
institutions fail to do so; and all of the other laws, rules and regulations that
promote safe and sound banking in this country.

“Second, the FDIC has been given full and ample authority to supervise and
regulate these institutions, and can exercise the full range of enforcement
authorities granted by Congress. I was a participant in the political process that
led to Congress’ rewrite of those provisions in 1989, as part of FIRREA, and I
personally can attest to the scope of the cease and desist, removal and
prohibition, civil money penalty and withdrawal of deposit insurance powers.
Given the magnitude of the 1980's financial debacle and the great concerns in
Congress that it never happen again, we at the FDIC at that time worked closely
with members of this Committee and others in Congress with the clear intention
to give the FDIC and the other bank regulators all of the supervisory and
enforcement powers they would ever need to protect the banking system. We
wanted to be sure that no future banking failures would be the result of a lack of
FDIC authority and tools to address threats to a bank's safety-and-soundness,
including threats that might arise from its nonbanking affiliates.

“Importantly, all of these enforcement powers apply with full force to an
industrial loan bank, as well as to any officer, director, controlling shareholder
or “any other person . . . who participates in the conduct of the affairs of an
insured depository institution,” There is no question that to the extent that either
the corporate owner of an industrial loan bank or any affiliate of that owner
engages in any violation of law, rule or regulation applicable to the industrial
loan bank, or has engaged, is engaging or is about to engage in an unsafe or
unsound practice relating to the industrial loan bank, the FDIC can bring the full
range of enforcement authorities to bear. These remedies can include not only
requiring that impermissible or inappropriate activities cease immediately, but
also requiring that the condition be remedied and restitution made. Civil money
Dpenalties up to one million dollars per day can be imposed, and individuals can
be removed from their positions and precluded from having any involvement not
only with the industrial loan bank but with any insured depository institution. The
FDIC can also restrict the activities of the industrial loan bank or any affiliate
participating in its affairs, can withdraw the deposit insurance of the industrial
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loan bank and take any other action it “deems appropriate” in the event of a
violation of law, rule or regulation, including in my opinion even forcing the
divestiture of the industrial loan bank by its owner.

“Third, I can attest from experience that the FDIC regularly and vigorously
exercises these powers. The FDIC routinely requires an independent, fully
JSunctioning board of directors designed to assure that the industrial loan bank
stands on its own and is not merely an arm of its corporate owner. The industrial
loan bank must have adequate capital, operate in a safe and sound fashion, avoid
unsafe and unsound practices, have comprehensive policies, controls and
procedures, and an effective internal audit program. The FDIC rigorously
examines the institution and closely scrutinizes transactions and relationships
between the industrial loan bank and its affiliates. It conditions approvals to
assure compliance with carefully crafted commitments designed to assure the safe
and sound operations of the industrial loan bank. It forcefully uses its
enforcement powers, and is not shy about inquiring about any action, transaction
or relationship that might potentially affect the insured institution.

“Fourth, the experience of the FDIC with respect to industrial loan banks, similar
to the experience of the OTS with respect to diversified owners of savings
associations, belies any fundamental concerns over threats to the banking system
or our economy that might arise from commercial ownership. There have only
been two failures of FDIC-insured industrial loan banks owned by holding
companies. These holding companies were not commercial (i.e., a non-financial)
enterprises. These two failures cost the FDIC roughly $100 million. Both failed
not as a result of any self dealing, conflicts of interest or impropriety by their
corporate owners; rather, they failed the “old fashioned way” by poor risk
diversification, imprudent lending and poor controls. These two failures stand in
sharp contrast to the hundreds of bank failures that operated in holding company
structures, many of which cost the FDIC billions of dollars. The list is long and
sobering - Continental lllinois, First Republic, First City, MCorp, Bank of New
England, and so on - all of which were subject to the much-vaunted “consolidated
supervision” by the Federal Reserve as the holding company regulator that
offered as cure for something that hasn’t proven to be a problem.

“And we should be very clear about a fundamental point. Throughout our
history to now, there have always been, and federal law has always allowed,
affiliations between “banking” and “commerce.” In our modern era, these
relationships have been carefully considered, and accompanied by a statutory
and regulatory framework assuring that our regulatory authorities have ample
power to protect against abuses and problems.

“Moreover, both consumers and our economy have unquestionably benefitted
Jrom the hundreds of banking-commerce affiliations that have long existed, and
continue to exist. Congress should consider very carefully the full implications of
any change in law that could choke off these affiliations and deny our financial
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system the flexibility and innovation that it always has had in the past. It would
indeed be unwise to roll back the clock by taking steps to limit healthy and
beneficial competition under the guise of advancing an idea that may have an
attractive rhetorical resonance, but in fact is simply irrelevant to the issue at
hand.”

The industrial bank experience, like the experience of credit card banks, non-bank banks
and other institutions with commercial parents, shows that fears about banking and
commerce are unfounded. The history of industrial banks is a testament that the
regulatory model has maintained the safety and soundness of these institutions. The track
record demonstrates that banks can be safely operated as parts of diversified holding
companies.

HOLDING ANY ERVISIO

The bank holding company model works well for companies whose principal business is
limited to banking - it was devised at a time when bank holding companies were
permitted to do nothing else. The existing industrial bank supervisory process works
well. Utah believes it is the “superior” model for holding companies whose principal
business may not be banking.

‘What has received very little coverage in the current debate is the fact that industrial bank
oversight by the states and the FDIC is supplemented by holding company oversight by
federal financial regulators other than the Federal Reserve. The Office of Thrift
Supervision (OTS) and Securities and Exchange Commission (SEC) have regulatory
oversight over many holding companies with Utah industrial bank subsidiaries.

As previously stated, the OTS has supervisory responsibilities at five Utah industrial
bank holding companies whose industrial banks collectively constitute 58% of all Utah
industrial bank assets. The OTS has holding company jurisdiction because of affiliated
federal savings banks to the Utah industrial banks.

The SEC has Consolidated Supervisory responsibility over Goldman Sachs Bank’s
holding company whose industrial bank holds approximately 7% of total Utah industrial
bank assets. The SEC has dual consolidated supervision authority with the OTS over
three additional Utah industrial banks in total representing 53% of Utah assets.

The Federal Reserve has holding company supervision of UBS Bank’s parent company
(which holds approximately 11% of total Utah industrial bank assets) because UBS’s
parent filed as a Financial Holding Company with the Federal Reserve.

The federal agency oversight listed above constitutes approximately 77% of all Utah
industrial bank assets as of June 30, 2007. This is not a parallel regulatory structure
when federal agencies have holding company authority over 77% of all Utah industrial
bank assets.
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While not included in the federal agency oversight totals above, consideration should be
given to three additional Utah industrial banks: Advanta Bank with $2.0 billion in total
assets, Target Bank with $15 million, and World Financial Capital Bank with $177
million in total assets, all of which have sister national banks chartered by the Office of
the Comptroller of the Currency (OCC).

Again, trying to keep this discussion in perspective, the entire industrial bank industry,
even with its growth during the last twenty years, represents only approximately 1.8% of
U. S. banking assets.

The parent companies of the vast majority of Utah industrial bank assets are engaged
exclusively or predominantly in financial services activities. These include: Advanta,
American Express, Merrill Lynch, Morgan Stanley and UBS. Other industrial banks are
owned by diversified companies, such as General Electric and GMAC which engage in
both financial and non-financial activities. Some are controlled by companies primarily
engaged in commercial or industrial activities, such as BMW and Volkswagen. However,
both BMW and Volkswagen have extensive banking operations in Europe.

While not subject to regulation as bank holding companies, industrial bank owners are
subject to many of the same requirements as bank holding companies. As a result,
safeguards already exist to protect these depository institutions against abuses by the
companies that control them or activities of affiliates that might jeopardize the safety and
soundness of the institutions or endanger the deposit insurance system.

For example, restrictions on transactions with affiliates in Sections 23A and 23B of the
Federal Reserve Act apply to industrial banks and their owners. These provisions limit
the amount of affiliate loans and certain other transactions (including asset purchases) to
20 percent of a bank’s capital, and require that such loans be made on an arm’s length
basis, Thus, an industrial bank may not lawfully extend significant amounts of credit to
its holding company or affiliates or offer credit to them on preferential or non-market
terms. All loans by industrial banks to their affiliates must be fully collateralized, in
accordance with Section 23A requirements. A recent Federal Reserve clarification
requested by the FDIC on the ARCUS Financial Bank application is that the holding
company activities are “complimentary to banking” and permissible for a Financial
Holding Company.

Utah law establishes, besides all other jurisdiction and enforcement authorities over
industrial banks, that pursuant to Section 7-8-16 each industrial bank holding company
must register with the department and is subject to the department’s jurisdiction. Also,
according to Section 7-1-501 of the Utah Code each industrial bank holding company is
subject to examination and enforcement authority of the Department.

Utah struggles to understand why Congress would want to keep out well-capitalized
innovative entrants to the market? While the banking system is becoming concentrated
in the hands of a few large institutions with huge market power and system risk, I
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understand that the five largest banks.are trillion dollar entities. These entities control a
third of industry assets and deposits, and a fourth of all bank branches.

S RY

Utah has been successfully regulating FDIC insured industrial banks for twenty years.
Utah has established a record of safe and sound institutions with prudential safeguards in
place that have prevented parent companies from exercising undue influence over the
insured entity.

Utah’s industrial banks are well capitalized, safe and sound institutions.

Utah’s industrial banks are subject to the same regulations and are examined in the same
manner as other banks.

Utah and FDIC examiners have adapted as the industrial banks have evolved. For us,
keeping up with new products, new financial instruments and new delivery mechanisms
has been a regulatory challenge, but a challenge we have met with the shared resources of
our regulatory partner, the FDIC.

In this discussion, the reality check is that the entire industrial loan industry, even with its
growth of the last twenty years, is only approximately 1.8% of banking assets.
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Federal Financial
31 IBs as of 6-30-07 6/30/2007 Holding Company or
Total Assets Supervisor Non-financial
ADVANTA BANK CORP 2,011,368 Financial
ALLEGIANCE DIRECT BANK 45,257 Financial
AMERICAN EXPRESS CENTURION BANK 23,419,480 OTS Financial
BMW BANK OF NORTH AMERICA 2,365,047 Non-financial
CAPMARK BANK (gmaccm) 6,616,762 Non-financial
CELTIC BANK 119,536 Financial
CIT BANK 4,065,554 Financial
ENERBANK 150,131 Non-financial
ESCROW BANK USA 33,563 Non-financial
EXANTE BANK, INC. 524,824 Financial
FIRST ELECTRONIC BANK 14,001 Non-financial
GE CAPITAL FINANCIAL INC 2,217,336 OTS Non-financial
GMAC BANK 23,450,998 Non-financial
GOLDMAN SACHS BANK USA 15,028,045 SEC Financial
LCA BANK CORPORATION 24,882 Financial
LEHMAN BROTHERS COMMERCIAL BANK 3,431,671 OTS/SEC Financial
MAGNET BANK, INC. 504,147 Financial
MEDALLION BANK 323,075 Financial
MERRICK BANK 1,118,990 Financial
MERRILL LYNCH BANK USA 60,879,265 OTS/SEC Financial
MORGAN STANLEY BANK 27,391,000 OTS/SEC Financial
REPUBLIC BANK INC 482,419 Financial
SALLIE MAE BANK 807,283 Financial
'TARGET BANK 15,321 Non-financial
THE PITNEY BOWES BANK INC 664,309 Non-financial
TRANSPORTATION ALLIANCE BK 507,002 Non-financial
UBS BANK USA 23,090,817 Federal Reserve Financial
VOLKSWAGEN BANK USA 288,023 Non-[inancial
'WEBBANK 22,493 Financial
'WORLD FINANCIAL CAPITAL BANK 177,424 Financial
'WRIGHT EXPRESS FINANCIAL SERVICES 1,108,181 Financial
TOTAL UTAH INDUSTRIAL BANK ASSETS 200,898,204
percentage of total ILC assets nationwide (59 banks) 89.0%
_percentage of total insured banks/S&Ls (8,615 banks) 1.6%

(Numbers in 000s)

Appendix - 1
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FDIC INSURED I1.C/IBS By Year Charters Operating

Beginning December 31, 1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002

June 30, 2007

19
10
13
15
15
15
15
13
12
13
13
16
18
20
23
23
24
27
29
32
32
31

Total Assets
474,066,764
429,625,000
555,030,000
835,036,000

1,551,042,000
1,360,393,000
1,001,663,000
1,198,808,000
1,845,190,000
2,993,882,000
13,489,138,000
15,373,706,000
17,738,307,000
29,670,874,000
74,576,488,000
98,304,191,000
103,383,111,000
110,422,054,000
115,044,017,000
123,428,502,000
186,195,692,000
200,898,204,000

Appendix - 2
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20 "FINANCIAL" Federal Financial
31 IBs as of 6-30-07 6/30/2007 Holding Company or
Total Assets Supervisor Non-financial

ADVANTA BANK CORP 2,011,368 Financial
ALLEGIANCE DIRECT BANK 45,257 Financial
AMERICAN EXPRESS CENTURION B 23,419,480 OTS Financial
CELTIC BANK 119,536 Financial
CIT BANK 4,065,554 Financial
EXANTE BANK, INC. 524,824 Financial
GOLDMAN SACHS BANK - USA 15,028,045 SEC Financial
1.CA BANK CORPORATION(1-26-06) 24,882 Financial
LEHMAN BROTHERS COMMERCIAL BANK 3,431,671 OTS/SEC Financial
MAGNET BANK, INC. 504,147 Financial
MEDALLION BANK 323,075 Financial
MERRICK BANK 1,118,990 Financial
MERRILL LYNCH BANK USA 60,879,265 OTS/SEC Financial
MORGAN STANLEY BANK 27,391,000 OTS/SEC Financial
REPUBLIC BANK INC 482,419 Financial
SALLIE MAE BANK 807,283 Financial
UBS BANK USA 23,090,817 Federal Reserve Financial
'WEBBANK 22,493 Financial
'WORLD FINANCIAL CAPITAL BANK 177,424 Financial
'WRIGHT EXPRESS FINANCIAL SERVICES 1,108,181 Financial
TOTAL "FINANCIAL" INDUSTRIAL BANKS 164,575,711

percentage of total Utah Industrial Banks (31 banks) 81.9%

percentage of total ILC assets nationwide (59 banks) 729%

percentage of total insured banks/S&Ls (8,615 banks) 1.3%
(Numbers in 000s)

Appendix - 3
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11 "NON-FINANCIAL" Federal Financial
31 IBs as of 6-30-2007 6/30/2007 Holding Company or
Total Assets Supervisor Non-financial

BMW BANK OF NORTH AMERICA 2,365,047 Non-financial
CAPMARK BANK (gmaccm) 6,616,762 Non-financiat
ENERBANK 150,131 Non-financial
ESCROW BANK USA 33,563 Non-financial
FIRST ELECTRONIC BANK 14,001 Non-financial
GE CAPITAL FINANCIAL INC 2,217,336 oTS Non-financial
GMAC BANK 23,450,998 Non-financiat
TARGET BANK 15,321 Non-financial
'THE PITNEY BOWES BANK INC 664,309 Non-financial
'TRANSPORTATION ALLIANCE BK 507,002 Non-financial
'VOLKSWAGEN BANK USA 288,023 Non-financial
TOTAL "NON-FINANCIAL" INDUSTRIAL BANKS 36,322,493

percentage of total Utah Industrial Banks (31 banks) 18.1%

percentage of total ILC assets nationwide (59 banks) 16.1%

percentage of total insured banks/S&Ls (8,615 banks) 0.3%

(Numbers in 000s)

Appendix - 4
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7 UTAH INDUSTRIAL BANKS WITH
OTS, FRB OR SEC HOLDING CO. SUPERVISION
31 IBs as of 6-30-07

Federal

6/30/2007 Holding Company or

Financial

TOTAL "OTS FRB SEC” INDUSTRIAL BANKS
percentage of total Utah Industrial Banks (31 banks)
percentage of total ILC assets nationwide (59 banks)
percentage of total insured banks/S&Ls (8,615 banks)

155,457,614
71.4%
68.9%

1.3%

Total Assets Supervisor Non-financial]
UBS BANK USA 23,090,817 Federal Reserve | Financial
AMERICAN EXPRESS CENTURION BANK 23,419,480 OTS Financial
GE CAPITAL FINANCIAL INC 2,217,336 OTS Non-financial]
GOLDMAN SACHS BANK - USA 15,028,045 SEC Financial
LEHMAN BROTHERS COMMERCIAL BANK 3,431,671 OTS/SEC Financial
MERRILL LYNCH BANK USA 60,879,265 OTS/SEC Financial
MORGAN STANLEY BANK 27,391,000 OTS/SEC Financial

(Numbers in 000s)

Appendix - 5
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of the
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of the
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October 4, 2007

Mt. Chairman and members of the Committee, my name is Edward L. Yingling. I
am President and Chief Executive Officer of the American Bankers Association (“ABA”).
The ABA brings together all categoties of financial institutions to best represent the
interests of this rapidly changing industry. Tts membership—which includes community,
regional, and money center banks and holding companies, as well as savings associations,
trust companies, and savings banks—makes ABA the largest banking trade association in
the country.

Thank you for the opportunity to present the ABA’s views on the regulation of
industrial loan corporations (“ILCs”). The ILC industry has changed dramatically in the
last several years. Since Congress last enacted legislation concerning the ownership of
ILCs, the industry has experienced extraordinary growth both in size and scope. We are
very concerned that we have reached a point where prior decisions by Congress that were
designed to maintain separation between banking and commerce would be permanently
undermined.

Allowing non-financial commercial firms to engage in banking activities carties
inherent risks, such as conflicts of interest and misallocation of credit. Congress has

recognized these tisks and has repeatedly curtailed the ability of non-financial fitms to
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engage in banking. We urge the Congress to enact legislation that would maintain the

long-standing separation between banking and commerce.

In my statement today I would like to make three points:

» The current policy toward ILCs is inconsistent with the long-standing

tradition of separating banking and non-financial commerce.

» The ILC exemption created by Congress in 1987 is no longer appropriate

for the ILC industry of today.

» Congtess should once again prevent the mixing of banking and non-

financial commerce.

These points are addressed in further detail below.

I. The Current Policy Toward ILCs is Inconsistent With the Longstanding

Tradition of Separating Banking and Non-Financial Commerce.

The separation of banking and commerce has long been a feature of U.S. law.
Exploitation of the ILC exemption threatens to undermine this consistent policy.

Opver the past 50 years, Congtess has repeatedly curtailed the ability of non-
financial commercial entities to engage in banking activities. The Bank Holding Company

Act, passed in 1956, was designed in part to restrain the ability of commercial firms and
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financial institutions to organize under a single holding company. It prohibited commercial
firms from owning banks and also prohibited holding companies that owned two or more
banks from engaging in non-financial commercial activities.

However, the law did not prevent holding companies that owned only a single bank
from also owning non-financial commercial entities. Some non-financial entities stepped
into this void and organized under so-called “one-bank” holding companies. By 1970
there were more than 700 such companies, and Congress determined to curtail this activity.
Amendments to the Bank Holding Company Act prohibited non-financial commercial
entities from owning a single bank through “one-bank” holding companies.

Despite the change, some commercial entities still sought ways to engage in
banking activities. At the time of the 1970 amendments, the definition of “bank” in the
Bank Holding Company Act included only entites that offered commercial loans and
accepted demand deposits. A number of large retail commercial entities exploited this
provision by acquiring financial institutions that made loans but did not offer demand
deposits. These so-called non-bank banks allowed commetcial entities to avoid
supervision as bank holding companies while offering banking services on an interstate
basis.

Once again, Congtess intervened to address the situation and enacted the
Competitive Equality Banking Act (“CEBA”) in 1987. One of the pritary purposes of
this legislation was to subject non-bank banks to interstate banking restrictions. CEBA
prohibited the creation of any new non-bank banks and amended the definition of “bank”
in the Bank Holding Company Act to mean any institution that was insured by the Federal

Deposit Insurance Corporation (“FDIC”). Thus, CEBA blocked the ability of prospective
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ownets of non-bank banks to create more institutions that combined banking and
commerce.

Most recently, Congress enacted the Gramm-Leach-Bliley Act, which allows
financial holding companies (“FHCs”) to own commercial banks, securities houses,
insurance companies, and other financial entities. Commercial firms may not be, or own,
FHCs. Moreover, the Gramm-Leach-Bliley Act put an end to the ability of non-financial
commercial firs to become unitary thrift holding companies. The report of the Senate
Banking Committee states that “[a]llowing these thrifts to be acquired by commercial firms
would move fa¥ down the road toward mixing banking and commerce, with all its
attendant dangers.””

Thus, the legislative history is clear. Time and again Congress has enacted or
amended legislation with the specific goal of maintaining separation between banking and
non-financial commerce. Expanded use of the ILC exemption threatens to undermine this
consistent policy and reduce the flexibility that is central to our banking system and to our
economy.

In the long run, the ability of commercial firms to own banks would profoundly

change our banking system, causing it to become more concentrated and rigid.

II. The Full ILC Exemption Created By Congress in 1987 is no Longer Appropriate

for the ILC Industty of Today.

The first ILCs appeared in the eatly 1900s when a few states began chartering them

for the purpose of making loans to low- and moderate-income industrial workers. Because

! Senate Report 106-44 of the Committee on Banking, Housing, and Urban Affairs, April 28, 1999.
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state laws at the time generally did not permit ILCs to accept deposits, they funded
themselves by issuing to investors certificates of investment or indebtedness, dubbed thrift
certificates. As such, ILCs were not considered banks and were not eligible for FDIC
insurance or subject to state or federal banking regulations.

By the time Congress enacted CEBA and amended the definition of “bank” to
include any financial institution that is FDIC insured, most ILCs were FDIC insured, and
some states even reguired them to be in order to keep their charters. This meant that ILCs
fell squarely within the new definition of “bank” and could not be owned by non-financial
commercial entities. However, Congtess also included an exemption in CEBA specifically
stating that the tetm “bank” does not generally include ILCs if they meet one of a handful
of conditions.” Interestingly, the legislative history of CEBA does not offer much insight
as to why the ILC exemption was included. In recent testimony, the Federal Reserve
Board makes note of this fact and suggests that the exemption may be due to the fact that
the size, nature and powers of ILCs were rather limited in 1987.°

Indeed, ILCs were originally cteated to provide uncollateralized consumer loans to
workers unable to obtain such loans from existing commercial banks.* At the time CEBA
was enacted, most ILCs had less than $50 millon in assets and the exemption applied to
only a few, small institutions. Furthermore, the few states that wete able to chartet ILCs —
ptincipally California, Nevada, and Utah — were not promoting the charter. In fact, Utah

had a moratorium at the time on the creation of new ILCs.

% The conditions include: (1) the ILC does not accept demand deposits that can be withdrawn by check or
similar means; (2) the ILC maintains total assets of less than $100 million; or (3) the ILC has not
undergone a change in control after 1987. Only ILCs chartered in states that, as of March 5, 1987, had in
effect or under consideration a law requiring ILCs to be FDIC insured were eligible for the exemption.

3 Testimony of Scott G. Alvarez, General Counsel of the Board of Governors of the Federal Reserve
System, before the Subcommittee on Financial Institutions and Consumer Credit of the Committee on
Financial Services, House of Representatives, July 12, 2006.

? GAQ-05-621 Industrial Loan Companies, September 15, 2005.
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Simply put, there was no significant risk that problems caused by mixing banking
and non-financial commerce would atise from the ILCs that existed at the time that the
exemption was codified.

This is not the case today. Between 1987 and June 2007, aggregate ILC assets grew
more than 5,800 percent, from $3.8 billion to $225 billion, with the average ILC holding
close to $3.8 billion in assets.

This growth is not by accident. Enactment of the Gramm-Leach-Bliley Act in
1999 cut off the ability of non-financial commercial entities to engage in bank-like activities
through unitary thrift holding companies. Commercial firms that still wanted to engage in
banking activities were forced to look for other means of doing so. Itis no coincidence
that a monuimental increase in total aggregate assets held by ILCs occurred shortly after
Gramm-Leach-Bliley was enacted. According to a recent report by the Government

Accountability Office, total ILC
Total Assets of ILCs

Dollars in Billions
assets amounted to over $43.6

$250 - GLB
billion in 1999. In 2000, total ILC B
$200
assets more than doubled to over $150
$90 billion.> As noted, total $100 |
a hed alm $50 1
poregate assets reached almost
$0 T T T T T T T T T T T

$213 billion in 2006 and today 1988 1990 1992 1994 1996 1998 2000 2002 2004 2006
exceed $225 billion. Saurce: GAOQ and FDIC
Even during the debate leading up to enactment of Gramm-Leach-Bliley there was

significant activity with respect to ILC asset growth. The major tenets of that landmark

legislation had been under discussion for years in Congress. In 1995, the first bill

3 GAO-05-621 Industrial Loan Companies, September 15, 2005.
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addressing ownership of unitary thrift holding companies was introduced. Though not
enacted at the time, the Financial Services Competitive Act of 1995 sent a clear signal that
curtailing the ability of non-financial commercial firms to own a unitary thrift holding
company would be a part of the debate going forward. It also provided impetus for
commercial firms to shift their assets from thrifts to ILCs. Indeed, between 1995 and
1999, the year Gramm-Leach-Bliley was enacted, total aggregate ILC assets almost
quadrupled from $11.5 billion to §43.6 billion.

Thus, when Congress finally closed the unitary thrift avenue in 1999, non-financial
commercial entities that still wanted to engage in financial activities rushed to exploit
another. This time they turned to the ILC exemption that Congress had created more than
a decade earlier. Because federal law places very few restrictions on the types of activities
that an ILC operating under the exemption may conduct, commercial firms wanting to
engage in banking turned to ILCs as a viable option. A recent report by the FDIC states
that “the ILC charter has been an attractive choice for companies that are not permitted to,
ot choose not to, become subject to the restrictions of the [Bank Holding Company Act].
As a result, it is not surprising that the parent companies of ILCs include a diverse group
of financial, and where permitted, commercial firms.”’

Furthermore, while the ILCs may only be chartered in a handful of states, there is
no limit to the number of ILCs these states may charter. To date, there are a total of 61
FDIC insured ILCs nationwide, with seven pending applications.

Federal law allows I1.Cs to effectively compete with full-service insured depository
institutions. ILCs may branch across state lines to the same extent as other types of

insured banks, and modemn technology ensures that ILCs have the ability to conduct their

® FDIC Banking Review, 2004, Volume 16, No. 4 at 113.
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activities nationwide, even without physical branches. As observed by fortmer Federal
Reserve Chaitman Alan Greenspan, ILCs may engage in the “full range of commercial,
mortgage, credit card and consumer lending activities; offer payment-related setvices,
including Fedwire, automated clearing house and check clearing setvices, to affiliated and
unaffiliated persons; [and] accept time and savings deposits, including certificates of
deposit from any type of customer.”’

Hence, the industrial banks of today do not resemble the small ILCs of yesteryear
that were created to make uncollateralized loans to industrial workers. They are
increasingly large, sophisticated firms. We have a real danger that provisions of law
intended for a limited purpose will be increasingly in a manner that contravenes the
consistent desire of Congress to maintain separation between banking and non-financial

cominerce.

ITI. Congress Should Once Again Prevent the Mixing Of Banking and

Commerce

In its current form, the ILC exemption threatens to erode the separation of
banking from non-financial commerce. Congtess should act, as it has many times before,
to ensure that the potential dangers associated with this erosion do not become a reality.
The rationale for maintaining separation between banking and non-financial commerce is
clear. Banking is a critical component of our economy and is carefully regulated for safety,

soundness, and systemic risk.

" Letter from Federal Reserve Board Chairman Alan Greenspan to Congressman James Leach dated
January 20, 2006.
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Allowing banks to mix with commercial fitms raises a host of issues. Among these,
previously identified by Congress, is the potential for a conflict of interest, particularly in
decisions conceming extensions of credit. Congress has long been concerhed that a non-
financial commercial firm could pressure or otherwise encourage a bank subsidiary to grant
credit to customers of the firm on favorable terms or refuse to grant credit or stiffen credit
terms to the firm’s competitors or their customers. Credit decisions based on factors other
than the creditworthiness of the borrower and other customary banking considerations
have the potential to threaten the safety and soundness of the bank. This runs counter to
the general purposes of a bank charter and its obligations to customers, and could be
patticularly aggravating in smaller communities.

Congress has also raised additional issues. For example, a bank, in order to cope
with reputational risk from a non-financial parent or non-financial affiliate, might be
tempted to make funding decisions to suppott the affiliate or its customers that are not in
the best financial interests of the bank. Non-financial firms may also be tempted to use a
subsidiary bank to setve the firm’s commercial purposes instead of setving as a source of
strength for the bank.

The recent experience in Japan, where commercial firtns have been closely affiliated
with banking institutions, provides a striking illustration of the inherent dangers of
intermingling banking and commerce. Affiliadons such as the keiretsu, where a bank and a
commercial firm have substantial cross-shareholding and business ties, and the “main bank
system,” where a bank has extensive shareholdings in a client firm and serves as the major
source of short- and long-term financing, resulted in latge bank-firm relationships that

dominated the Japanese economy until the latter half of the 1990s. Through such
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relationships the main bank typically took responsibility for monitoring the financial health
of the commercial firm.

As a result, firms were insulated from the discipline that normally comes from
outside directors, shareholders, and creditors. Lenders and affiliated companies were
encouraged to support firms when their ability to continue as a going concern came into
question. This subversion of corporate governance resulted in suboptimal business and
financial decisions, exacerbating the inability of the Japanese economy to fully recover
from the sharp economic downturn that began in the early 1990s.

The link to large commercial entities has important consequences for small
businesses and new businesses seeking financial support. With preference given to the
corporate entity (either explicitly or implicitly), credit is channeled away from smaller
businesses. This becomes more acute as credit conditions tighten, as was the case
throughout much of the 1990s in Japan. This means that more resources are steered to
fess efficient firms and away from start-ups or competing businesses that are better
positioned to meet economic challenges.

The rgidity of this structure is a large part of the reason why it took so long for the
Japanese economy to recover after its bubble burst in the early 1990s. In describing the
genesis and solution of the severe economic crisis in Japan, Eric Rosengren (President and
CEO of the Federal Reserve Bank of Boston) and Joe Peek (University of Kentucky)

concluded:

One potential source of difficulty in implementing major cotporate
restructuring has been the web of corporate affiliations that encourages

lenders and affiliated companies to support firms that otherwise would have

10
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been testructured, sold, ot liquidated. We show that a primary driver of
lending to troubled firms has been the strength of corporate affiliations, and
that lenders without such affiliations are much less inclined to allocate
additional credit to deeply troubled firms. Further, as banking problems
worsened in the latter half of the 1990s, evidence of lending in support of

troubled affiliated firms became patticularly evident.

By placing relationships ahead of sound business practices that rely on credit risk
analysis, Japanese banks engaged in lending policies that resulted in bank failures and
massive loan charge-offs. The misallocation of ctedit inhibited the necessaty restructuting
of both banks and firms, and since small businesses did not receive the credit they needed,
precluded the constant renewing of the economy that occurs through formation of new
businesses. For Japanese banks, the consequences have been severe. Consider that in
1989, all of the largest global banks (by market capitalization) were headquartered in Japan.
In 2006, only two Japanese banks were on that list (see the table on the following page).

The lessons from the Japanese experience were not lost on Congtess. Concern
over the long-term effects that result from the intermingling of banking and commerce are
part of what prompted Congtess to address the unitary thrift holding company issue
through the Gramm-Leach-Bliley Act in 1999. Of course, we would not move to a
Japanese-like system overnight. However, if the ILC issue is not addressed now, we will
have set the stage for a future with a significant concentration of commercial-banking

entities that would result in a much more rigid financial system.

® Joe Peck and Eric Rosengren, “Corporate Affiliations and the (Mis)Allocation of Credit NBER Working
Paper 9643, 2002. See also “Unnatural Selection: Perverse Incentive and the Misallocation of Credit in
Tapan, American Economic Review, 2005, Volume 95, Issue 4.

11
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Simply put, any general mixing of banking and commerce is likely to be difficult to
disentangle down the road. Congtess has recognized this many times before and has

consistently acted to prevent the dangers that accompany it from becoming reality.

Largest Global Banks by Market Capitalization
Ranked by Market Capitalization ($ in Billions)

1989 2006
fnstituiion Country Tustitution Country
Industrial Bank Japan Citigroup United States
Sumitomo Japan Bank of America United States
Dai-Ichi Kangyo Japan HSBC China
Fuji Japaa JPMorgan Chase United States
Mitsubishi Japan Mitsubishi UFJ] Japan
Sanwa Japan Weils Fargo United States
Nomura Japan UBS Switzerland
Long Term Credit Japan Royal Bank of Scotland United Kingdom
Mitsui Japan China Construction Bank China
Tokai Japan Mizuho Japan
Source: Morgan Stanley, Capital Intenational Perspective Source: The Economist

By offering a means for non-financial commercial entities to obtain ownetship or
control of a bank through an JLC chattet, the cuttent ILC exemption increases the
likelthood that the risks associated with mixing banking and commetce will become
problems. The most effective way to remedy the current situation is to limit ownership of

insured depository institutions to companies that ate financial in nature.

12



236

October 4, 2007

CONCLUSION

The banking system that has developed in the U.S. is unique. Bankers from other
countries are often surptised to hear how many banks we have and their array of sizes.
This mixture provides flexibility and options for customers, is vital to the growth of our
economy, and is particulatly important to small businesses and new businesses. In the long
run, if commercial firms were allowed to own banks our unique system could become
highly concentrated and rigid.

Congress has repeatedly and consistently taken steps to maintain separation
between banking and non-financial commerce. ABA urges the Senate to enact legislation
that would maintain this separation. We stand ready to work with this Committee and the

Congress to enact this important legislation.

13
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Mr. Chairman and members of the Committee:

My name is Marc Lackritz and | am President and CEO of the Securities industry
and Financial Markets Association (“SIFMA”).! | appreciate the opportunity to testify
today on the regulation and supervision of industrial banks because banks owned bzy
SIFMA members hold the majority of all industrial bank assets in the United States.

Congress passed the Gramm-Leach-Bliley Act (“GLBA”) in 1999 to permit the
widest variety of choices for affiliations between and among securities firms, banks and
insurance companies. A central objective of GLBA was that each affiliated financial
services entity would be functionally regulated - that is, one regulatory agency would
apply the same set of rules to the same activity engaged in by any financial institution,
regardiess of the type of financial institution it may be. The ability to structure their
operations optimally within existing law has been critical to the success of industrial

' The Securities industry and Financial Markets Association brings together the shared interests of more
than 650 securities firms, banks and asset managers locally and globally through offices in New York,
Washington D.C., and London. Its associated firm, the Asia Securities Industry and Financial Markets
Association, is based in Hong Kong. SIFMA’s mission is to champion policies and practices that benefit
investors and issuers, expand and perfect global capital markets, and foster the development of new
products and services, Fundamentai to achieving this mission is earning, inspiring and upholding the
public’s trust in the industry and the markets. (More information about SIFMA is available at
http:/fwww.sifma.org.)

2 Utah-based insured industrial banks have about $200 biflion in assets, which is less than two percent of
total assets of all FDIC-insured institutions. Securities firms own the largest industrial banks and,
collectively, control industrial foan banks that hold more than two thirds of total industry assets and
deposits. When combined with the assets and deposits of industrial banks owned by other financial
services firms, such as American Express and Advanta Corp., the financial services sector of the
industriai loan bank indusiry comprises over 80 percent of the industry.
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banks and their owners. Indeed, many of these companies are among the most
advanced, sophisticated, and competent providers of financial services anywhere. For
that reason, SIFMA supports the ability of regulated securities firms to own industrial
banks as they do under existing law.® We also believe any proposal to expand the
existing authority of the Federal Deposit Insurance Corporation (“FDIC”) over the
owners of industrial banks must provide an exemption for owners who are regulated as
“Consolidated Supervised Entities (*CSEs”) by the Securities and Exchange
Commission (*SEC").

Securities Firms’ Ownership of Industrial Loan Banks

Members of the financial services community worked with Congress for decades
to pass legisiation to permit affiliations between and among securities firms, banks and
insurance companies combined with functional regulation. After years of debate,
discussion, and numerous failed attempts, Congressional leaders forged a political
compromise between the relevant industries and Congress finally passed GLBA. GLBA
gave financial services firms several structural options for affiliating with other firms.

(1) They can choose to affiliate under a financial services holding company (*FSHC")
structure regulated by the Federal Reserve Board, and each of the subsidiary financial
services firms are regulated by their respective functional regulators. (2) Holding
companies that own securities firms, and operate certain limited-purpose banks, can
elect to be regulated as investment bank holding companies (*IBHCs"), which are
subject to the jurisdiction of the SEC. (3) Securities firms and other companies can
engage in banking activities through industnal loan banks and other special-purpose
banks (including savings institutions, “non-bank banks,” credit card banks) with
supervision by the FDIC and state bank regulators. Securities firms that owned a thrift
were permitted to retain their thrifts, subject to holding company supervision by the
Office of Thrift Supervision (*OTS”).

Although at least one securities firm (Schwab) has elected to organize as a
FSHC, most of the securities firms that wanted to provide banking services chose to do
so through their affiliated industrial banks. This is because they cannot own full-service
commercial banks without exiting businesses that account for substantial segments of
their revenues, such as commodities and merchant banking. Many SIFMA members
consider these activities critical to their clients’ needs and to well-functioning capital
markets.

Industrial banks have a remarkably strong record of safety and financial strength.
Most industrial banks, and all of the industrial banks owned by SIFMA members, are
based in Utah. About 80 percent of Utah’s bank assets are held in industrial banks and

3 As a new organization, SIFMA’s Board of Directors reviewed the industrial loan bank issue prior to
testifying before the House Financial Services Committee on H.R. 698 on April 25, 2007. The Board
strongly supports the position outlined in this testimony, and noted the importance of dealing over the
long-term with certain inconsistencies in the regulation of financial products and services (see page 6 for
afuller discussion).

2.
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most of those are held in banks owned by SIFMA members. These Utah-based
industriai banks serve a nationwide market, conducting more than 95 percent of their
business out of state. Utah banks are far and away the strongest in the nation with the
highest aggregate tier 1 capital and return on assets.!

Importantly, no industrial bank in Utah has failed in the fast 20 years, even in one
instance when an industrial bank’s holding company went bankrupt.® in addition,
industrial banks have an exemplary record of service to their customers and the
community, with nearly 40 percent of the Utah industrial banks examined by the FDIC
for compliance with the Community Reinvestment Act receiving “outstanding” ratings.

Regulation of Industrial Banks and their Owners

Securities firms with industrial bank subsidiaries are subject to multiple levels of
supervision. Federally insured industrial banks are subject to state banking supervision,
FDIC oversight, and all banking laws governing relevant banking activities. Most
importantly, the FDIC has authority to examine the affairs of any affiliate of any
depository institution, including its parent company.

Securities firms’ broker-dealer affiliates are regulated by the SEC, and all of the
SIFMA member securities firms with industrial bank subsidiaries have elected more
comprehensive enterprise-wide regulation by the SEC acting as their consolidated
supervisor. The SEC’s jurisdiction does not limit the concurrent authority of the bank
regulators. Most of the SIFMA member securities firms that own industrial banks also
own savings institutions and are regulated at the holding company level as “savings and
loan holding companies” by the OTS.

The FDIC’s regulation of the bank and its affiliates, combined with measures to
strengthen independent control of the bank, has worked well for securities firms, their
customers and shareholders, and the financial services markets. Tested for 20 years
on a broad scale and under the normal stresses and market cycles, the FDIC’s
regulation of industrial banks has proven safe and effective. Industrial banks pose no
greater safety and soundness risks than other charter types. Very simply, no case has
been made to require additional constraints on the industrial bank charter beyond those
imposed on other FDIC-insured institutions.

* Federal Deposit Insurance Corporation State Profile, June 30, 2007. Utah banks’ aggregate tier 1
capital was 12.01 percent; the national average is about 10 percent. Tier 1 capital is the sum of common
stockholders’ equity, noncumulative perpetual preferred stock (including any related surplus), and minority
interests in consolidated subsidiaries, minus ineligible intangible assets. The Core Capitai (Leverage)
ratio is Tier 1 Capital divided by adjusied average assets, as calculated in accordance with the FDIC's
Statement of Policy on Risk-Based Capital. Utah banks’ return on assets was 2.14 percent; the national
average was about 1 percent.

® The collapse in 2002 of a prominent owner of an ILC, Conseco, for business reasons unrelated to the
ILC, did not adversely affect its insured {LC. CRS Report RL32767, Industrial Loan Companies/Banks
and the Separation of Banking and Commerce: Legislative and Regulatory Perspectives, Jan. 3, 2007, p.
CRS-8.
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SEC’s Holding Company Supervision Program

The SEC established its CSE framework, in par, to allow major securities firms
doing business in the European Union (“EU”) to comply with the requirement of the EU’s
“Financial Conglomerates Directive.” That Directive requires that non-EU firms doing
business in Europe demonstrate that they are subject to a form of consolidated
supervision by their home regulator that is “equivalent” to that required of their
European counterparts. A firm failing to meet that test would lose its right to operate in
the European marketpiace — an unacceptable outcome for firms that derive significant
revenues from Europe.

As a result, in 2004 the SEC introduced a voluntary consolidated supervision
regime available to certain U.S. investment banks that were not regulated by the
Federal Reserve as bank hoiding companies.® (Appendix A of this statement includes a
detailed description of the SEC's Consolidated Supervised Entity oversight regime).’
While the SEC traditionally focused on compliance with the securities laws by a firm’s
broker-dealer, the CSE framework extends supervision to the broker-dealer’s holding
company and affiliates, with particular attention to capital adequacy and risk-
management practices. The option to be regulated as a CSE is available only to certain
highly capitalized companies; essentially, the primary broker-dealer of each CSE must
maintain tentative net capital of $5 billion and submit to a number of conditions with
respect to the holding company and its affiliates.?

The SEC has examined the five CSEs (with a focus on the unreguiated material
affiliates) and concluded that the firms have generally well developed internal risk
management controls and are compliant with the CSE rule. The SEC will continue
regular examinations, and expects “practices will continue to evolve, with CSEs
remaining among the leaders in industry risk management standards.”

SEC Commissioner Annette Nazareth has noted that the SEC'’s capacity to look
globally at broker-dealer holding companies has been “dramatically expanded” as a

% Rel. No. 34-49830 (June 8, 2004), 69 Fed. Reg. 34428 (June 21, 2004).

7 See also Hearings before the House Subcommittee on Financial Institutions and Consumer Credit,
September 14, 2006.

# Including, but not limited to: computing capital consistent with the CSE Rule, a group-wide internal risk
management control system, group-wide procedures to detect and prevent money laundering and
terrorist financing, SEC examinations, providing financial and operational information, making
examinations of other regulators available to the SEC, and acknowledging that the SEC can impose
additional conditions under certain circumstances,

? Speech by Mary Ann Gadziala, Associate Director, Office of Compliance and Examinations, SEC,
before the Annual Reguiatory Examination and Compliance Seminar, Institute of international Bankers,
New York, NY, QOctober 31, 2006. Available at:
http://www.sec.gov/news/speech/2006/spch103106mag.him.

4-
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result of the CSE program. The CSE approach is “similar to that applied by the banking
regulators to their most complex holding companies. This convergence of approaches,
spanning multiple regulatory jurisdictions and national boundaries, has been well
received by the regulated entities and bodes well for greater convergence of
approaches in the future.”*°

The Government Accountability Office’s (“GAO”) report on CSEs found that “the
Federal Reserve, OTS, and SEC were generally meeting criteria for comprehensive,
consolidated supervision.”"' Similarly, SEC Chairman Christopher Cox, responding to
the GAOQ report, wrote that, “{ am gratified that the GAQ'’s report highlights many broad
similarities between the Commission’s CSE program and the Federal Reserve’s
oversight of bank holding companies, which is the obvious model for a program of this
type. | am also pleased that the report recognizes certain differences between
investment banks and commercial banks, and that these should be reflected in the
hoiding company supervision provided to each type of institution.”*?

SIFMA agrees that the CSE regime is robust and comprehensive. Importantly,
the SEC's CSE oversight, like the Federal Reserve’s oversight of bank hoiding
companies, meets the European Union’s equivalency standard. Similarly, the standards
used by the SEC for purposes of consolidated regulation closely paraliel the standards
used by the Federal Reserve to assess whether a foreign regulatory regime qualifies as
consolidated regulation for a foreign bank operating in the United States.'® As such,
industrial bank owners that are regulated as consolidated supervised entities should not
be subject to any new industrial bank holding company oversight.

This designation is critically important to the operations of many of the largest
securities firms based in the United States. Failure to recognize the SEC as a
consolidated regulator would diminish the agency’s standing as a global reguliator,
particularly when it has already been recognized as such by other international
regulators. In turn, the direct damage to the international operations of U.S.-based
securities firms would be significant and long-lasting. As stated previously, firms would
also be subject to duplicative and unnecessary holding company oversight by both the
SEC and the FDIC."

'* Speech by SEC Commissioner Annette L. Nazareth before the NABE 2006 Washington Economic
Poticy Conference, March 13, 2006, p. 2, Avajlable at
hitp://www.sec.gov/news/speech/spch031306aln_nabe.him

' GAO Report 07-154, “Financial Market Regulation: Agencies Engaged in Consolidated Supervision
Can Strengthen Performance Measurement and Coilaboration,” U.S. Government Accountability Office,
March 2007, p. 5.

2 GAO Report 07-154, p. 77.

¥ 12 C.F.R. § 211.24(c)(ii).

" The SEC recognizes the importance of this designation as well. “The [CSE] rule amendments also

respond to international deveiopments. Affiliates of certain U.S. broker-dealers that conduct business in
the European Union {“EU") have stated that they must demonstrate that they are subject to consolidated

5.
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Comprehensive Review of the Financial Services Regulatory Structure Needed

Technological advances, shifting demographic trends, new forms of competition,
and market innovations have transformed the financial services landscape to the benefit
of investors, issuers, and the industry. Over the last two decades, capital markets and
the financial services industry have become truly global, integrated and interconnected.
In recognition of that trend, many other industrialized countries — the United Kingdom,
Germany, Japan, the Netherlands, and Australia, for example — have consolidated their
financial regulatory structures to better compete in today’s global financial marketplace.
The United States, however, has not changed its regulatory structure substantially.

As capital markets and financial products continue to evolve, so too must our
nation’s regulatory system. The United States needs a regulatory regime that is
capable of keeping pace with rapid globalization, technological transformations, and
dynamic market changes. That is why SIFMA’s new Board of Directors unanimously
agreed that SIFMA should develop a long-term strategy of seeking to harmonize and
rationalize financial services regulation. We have begun that process, and note that the
U.S. Treasury and other financial services groups have similar projects underway. We
look forward to working with all interested parties — financial market participants,
regulators and legislators — to ensure a modern, innovative, and globally responsive
regulatory structure.

Conclusion

Industrial banks allow SIFMA member firms to provide much-needed banking
services to their customers while posing no unusual safety and soundness risk. The
industrial bank industry — comprised principally of deposits in banks operated by SIFMA
member firms — has developed into one of the strongest and safest group of banks that
ever existed. The current model for regulation of the holding companies and affiliates
has been successful.

We believe strongly that SIFMA members that own industrial banks and are
subject to consolidated regulation by the SEC should not be subject to additional
holding company oversight. The SEC is recognized worldwide as a consolidated
reguiator, and its regulatory requirements and procedures were carefully designed to
comply with ali standards for effective consolidated regulation in the United States and
abroad. That stature should be recognized in order to ensure global securities firms are
not damaged inadvertently.

supervision at the ultimate holding company level that is “equivalent” to EU consolidated supervision.
Commission supervision incorporated into these rule amendments is intended to meet this standard. As
a resuit, we believe these amendments will minimize duplicative regulatory burdens on firms that are
active in the EU as well as in other jurisdictions that may have similar laws.” (Introduction to the SEC’s
consolidated supervision rules: Federal Register, Vol 69, No. 118, Monday, June 21, 2004.)



243

Thank you for the opportunity to testify on this important issue. We look forward
to working with you, Mr. Chairman, the Committee, Congress and regulators to ensure
our financial services industry retains its preeminent status in the world.
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Appendix A

SEC Holding Company Supervision Program Overview
{Source: http://www.sec.gov/divisions/marketreg/hcsupervision.htm)

Consolidated Supervised Entities (“CSEs”)

The Commission supervises certain broker-dealer holding companies on a consolidated basis. In this
capacity, Commission supervision extends beyond the registered broker-dealer to the unregulated
affiliates of the broker-dealer and the holding company itself. In supervising these Consolidated
Supervised Entities ("CSEs"), the Commission focuses on the financial and operational condition of the
group. The aim is to reduce the likelihood that weakness in the holding company or an unregulated
affiliate endangers a regulated entity or the broader financial system. Like other consolidated supervisors
overseeing internationally active institutions, the Commission requires CSEs to compute capital adequacy
measures consistent with the Basel Standard.

A broker-dealer becomes a CSE by applying for an exemption from the standard net capital rufe, and the
broker-dealer’s ultimate holding company consenting to group-wide Commission supervision (if it does
not already have a principal regulator).1

Under the alternative method for computing capital, contained in new Appendix E to Rule 15¢3-1, firms
with strong internai risk management practices may utilize the mathematical modeling methods they use
to manage their own business risk, including value-at-risk (*VaR") models and scenario analysis to
compute deductions from net capital for market risks and exposure modeling to compute deductions for
credit risks related to over-the-counter derivatives. A broker-dealer calculating net capital adequacy using
the alternative method must maintain tentative net capitalg of at least $1 billion and net capital of at least
$500 mitlion. Moreover, if the tentative net capital of a broker-dealer using this alternative method falls
below $5 biltion, it must notify the Commission. The Commission then wouid consider whether to require
the broker-dealer to take appropriate remedial action.

As noted above, the associated hoiding company must consent to a consolidated supervision regime if it
does not already have a principal regulator. The ultimate holding company must execute a written
undertaking in which it agrees, among other things, to do the foliowing:

» Maintain and document an internal risk management control system for the affiliate group;

« Calculate a group-wide capital adequacy measure consistent with the international standards
adopted by the Basel Committee on Banking Supervision (*Basel Standards™);

« Consent to Commission examination of the books and records of the ultimate holding company
and its affiliates, where those affiliates do not have principal regulators;

« Regularly report on the financial and operationat condition of the holding company, and make
available to the Commission information about the uitimate holding company or any of its materia!
affiliates that is necessary to evaluate financial and operations risks within the uitimate holding
company and its material affiliates; and

+ Make available examination reports of principal regulators for those affiliates that are not subject
to Commission examination.

The ultimate holding company must provide the Commission with monthly, quarterly, and annual reports.
The reports must inciude specified consolidated financiai and credit risk information, including a
consolidated balance sheet and income statement audited by a registered public accounting firm; the
capital adequacy measurement (statements of allowable capital and allowances for market, credit, and
operational risk); the resuits of a review by the internal auditor of the risk management and controi system
of the uitimate holding company; and certain reports that the uitimate holding company regularly provides

.-
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to its senior management to assist in monitoring and managing risk. The ultimate hoiding company must
make and keep current records of funding and liguidity stress tests, the basis for the determination of
credit risk weights for each counterparty, the basis for the determination of internal credit ratings for each
counterparty, and a record of the calculations of allowabie capital and allowances for market, credit, and
operational risk.

These reports will assist the Commission in monitoring the financial condition, the risk management
control system, and the activities of the affiliate group to detect any events or trends that may adversely
affect regulated entities or the broader financial system.

Holding Companies With Principal Regulators

To avoid duplicative or inconsistent reguiation, a reduced set of requirements applies to holding
companies with principal regulators associated with broker-dealers that seek to apply the alternative
method of computing net capital. These holding companies must execute a written undertaking in which
they agree, among other things, to do the following:

* Make availabie to the Commission information on controis relevant to the broker-dealer but
resident in the holding company;

« Make available to the Commission information about the ultimate holding company or any of its
material affiliates that is necessary to evaluate financial and operational risks within the uitimate
holding company and its material affiliates; and

« Make available to the Commission capital adequacy measurements computed in accordance witt
the standards pubtished by the Basei Committee on Banking Supervision and provided to the
principal regulator.

CSE Supervisory Program
The Commission’s supervisory program with respect to CSEs has four components:

s First, the SEC staff reviews the application prior to action by the Commission. As part of the
review, the staff assesses the firm’s financial position, the adequacy of the firm’s internal risk
management controls, and the mathematical models the firm will use for internal risk
management and regulatory capital purposes. The staff also conducts on-site reviews to verify
the accuracy of the information included in the application, and to assess the adequacy of the
implementation of the firm’s internal risk management policies and procedures.

« Second and following approval by the Commission, the SEC staff reviews monthly, quarterly, and
annual filings containing financial, risk management, and operations data. These reports include
consolidating financials (which show intercompany transactions that are eliminated during the
preparation of consolidated financial statements) and risk reports substantiaily similar to those
provided to the firm’s senior managers. At ieast monthly, the hoiding company files a capital
calculation made on a consolidated, group-wide basis consistent with the Basel Standards.

« Third, the SEC staff meets at least monthly with senior risk managers and financial controliers at
the holding company level to review the packages of risk analytics prepared at the ultimate
holding company level for the firm’s senior management. The focus is on the performance of the
risk measurement infrastructure, including statistical models; risk governance issues including
modifications to and viotations of risk fimits; and the management of outsized risk exposures. in
addition, there are quarterly meetings focused on financial results, the management of the firm's
balance sheet, and, in particular, the liquidity of the balance sheet. Also on a quarterly basis,
Commission staff meet with the internal auditor department to discuss implementation of the audit
program as well as findings and reports that might bear on financial, operational, and risk
controls. These reguiar discussions are augmented with focused work on risk management,
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regulatory capital, and financial reporting issues of topical concern, which in some cases are
pursued at several firms simultaneously.

« Fourth, the SEC staff conducts examinations of the books and records of the ultimate holding
company, the registered broker-dealers (atong with staff of the responsible self-regulatory
organizations), and material affiliates that are not subject to supervision by a principal regulator.
The examinations focus on the capital calculation and on the adequacy of implementation of the
firm's documented internal risk management controls.

At present, five firms are subject to this regime: Bear Stearns, Goldman Sachs, Lehman Brothers, Merrili
Lynch, and Morgan Stanley.

Holding Companies With Principal Regulators

The Commission's supervisory program with respect to a CSE with a principal regulator is distinct from
that with respect to a CSE where the Commission has primary consolidated supervision responsibility for
the holding company. The former refies significantly on the principal regulator to supervise the holding
company, and thus focuses more narrowly on the broker-dealer. in general, the program in such cases
consists of four parts.

* First, the SEC staff reviews the application prior to action by the Commission, as described
above.

» Second and following approvai, the SEC staff reviews monthly, quarterly, and annual filings
containing financial, risk management, and operations data. These reports include consolidating
financials (which show intercompany transactions that are eliminated during the preparation of
consolidated financial stalements) as well as the consolidated capital calculations filed with the
principal regulator.

« Third, the SEC staif meets at least semi-annually with senior risk managers to review the
packages of risk analytics prepared for the firm’s senior management. The focus is on the overall
performance of the risk measurement infrastructure, and especially the mathematical modeis
used to compute deductions from net capital in the broker-dealer.

» Fourth, SEC and self-regulatory organization staff conduct examinations of the books and records
of the registered broker-dealer. The examinations focus on the capital calculation and on the
adequacy of implementation of the firm’s documented internal risk management controls, some of
which may be resident in the holding company.

This overview of the Commission’s consolidaled supervision program for broker-dealers and affiliates was
prepared by and represents the views of the staff of the Division of Market Reguiation, and does not
constitute rules, regulations or statements of the Securities and Exchange Commission. For further
information, contact Michael A. Macchiaroli, Associate Director, Matthew J. Eichner, Assistant Director, or
Thomas K. McGowan, Assistant Director at {202) 551-5530.

1 The definition of principal regulator contained in the rules encompasses, inter alia, the Federal Reserve
and foreign supervisory regimes recognized by the Board of Governors of the Federal Reserve System
(“Federal Reserve”).

2“Tentative net capital” is defined in the CSE rules as net capital before deductions for market and credit
risk.

-10-
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“EXAMINING THE REGULATION AND SUPERVISION OF INDUSTRIAL
LOAN COMPANIES”: HEARING BEFORE THE COMMITTEE ON BANKING,
HOUSING AND URBAN AFFAIRS, UNITED STATES SENATE
October 4, 2007
WRITTEN TESTIMONY OF ARTHUR E. WILMARTH, JR.
Professor of Law, George Washington University Law School
Washington, DC (awilmarth@law.gwu.edu)
Introduction
Thank you for inviting me to participate in this important hearing. My testimony
will address three major policy questions related to acquisitions of industrial loan
companies (ILCs) by commercial organizations.! First, does commercial ownership of
ILCs conflict with a general U.S. policy of separating banking and commerce? Second,
do commercially-owned ILCs present risks to the U.S. financial system and the broader
economy that are greater than the risks posed by financial holding companies? Third,
does the FDIC have adequate supervisory powers to control the potential risks created by
commercially-owned ILCs, despite the FDIC’s lack of consolidated supervisory authority
over the commercial parent companies?”
The FDIC has imposed a temporary moratorium on acquisitions of ILCs by

commercial firms. That moratorium is scheduled to expire on January 31, 2008.% The

FDIC issued its moratorium after more than a dozen large commercial organizations —~

' This testimony is adapted from the following article, which was published earlier this year: Arthur E.

Wilmarth, Jr., “Wal-Mart and the Separation of Banking and Commerce,” 39 Connecticut Law Review
1539-1622 (2007). I have submitted that article for inclusion in the record of this hearing.

? The policy questions addressed in my testimony were highlighted by the Federal Deposit Insurance
Corporation (FDIC) earlier this year, when it invited Congress to consider whether to adopt legislation that
would prohibit further acquisitions of ILCs by commercial firms. The FDIC imposed a moratonium on
such acquisitions in July 2006 and extended that moratorium for an additional year on January 31, 2007.
See Fed. Deposit Ins. Corp., “Moratorium on Certain Industrial Bank Applications and Notices: Limited
Extension of Moratorium.” 72 Fed. Reg. 5290 (Feb. 3, 2007) {hereinafter FDIC Moratorium Extension
Notice], at 5291-93 (discussing policy issues raised by commercially-owned 1LCs).

> See id. at 5290.
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including Wal-Mart and Home Depot — filed applications to acquire ILCs.* The FDIC
held three days of public hearings in April 2006 and heard testimony from nearly seventy
witnesses, most of whom opposed acquisitions of ILCs by comunercial firms. The FDIC
also received more than 13,800 written comments on Wal-Mart’s application, with the
great majority opposing that application.’

On July 28, 2006, the FDIC placed a six-month moratorium on the processing of
Wal-Mart’s application and other applications by ILCs for deposit insurance.® A few
weeks later, the FDIC issued a request for public comment on policy issues related to
acquisitions of ILCs.” As the FDIC noted, the federal Bank Holding Company Act (BHC
Act)® generally prohibits commercial firms from owning FDIC-insured “banks."™
However, the BHC Act exempts an ILC from the definition of “bank,” and thereby

permits a commercial firm to own an ILC, if the ILC satisfies two criteria.'® First, the

ILC must be chartered in a state that, on March 5, 1987, had in effect or under

* On March 16, 2007, Wal-Mart withdrew its application to acquire an FDIC-insured ILC that would be
chartered by the State of Utah. Wal-Mart apparently withdrew its application because it concluded that
widespread opposition to its application increased the likelihood that Congress would pass legislation to
prohibit further acquisitions of ILCs by commercial firms. However, in a subsequent interview, Wal-
Mart’s president, H. Lee Scott, Jr., indicated that Wal-Mart has not given up its idea of acquiring an ILC.
In addition, Home Depot’s application to acquire EnerBank, a Utah-chartered ILC, remains pending before
the FDIC. See Wilmarth, supra note 1, at 1541 n.*, 1595-96 (discussing Wal-Mart’s decision to withdraw
its application and Home Depot’s pending application); Joe Adler, “In Brief: Banking Still on Wal-Mart’s
Agenda,” American Banker, Mar. 29, 2007, at 20 (quoting interview on Fox News in which Mr. Scott said
that “[w]e are looking at how we can get another bite of that apple,” and replied, ““Oh, no,” when asked
whether the possibility of acquiring an ILC was a “dead issue” for Wal-Mart).

* Wilmarth, supra note I, at 1545-46.

¢ Fed. Deposit Ins. Corp., “Moratorium on Certain Industrial Loan Company Applications and Notices,”
71 Fed. Reg. 43482 (Aug. 1, 2006) [hereinafter FDIC Moratorium Notice].

7 Fed. Deposit Ins. Corp., “Industrial Loan Companies and Industrial Banks: Notice and Request for
Comment,” 71 Fed. Reg. 49456 (2006) [hereinafter FDIC Request for Comment].

¥ 12U.8.C. §§ 1841-50.

® See FDIC Request for Comment, supra note 7, at 49458; U.S. General Accountability Office, “Industrial
Loan Corporations: Recent Asset Growth and Commercial Interest Highlight Differences in Regulatory
Authority,” GAO-05-621, Sept. 2005 [hereinafter GAO-ILC Report}, at 15, 65-67; Wilmarth, supra note 1,
at 1566-70.

' 12 US.C. § 1841(c)2)(H). See Wilmarth, supra note 1, at 1570-73 (discussing exemption for ILCs).
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1 ILCs currently operate

consideration a law requiring ILCs to obtain deposit insurance.
in seven states — California, Colorado, Hawaii, Indiana, Minnesota, Nevada and Utah —
that authorize the chartering of FDIC-insured ILCs."? Second, the ILC must either have
assets of less than $100 million or must refrain from accepting demand deposits (i.c.,
checking accounts payable on demand)."

Thus, ILCs with assets of more than $100 million may not offer demand deposits,
but they can offer negotiable order of withdrawal (NOW) accounts to individuals and
nonprofit organizations.'"* NOW accounts are functionally equivalent to interest-bearing
checking accounts.' Accordingly, ILCs of all sizes can offer deposit accounts with
check-writing features to all of their customers except for-profit businesses.'® ILCs
chartered under Utah law may use the title “bank” in their name and may exercise powers
comparable to those of a state-chartered commercial bank, including the acceptance of

deposits (except for demand deposits) and the making of consumer and commercial

7
loans.!

' Id. § 1841(c)(2)(H)(i).

2 See FDIC Moratorium Notice, supra note 6, at 43482; Statement of Douglas A. Jones, Acting General
Counsel of the FDIC, on “Industrial Loan Companies: A Review of Charter, Ownership and Supervision
Issues,” before the House Committee on Financial Services, July 12, 2006, at 2 (available at
www.fdic.gov/news/news/speeches/chairman/spjull 107.html).

B 12US.C. § 1841(c)(2)(H)() (1), (I). AnILC is also exempt from treatment as a “bank” under the BHC
Act if it has not undergone a change of control since August 10, 1987, or if it does not engage, either
directly, indirectly or through an affiliate, in any activity in which it was not engaged as of March 5, 1987.
1d. § 1841(c)(2)(H)(1)(1IL), (ii). According to the FDIC, only twelve ILCs that are currently in operation
were insured by the FDIC prior to August 10, 1987. Thus, only a smali number of ILCs could potentiaily
rely on these grandfathered authorities. See Statement of Douglas A. Jones, supra note 12, at 11-14
(Attach. 1).

4 12 U.S.C. § 1832; see GAQ-ILC Report, supra note 9, at 23-24..

15 Wilrnarth, supra note 1, at 1550.

¥ See GAO-ILC Report, supra note 9, at 6 & n.5.

Y Seeid. at 21-22, 24-25; Fed. Deposit Ins. Corp., Industrial Bank Subsidiaries of Financial Companies:
Notice of proposed rulemaking, 72 Fed. Reg. 5217 (2007) [hereinaflter FDIC Proposed Rule on
Consolidated Supervision], at 5221 n.32 (stating that “Utah industrial banks have essentially the same
powers as Utah commercial banks except that industrial banks have more limited securities powers and less
specific investment authority than commercial banks™).
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In addition, the Federal Deposit Insurance Act (FDI Act)‘® grants to ILCs the
same powers and privileges that it provides to other FDIC-insured state banks.'® For
example, an ILC may “export” the interest rates permitted by the state in which it is
“located” when the ILC makes loans to borrowers residing in other states.”” An ILC may
also establish interstate branches based on the same terms that apply to other FDIC-
insured state banks that are chartered by the ILC’s home state.?! Under current law, for
example, a Utah-chartered ILC can establish interstate de novo branches in thirty-four
states.”? In addition, a Utah ILC could operate branches throughout the nation if it is
willing to acquire (and merge with) banks in the sixteen states where it cannot open de
novo branches.”

In sum, under applicable state and federal laws, a commercially-owned ILC can
conduct a nationwide banking business as long as it refrains from accepting demand
checking accounts and thereby maintains its exemption from treatment as a “bank” under
the BHC Act. At the end of 2006, fifty-eight ILCs were in operation, including forty-five
institutions chartered by Utah and California and thirteen chartered by Colorado, Hawaii,
Indiana, Minnesota and Nevada. Commercial firms owned fifteen of those ILCs.?*

The FDIC received more than 12,600 written submissions in response to its

request for comment on policy issues related to acquisitions of ILCs. Over eighty percent

'® 12 US.C. §§ 1811-35a.

' Under the FDI Act, a state-chartered ILC that is engaged in the business of accepting deposits other
than trust funds is considered to be a “State bank.” 12 U.S.C. § 1813(a)(2).

® See 12 U.S.C. § 1831d; GAO-ILC Report, supra note 9, at 21-22.

2 See 12US.C. §§ 1828(d)(4) & 1831u; GAO-ILC Report, supra note 9, at 78-79,

2 Currently, FDIC-insured banks may establish interstate de novo branches in seventeen states that permit
barks from any state to open such branches. In addition, banks headquartered in Utah can establish
interstate de novo branches in seventeen additional states that have branching laws that are reciprocal with
Utah’s branching statute. GAO-ILC Report, supra note 9, at 78.

B See 12U.S.C. § 1831u.

# FDIC Moratorium Extension Notice, supra note 2, at 5291. California and Colorado have enacted laws
barring commercial firms from acquiring ILCs chartered in those states. Wilmarth, supra note 1, at 1547.
Consequently, Utah has become the primary focus for commercial firms seeking to acquire ILCs.
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of those submissions opposed any further acquisitions of ILCs by commercial firms. In
addition, more than a hundred members of Congress sent a letter to the FDIC on
December 7, 2006, requesting that the FDIC extend its moratorium so that Congress
could act on legislation to prohibit commercial firms from acquiring additional ILCs.”

On January 31, 2007, the FDIC extended its moratorium on acquisitions of ILCs
by commercial firms for an additional year. The FDIC extended the moratorium because
it concluded that acquisitions of ILCs by commercial firms raised special policy issues
that warranted consideration by Congress. The FDIC also stated that it had “continuing
concerns about commercial ownership of ILCs,” because “the current supervisory
process and infrastructure may not produce the safeguards that the FDIC believes could
be helpful in identifying and avoiding or controlling, on a consolidated basis, the safety
and soundness risks and the risks to the Deposit Insurance Fund that may result from that
kind of company ownership model.™

In its moratorium extension notice, the FDIC identified the following major
policy questions: (i) whether commercial ownership of ILCs produces a mixing of
banking and commerce that is contrary to established U.S. policy, (ii) whether
commercial ownership of ILCs creates undue risks for the U.S. financial system and the
broader economy, and (iii) whether the FDIC’s has adequate supervisory powers to
control such risks, despite the FDIC’s lack of consolidated supervisory authority over the
commercial parent companies of ILCs.”” Those three questions are addressed in Parts 1,

2 and 3 of the “Policy Analysis” section of my testimony.

Z FDIC Moratorium Extension Notice, supra note 2, at 5292-93.
Id.
7 Id. at 5292-93.
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Part 1 summarizes the history of federal and state legislation regarding the
authority of banks to engage in commercial activities and the ability of commercial firms
to own banks. Since our Republic’s founding, banks have frequently tried to expand their
activities into nonfinancial areas, and commercial firms have often attempted to control
banks. However, federal and state legislators have generally sought to separate banks
from commercial businesses. Indeed, legislators have repeatedly imposed legal restraints
on bank powers and have prohibited bank affiliations with commercial firms when it
appeared that either (i) the involvement of banks in commerce threatened their safety and
soundness, or (ii) commercial firms were acquiring significant numbers of banks. The
policy of separating banking and commerce has gained strength during the past half-
century. On four occasions since 1956, Congress has adopted anti-affiliation laws when
it realized that commercial firms were making widespread acquisitions of banks or other
FDIC-insured depository institutions. ILCs represent the only significant exception to the
general policy that prohibits acquisitions of FDIC-insured depository institutions by
commercial firms.

Part 2 discusses three reasons why further acquisitions of ILCs by commercial
firms are likely to create serious risks for our nation’s financial system and general
economy. First, the ownership of ILCs by large commercial firms will spread federal
safety net subsidies to the commercial sector of the economy. Second, as shown by the
financial history of the United States and other nations, commercially-owned ILCs face
conflicts of interest that encourage them to make loans and investments to benefit their
commercial affiliates. In combination, the extension of safety net subsidies to

commercial fims and preferential lending by commercially-owned ILCs will (i) threaten



253

the solvency of the deposit insurance system and (ii) create a competitive imbalance
between commercial firms that own ILCs and those that do not. Third, problems arising
at commercial owners of ILCs are likely to create public concerns about the soundness of
the ILCs themselves. Commercially-owned ILCs will therefore be subject to contagious
losses of confidence, producing a greater likelihood of federal bailouts of their
commercial owners.

As explained in Part 3, the FDIC currently does not have authority to exercise
consolidated supervision over commercial firms that control ILCs. In addition, any
decision by Congress to designate the FDIC as consolidated regulator of such firms
would have at least four adverse effects. First, the FDIC lacks the experience or the
specialized expertise to identify and control the risks created by commercial owners of
ILCs. Second, the FDIC’s designation as consolidated supervisor would lead market
participants to expect that the federal safety net would be available to support commercial
parent companies of ILCs. Third, attempts by the FDIC to control the activities of
commercial affiliates of ILCs would significantly increase the amount of governmental
regulation of our general economy and would undermine the effectiveness of market-
driven incentives. Fourth, large commercial owners of ILCs are likely to enjoy
substantial political influence, which they could use to extract costly subsidies or
forbearance measures from both Congress and federal bank regulators.

Policy Analysis

1. Commercial Ownership of ILCs Is Contrary to Our General Policy of
Separating Banking and Commerce

Economists and legal scholars have long debated whether the United States has

followed a general policy of separating banking institutions from commercial
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enterpn‘ses.:"8 There have been times when banks invested in, or formed affiliations with,
commercial enterprises. Indeed, failures of depository institutions involved with
commercial activities triggered serious financial crises on several occasions. Each crisis
led to legislation that imposed limitations on bank powers and affiliations in order to
separate banks from general commercial activities. Congress also enacted laws on
several occasions in order to close legal “loopholes” that allowed commercial firms to
acquire significant numbers of FDIC-insured depository institutions. Thus, the clear trend
in U.S. banking policy has been to separate banking from commerce, a trend that has
grown stronger over time.

For example, the charters granted by the Pennsylvania legislature to the Bank of
North America in 1787, and by Congress to the First and Second Banks of the United
States in 1791 and 1816, barred those banks from engaging in commercial enterprises.
The limitations contained in these early bank charters show that legislators were
concerned about separating banking from commerce during the Republic’s first three
decades.” During the mid-19th century, state legislatures adopted “free banking” statutes
that prohibited banks from engaging in commercial activities, and Congress followed the
same approach in the National Bank Act of 1864. Those statutory constraints reflected a
legislative reaction against the severe economic crisis of the early 1840s, which was
precipitated by (i) the collapse of the Bank of the United States of Philadelphia and
Morris Canal and Banking Company, following their aggressive expansion into

commercial activities, and (ii) the failures of a number of state-chartered banks that

% See generally Christine E. Blair, “The Future of Banking in America: The Mixing of Banking and
Commerce,” 16 FDIC Banking Review Nos. 3 & 4, at 97 (2004) (providing overview of debate).
% Wilmarth, supra note 1, at 1554-55.
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financed or invested in real estate development, public works projects and other
commercial ventures.*®

The failures of several large financial-commercial conglomerates during 1930-33
- including Caldwell and Company, Bank of United States and the two largest Detroit
banks — helped to persuade Congress to adopt the Banking Act of 1933 (1933 Act). The
1933 Act imposed significant restrictions on the activities and affiliations of banks.
Sections 5(c) and 16 of the 1933 Act generally prohibited banks from making equity
investments in nonbank corporations (except for authorized subsidiaries).’! Additionally,
he 1933 Act imposed strict limits on financial transactions between FRS member banks
and their affiliates by adding a new Section 23A to the Federal Reserve Act.”? Congress
also authorized bank regulators to examine affiliates to evaluate their impact on the
affairs of regulated banks.™

In response to the thrift debacle of the 1980s — including the failures of Lincoln
Savings and other large thrift institutions that were heavily involved in real estate
development and other commercial enterprises — Congress passed the Financial

Institutions Reform, Recovery, and Enforcement Act of 1989 (FIRREA).]4 Among other

things, FIRREA prohibited state-chartered thrifts from engaging as principal or investing

*® See Wilmarth, supra note 1, at 1554-58.

12 US.C. §§ 335, 24 (Seventh). The 1933 Act’s restrictions on equity investments originally applied
only to national banks and state banks that were members of the Federal Reserve System (FRS). However,
similar restrictions were applied to FDIC-insured state nonmember banks in 1991. Wilmarth, supra note 1,
at 1564,

32 Section 23A places strict limits on the amount and terms of “covered transactions” ~ including
extensions of credit and purchases of assets or securities — between a bank and its affiliates. 12 U.S.C. §
371a. Congress subsequently extended the provisions of Section 23A to reach FDIC-insured state
nonmember banks. Wilmarth, supra note 1, at 1565. In 1987, Congress adopted Section 23B of the
Federal Reserve Act, which imposes additional requirements and restrictions on transactions between banks
and their affiliates. 12 U.S.C. § 371b; Wilmarth, supra note 1, at 1571.

¥ 12 U.S.C. §§ 338, 481. In 1966, Congress gave the FDIC similar authority to examine affiliates of
FDIC-insured nonmember banks. Wilmarth, supra note 1, at 1565,

* Wilmarth, supra note 1, at 1573-79,
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in activities that were not permissible for federal savings associations. After a wave of
bank failures occurred in the late 1980s, Congress imposed similar limitations on the
powers of state-chartered banks in 1991 ** In addition, Congress required thrifts to
comply with the restrictions on affiliate transactions contained in Section 23A and
Section 23B of the Federal Reserve Act.*® Congress also barred thrifts from making any
loans or other extensions of credit to affiliates engaged in activities that were not
permissible for bank holding companies under 12 U.S.C. § 1843(c).”’

On four occasions since 1950, Congress has enacted anti-affiliation laws when it
realized that commercial firms were making widespread acquisitions of banks or other
FDIC-insured depository institutions. When Transamerica and other commercial firms
purchased numerous banks during the 1950s, Congress responded in 1956 by adopting
the BHC Act, which prohibited multibank holding companies from engaging in activities

that were not “closely related to banking.”®

When commercial conglomerates
established a large number of one-bank holding companies in the late 1960s, Congress
responded in 1970 by extending the BHC Act to reach those holding companies.*® After
commercial firms purchased dozens of FDIC-insured “nonbank banks” during the 1980s,
Congress stopped the nonbank bank movement by adopting the Competitive Equality
Banking Act of 1987 (CEBA).*’ After commercial firms acquired a substantial number

of FDIC-insured thrift institutions in the 1990s, Congress barred further commercial

acquisitions of thrifts by enacting the Gramm-Leach-Bliley Act of 1999 (GLBA).* On

3 Wilmarth, supra note 1, at 1580 (discussing 12 U.S.C. § 1831a).
* Id. at 1579 (discussing 12 U.S.C. § 1468(a)).

7 1d. (discussing 12 U.S.C. § 1468(a)}(1XA)).

3 Jd .at 1566-67.

® Id. at 1567-69.

0 1d. at 1569-71

T Id. at 1584-86

10
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all four occasions, Congress declared that it acted in order to maintain a separation
between banking and commerce.

Thus, the policy of separating banking and commerce has gained strength over
time and has operated with particular force since 1956. It is true that the Federal Reserve
Board (FRB) could undermine that policy by adopting expansive interpretations of
GLBA’s provisions allowing financial holding companies to engage in merchant
banking, “financial in nature” activities, or activities that are “incidental” or
“complementary” to financial activities. However, in enacting GLBA, Congress
instructed the FRB to approve such activities in a carefully limited manner that would
“maintain the separation between banking and commerce.”* Congress gave the FRB a
veto power over the scope of merchant banking, “financial in nature” and “incidental”
activities, and Congress gave the FRB sole authority to determine the scope of
“complementary” activities. In assigning these gatekeeping roles to the FRB, Congress
presumably intended that the FRB would perform those roles in a conservative manner
based on the FRB’s longstanding policy position against mixing banking and
commerce.”

The one significant remaining exception to the congressional policy of separating
banking and commerce is the provision of CEBA that allows commercial firms to acquire

FDIC-insured ILCs.** The legislative history of CEBA does not explain why Congress

“2 Id. at 1582 n.254 (quoting H.R. Rep. No. 106-74, pt. 1, at 122 (1999)); see also id. at 1583 n.259
(quoting 145 Cong. Rec. S13788 (daily ed. Nov. 3, 1999) (remarks of Sen. Sarbanes), and 145 Cong. Rec.
H11527 (daily ed. Nov. 4, 1999) (remarks of Rep. Leach)).

“ Id. at 1582-84.

* See id. at 1550, 1572. CEBA also exempted limited-purpose trust companies and credit card banks from
the definition of “bank” under the BHC Act and thereby permitted commercial firms to acquire such
institutions. However, CEBA imposed stringent limitations that effectively prevent limited-purpose trust
companies and credit card banks from engaging in a retail banking business or from making commercial
loans. Seeid. at 1571.

11
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decided to exempt ILCs from the BHC Act’s prohibition on commercial ownership of
FDIC-insured depository institutions.** However, former Senator Jake Garn of Utah, a
co-sponsor of the ILC exemption, explained his personal view of that exemption when he
testified during the FDIC’s public hearings in April 2006 on Wal-Mart’s application to
acquire an ILC. Senator Garn declared that he would strongly oppose any attempt by
Wal-Mart to “expand their application” to offer retail banking services at Wal-Mart
stores, because “it was never my intent, as the author of this particular section, that any of
these industrial banks be involved in retail operations. . . . I would be the most vociferous
opponent of that because that was not my intent at the time CEBA was passed.*
Senator Garn’s testimony indicates a congressional understanding in 1987 that
ILCs would not be used as a platform for large commercial firms to offer full-service
banking to consumers at the parent companies’ retail outlets. In 1987, ILCs were small
state-chartered institutions that had limited deposit-taking powers and engaged
principally in making consumer loans to middle-income and lower-income individuals.
Thirteen ILCs failed during 1982-84, and Utah imposed a moratorium on chartering new

ILCs in 1987.”7 The total assets of all ILCs in 1987 were only $4.2 billion, and the

%5 The exemption for ILCs was contained in a managers’ amendment, which was co-sponsored by Senators
William Proxmire and Jake Garn and was approved during the Senate floor debates on CEBA. 133 Cong.
Rec. S 3810, S 3813 (daily ed., Mar. 25, 1987) (remarks of Sen. Proxmire). Senators who discussed the
ILC exemption and the conference committee report simply summarized the statutory terms of the ILC
exemption and did not explain its underlying purpose or intended scope. See id. at S 3813 (remarks of Sen.
Proxmire); id. at S 3957 (daily ed. Mar. 26, 1987) (colloquy between Sen. Inouye and Sen. Proxmire);
H.R. Rep. No. 100-261, at 121 (1987) (Conf. Rep.), reprinted in 1987 U.S.C.C.A.N. 588, 592.

* Oral Testimony of Hon. Edwin J. “Jake” Gam, FDIC Hearings on Wal-Mart Application, April 10, 2006
(Panel 8), at 8, 12.

7 Testimony of FRB General Counsel Scott G. Alvarez before the Subcommittee on Financial Institutions
and Consumer Credit of the House Committee on Financial Services, July 12, 2006 (available at
federalreserve.gov/boarddocs/textimony/2006/200607 1 2/defauit.htm), at 5; Bill McConnel}, Utah to End
Freeze on Charters for Industrial Loan Companies, American Banker, April 3, 1997, at 3 (stating that Utah
imposed a “freeze” on new ILC charters in 1987, “following a wave of failures”); Barry Stavro, As Good
as Their Word, Forbes, Feb. 25, 1985, at 52.

12
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fargest ILC had less than $420 million of assets.”® In 1993, a Congressional Research
Service report stated that ILCs played only a “minor” role in the U.S. financial systemn.”

However, ILCs have expanded rapidly in recent years, due in part to the
liberalization of state laws governing ILCs. For example, Utah amended its laws in 1997
to give ILCs virtual parity with state-chartered commercial banks (except for the ability
to offer demand deposits).’ ® In addition, GLBA encouraged commercial firms to seek
ILC charters, because GLBA barred commercial firms from making any further
acquisitions of thrift institutions. During 1999-2006, total assets held by ILCs grew from
$44 billion to $177 billion. Currently, the largest ILC (owned by Merrill Lynch) holds
more than $60 billion of assets, and commercial firms own fifteen ILCs.”!

Thus, the ILC industry has changed dramatically since Congress enacted CEBA
in 1987. The FDIC recently stated that the business plans prepared by Home Depot and
other proposed commercial owners of ILCs “differ substantially from the consumer

52 When CEBA was passed, Congress

lending focus of the original industrial banks.
evidently did not appreciate the potential threat that the ILC exemption would pose to the
policy of separating banking and commerce.

Congress’ lack of awareness of the potential impact of the ILC exemption

becomes clearer when one considers that CEBA closed the “nonbank bank loophole.”

CEBA was expressly designed to prevent retailers and other commercial firms from

* FDIC Moratorium Notice, supra note 6, at 43482,

* William Jackson, “Mixing Banking and Commerce Using Federal Deposit Insurance: Industrial Banks
and Nonbank Banks,” Congressional Research Service Report 93-769 E, Aug. 26, 1993, at n.7 and
accompanying text (stating that ILCs had only $7 billion of assets at the end of 1992, while U.S.
commercial banks and trust companies held $3.5 trillion of assets).

5® Utah liberalized its ILC statutes and authorized the chartering of new ILCs in 1997. See McConnell,
supra note 47. For discussions of the Utah laws governing ILCs, see GAQ-ILC Report, supra note 9, at
21-22, 24-25; FDIC Proposed Rule on Consolidated Supervision, supra note 17, at 5221 n.32,

3 Wilmarth, supra note 1, at 1573.

2 FDIC Moratorium Extension Notice, supra note 2, at 5291.
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3 The Senate committee report on

continuing to acquire FDIC-insured “nonbank banks.
CEBA declared that “[n]onbank banks undermine the principle of separating banking and
commerce, a policy that has long been the keystone of our banking system. . . . The
separation of banking and commerce helps ensure that banks allocate credit impartially,
and without conflicts of interest.™ It is highly improbable that Congress decided to
close the “nonbank bank loophole” in 1987 for the specific purpose of preserving the
separation of banking and commerce but, at the same time, inserted the ILC exemption

with the conscious goal of undermining the same policy.

2. Commercially-Owned ILCs Pose Significant Risks to the U.S. Financial
System and General Economy

For at least three reasons, continued acquisitions of ILCs by commercial firms are
likely to create serious risks for our nation’s financial system and general economy.
First, ownership of ILCs by large commercial firms is likely to spread the federal safety
net and “too big to fail” (TBTF) subsidies from the financial sector to the commercial
sector of the economy. The ability of commercial owners of ILCs to gain access to low-
cost, FDIC-insured funds will increase the risks to the deposit insurance fund and will
create competitive inequities between commercial firms that control ILCs and those that
do not. Ownership of a large ILC by a giant commercial firm would place great pressure
on federal regulators to provide financial support if either the ILC or its parent company
was threatened with failure.

Second, commercially-owned ILCs are subject to conflicts of interest that
encourage them to make loans and investments to benefit their commercial affiliates.

As shown by the financial history of the United States and other nations, preferential

* Wilmarth, supra note 1, at 1569-71.
* S.Rep. No. 100-19, at 8, as reprinted in 1987 U.S.C.C.A.N. at 498,
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transfers of funds from banks to commercial affiliates or their customers create
significant risks for the deposit insurance fund and also increase the likelihood of a
systemic economic crisis. In addition, such transfers provide commercial owners of ILCs
with an unfair competitive advantage over firms that do not have bank affiliates.

Third, problems arising at commercial owners of ILCs are likely to create public
concerns about the soundness of the ILCs. Commercially-owned ILCs will therefore be
subject to contagious losses of confidence resulting from problems at their commercial
parent companies. In turn, such losses of public confidence will produce a greater
likelihood of TBTF bailouts.

a. Extension of the Federal Safety Net and TBTF Subsidies to
Commercial Owners of ILCs

During the 1990s, scholars, regulators and lawyers debated whether the federal
“safety net” for financial institutions provided a net subsidy to banks.*® Those who
denied the existence of a net subsidy argued that the costs of banking regulation exceeded
the value of any safety net subsidy.*® However, a more recent study concluded that
safety net subsidies have increased since the mid-1990s and probably do provide a net
subsidy to most banks.”’ Similarly, the General Accountability Office (GAO) stated in
2005 that the federal safety net “provides a subsidy to commercial banks and other

depository institutions by allowing them to obtain low-cost funds,” and by “shift[ing] part

%5 The federal “safety net” for financial institutions consists of (i) federal deposit insurance, (ii) protection
of uninsured depositors and other uninsured creditors of TBTF institutions, (iit) discount window advances
provided by the FRB as “lender of last resort” (LOLR), and (iv) the FRB’s guarantee of interbank
payments made on Fedwire. See Joe Peek & James A. Wilcox, “The Fall and Rise of Banking Safety Net
Subsidies,” in Too Big to Fail: Policies and Practices in Govéernment Bailouts (Benton E. Gup, ed. 2004),
at 169, 179-83; John R. Walter, “Can a Safety Net Subsidy Be Contained?”, 84 Economic Quarterly No. 1,
Fed. Res. Bank of Rich,, VA, at 1, 2 (1998).

%% For helpful overviews of this debate, see Patricia A. McCoy, Banking Law Manual § 4.02 at 4-12 (2d ed.
2006); Peek & Wilcox, supra note 55, at 184-87.

5" Peek & Wilcox, supra note 55, at 170, 187-90.
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of the risk of bank failure from bank owners and their affiliates to the federal bank
insurance fund and, if necessary, to taxpayers.”5 8

During a systemic crisis, the safety net subsidy is likely to become very large
because the federal government, in effect, provides “catastrophe insurance.”’ If the
deposit insurance fund is inadequate to cover the cost of resolving failed banks, the
federal government has shown a willingness to mobilize taxpayer funds to prevent a
collapse of the financial system.”” For example, during the thrift and banking crises of
1980-94, the deposit insurance funds for banks and thrifts spent $64 billion in resolving
the failures of nearly 3,000 thrifts and banks. The thrift deposit insurance fund was
wiped out, and Congress used $132 billion of taxpayer funds to cover the full cost of
resolving thrift failures. The bank insurance fund was depleted to the point of
insolvency, and Congress expanded the FDIC’s line of credit at the Treasury from $5
billion to $30 billion." Many other nations have similarly provided extensive assistance
to banks and generous protection to bank depositors during systemic financial crises in
the 1980s and 1990s.°> Most recently, U.X. authorities announced a blanket guarantee of

bank deposits and provided financial support to Northern Rock, a large mortgage lender,

*® GAOQ-ILC Report, supra note 9, at 71-72.

%% Peek & Wilcox, supra note 55, at 180.

 Jd. at 180-81.

¢! Resolving the failures of 1,300 thrifts required (i) $28 billion of funds from the FSLIC deposit insurance
fund for thrifts and (ii) $132 of taxpayer funds. Resolving the failures of 1.600 banks required $36 billion
from the FDIC’s bank insurance fund, which left the fund effectively insolvent in 1991. At that point,
Congress provided the FDIC with authority to borrow up to $30 billion from the Treasury (an authority that
the FDIC ultimately did not have to use). See Wilmarth, supra note 1, at 1589 & n. 290.

 See id. at 1589, 1599-1606; Gary H. Stern & Ron J. Feldman, Too Big to Fail: The Hazards of Bank
Bailouts 40, 75-77 (2004).
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in order to stop a run by Northem Rock’s depositors,63 Thus, the subsidy provided by the
federal safety net increases greatly in magnitude during a financial crisis.

Whether or not small banks enjoy a subsidy, many analysts believe that the safety
net provides significant subsidies to large banks that are viewed as TBTF by the financial
markets. For example, Countrywide recently faced a serious liquidity squeeze when the
securitization and credit markets cut off funding for nonprime mortgage loans.
Countrywide survived because it could call upon funding from (i) FDIC-insured deposits
held by its federally-chartered thrift subsidiary, and (ii) advances from the Federal Home
Loan Bank System. Additionally, some commentators believe that the FRB quietly
encouraged large banks to provide emergency funding to Countrywide. In contrast,
dozens of smaller, nondepository subprime lenders went out of business during the past
year after they lost access to funding from the securitization and credit markets.*

Analysts have found that (i) TBTF banks — generally those with assets over $100
billion — pay interest rates on deposits that are significantly lower than the rates paid by
nonbank companies of comparable size on short-term, uninsured debt, (ii) TBTF banks
operate with significantly higher leverage (i.e., lower capital-to-asset ratios) than
uninsured financial intermediaries such as commercial and consumer finance companies
and life insurers, and (iii) banks achieve higher credit ratings and pay lower interest rates

on their bonds as they grow in size to achieve TBTF status.*® Indeed, the TBTF subsidy

€ See Kate Burgess et al., “Week that shook the banking world,” Financial Times, Sept. 22, 2007, at 3;
Stanley Reed, “Subprime Tremors: Suddenly, a Bank Run in Britain,” Business Week, Oct. 1, 2007, at 40.
8 See Kate Bermry, “Thrift Unit Buttresses Countrywide’s Continuity,” American Banker, Sept. 10, 2007, at
20; Maria Bartiromo, “The Mortgage Mess: The Heat on Countrywide,” Business Week, Sept. 10, 2007, at
28; James R. Hagerty, “Countrywide Is to Cut 20% of Work Force,” Wall Street Journal, Sept. 8, 2007, at
B1; James R. Hagerty & Lingling Wei, “Countrywide Seeks Deposits to Fund Loans,” Wall Street Journal,
Sept. 19, 2007, at A4..

& See, e.g., Stem & Feldman, supra note 62, at 30-39; Edward J. Kane, “Incentives for Banking
Megamergers: What Motives Might Regulators Infer from Event-Study Evidence?”, 32 Journal of Money,
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has been an important motivating factor behind the rapid consolidation that has taken
place in the U.S. banking industry over the past two decades.®

The existence of a subsidy for TBTF institutions is further indicated by the fact
that no major U.S. bank has ever surrendered its bank charter and chosen to operate as a
nonbank.”” In contrast, large nonbanking companies have consistently sought to gain
contro] of FDIC-insured depository institutions. Securities firms, life insurance
companies and commercial firms acquired nonbank banks before the nonbank bank
loophole was closed in 1987, and they also acquired thrifts before the unitary savings and
loan holding company loophole was closed in 1999. Each of the four largest U.S.
securities firms — Merrill Lynch, Morgan Stanley, Goldman Sachs and Lehman Brothers
— owns a Utah-chartered ILC. Currently, thirty-three insurance companies own some
type of bank, while fifteen commercial firms own ILCs. If the costs of bank regulation
actually exceed the benefits provided by the federal safety net, it is very difficult to
understand why no major bank has ever given up its charter, and why so many
nonbanking companies have been so eager for so long to acquire a financial institution

charter that will enable them to offer FDIC-insured deposits to their customers. In my

Credit & Banking 671 (2000) [hereinafter Kane, “Megamerger Incentives™], at 673-74, 691-95; George
Pennacchi, “Deposit insurance, bank regulation, and financial system risks,” 53 Journal of Monetary
Economics 1, 14-16 (2005); Donald P. Morgan & Kevin J. Stiroh, “Too Big to Fail after All These Years,”
Fed. Res. Bank of NY Staff Rep. No. 220, Sept. 2005 (available at htp:/ssrn.com/abstract=813967),
passim; Maria F. Penas & Haluk Unal, “Gains in bank mergers: Evidence from the bond markets,” 74
Journal of Financial Economics 149, 150-51, 155, 159, 161-62, 168, 170-71 (2004).

& See e g, Stern & Feldman, supra note 62, at 32-33, 60-79; Gerald A. Hanweck & Bernard Shull, “The
Bank Merger Movement: Efficiency, Stability and Competitive Policy Concerns,” 44 Antitrust Bulletin
251, 273-79 (1999); Kane, “Megamerger Incentives,” supra note 65, at 673-74. 683-95; Arthur E.
Wilmarth, Jr., “The Transformation of the U.S. Financial Services Industry, 1975-2000; Competition,
Consolidation, and Increased Risks,” 2002 University of Illinois Law Review 215, 300-12 (2002)
{hereinafter Wilmarth, “Transformation™].

& Wilmarth, “Transformation,” supra note 66, at 447 n.1033.
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view, banks and nonbanking companies have indisputably proven the existence of a
safety net subsidy — at least for large financial institutions — by voting with their feet.®

Memill Lynch is a leading example of a nonbank financial institution that has
reaped significant benefits from its access to the federal safety net. Merrill acquired a
thrift institution and an ILC during the 1990s. In 2000, Merrill introduced a “sweep
account” program in order to transfer its customers’ cash balances from uninsured
brokerage accounts into FDIC-insured deposits in its subsidiary depository institutions.
By 2006, Merrill’s banks held $80 billion in deposits, and Merrill used those deposits to
fund $70 billion of commercial and consumer loans. Citigroup’s Smith Bamney
brokerage unit and other major securities brokers have introduced similar sweep account
programs to move customer cash balances into FDIC-insured deposits at their affiliated
banks.”

A 2004 study estimated that sweep account programs created $350 billion of
FDIC-insured deposits that otherwise would have been held in uninsured money market
mutual funds (MMMFs) at brokerage firms.”® Securities firms with bank affiliates have
established these sweep programs because FDIC-insured deposits pay interest rates that
are much lower, and eamn spreads that are much higher, than the rates and spreads
applicable to uninsured MMMFs.”' A comment letter submitted by the Securities
Industry Association (SIA) to the FDIC in 2006 confirms the significant benefits

produced by sweep programs:

€8 Wilmarth, supra note 1, at 1590-91.

& Pennacchi, supra note 65, at 15 & n.21; Wilmarth, supra note 1, at 1591.

" Pennacchi, supra note 65, at 15 (citing study by Crane and Krasner).

" [d. at 15-16; Wilmarth, “Transformation,” supra note 66, at 448 & n.1035. Unlike bank deposits, which
can be used to fund commercial and consumer loans, MMMFs may only invest in highly-rated securities
with an average maturity of not more than 90 days. Timothy Q. Cook & Jeremy G. Duffield, “Money
Market Mutual Funds and Other Short-Term Investment Pools,” in fnstruments of the Money Market (Fed.
Res. Bank of Rich., VA, 7thed. 1993), at 156, 165-67.
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Bank subsidiaries have added significant value and versatility to
SIA member corporate groups, because SIA member owned banks hold
idle funds swept from brokerage accounts [into] deposits. . . . This has
provided a reliable and low cost source of deposits to fund traditional
banking products and services offered to customers of the corporate group
.. .. The most cost effective way to fund bank quality loans is with
deposits.”

Many commentators believe that GLBA has extended TBTF protection to the
nonbank affiliates of large financial conglomerates that control banks.” Owners of major
commercial firms might reasonably expect that they, too, will receive TBTF treatment if
they acquire ILCs and expand the assets of their ILCs as rapidly as Merrill has done.” If
Wal-Mart, the world’s largest retailer, and Home Depot, the second largest U.S. retailer,
acquired ILCs and opened deposit-taking branches in many of their stores, they could
probably match or improve on Merrill’s deposit-taking performance.”

Given the immense size of both Wal-Mart and Home Depot, it seems
inconceivable that federal regulators would allow either company to collapse if it owned
a large FDIC-insured ILC. Wal-Mart accounts for eight percent of domestic retail sales

and two percent of the gross domestic product. On several occasions since 1970, the

federal government has intervened to save or reorganize a company or industry whose

2 Letter to the FDIC, dated Oct. 10, 2006, from the Securities Industry Ass’n, at 3, Comment No. 71 in
Comments on Industrial Loan Companies and Industrial Banks (available at
www.fdic.gov/regulations/laws/federal/2006/06comilc.html) {hereinafter Comments to the FDIC on ILCs].
™ Henry Kaufman, On Money and Markets: A Wall Street Memoir 209-10, 237-40 (2000); Stern &
Feldman, supra note 62, at 70-77; Wilmarth, “Transformation,” supra note 66, at 303-04, 446-50, 474-75.
™ The Federal Reserve Board (FRB) has authority extend discount window loans to any nonbanking
company “in unusual and exigent circumstances.” 12 U.S.C. § 343. Section 343 would permit the FRB to
provide financial support to any nonbanking firm whose survival is deemed necessary to maintain the
stability of the financial markets. See Henry T.C. Hu, “Faith and Magic: Investor Beliefs and Government
Neutrality,” 78 Texas Law Review 777, 873-75 (2000); Wilmarth, “Transformation,” supra note 66, at 304
& n.369.

™ Wal-Mart operates some 3,300 stores in the United States and about 6,700 stores globally. During its
2006 fiscal year, Wal-Mart produced domestic sales of $326 billion and global sales of $349 billion,
making it the largest retailer in the United States and the world. Home Depot operates more than 2,100
stores in the United States and generated total sales of $91 billion in 2006, making it the second largest
U.S. retailer. Wilmarth, supra note 1, at 1592-93 n.309.
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survival was deemed important to the national interest.”® On at least four other occasions
during that period, the FRB has taken action to maintain the stability of the financial
markets after the failure of a major nonbanking firm.”’ Given those precedents,
acquisitions of ILCs by Wal-Mart, Home Depot and other giant commercial firms will
significantly increase the likelihood and potential costs of similar federal interventions in
the future.

Based on the foregoing considerations, it seems clear that (i) large commercial
owners of ILCs will obtain substantial financial benefits from the federal safety net,
particularly in the form of low-cost deposits and implicit catastrophe insurance, and (ii)
those commercial firms will have a significant funding advantage — and therefore an
important competitive edge — over competitors that do not own ILCs.”® Unless
acquisitions of ILCs by commercial firms are prohibited, many large commercial entities
will probably deem it essential to acquire ILCs in order to maintain competitive parity
with those firms that already own ILCs. Thus, over time, acquisitions of ILCs by large
commercial firms will almost certainly create serious distortions within the general
economy.

b. Conflicts of Interest, Preferential Lending and Systemic Risk

i Evidence from the United States

" Seeid. at 1593 n. 311 (discussing (i) federal support for the reorganization of railroads following Penn
Central’s bankruptcy in 1970, (ii) federal loan guarantees given to Lockheed in 1971 and Chrysler in 1980,
and (iii} federal payments and loan guarantees provided to airlines after the terrorist attacks on September
11, 2001).

77 See id. at 1592 n. 312 (citing the FRB's interventions to stabilize the financial markets following (i) the
collapse of Penn Central in 1970, (ii) the Hunt Brothers’ failed atternpt to corner the silver market in 1980,
(iii) the stock market crash in 1987, and (iv) the collapse of Long Term Capital Management (LTCM) in
1998).

™ See GAO-ILC Report, supra note 9, at 71-72.
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Acquisitions of ILCs by commercial firms create conflicts of interest that pose
significant risks to the deposit insurance fund and increase the likelihood of a systemic
economic crisis. As shown above, ILCs enjoy a significant funding advantage over
nonbanking firms, due to their ability to attract FDIC-insured deposits at subsidized,
below-market rates. Commercial owners of ILCs have powerful financial incentives to
transfer this funding advantage by causing their ILCs to pay generous dividends and to
make preferential loans to the parent companies and their commercial subsidiaries. The
desire to draw on funds from a bank affiliate intensifies when the commercial parent or a
commercial affiliate encounters financial problems. For example, when Caldwell and
Company (a financial-commercial conglomerate that failed in 1930) and American
Continental Company (the parent of Lincoln Savings) lost access to other sources of
funds, they extracted large amounts of funds from their depository institution affiliates.”
Similarly, Bank of United States failed in 1930 after it made large loans to support its
securities and real estate affiliates.*

Commercial firms could also cause their ILCs to support their operations in other
ways. For example, a parent company could cause its ILC to purchase doubtful customer
receivables or other questionable assets, or it could insist that the ILC encourage its
depositors and other customers to purchase the parent’s securities. In the late 1980s,

American Continental used the branches and employees of Lincoln Savings to promote

* Wilmarth, supra note 1, at 1560-61, 1576-78. Similarly, when Drexel Bumham was threatened with
failure in early 1990, it made capital withdrawals from its regulated securities subsidiaries in excess of
regulatory limits until the SEC intervened to prevent further capital transfers. Wilmarth, “Transformation,”
supra note 66, at 456 n.1058; see also Jonathan Brown, The Separation of Banking and Commerce
(available at www.public-gis.org/reports/sbc. html), at 25 (quoting SEC chairman Richard Breeden’s Senate
testimony concerning Drexel Burnham's failure, in which Mr. Breeden acknowledged that the SEC did not
fully appreciate the “risk that the broker-dealer’s capital could be depleted in a desperate but fruitless
attempt to pay the parent firm’s unsecured creditors™). [Note: Mr. Brown’s paper is undated, but evidently
it was written in 1990. See id. at 34,41}

¥ Wilmarth, supra note 1, at 1561-62.
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the sale of the American’s uninsured subordinated notes to more than twenty thousand
customers. Those customers suffered severe losses when Lincoln failed and American
filed for bankruptcy.® Similarly, in the early 1970s, Beverly Hills Bancorp sold $12.5
million of commercial paper to more than two hundred customers of its subsidiary bank,
Beverly Hills National Bank. After the parent company defaulted on the commercial
paper, the customers sued the bank and forced it into conservatorship and liquidation.®
In addition, commercial firms may induce their ILCs to make preferential loans to
suppliers of the parent company in order to gain concessions for the parent company. *
Commercial firms can similarly use their ILCs to extend credit to customers to promote
the sale of the parent’s products.84 For example, Volkswagen, Target and Toyota
acquired Utah ILCs during 2002-04. The primary business of Volkswagen Bank and
Toyota Financial Savings Bank is to make loans to consumers and businesses to finance
purchases of automobiles produced by their parent companies. Similarly, Target Bank
issues proprietary credit cards to business firms to facilitate their purchases of goods at

Target stores.®

¥ Id. at1577-78.

¥ Id. at 1594-95, 1607.

8 See Brown, supra note 79, at 5-6, 9, 12-13 (stating that, prior to the enactment of the 1970 amendments
to the BHC Act, federal examiners discovered that a commercial bank controlled by Sears “had a heavy
concentration of its commercial loans to firms that were Sears’ suppliers,” id. at 9); see also GAO-ILC
Report, supra note 9, at 72.

¥ Brown, supra note 79, at 5-6, 12-13; see also GAO-ILC Report, supra note 9, at 72.

¥ Statement of Douglas H. Jones, supra note 12, at 3, 12-14 (attach. 1). A recent comment letter submittec
to the FDIC by two ILC trade associations explained how an ILC can provide credit to customers of its
parent company in compliance with Sections 23A and 23B. The comment letter stated that an ILC can
lawfully make loans to its parent’s customers as long as the parent either (i) buys the customer loans from
the ILC without recourse, or (ii) maintains a cash deposit at the ILC equal to the amount of outstanding
customer loans. See Letter to the FDIC, dated Oct. 10, 2006, from the Utah Ass’n of Financial Services
and the Calif. Ass’n of Industiral Banks, at 12, 3334, Comment No. 109 in Comments to the FDIC on
ILCs, supra note 72, If the letter is correct, a commercial parent company can call upon its ILC to provide
unlimited credit to the parent’s customers as long as the parent company is willing to cover the credit risk
associated with those loans. However, that arrangement provides relatively little comfort to the federal
deposit insurance fund and to taxpayers, because excessive and unsound loans to customers could inflict
crippling losses on the parent company. In turn, problems at the parent companiy of a financial institution
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Home Depot has filed an application to acquire a Utah ILC called EnerBank.
EnerBank’s proposed business plan is to make installment loans to consumers who hire
EnerBank-approved contractors for home improvement projects. Home Depot hopes that
EnerBank’s loans will encourage approved contractors to purchase materials for home
improvement projects at Home Depot stores. Although Home Depot claims that
contractors will not be compelled to buy their materials at Home Depot stores,
contractors cannot participate in the program unless they are approved by EnerBank as
“loan program sponsors.” It certainly seems doubtful whether a contractor would retain
its status as an approved EnerBank “sponsor” if it failed to buy a significant portion of its
materials from Home Depot.®

Thus, the existing and proposed business plans of commercially-owned ILCs
reflect a consistent strategy among commercial firms to promote the sale of their products
by using the credit facilities of their captive ILCs. Advocates for commercial ownership
of ILCs argue that “firewalls” established by laws restricting affiliate transactions and
insider lending will prevent an ILC from making unsound loans or abusive transfers of
funds to benefit its commercial affiliates.®” As noted above, Sections 23A and 23B of the
Federal Reserve Act impose quantitative limits and collateral requirements on affiliate
transactions, prohibit bank purchases of low-quality assets from affiliates, and require
affiliate transactions to be conducted on arms’ length terms.*® In addition, federal

statutes and regulations impose strict conditions on loans made by any FDIC-insured

are likely to undermine public confidence in the subsidiary institution. See Wilmarth, supra note 1, at
1606-13.

5 Wilmarth, supra note 1, at 1595-96.

57 See, e.g., Blair, supra note 28, at 98-99, 103-04; Statement of Lawrence J. White, in FDIC Hearings on
‘Wal-Mart Application, April 11, 2006 (Panel 3), at4-11.

¥ 12U.S.C. §§371a & 371b..
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bank to its directors, executive officers and principal shareholders and their related
interests.

However, these firewalls have often been disregarded under circumstances of
financial stress when the financial viability of a controlling shareholder or affiliate is
threatened. A high percentage of thrift failures during the 1980 involved violations of
rules governing affiliate transactions and insider lending.” Similarly, a 1994 GAO study
found that unlawful insider lending and abusive affiliate transactions occurred at a
significant proportion of 175 banks that failed during 1990-91.°' United States National
Bank of San Diego failed in 1973 after making massive loans to its controlling
shareholder and his affiliates in violation of legal lending limits.>> Hamilton National
Bank failed in 1976 after its parent holding company violated Section 23A by forcing the
bank to purchase large amounts of low-quality mortgages from the bank’s mortgage
banking affiliate.”® During the 1987 stock market crash, Continental Illinois violated
legal lending limits in order to prevent its options trading subsidiary from failing.”*

Two large FDIC-insured ILCs have failed since 1999, resulting in losses to the
deposit insurance fund of more than $100 million.” In each case, the corporate parent
and the ILC operated in a unitary fashion that did not maintain any meaningful corporate

separation, and the parent and the ILC engaged in transactions that violated Sections 23A

8 See McCoy, supra note 56, § 14.04[1][d] (discussing restrictions on loans to insiders under 12 U.S.C. §§
375a, 375b, 1468(b) and 1828(j)(2) and the regulations adopted thereunder).

% Wilmarth, supra note 1, at 1575-77.

*! Catharine M. Lemieux, “Conglomerates, Connected Lending and Prudential Standards: Lessons
Learned,” 4 UCLA Journal of International and Foreign Affairs 149, 157-58 (1999) (stating that the GAO
study found violations of insider lending rules at 82 of the 175 failed banks and also found preferential
insider loans at 70 banks and improper affiliate transactions at 49 banks).

* See Joseph F. Sinkey , Jr., Problem and Failed Institutions in the Commercial Banking Industry 218-33
(1979).

” Id. at 198-205.

9 Wilmarth, “Transformation,” supra note 66, at 456 n.1058.

» GAO-ILC report, supra note 9, at 59-60 (discussing failures of Pacific Thrift and Loan in 1999 and
Southem Pacific Bank in 2003).
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and 23B. While the violations of Sections 23A and 23B were not the primary reason for
the ILCs’ failures, those violations were symptomatic of fundamental inadequacies in the
management policies, audit practices and compliance procedures of both institutions.*®
The foregoing evidence from thrift, bank and ILC failures creates serious doubts about
the effectiveness of restrictions on affiliate transactions and insider lending in preventing
abusive and unsound transactions between ILCs and their corporate owners.”’

Moreover, the restrictions in Sections 23A and 23B are complex and difficult to
enforce, and managerial evasions of those provisions are often subtle and difficult to
detect.”® The challenges of detecting abusive affiliate transactions are magnified when a
large commercial firm controls an FDIC-insured bank. As one analyst observed:

Given that the banking regulators are already overburdened with the task
of controlling bank soundness, it is quite unrealistic to expect them to
monitor and detect more subtle bias in the vast array of loans that banks
would make to commercial affiliates, their suppliers and their customers if
the mixing of banking and commerce were permitted.”’

The debacles at Lincoln Savings and Enron demonstrate how complex structures
can be used to mask manipulative transactions with affiliates. The parent company of
Lincoln Savings caused the thrift to enter into complicated deals involving sham sales of
assets to “straw” buyers. Those deals generated fictitious accounting “profits,” which
3100

Lincoln then transferred to its parent pursuant to an abusive “tax sharing agreement.

Similarly, Enron entered into a myriad of commodity swaps and sales of assets with off-

% Id. at 59-61; Wilmarth, supra note 1, at 1597.

57 See GAO-ILC Report, supra note 9, at 61 (reporting the view of FRB officials that “focusing supervisory
efforts on transactions covered by sections 23A and 23B will not cover the full range of risks that insured
institutions are exposed to from holding companies and their subsidiaries”).

8 Wilmarth, “Transformation,” supra note 66, at 456, 457 n.1060; see also Lemieux, supra note 91, at 154-
57.

 Brown, supra note 79, at 6-7; see also id. at 44 (stating that “serious questions arise as to the [federal
banking] agencies’ ability to prevent preferential lending and unsound loans in situations where conflicts of
interest or external pressures impinge on the credit judgment process™).

160 Wilmarth, supra note 1, at 1577,
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balance-sheet, special-purpose entities that were purportedly independent but were
actually controlled by Andrew Fastow, Enron’s chief financial officer. Like the Lincoln
Savings transactions, Enron’s structured-finance deals were elaborate shams that were
created for the purpose of producing fictitious profits and deceiving credit ratings

0! The Lincoln and Enron scandals raise further

agencies and institutional investors.
questions concemning the ability of federal regulators and market professionals to identify
and evaluate transactions that are designed to benefit affiliates but are disguised by
complex financial structures.

Perhaps most disturbing is the possibility that federal regulators might decide to
waive affiliate transaction rules so that ILCs could support their commercial affiliates
during a major crisis. After the terrorist attacks on September 11, 2001, federal
regulators suspended the application of Section 23A and encouraged major banks to
transfer large amounts of funds to their securities affiliates to prevent a liquidity crunch
that could have paralyzed the securities markets and threatened the survival of leading
securities firms.!” Similarly, in August 2006, the FRB granted temporary waivers to the
three largest U.S. banks (Citigroup, Bank of America and JP Morgan Chase) so that those
institutions could make large fund transfers in excess of Section 23A limits to support
their securities affiliates during the subprime funding squeeze.'®® The ownership of ILCs
by huge commercial firms increases the likelihood that regulators would similarly feel

compelled to waive legal restrictions on affiliate transactions whenever the parent

11 See Arthur E. Wilmarth, Jr., “Conflicts of Interest and Corporate Governance Failures at Universal
Banks during the Stock Market Boom of the 1990s: The Cases of Enron and WorldCom,” George
Washington University Law School Legal Studies Research Paper No. 234, Nov. 20, 2006 (available at
ssm.com/abstract=952486), at 10-20.

10 Wilmarth, “Transformation,” supra note 66, at 456-57, 472-73.

1% Rob Blackwell, “Fed Allows JP Morgan Chase Transaction,” American Banker, Aug. 29, 2007, at 3;
Barbara A. Rehm, “Fed Lets 2 Banks Lend to Affiliates,” American Banker, Aug. 27, 2007, at 20.
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company’s survival is threatened, because of concerns that the parent’s failure could
trigger a major economic crisis.
ii. Evidence from Japan, South Korea and Mexico

Major financial crises occurred in Japan, South Korea and Mexico during the
1990s. Each of those crises was due in part to ownership and control links that existed
between banks and commercial firms. Each episode indicates that joint control of banks
and commercial firms creates conflicts of interest, distorts economic incentives and
increases the risk of a systemic crisis.

Analysts have offered many reasons for the severity and prolonged nature of the
economic and financial crisis that afflicted Japan during 1990-2005. Three of those
reasons are relevant to this analysis. First, the cross-shareholding relationships between
Japanese banks and their corporate lending customers meant that the financial and
commercial sectors in Japan were closely linked in 1989. Problems arising in one sectoi
inevitably spifled over into the other. The tightly interwoven ownership and credit
linkages between banks and their commercial customers significantly increased Japan’s
vulnerability to a systemic economic crisis.’®

Second, due to the tremendous financial and political costs of dealing with the
banking crisis, Japanese regulators and politicians adopted a variety of forbearance
measures designed to postpone the day of reckoning. In this regard, they acted in a
manner that was very similar to the actions of U.S. regulators and politicians during the
savings and loan crisis of the 1980s. Japanese officials did not directly confront the

banking industry’s problems until large banks began to fail in 1997-98.'%

1% wWilmarth, supra note 1, at 1599-1600; Wilmarth, “Transformation,” supra note 66, at 451-53.
1% Wilmarth, supra note 1, at 1600.
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Third, in order to avoid recognizing loan losses and to support their most
important borrowers, Japanese banks followed a policy of “evergreening” — i.e., banks
kept rolling over or restructuring loans that were in default. A recent study found that,
during 1993-99, Japanese banks were more likely to “evergreen” loans if (i) they had a
large credit exposure to the borrower, (ii) the borrower was a member of the bank’s
corporate group (keiretsu), (iii) the borrower was in weak condition, or (iv) the borrower
did not have access to the bond markets and was therefore dependent on bank loans.
Thus, a major reason for the Japanese economy’s failure to improve during the 1990s was
that main banks focused their lending on borrowers that were in the weakest condition
and were most closely connected to the banks. As a consequence, bank credit was
misdirected toward “zombie” firms, and credit was denied to more profitable firms that

did not have close connections to banks.'®

In sum, Japan’s experience indicates that
control linkages between banks and commercial firms seriously distort the allocation of
credit, increase the economy’s vulnerability to systemic crises and impede the economy’s
ability to recover from an economic downturn.

South Korea’s financial crisis of 1997-98 offers striking parallels to Japan’s
travails. Like Japan, South Korea maintained a bank-centered financial system from the
1950s through the 1990s, and South Korea’s system contained similar cross-shareholding
networks and lending relationships between large banks and major corporate groups

(chaebol). As the government progressively liberalized its financial regulations during

the 1990s, Korean commercial banks and newly-organized merchant banks continued to

1 Joe Peek & Eric Rosengren, “Unnatural Selection: Perverse Incentives and the Misallocation of Credit
in Japan,” 95 American Economic Review 1145, 1150-65 (2005); see also Richard J. Caballero, Takeo
Hoshi & Anil K. Kashyap, “Zombie Lending and Depressed Restructuring in Japan,” National Bureau of
Economic Research Working Paper 12129, Mar. 2006, passim.
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expand their lending to Korean businesses. By the mid-1990s, the thirty largest chaebol
were highly leveraged, as their average debt-equity ratio exceeded 500 percent. The
chaebol relied on overly-generous bank credit to build up excess capacity in steel,
shipbuilding, automobiles and semiconductors — industries that were vulnerable to
competition from lower-cost foreign suppliers. Korean banks were also fragile, because
they relied heavily on loans from foreign banks. Thus, both the chaebol and their Korean
bank sponsors were highly vulnerable to a sudden withdrawal of international credit.'’

The economic crisis that struck Thailand, Indonesia and Malaysia in 1997 led to
increasing concerns among foreign investors and foreign banks about the solvency of
Korean banks and businesses. Foreign banks reduced their credit lines to Korean
borrowers, and foreign investors began to liquidate their Korean investments. The
Korean stock market crashed, leading to a wave of corporate failures. In 1998, two large
banks failed and were nationalized by the South Korean government, and the government
also provided support for five acquisitions of other failing banks. The government
protected all depositors and ultimately spent about $100 billion to restructure and
recapitalize the Korean banking system.'®

Thus, the Korean crisis of 1997-98, like the Japanese debacle, can be attributed in
substantial part to incestuous ownership and credit links between banks and large
corporate groups. Korean banks and Japanese banks extended credit to their principal
corporate borrowers long past the point of prudence. Similarly, preferential lending by
banks to related entities was an important factor in the Mexican financial crisis of 1994-

95. Like the Korean banks, Mexican banks relied heavily on foreign credit to expand

o7 Wilmarth, supra note 1, at 1601-02.
1% Jd. at 1602-03.
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their loans to Mexican businesses and consumers. In addition, the banks extended many
of their loans to controlling shareholders and their affiliates. Accordingly, the banks
were highly vulnerable to a downturn in the Mexican economy in 1994.'%

In response to the exchange rate crisis that began in December 1994, the Mexican
government devalued the peso and imposed highly restrictive monetary and credit
policies. The government’s policies produced a dramatic rise in interest rates. Higher
interest rates and the peso’s devaluation triggered a massive wave of loan defaults. To
prevent a collapse of the Mexican banking system, the government injected large
amounts of capital into the banks and guaranteed all deposits. Foreign banks acquired
four of the five largest banks in Mexico and controlled eighty-two percent of Mexico’s
banking assets by the end of 2003. Estimates for the total cost of resolving Mexico’s
banking crisis range between $65 billion and $104 billion.''®

A study by Rafael La Porta and others determined that loans by Mexican banks to
related parties were correlated with bank failures, were made on highly preferential
terms, and performed much worse than loans to unrelated parties. The proportion of
loans to related parties was substantially higher at the thirteen banks that failed as
compared with the five banks that survived. In addition, loans to related parties were
made on terms that were substantially less favorable to the banks, in comparison with
loans made to non-affiliates. The study concluded that “[t]he case of Mexico in the
1990s suggests that the risk that related lending may lead to looting is great when banks

are controlled by industrial firms, outside lending has relatively low rates of return, and

1% Wilmarth, supra note 1, at 1603-05.
"9 14, at 1605-06.
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corporate governance is weak.”'!! In sum, the Mexican financial crisis of 1994-95 — like
the Japanese and Korean crises — creates serious doubts about the wisdom of permitting
joint control of banks and commercial firms.'"?
c. Risks of Contagion from Commercial Owners to ILCs

A further risk confronting a commercially-owned ILC is that its parent company
may encounter serious problems that cause the public to lose confidence in the ILC itseif.
For example, when Beverly Hills Bancorp (BHB) defaulted on $13 million of
commercial paper in 1973, the default destroyed public confidence in BHB’s subsidiary,
Beverly Hills National Bank (BHNB). BHB had used the proceeds of the commercial
paper to make loans to a real estate developer. When the developer defaulted on the
loans, BHB could not pay off the commercial paper. In announcing its default, BHB
assured the public that its own problems would not impair the safety and soundness of
BHNB. BHNB’s primary regulator, the Comptroller of the Currency, also publicly stated
that BHNB was “in solvent condition with satisfactory liquidity.”'*> Nevertheless,
depositors soon launched *large-scale runs™ against BHNB, and BHNB was sued by

customers who had purchased BHB’s commercial paper. To prevent BHNB’s failure,

" Rafael La Porta et al., “Related Lending,” 118 Quarterly Journal of Econontics 231, 252-62 (2003)
(qluote at 262).

2 Foreign banking crises in the 1930s similarly indicate that ownership links between banking and
commercial firms create a higher risk of systemic financial crises. During the 1930s, nations with
prominent universal banks (e.g., Austria, Belgium, France, Italy and Germany) experienced severe banking
crises because their banks were weakened by close ownership and lending connections to troubled
industries. In contrast, Canada and the United Kingdom — whose banks were barred from securities
underwriting and dealing and could not own equity interests in commercial firms — did not experience a
si§niﬂcant banking crisis during the 1930s. See Wilmarth, supra note 1 at 1606 n.383.

i Douglas W. Cray, Bancorp on Coast Reveals Problems, N. Y. Times, Dec. 31, 1973, at 27 (quoting
Comptroller of the Currency James E. Smith),
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regulators arranged a sale of BHNB's assets to Wells Fargo Bank in January 1974.
BHNB was thereafter liquidated.'**

Similarly, when Drexel Burnham declared bankruptcy in February 1990,
following the collapse of the junk bond market, its problems quickly spread to two of its
subsidiaries, which were securities broker-dealers regulated by the SEC. The regulated
subsidiaries were solvent at the time of Drexel Bumham’s failure, but the SEC was soon
obliged to liquidate them after they could not obtain even short-term credit from

counterparties or banks.' '’

The contagion resulting from the failures of BHB and Drexel
Burnham indicates that investors, depositors and other creditors do not believe that a
regulated financial institution can be effectively shielded from serious problems
occurring at its parent company.

Problems at U.S. automobile manufacturers have repeatedly caused credit ratings
agencies to cut their ratings for the manufacturers’ captive finance subsidiaries. During
1991-92, credit ratings agencies reduced the ratings of Chrysler Financial Corp. (CFC) to
junk bond level and thereby cut off CFC’s ability to issue commercial paper, because of
serious financial and operational problems at its CFC’s parent, Chrysler Corporation.
Similarly, in recent years Ford Motor Credit Co. (FMCC) lost its investment-grade rating
and was downgraded to junk bond status because of doubts among ratings agencies about
the long-term viability of FMCC’s parent, Ford Motor Co. (Ford). General Motors

Acceptance Corp. (GMAC), the finance subsidiary of General Motors Corp. (GM), also

' Wilmarth, supra note 1, at 1607.

115 See William S. Haraf, “The Collapse of Drexel Burnham Lambert: Lessons for the Bank Regulators,”
Regulation, Winter 1991, at 22, 23-24; Wilmarth, “Transformation,” supra note 66, at 327-38, 356 n.591,
412,446 n.1029. See also Brown, supra note 79, at 23 (quoting SEC chairman Richard Breeden’s
testimony before a Senate committee, in which he stated that Drexel Bumham’s insolvency “appears to
have shattered the trust and confidence of the dealer and banking community in the subsidiary broker-
dealer, even though it remained solvent with considerable excess liquid assets™).
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saw its credit ratings fall to junk bond levels because of the ratings agencies” concerns
about GM’s severe challenges.”6

In 2006, GM agreed to sell a majority stake in GMAC to an outside investor
group for $14 billion. GM needed the sale proceeds to help finance its restructuring
program, and GM also hoped that its sale of control of GMAC would improve GMAC’s
chances of regaining its investment-grade status. GMAC had acquired a Utah-chartered
ILC in 2004, and GM therefore applied to the FDIC for permission to transfer control of
the ILC to GMAC’s new majority owner. In November 2006, despite the FDIC’s
moratorium covering ILC applications, the FDIC approved GM’s application.'!” In
explaining its decision to exempt GM’s application from the moratorium, the FDIC stated
that “waiting to act until after the expiration of the moratorium could have had a
significant adverse effect on GM’s restructuring and GM’s subsidiaries.”'® The FDIC’s
approval indicated that the agency felt obliged to make an exception due to “unique
circumstances” involving a large and troubled commercial parent company.''’

It is not inconceivable that Wal-Mart and Home Depot could someday find
themselves in positions similar to GM and Ford. The growth rate for Wal-Mart’s
domestic sales has declined sharply in recent years, because (i) Wal-Mart’s superstores
have reached a saturation point in its traditional rural markets, and (i) Wal-Mart has
encountered significant opposition as it has attempted to build superstores in metropolitan

markets. Since 2005 Wal-Mart’s sales have grown at a much slower rate than the sales of

Y% Wilmarth, supra note 1, at 1607-08.

' 1d. at 1608-09.

'8 Fed. Deposit Ins. Corp., Press Release, “FDIC Board Approves Change in Control Notice for GMAC
Automotive Bank, Midvale, Utah” (available at www.fdic/gov/news/news/press/2006/pr06103.html), at 2,
" See id. at 1 (stating that “{t}he FDIC acted on this change of control notice prior to the expiration of the
[ILC] moratorium because of the unique circumstances of this case™).

34



281

Target, its main rival. Wal-Mart has tried to offset its slowing growth in domestic
markets by aggressively expanding its operations in foreign markets. However, Wal-
Mart’s international efforts have met with mixed success. While Wal-Mart has profitable
operations in Brazil, Canada, Mexico and the United Kingdom, it withdrew from
Germany and South Korea in 2006, after suffering heavy losses.'® Wal-Mart has made
its biggest overseas push in China, where it has acquired a substantial chain of retail
stores. In addition, about seventy percent of the products Wal-Mart sells are produced in
China. Because of its increasing dependence on China, Wal-Mart is exposed to
substantial risk from either a significant upward revaluation of the Chinese yuan or a
major disruption in the Chinese economy.'”!

Home Depot’s results in 2006 were even more disappointing than Wal-Mart’s.
Home Depot’s annual net profit declined in 2006 for the first time in the company’s
history. Like Wal-Mart, the growth of Home Depot’s sales has slowed considerably as
its rapid expansion during the prior two decades has apparently reached a saturation
point. In addition, Home Depot pursued an ill-conceived cost reduction program that
replaced skilled, full-time employees with inexperienced, part-time workers. The
resulting decline in service quality alienated many of Home Depot’s customers, who
migrated to Lowe’s (Home Depot’s principal competitor). As a result of these setbacks,
the chairman of Home Depot was forced to step down at the beginning of 2007.'%

The recent problems experienced by Wal-Mart and Home Depot — like the much

greater difficulties confronting GM and Ford — demonstrate that no manufacturer or

"™ Wilmarth, supra note 1, at 1609-10; Gary McWilliams, “Wal-Mart Era Wanes Amid Big Shifts in
Retail,” Wall Street Journal, Oct. 3, 2007, at Al.

12 Wilmarth, supra note 1, at 1610.

122 Id
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retailer is *“too big” to be immune from the threat of failure in a globalized and highly
competitive economy. Two of the largest U.S. retailers - Kmart and Montgomery Ward
— filed for bankruptcy during the domestic economy’s most recent downtumn during 2000-
02.'2 Similarly, Sears failed in its efforts to build a “financial supermarket™ during the
1980s. Sears acquired a thrift institution (Sears Savings Bank), an insurance company
(Allstate), a securities broker (Dean Witter), a credit card company (Discover), and a real
estate broker and mortgage banker (Coldwell Banker). However, Sears sold or spun off
all those units by the early 1990s after they failed to produce the profits and synergies
Sears anticipated. Subsequently, Sears sold a large credit card business that it built up
during the 1990s, after that unit generated high rates of delinquencies and charge-offs. A
major reason for the credit card unit’s problems was that Sears aggressively expanded
credit lines and eased credit terms to encourage cardholders to buy more products from
Sears. Sears’ problems with its credit card unit provide further evidence of the potential
dangers of allowing commercial firms to use ILCs as sources of credit to finance their
product sales.'*

The highly coordinated marketing strategies of today’s conglomerates are yet
another factor that increases the risk of contagion within holding companies. Large
financial conglomerates and their commercial rivals have emphasized the importance of a
unified brand as a key strategy to promote their efforts to cross-sell a variety of products
to their customers. Several of the commercial firms that have already acquired ILCs —
e.g., BMW, Target, Toyota and Volkswagen — have applied the parent’s brand name to

the ILC. Similarly, Wal-Mart intended to use the name “Wal-Mart Bank” for its

2 14 at1610-11.
12 Id at1611-12.
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proposed ILC. Common brand names and cross-selling programs aggravate the risk that
consumers, investors and creditors will perceive problems at commercial parent
125

companies as direct threats to the safety and soundness of their captive ILCs.

3. Does the FDIC Have Adequate Supervisory Powers to Control the Risks
Created by Commercially-Owned ILCs?

The FDIC currently does not have authority to exercise consolidated supervision
over commercial firms that control ILCs. Even if Congress gave the FDIC consolidated
supervisory authority over such firms, this new power would create at least four serious
problems. First, the FDIC lacks the experience and expertise to identify and control the
risks created by commercial affiliates of ILCs. Second, the FDIC’s designation as
consolidated supervisor would lead market participants to expect that the federal safety
net would be available to commercial parent companies of ILCs. Third, attempts by
regulators to control the activities of commercial affiliates would significantly increase
the amount of governmental interference in the general economy. Fourth, large
commercial owners of ILCs would be likely to enjoy substantial political influence,
which they could use to extract costly subsidies or forbearance measures from legislators
and regulators.

a. The FDIC’s Lack of Consolidated Supervisory Authority over
ILC Holding Companies

Federal law currently imposes three significant limitations on the FDIC’s
authority to supervise an ILC’s parent holding company and the nonbank subsidiaries of
that company. First, the FDIC has only a limited power to examine the parent company
or one of its nonbank subsidiaries. The FDIC may examine an “affiliate” of the ILC — a

category that includes the parent company and each of its nonbank subsidiaries — but only

™ Id. at 1612-13.
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to the extent “necessary to disclose fully - (i) the relationship between [the ILC] and any
such affiliate; and (ii) the effect of such relationship on the [ILC[.”*?® Thus, the FDIC’s
examination authority over the parent company or a nonbank subsidiary is limited to
identifying the “relationship” which that company has with the ILC and determining
whether that “relationship™ has the potential to harm the ILC. The FDIC does not have
authority to examine the parent holding company and its nonbank subsidiaries for the
purpose of evaluating the overall safety and soundness of the holding company.'?’

Second, the FDIC cannot impose capital requirements on the parent company of
an ILC or on any of its nonbank subsidiaries. The FDIC has authority to establish capital
requirements only with respect to state nonmember banks, including ILCs.!*® The FDIC
could insist, as a condition of approving deposit insurance, that an ILC’s parent company
must enter into a capital maintenance agreement with the FDIC. Under such an
agreement, the FDIC could require the parent company to maintain the ILC’s capital at
specified levels in order to maintain the ILC’s status as an FDIC-insured bank.'?’
However, the FDIC cannot dictate the capital structure of the parent company or its
nonbank subsidiaries.’*°

Third, the FDIC has only limited authority to bring administrative enforcement

proceedings (including actions for cease-and-desist orders or civil money penalties)

126 12 US.C. § 1820(b)(4)(A). The term “affiliate” includes any company that controls, is controlled by,
or is under common control with, an ILC. Jd. §§ 1813(w)(6), 1841(k).

127 Gee GAO-ILC Report, supra note 9, at 33-35, 38-41.

8 12 U.S.C. §§ 1813(q)(3), 18310(c), 3902(1), 3907(a).

12 See GAO-ILC Report, supra note 9, at 36-38, 41-43; see also 12 U.S.C. § 1816(2) (listing the
“adequacy of the depository institution’s capital structure” as one of seven criteria that the FDIC must
consider in deciding whether to grant an application for deposit insurance). The FDIC can enforce a capita
maintenance agreement by bringing administrative proceedings under 12 U.S.C. § 1818, or under the
prompt corrective action provisions of 12 U.S.C. § 18310.

3% See GAO-ILC Report, supra note 9, at 43 (stating that “FDIC officials told us that it has never imposed
capital requirernents on a holding company™). '
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against the parent company of an ILC or its nonbank subsidiaries."”*' For purposes of its
enforcement authority, the FDIC can treat the ILC’s parent company as an “institution-
affiliatied party” (LAP), because that term includes a controlling shareholder (other than a
bank holding company) of a state nonmember bank.'*? However, the FDIC cannot treat a
nonbank subsidiary of the parent company as an IAP unless it “participates in the conduct
of the [ILC’s] affairs.”'>> In addition, the FDIC may not bring an enforcement action
against an JAP unless that person (i) has engaged or is about to engage in an unsafe or
unsound practice in conducting the business of the ILC, or (ii) has violated or is about to
violate a law, rule or written agreement or condition imposed by the FDIC."* Thus, the
FDIC’s enforcement authority does not extend to nonbank subsidiaries of the parent
company that are not IAPs, Moreover, the FDIC cannot bring action against an IAP
based on alleged unsafe or unsound practices that are not directly related to the ILC’s
business.'**

In contrast to the limited, “bank-centric” authority of the FDIC over ILCs and
their affiliates, the FRB enjoys consolidated supervisory powers over bank holding

136

companies and their nonbank subsidiaries.””> With certain limitations, the FRB can

examine a bank holding company and all of its subsidiaries,'*” and can impose capital

1 For the FDIC’s authority to bring administrative enforcement actions against state nonmember banks,
see 12 U.S.C. §§ 1813(q)(3), 1818(b), (c), (i); McCoy, supra note 56, § 13.03.
¥ 12 US.C. § 1813(u)(1);
3 14§ 1813(u)(3).
? 1d. §§ 1818(b)(1), (c)(1), ()(2).

See GAO-ILC Report, supra note 9, at 34-38, 46-47.
® Id. at 29-31 (quote on 30).
3T See 12 US.C. § 1844(c)(2); see also McCoy, supra note 56, § 12.04 [1][a][ii] (explaining that, to the
fullest extent possible, the FRB is required (i) to limit its examination to the bank holding company and any
subsidiary that could have a materially adverse effect on the safety and soundness of the holding
company’s subsidiary banks, and (ii) accept examination reports prepared by regulators of functionally
regulated subsidiaries of the holding company).

Sooow
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requirements on the holding company and all of its nonbank subsidiaries.'® Under the
“source of strength” doctrine, the FRB may require a bank holding company to make
capital contributions to a subsidiary bank or to provide other types of financial or
managerial support.'39 The FRB can bring administrative enforcement proceedings
against a bank holding company or any of its nonbank subsidiaries.”*® In addition, the
FRB can require a bank holding company to divest any nonbank subsidiary or any
nonbanking activity that presents “a serious nisk to the financial safety, soundness, or
stability” of one or more of the holding company’s subsidiary banks.'*" By virtue of its
consolidated supervisory powers, the FRB can take “a systemic approach” that
encompasses the bank holding company and all of its nonbank subsidiaries, and that
addresses “financial and operations risks within the holding company system that can
threaten the safety and soundness of a bank subsidiary.”!*?

The recent failures of two [LCs — Pacific Thrift and Loan (PTL) and Southern
Pacific Bank (SPB) — show the potential dangers of relying on a bank-focused approach
in supervising ILCs that are subsidiaries of holding companies. The FDIC began issuing
administrative enforcement orders against PTL in 1992, but apparently the FDIC did not
attempt to examine PTL’s parent holding company until 1998. The FDIC discovered that
the parent holding company had incurred large amounts of debt and had transferred

borrowed funds to PTL, thereby enabling PTL to keep making high-risk loans that

B8 See 12 U.S.C. §§ 1813(q)(2)(F), 18310(c), 3902(1)(A), 3907; 12 C.F.R. Part 225, App. A-E (setting
forth the FRB’s capital requirements for bank holding companies). But see 12 U.S.C. § 1844(c)(3)
(limiting the FRB’s authority to establish capital requirements for functionally regulated subsidiaries of
bank holding companies).

1% The FRB's “source of “strength” doctrine, which is set forth in 12 CF.R. § 225.4(a)(1), was implicitly
endorsed by Congress in GLBA. See McCoy, supra note 56, § 4.05, at 4-53 through 4-55; GAO-ILC
Report, supra note 9, at 32.

10 See 12 U.S.C. §§ 1813(q)(2)X(F), 1818(b), (c). (i)

M rd § 1844(e)X(1)

2 GAO-ILC Report, supra note 9, at 30, 40.
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ultimately caused PTL’s failure .in November 1999. Similarly, the FDIC began taking
enforcement actions against SPB in September 1996, but did not make an on-site visit to
SPB’s parent holding company until February 2001. The FDIC discovered that the
parent holding company had itself been experiencing significant losses since 1998 and
could not provide sufficient capital support to prevent SPB from failing in February
2003."” The failures of PTL and SPB indicate that
the bank-centric approach alone is not sufficient to assess all the risks that
a holding company and affiliates can pose to an insured financial
institution. . . . {In contrast,] consolidated supervision provides [the
FRB’s] examiners with both the ability to understand the financial strength
and risks of the overall [bank] holding company . . . and the authority to
address significant management, operations, capital, and other deficiencies
throughout the organization before these deficiencies Pose a danger to
affiliate insured banks and the bank insurance fund."*

Similarly, the SEC acknowledged after the collapse of Drexel Bumham in 1990
that it “did not have adequate information regarding the Drexel holding company and its
unregulated affiliates.”'** The lack of such information “severely hindered” the SEC’s
ability to evaluate the threat posed to Drexel Burnham’s broker-dealer subsidiaries,
including the “ability to know of the imminence of a liquidity crisis for the parent, and
the corresponding risk that the broker-dealer’s capital could be depleted in a desperate

but fruitless attempt to pay the parent firm’s unsecured creditors.”'*® In 2004, the SEC

adopted a new consolidated supervisory approach, which applies on a voluntary basis to

3 Wilmarth, supra note 1, at 1615-16.

1 GAO-ILC Report, supra note 9, at 61-62 (reporting views of FRB officials).

5 Brown, supra note 79, at 25 (quoting testimony of SEC chairman Richard Breeden).
M8 1d. (same).
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“supervised investment bank holding companies” (SIBHCs) that own securities broker-
dealers.'"

In February 2007, the FDIC expressed its concern that “the current supervisory
process and infrastructure [for ILCs] may not produce the safeguards that the FDIC
believes could be helpful” in evaluating and controlling the risks presented by ILC
holding companies that are not subject to consolidated supervision by either the FRB or
the OTS.'*® The FDIC therefore issued a proposed regulation, which would apply to any
holding company that (i) is engaged solely in financial activities, (ii) proposes to acquire
control of an ILC, and (iii) would not be subject to consolidated supervision by the FRB
or the OTS. The FDIC’s proposed regulation would require such a holding company to
enter into a written agreement with the FDIC as a condition for acquiring control of the
ILC. The agreement would require the parent holding company to (i) provide
information and reports to the FDIC concerning the operations of itself and its nonbank
subsidiaries, (ii) allow the FDIC to examine the holding company and each of its
subsidiaries, and (iii) maintain the ILC’s capital at specified levels.'*’

It is not entirely clear whether the FDIC has authority to force companies that
acquire ILCs to enter into the consolidated supervision agreement described in the
FDIC’s proposed regulation,'™ However, the proposed regulation does make clear that
the FDIC is no longer comfortable in providing deposit insurance to ILCs whose parent

companies are not subject to consolidated supervision by a federal banking agency.

"7 Wilmarth, supra note 1, at 1616 & n. 439 (stating that holding companies that own securities broker-
dealers can voluntarily register with the SEC as SIBHCs in order to satisfy the requirements of the
European Union’s Conglomerates Directive).

"8 FDIC Moratorium Extension Notice, supra note 2, at 5293.

% FDIC Proposed Rule on Consolidated Supervision, supra note 17, at 5222-27.

® Compare id. at 5223 (contending that the FDIC possesses authority to adopt the proposed regulation)
with GAO-ILC Report, supra note 9, at 45-46 (indicating some doubt whether the FDIC has authority to
impose consolidated supervisory requirements on applicants who seek to acquire ILCs).
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b. Providing the FDIC with Consolidated Supervisory Authority
over Commercial Parent Companies of ILCs Would Have Adverse
Consequences

The problems arising out of acquisitions of ILCs by commercial firms cannot be
solved simply by establishing the FDIC as the consolidated supervisor of such firms. To
the contrary, the designation of a federal consolidated regulator for commercial parent
companies of ILCs would have at least four negative effects. First, the FDIC does not
have any substantial experience or specialized expertise in evaluating the safety and
soundness of commercial conglomerates. Naming the FDIC as consolidated supervisor
for commercial parent companies of ILCs would greatly increase the FDIC's supervisory
burden and would compel the FDIC to hire new personnel with expertise in many
different sectors of the U.S. economy.'*!

Second, the FDIC’s designation as consolidated regulator would have the
undesirable effect of implying that the federal government is monitoring and assuring the
overall solvency and stability of each commercial firm that owns an ILC. That
implication could Jead market participants to expect that the federal safety net would
potentially be available to commercial parent companies of ILCs.'*

Third, federal consolidated supervision of commercial owners of ILCs would
greatly expand the scope of federal regulation within the commercial sector of our
economy. From the 1950s through the 1990s, governmental authorities in Japan and

South Korea played an extensive role in monitoring and directing the relationships

between main banks and their commercial clients. Government regulators frequently

! See, e.g., Brown, supra note 79, at 4, 24-25, 42-45, 47; Statement by E. Gerald Corrigan, President,
Federal Reserve Bank of New York, before the Subcommittee on Telecommunications and Finance of the
House Committee on Energy and Commerce, April 11, 1991, reprinted in 77 Fed. Res. Bull. 411, 418-19
(1991).

7 Statement by E. Gerald Corrigan, supra note 151, at 418-20.
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pressured banks to provide credit to designated high-growth industries or to provide
support for troubled commercial firms. Giving the FDIC a similarly intrusive role in
monitoring dealings between banks and their commercial affiliates could significantly
weaken the market-driven dynamics of the U.S. economy.'**

Federal law currently requires the FDIC to oversee every transaction that results
in the transfer of control of an ILC’s parent company. As shown by GM’s recent sale of
control of its subsidiary [LC, the Change in Bank Control Act (CBCA)154 requires the
FDIC to review, and to decide whether to disapprove, any proposed change in control of
a state nonmember bank."> The CBCA provides a significant impediment to any hostile
takeover of a parent company of an ILC,'*® and the CBCA therefore undermines the
effectiveness of the takeover market in disciplining managers of such companies.

Fourth, major commercial firms that acquire ILCs are likely to use political
influence to obtain subsidies or forbearance from regulators. Big commercial firms that
own ILCs are likely to be not only TBTF but also “too big to discipline adequately”
(TBTDA).'®” Major banks have proven to be TBTDA in the past. For example, during
the banking crisis of 1984-92, Bank of America and Citicorp, the two largest U.S. banks,
each came perilously close to failure. However, federal regulators did not take any public
enforcement actions against the banks or insist upon a replacement of their managers.

Instead, regulators quietly entered into nonpublic “memoranda of understanding,” the

'3 Wilmarth, supra note 1, at 1599-1603, 1618; Statement by E. Gerald Corrigan, supra note 151, at 419,
B 12 U.S.C. § 1817()).

133 See McCoy, supra note 56, § 10.02{1][a]; supra notes 117-19 and accompanying text (discussing the
FDIC”'s approval of GM’s sale of control of its ILC).

B¢ See Wilmarth, “Transformation,” supra note 66, at 291-92 (explaining that hostile takeovers of banks
rarely occur, because “[rJegulatory approval requirements for bank mergers create significant obstacles to
hostile takeovers”).

5T TBTDA is a term coined by Professor Edward J. Kane. See Kane, Megamerger Incentives, supra note
65, at 673.
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weakest form of enforcement action, with both banks. Regulators evidently were
unwilling to take strict enforcement measures against either bank because they feared that
public disclosure of the bank’s problems might trigger a generalized loss of public
confidence in the banking system.'*®

The FDIC’s decision in November 2006 to waive its initial ILC moratorium, and
to approve GM’s sale of control of GMAC and its ILC subsidiary, is suggestive of the
type of regulatory forbearance that is likely to be extended to large commercial owners of
ILCs. The FDIC’s decision was criticized by a well-known bank analyst, who “accused
the FDIC of bowing to congressional pressure and showing preferential treatment to
certain companies.”]59 The FDIC may well have adopted a “pragmatic approach” in
removing an obstacle to a transaction that was viewed as “critical to the health of General
Motors.”'® However, the FDIC’s decision clearly indicates that major companies
owning ILCs will receive special consideration from regulators if their financial stability
is important to the national economy.

Conclusion

The FDIC made the right decision when it imposed a moratorium on further
acquisitions of ILCs by commercial firms so that Congress could consider the need for
legislation barring such acquisitions. As shown above, commercial ownership of ILCs
conflicts with our policy of separating banking and commerce. In addition,
commercially-owned ILCs present significant nsks to our financial system and our

national economy. Commercial ownership of ILCs is likely to create serious distortions

8 Wilmarth, “Transformation,” supra note 66, at 304-06.

139 Joe Adler, “Approval for GM ILC Deal Pleases Industry,” American Banker, Nov. 17, 2006, at 4
(reporting on statement by analyst Richard X. Bove).

0 Jd. (quoting Rep. Gillmor).
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and competitive imbalances in our economy by (i) extending TBTF protection to large
commercial owners of ILCs and (ii) encouraging ILCs to use their federally-subsidized,
low-cost deposits to fund loans that will benefit their parent company’s operations.
Consolidated supervision of commercially-owned ILCs cannot control these risks and is
likely to have additional negative effects. Consolidated supervision would increase the
likelihood of TBTF bailouts, because FDIC supervision would cause the market to expect
that the federal safety net would be available to commercial owners of ILCs. Moreover,
consolidated supervision would require the FDIC to monitor and evaluate the operations
of all commercial affiliates of ILCs, thereby producing an even more intrusive federal
regulatory presence in the general economy.

Congress should therefore enact legislation to prohibit further acquisitions of
ILCs by commercial firms. At present, there are only fifteen such firms, and their
number should not be allowed to increase. On four occasions during the past half century
—in 1956, 1970, 1987 and 1999 — Congress acted to prevent widespread ownership of
FDIC-insured depository institutions by commercial firms. It is time for Congress to do

the same thing with respect to ILCs.
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American Enterprise Institute
October 4, 2007

Those who oppose the current law as it applies to industrial loan companies
{ILCs) argue that allowing nonfinancial companies to acquire ILCs violates the policy of
separating banking and commerce. In this testimony, I will review the underlying policy
arguments in favor of the separation of banking and commerce and show that the
separation idea no longer has any rational policy basis. Instead, the policy now serves
principally to protect the banking industry against competition and to deprive consumers
of the benefits that would flow from allowing nonfinancial firms to gain access to the

functions that are currently available only to insured banks.

For these reasons, Congress should leave the current law on ILCs unchanged.
Holding open this opportunity for nonfinancial firms to combine with insured depository
institutions will be an important and useful experiment. Congress can watch how this
structure works, see the benefits it will provide for consumers and working families, and
determine whether any of the supposed dangers actually arise. In the end, I am confident
Congress will find that the great hue and cry stirred up about ILCs was wholly

unnecessary.

In thinking about the separation of banking and commerce, we should recognize

that our economic and regulatory structure accepts very few restrictions on combinations
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between companies in different industries. Many of the restrictions that existed in the
past—such as a prohibition on railroads owning other modes of transport, or banks
affiliating with securities firms—have been abandoned because they were shown to have
unduly restricted innovation and competition. In antitrust law, conglomerate mergers—
which do not involve either horizontal or vertical integration—generally present no
policy problems, and analysts recognize that allowing such combinations generally

enhances competition, spurs innovation, and reduces prices for consumers.

Thus, to overcome the presumption that combinations between companies in
different industries should be permissible—in other words, to demonstrate a need to
prevent nonfinancial firms from acquiring or chartering ILCs—the proponents of
restrictive legislation must show some harm to the economy, to consumers, or to some

other policy objective.

As I will discuss below, Congress has already decided in the Gramm-Leach-
Bliley Act (GLBA) that no harm can result from combinations between banks and other
financial organizations, no matter what their size. As I hope to make clear, there is no real
difference between financial affiliates and commercial affiliates; they both raise the same
issues. Under these circumstances, the only harm that can come from a change in the law

is harm to consumers and working families.

The arguments in favor of separating banking and commerce

Those who advocate the continued separation of banking and commerce—and
thus restrictions on nonfinancial companies owning ILCs—cite the following potential

harms:
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o Permitting combination between insured banks and commercial firms could

create undue concentration of assets or financial resources;

e If a commercial firm were to control a bank, it might force the bank to lend
preferentially to the commercial parent or the parent’s affiliates, or forbid the

bank from lending to the parent’s competitors;

If a commercial parent were to control a bank, it might misuse the bank as a
financing source when the commercial firm needs credit but cannot find it
elsewhere because of its weak financial condition. This would, in effect,

extend the bank safety net to its commercial parent.

Commercial activities are riskier than banking activities, and thus the
commercial parents of insured banks cannot be sources of strength for their

bank subsidiaries.

I will consider these arguments in turn below.

Undue concentration of assets or resources. As noted above, combinations
among firms from different industries pose no antitrust problems and are routinely
permitted by the Federal Trade Commission and the Department of Justice. In addition,
the GLBA imposes no restrictions on the size of the combinations that are permissible
under that act. Thus, it would be possible for the largest bank holding company to acquire
the largest securities firm and insurance company. This suggests that Congress did not

view the threat of large combinations of financial assets as particularly significant.

If large combinations of financial assets were not deemed to be a threat, why
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should combinations between commercial firms and financial institutions be prohibited?
First, it is necessary to point out that there is no federal law or regulation that prohibits a
commercial company from acquiring an insurance or securities firm, no matter what the
size. So the relevant question is whether there is something about a commercial company
acquiring an insured institution such as a bank or an ILC. Analysis will show that this

poses no greater threat than other combinations.

As noted above, there are three possibilities—banks or ILCs will lend
preferentially to their commercial parent or the parent’s affiliates; they will not lend to
competitors of their commercial affiliates; and their commercial affiliates will use the
bank as a source of financing when the financial condition of the commercial affiliate is
so weak that it is unable to borrow from any other source. This last possibility raises the
question of whether the bank safety net might be extended in this manner to a

commercial firm.

None of these possibilities has any basis in reality. This is especially true for
ILCs, which are small insured institutions, but for the following reasons it is also true for

the largest banks:

Preferential lending. If preferential lending is to occur, it must violate federal
banking law and regulations. Sections 23A and 23B of the Federal Reserve Act limit
loans to all affiliates as a group to 20 percent of a bank’s capital, and requires that this
lending take place at arms length and be secured by collateral of up to130 percent of the
loan. In addition, Section 1818 of the Federal Deposit Insurance Act imposes criminal

liability and a possible personal fine of up to $1 million per day on any bank official who
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approves a violation of banking law or regulations.

Accordingly, it would be irrational for a bank or ILC official to risk a penalty of

that kind in order to make a preferential loan to an affiliate.

Indeed, there is good reason to believe that Congress accepts the fact that banking
laws and regulations have eliminated the problem of preferential lending. The GLBA
permits banks to affiliate with securities firms and insurance companies. Securities firms,
in particular, are among the heaviest users of bank credit, which they use to carry their
securities trading inventory. If the possibility of preferential lending was not considered
significant enough to require special restrictions on lending between banks and affiliated
securities firms—other than 23A and 23B—there is no reason to suppose that preferential

lending between banks and commercial firms would be more of a problem.

Denial of credit. The GLBA is also relevant for considering whether banks or
ILCs that are affiliated with commercial firms might deny credit to competitors of those
affiliates. The GLBA makes no special provision for the possibility that banks affiliated
with securities firms or insurance companies might refuse to extend credit to the
competitors of these affiliates. This is particularly significant because the GLBA was
heavily negotiated and was adopted only after the concerns of many interested parties
were addressed. There are thousands of securities firms and insurance companies
which—directly or through their trade associations—participated in the development of
the GLBA, yet the act contains no provision that would address and attempt to prevent
the possibility that many of them would have to compete with companies affiliated with

banks.
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The reason for this is obvious. The are now so many sources of credit in the
United States that even if a bank were to refuse to lend to the competitors of its affiliated
insurance company or securities firm those competitors would have no trouble getting
bank or other financing elsewhere. If Congress did not think denial of credit was a
significant danger when it permitted affiliations between banks and securities firms or
insurance companies, there is no reason to believe that it would be any more significant if

banks or ILCs were affiliated with commercial firms.

Lending to financially troubled affiliates and extending the safety net. What 1 said
above about the laws and regulations applicable to banking is also relevant here. Loans to
affiliates must be at arms length, and bank officers who provide credit to a financially
weak affiliate are placing themselves and their families at risk for enormous personal

fines and criminal charges.

It is likely that it was because of these legal restrictions that Congress was not
concerned about this issue when, through the GLBA, it approved the acquisition of banks
by securities firms and insurance companies. All financial institutions, including
insurance companies and securities firms, can and do encounter financial reverses.
Securities firms are particularly fragile—much riskier enterprises than commercial
firms—because many of their assets are short term or depend on the continuing loyalty of
employees and the goodwill of clients. Yet, in allowing banks to affiliate with securities
firms, Congress made no special provisions in the GLBA to prevent bank parents or
affiliates from demanding special financial accommodations that might, in effect, spread

the bank safety net to cover these organizations.
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If Congress did not see the need—beyond Sections 23A and B and the severe
penalties in the Federal Deposit Insurance Act—for protecting banks and the safety net
against the demands of affiliates or parents such as securities firms, there is no reason to
suppose that these demands would be any greater if made by commercial affiliates that

own banks or ILCs.

Commercial parents are riskier than banks. This is certainly true, but since the
adoption of the GLBA it is not relevant. Securities firms, which can now control banks,
are among the riskiest companies in our economy. They are heavily dependent on sales
and other personnel who go down the elevator every night. Their customers and
employees are also sensitive to the firm’s reputation in the market. That’s why securities
firms such as Kidder Peabody and Drexel Burnham imploded quickly after encountering
financial scandals. Commercial firms, in contrast, own their productive assets or control
them under enforceable contracts. They are subject to the risk of loss, of course, but not

the kinds of implosions that occur in the financial industry.

Once Congress, in the GLBA, allowed securities firms to acquire banks, it in
effect conceded that the “source of strength” argument for the continued separation of

banking and commerce had no merit.

Accordingly, if we look closely at all the reasons for preserving the policy of
separating banking and commerce we find that none of them is significant or remotely
persuasive. This is especially true when the effect of the policy is to harm to consumers

and working families.

The separation of banking and commerce and the harm to consumers
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Frequently we hear the argument that, even if the separation of banking and
commerce is not a soundly based policy, what’s the harm? Most members of Congress
are not regularly approached by constituents who want to acquire banks, so why bother to
change the policy? The answer is that as long as this policy keeps companies like
retailers, auto manufacturers, and other suppliers of consumer goods out of the banking

business it will prevent the full benefits of competition from reaching consumers.

One of the advantages of ILCs is that they allow retailers and others who have
substantial credit card charges at their stores to gain access to the payment system—
which is permissible only for insured institutions like ILCs and banks—at less cost than if
they had to do it through an unaffiliated bank. These lower costs, among other savings,

will be passed on to consumers.

In addition, allowing nonfinancial companies to enter into competition with banks
will bring more competition, more capital, more innovation and lower costs to the
banking industry. This has happened in virtually every case where Congress has
deregulated an industry. The influx of new competitors and new capital has been one of
the reasons we have such a dynamic economy. The effort to shut down the ILC is
basically an effort to prevent this from happening in the banking business. In the end, it
will be bad for the banking business—which will be deprived of the benefits of vigorous

competition—as well as consumers.

Finally, no one should be under an illusion that if the policy of separating banking
and commerce is imposed on ILCs it will still leave ILCs as a viable industry. In fact, it

will stop the industry’s growth in its tracks. People in Congress may not have noticed, but
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the GLBA did not result in securities firms and insurance companies acquiring banks—
even though this was permissible. Of the 700 or so financial holding companies that have
been formed, only a handful are the result of the acquisition of banks by securities or
insurance firms. All the rest are the result of bank holding companies getting into the

securities or insurance business.

In other words, the GLBA did not create the two-way street that was advertised.
Why not? The reason is that insurance companies and securities firms have been reluctant
to acquire banks and thus become subject to the Fed’s decision on whether a particular

activity they want to enter is “financial in nature.”

The perils associated with this are shown by the Fed’s inability, over 8 or so
years, to declare that real estate brokerage is a financial activity suitable for an FHC. In
other words, the GLBA creates a kind of “roach motel”—recalling the old advertisement
for a cockroach trap that claimed the roaches went in but never came out. Financial
companies such as securities and insurance firms that enter the Fed’s jurisdiction by
acquiring banks become trapped. Not only do they have to divest the nonfinancial
businesses they are already in, but they may be forbidden in the future to enter any other
business they believe is necessary for competitive purposes—unless the Fed considers it

to be “financial in nature.”

This has not been a problem for the bank holding companies. For them the GLBA
was liberating; it allowed them to expand into financial areas from which they had
previously been excluded. But for securities firms and insurance companies, among

others, the separation of finance and commerce—as implemented by the GLBA—creates
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a set of unknown future limitations that their managements have not been willing to

accept.

The same thing will be true if the separation of banking and commerce is applied
to ILCs. Even financial companies will shy away from acquiring or chartering ILCs,

because it will mean a billet in another kind of roach motel.

The underlying reasons for the policy.

If there are—as it appears—no valid policy reasons for separating banking and
commerce, why does this so-called “principle” still receive support in Congress? The
most benign explanation recalls Oliver Wendell Holmes’s remark that “{a] good
catchword can obscure analysis for fifty years.” The idea of separating banking and

commerce is a powerful slogan, and it has obscured analysis for even longer than that.

When the policy first made a formal appearance, in a statement to Congress by
the Federal Reserve Board in 1938, there might have been some reason for such a rule. At
that time, banks were powerful and unique sources of credit in our economy. A robust
commercial paper market and lending by finance companies and securities firms were
either limited or nonexistent. In addition, banks were geographically confined and could

not move from state to state (or in some states from county to county).

For these reasons, banks had real market power in their markets. The denial of
credit by a bank was a real threat to the viability of companies and the security of
individuals. In addition, bank regulation was not as thoroughgoing as it is today, and

bank officers did not face the draconian penalties applied by FDICIA if they violated
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restrictions on affiliate lending, Under these circumstances, affiliation with a bank could
have been a huge advantage. All that, of course, has now changed. Banks now compete
on a nationwide basis, and anyone who collects his or her mail can’t miss the fact that

banks are aggressively looking for customers. Denial of credit is not a problem.

So one reason that the separation of banking and commerce, as an idea, survives
today is that few people in Congress have thought seriously about whether it makes sense

any more.

But there are other reasons. Unfortunately, the separation of banking and
commerce now serves two interests. The first is the interest of the banking industry in
keeping out competition. Companies acquiring ILCs will create new competition for
banks. One cannot blame the banking industry for arguing against this new
competition—it’s an American tradition—but there is no reason for Congress to approve
such a policy. It certainly makes stated concerns about consumers and working families

seem insincere.

The other party with an interest in the continued separation of banking and
commerce is the Federal Reserve Board. The movement of state chartered banks to
national charters has meant that the Fed’s principal role as a regulator in the banking
system is through its regulation of bank holding companies. It’s reasonably clear that if
the separation of banking and commerce were eliminated and commercial firms could
acquire banks, the Fed would no longer be able to maintain its role as regulator of
holding companies. This should not be a policy problem,; there is no reason why the

FDIC or any other federal bank regulator could not—using the powerful laws I've
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described—adequately regulate and supervise a bank that is a subsidiary of a commercial

firm without any direct control over its parent company.

However, as long as the separation of banking and commerce remains in place,
and the Fed—under the GLBA—has the authority to decide what is a financial activity
and to regulate bank and financial holding companies, it will retain important power over
the banking industry, even though at this point it regulates and supervises very few of the
largest banks. So this committee will find the Fed very concerned about relaxing or

eliminating the separation of banking and commerce.

What is a financial activity?

Although in this testimony I have treated commercial activities and financial
activities as though they are really different, that is not actually true. There is no clear line

between commercial activities and financial activities, nor can there be.

The Fed’s authority to declare what is a financial activity is actually an impossible
task. This is shown by the 8 year old controversy about whether real estate brokerage is a
financial activity. Securities brokerage is undoubtedly financial; so is mortgage

brokerage. But apparently the status of real estate brokerage is not clear.

‘What’s the distinction? Is it that the thing being brokered, a mortgage or a
security, is a financial instrument—a chose in action as we called it in law school—and
not a tangible thing? If you think that’s the distinction, what is a lease? A lease is a way
to hold real estate, or a car, or an airplane? Leasing and lease brokerage is clearly a

financial activity, but what is transferred though a lease is possession of a tangible thing.

12
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Can real estate agents broker leases? Is a company that leases cars different from a
company that buys and resells them? Could a bank or a financial services holding
company own a company that leases cars but not one that sells them? What if 60 percent
of its revenue or profit is from leasing rather than sales? If this is beginning to sound like
counting angels on the head of a pin you can see why the Fed has been given an

impossible job.

Congress should end this game by eliminating the reason for drawing these highly

artificial distinctions.

Summary

To summarize, then, the separation of banking and commerce has no valid policy
basis anymore. In today’s world, where credit is readily available to everyone, the
separation of banking and commerce simply protects the banking industry against
competitive entry by nonbanks and deprives consumers and working families of the
lower costs and other benefits they would receive if commercial firms could combine
with banks. Accordingly, the elimination of the policy of separating banking and
commerce, which would allow nonbanking companies of all kinds to acquire or charter
ILCs, is the best kind of pro-consumer legislation. If Congress will leave the law as it
is—even as an experiment—it will become clear that separating banking and commerce

is not necessary.

13
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TESTIMONY OF BRIGID KELLY
POLITICAL DIRECTOR, LOCAL NO. 1099
UNITED FOOD AND COMMERCIAL WORKERS
INTERNATIONAL UNION

Before a Hearing of the
SENATE BANKING COMMITTEE

October 4, 2007

Thank you Chairman Dodd, Ranking Member Shelby, and Members of the
Committee for holding this hearing and for the opportunity to testify. In particular, I
would like to thank my Senator, the Honorable Sherrod Brown of Ohio. I am here today
representing the United Food and Commercial Workers International Union (UFCW) and
Local 1099 from the great states of Ohio, Indiana and Kentucky. Local 1099 represents
almost 20,000 members and UFCW represents more than 1.3 million members in the
United States and Canada. UFCW represents workers in every state in the U.S,, and is
the largest private sector union in North America. Our members work in grocery stores,
the meatpacking and food processing sectors, as well in the health care industry, in the
chemical industry, in department stores, in garment manufacturing, in the production of

distillery products and in the textile trades.

I am proud to represent UFCW and our members in Ohio, Indiana and Kentucky to

discuss the important issue of regulating Industrial Loan Companies (ILCs). I am
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especially proud to represent Ohio, home of the late U.S. Representative Paul Gillmor,
who sadly recently passed away. Representative Gillmor was the original cosponsor of
the Gillmor-Frank ILC legislation in the House, along with Chairman of the House
Financial Services Committee, Representative Barney Frank. This was a very important
issue for Congressman Gillmor and I am pleased to be here to carry on the Ohio tradition

of fighting to close the ILC loophole and keep banking and commerce separate.

The UFCW recognized the problems with the ILC loophole years ago and our
union was one of the founding members of a diverse group of organizations known as the
Sound Banking Coalition. In addition to the UFCW, the members of the Coalition
include the Independent Community Bankers of America, the National Association of
Convenience Stores and the National Grocers Association. The Coalition was created

early in 2003 when there were few commercial applicants for ILC charters.

Together with the members of the Sound Banking Coalition, UFCW has analyzed
ILCs — their growth, their regulation, and their use by commercial entities for several
years. If ILCs are not properly regulated — and we believe that today they are not — the
financial safety of working people and all Americans is put at risk. This is particularly
true for ILCs owned by commercial entities, which are not subject to consolidated
oversight by the Federal Reserve. The growth of commercial ownership of ILCs only
makes these risks more acute. The list of risks is long, including everything from

reduced consumer protections to insolvency, which can directly affect all of us.
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The Sound Banking Coalition is firmly united in our strong support for separating
banking and commerce in the United States. Separation of the financial from the
commercial spheres has proven to be sound economic policy and it has benefited
consumers and workers who might otherwise find themselves at the mercy of a single
large firm for not only the goods and services they need, but for their very financial
welfare. It has also allowed for the development of a vibrant and competitive financial
services industry that offers a multitude of products and services to consumers. The fact
that so many commercial firms are now trying to circumvent this bedrock economic
policy through a loophole in the law is extremely troubling. We should not allow

decades of good policy to be undone through an inadvertent backdoor mechanism.

Commercial ownership of banks creates the potential for two specific and very
troubling problems. First, ILCs and their parent companies are not subject to
consolidated supervision at the holding company level. Holding companies that own
banks in this country are subject to consolidated regulation by the Federal Reserve Board.
The Fed examines a bank holding company and all of its subsidiaries to ensure that
neither the holding company nor any of the subsidiaries create solvency risks for the
bank. More than simply avoiding risk, however, a bank holding company is supposed to
be a source of financial strength for its bank subsidiaries, which can be a critical factor
for banks that face financial difficulties. The Fed oversees bank holding companies
whether the bank itself is a state-chartered bank or a national bank. Non-U.S. bank
holding companies can be an exception to this rule, but only if those foreign firms are

subject to similar, consolidated supervision in their home countries.
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Why should we be such sticklers about this type of regulation in the banking
world? Because we have seen bank failures in the past — the savings and loan scandal of
the 1980s, for example, as well as many others. And when banks fail, people get hurt and
we all end up paying for it one way or another. The savings of real people and real
businesses are in these institutions and it is appropriate that we take seriously our
obligation to protect people's money. As we have learned over the course of the past
century, we are far better off with prudent financial oversight of the entire bank holding
company, enabling a strong regulatory agency to understand the institution and to address

any problems before they become too big to solve.

We should not hold ILCs to standards lower than those required of bank holding
companies and foreign banks. Our obligation to protect people's funds should be the
same. Indeed, on one level it is the same: ILC funds are, after all, protected by the same
FDIC insurance that covers deposits in all other banks. And the problems with a failure
can be just as devastating. During the savings and loan crisis, no one who lost money was
comforted by the fact that the institution that failed was called an S&L rather than a bank.
For the same reason, calling something an ILC should not change prudent financial
regulatory policy. If consolidated supervision is needed for other banks — which we

endorse and current law requires — then it should be required for ILCs.

This is a particular concern to us in the state of Ohio. Unlike Indiana, Ohio does
not have an ILC charter. So, our commercial companies cannot acquire a bank. But we

allow banks from other states to branch into Ohio. This includes state chartered banks
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such as ILCs. Some states, including Kentucky, have passed legislation taking different
approaches to stop ILCs from branching into their states but Ohio has not. We are
concerned that an ILC from another state with inadequate holding company regulation

may be able to branch into Ohio unless Congress acts.

The other key regulatory concept that is tremendously important here — and is also
something we’d like to protect against in the state of Ohio — is the mixing of banking and
commerce. Banks are supposed to be neutral arbiters of capital, providing financing to
customers on an unbiased basis, unencumbered by commercial self-interest and
competition. If those banks are owned by commercial companies, the conflicts of interest
can skew loan decisions and lead to systemic problems. Imagine local businesses having
no alternative but to go to a bank owned by a competitor for a loan. This conflict of
interest could force local retailers to essentially provide their business plans to their
competition. It could also lead local retailers to change business plans, pricing structures,
and markets in order to secure financing. These changes might be required by the
“"lender” and thus inherently suspect, or they might be steps taken by the small business in
order to smooth the way to secure financing. Either way, it would be a distortion of the

market and potentially very harmful to the business prospects for the small business.

Banks are also an important source of economic opportunity. For individuals who
need a loan - including starting and expanding a business - a bank is typically the first
place to start. If local banks disappear due to the scorched earth tactics of commercially-

owned ILCs, similar to the disappearance of local commercial businesses in recent years,
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we are all in for a rude awakening,

This is a large part of the reason Wal-Mart's attempt to buy an ILC was such a
threat. We have watched Wal-Mart come into town after town and decimate Main Street,
business by business. Studies have documented the impact on employment, wages,
benefits, and tax revenue. One area least affected is financial services where access to
capital and credit offer lifelines in many communities. Local community banks and other
financial institutions are critical to economic vitality. If the capital is there, then new
businesses can spring up and the ones that may still be hanging on can reinvent
themselves and find ways to compete. Yet, if the local banks are forced out of business
and there is no local source of capital, than that community is on life support until, for
example, a large multinational retail chain headquartered in Arkansas makes a decision
about that local community and its small businesses. And, they know just how to do it,

by closing locations and opening regional "superstores.”

If Wal-Mart had secured its bank and turned its standard slash and burn tactics
against local banks, its economic control in these small communities would have been
almost complete. Despite the company’s protestations to the contrary, it is abundantly
clear that the ILC charter was simply a stepping-stone for Wal-Mart to full consumer

banking,

Despite its withdrawal from the ILC market, Wal-Mart continues to loom large

over the ILC debate. Although we are pleased that the company withdrew its ILC
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application, its bid for a bank put the spotlight on ILCs in general and on the separation
of banking and commerce, specifically. This is not surprising given the company’s size -
and market dominance. Although we have been concerned about the ILC loophole for
years, the impact of granting Wal-Mart a charter could not be overstated. It is absolutely
certain that if the company had secured a bank through a loophole in the law, the ILC

loophole would have been larger than the rule.

Additionally, the withdrawal of one application does not resolve this issue — even
with respect to Wal-Mart. Wal-Mart can and most likely will try again. They have tried
to get into banking four times now, and only regulations and changes in law have
prohibited them. There is no reason to believe that there won’t be a fifth attempt. In fact,
their history tells us they will be back. Time and again Wal-Mart has withdrawn zoning
applications for new stores in the face of opposition — only to return and try to quickly get
approval when the opposition has rested. It is a calculated strategy and one we are very
familiar with. That is why — in spite of the withdrawal, we continue to support

Congressional action to close this loophole.

Even without Wal-Mart, there are now a record number of commercial companies
applying for ILC charters. Blue Cross/Blue Shield, Home Depot, Berkshire Hathaway ~
these and more have followed Wal-Mart's lead thus far, While some applications have
been withdrawn, it is clear that there is unprecedented interest in this charter from

commercial companies.
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Whether or not these commercial entities will succeed in entering the world of
banking is up to you. Congress must deal with the policy questions surrounding ILCs
before commercial entities, looking to add financial services as simply another business
line — along with home repair or health care - make congressional policymaking an
afterthought. We must restrict future ILC charters to institutions that are primarily

engaged in financial activities and improve the supervision of ILC holding companies.

The FDIC has extended its moratorium on ILC applications submitted by
commercial entities. The moratorium will not last forever and, in the meantime,
fundamental policy decisions must be made. These decisions are beyond the scope of the
FDIC’s authority and they are too important to be left to a single state. We believe it is
dangerous to let the economic interests of one state dictate the structure and oversight of
our nationwide system of banking. With the increasing use of internet banking, ATMs,
and banking by phone, this would mean that increasingly one state would be setting the

banking rules for all the rest of us.

In addition, Governors and state legislatures have recognized the potential policy
problems with ILCs and at least eight of them — including Colorado, Iowa, Kentucky,
Maine, Missouri, Nebraska, Oklahoma, and Virginia - have enacted laws to keep ILCs
from branching into their states. Our local union is considering following the leads of
other unions and forming local coalitions to change Ohio’s state law. But it is our belief
that the appropriate forum for deliberation and construction of banking policy should be

the Congress not individual states. That is why I am here today — to urge the Committee
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and the Senate to act. We must close this loophole by restricting future ILC charters to
institutions that are primarily engaged in financial activities. The Senate must follow the
House’s lead and move legislation forward. As you know, the House passed legislation

in May by a vote of 371-16.

We believe the Senate must act now and we look forward to working with every
Member of this Committee and the Senate. I urge you to address the problems and
challenges that I have outlined today. Again, I thank you for your time and would be

pleased to attempt to answer any questions that you may have.
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TESTIMONY OF
JAGJIT “JJ” SINGH
CHAIRMAN, PRESIDENT AND CEO
TRANSPORTATION ALLIANCE BANK

BEFORE THE
SENATE COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS

UNITED STATES SENATE

HEARING ON THE SUPERVISION AND REGULATION OF
INDUSTRIAL LOAN COMPANIES

OCTOBER 4, 2007

M. Chairman and members of the committee:

1 thank you for the opportunity to appear before you today to discuss
Transportation Alliance Bank and industrial banks. |am Jagjit (JJ) Singh and | appear
today on behalf of the Utah Association of Financial Services which is a trade
association representing industrial banks and consumer lenders in Utah and Nevada. 1
am the President, CEO and Chairman of Transportation Alliance Bank located in
QOgden, Utah. Transportation Alliance Bank provides a full range of banking services to
the interstate Trucking Market Segment.

Transportation Alliance bank is a wholly owned subsidiary of Flying J Inc, a Utah
Corporation headquartered in Ogden, Utah. Flying J is the 17" largest brivate!y held
company in the U.S. with sales of $ 15 billion and is best known for its “Cadillac”
nationwide network hospitality and fueling Travel Plazas located on Interstate highways

and in 40 states in the U.S. and 7 provinces in Canada.
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| have been involved in business in North America for over 25 years, have held
senior management position in a number of Companies and have been the President of
Transportation Alliance Bank for the last over four years.
I would like to use my limited time today to clanfy some of the issues relating to
industrial banks and provide an accurate context to understand this market driven,
healthy, safe and sound industry that many people think is the best model for all banks

in the current economy.

The story of Transportation Alliance Bank can best be told by first talking about
the Industry and Customers it exclusively serves — The Trucking industry —, why it
serves this industry and the critical role the Trucking industry plays in the economy of
the United States.

With as many as three-quarters of a million interstate motor carners in the U.S.,
the trucking industry is the driving force behind the nation’s economy. Trucking does
the heavy lifting to move, at some point in the supply chain, nearly everything
consumed in our modern society. Few Americans realize that trucks deliver nearly 70
percent of all freight tonnage or that 80 percent of U.S. communities receive their goods
exclusively by truck. Even fewer are aware of the significant employment, personal
income, and tax revenue generated by the motor carrier industry.

It takes nearly nine million people to move approximately 11 billion tons of
freight annually. Trucking generates approximately $625 billion in revenue and
represents roughly five percent of U.S. Gross Domestic Product. One out of every 13
people working in the private sector in the U.S. is employed in a trucking-related job,

with these jobs ranging across the manufacturing, retail, public utility, construction,

-2
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service, transportation, mining and agriculturat sectors. Of those employed in private-
sector trucking-related jobs, 3.4 million are commercial drivers.

The trucking industry is composed of both large national enterprises as well as
a host of small businesses, all of whom operate in extremely competitive business
environments with narrow profit margins. According to the U.S. Department of
transportation 91 percent of motor carriers have 20 or fewer trucks and are classified
as small businesses.

The story of Transportation Alliance Bank is intricately premised on the fact
that the key engine of the trucking industry is primarily the entrepreneurs with 20 of less
trucks and the fact that Flying J and, therefore, Transportation Alliance Bank
better understands the business, business risks and how to mitigate these risks of these
trucking company entrepreneurs better than any other mainstream national, regional or
community banks.

The CEO of Flying J Inc., Phil Adams, fully recognized this nature of the
trucking Industry and the fact that mainstream banks did not readily finance these small
trucking companies-and, therefore, trucking was being undercapitalized. Transportation
Alliance Bank was organized in 1998 to fill this banking services void to an underserved
business community that is key to our economy This was possible only because we

could obtain an Industrial Bank Charter in our home State of Utah.

The sefvices we provide is best expressed in a typical testimonial letter we
recently received. The name of this customer is Sierra Trucking. It is owned by

Gregory Arthur who hails from typical small town America, Mt. Gitead, Ohio., population:

-3-
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2,840, His sentiments are expressed as foliows:

#“

‘....... | want to talk about Transportation Alliance Bank’s helping hand in starting
a trucking company and continuing to be there with financing when other “mainstream
banks” who do not understand the trucking industry (at least at my level), slammed the
door on many requests for financing.

I had worked over the years for a few small outfits and in the process
gathered data on the specific truck | was dnving. In turn | created financial statements. |
accumulated these over a few years and created an overview of what | could do if I had
my own trucking company. | took these projected financial statements to a number of
“mainstream banks but they would not give me any serious consideration. | had the
numbers, had the experience in trucking, had the drive to give 110% to make the
business work but no one would give me a chance.

So as fate would have it, | was working for a company that was going under. |
knew they were going to declare bankruptcy and that equipment could be repossessed
and thought this may be an opportunity to get started in my own business, This is when
I met Steve Parker from Transportation Alliance Bank. If it was not for Steve, this story
would end here. Transportation Alliance Bank looked at all the data | had and decided
fo give me a chance.

Steve and TAB allowed gave me a loan on the equipment and together with them
I am still in business four years later with a production of revenue close to $ 500,000
and which goes right back in the economy.

Another great service Transportation Alliance Bank has provided and that is

essential for me to stay in business is their factoring program. This provided me
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working capital funds to operate my business. Also, they have a way to run credit
checks on people | haul for and also have them with collections if a company if a
Company is past due on my settlement

In closing, Steve Parker and Transportation Alliance Bank took and risk and gave
me a chance. | have been able to stay in business, earn a decent living put money back
in the economy. Most of all | can take care of my family and provide relief to Hurricanes
Ivan, Jean, Dennis and Katrina. Finally by Transporiation Alliance Bank giving me a
chance, motivated me and kept me going and my quality of life is better than it ever has
been”

Thanks to the Industrial Bank Charter, Transportation Alliance Bank has been in
business for nine years, with an asset base of approx. $500 million and providing a
whole host of banking services to the Trucking industry ranging from receivables
factoring, equipment financing to debit and credit cards. it makes CRA investments in
the local community and its efforts in this area have been rated highly by regulators. It is
a very safe and sound bank serving primarily the needs of drivers, independent Owner
Operators and small trucking Company entrepreneurs from small town America and, in
my opinion, better than anybody else

| contend this is also true of industnal banks in Utah and which are demonstrably
among the strongest and safest banks in the nation today and have been so for some
time. Utah banks have the highest aggregate capital and profit ratios in the nation. This
record is not a fluke. The industry in Utah has grown to $200 billion in assets over more
than 20 years and established a record of safe and sound operations comparable to any

other banks insured by the FDIC. This is not attributable to Utah’s robust economy
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since virtually all Utah based industrial banks serve customers nationwide and do most
of their business outside of Utah. When the principal goal of the regulatory system is to
help ensure the safety and soundness of banks and the banking system, it makes no
sense to do anything that would undermine the strongest and safest banks.

There is no deficiency in the regulation of these banks or their holding
companies. Regulation of industrial banks is equal to, and in some respects stronger
than, the regulation of all other depository institutions. There is also extensive and
effective regulation of the holding companbies and affiliates. An industrial bank’s
regulators have the authority to examine affiliates, issue cease and desist orders,
assess civil money penalties, remove officials, and force divestiture of the bank if
necessary. In fact, and consistent with premise, Flying J Inc. has recently been
contacted so that regulators can audit the holding company of Transportation Alliance
Bank

Nor is it the case that traditional holding company regulation provides better
protection for a bank subsidiary. In reality, most traditional bank holding companies
provide little support to their subsidiary banks. In my opinion most traditional holding
companies provide only minimal support to their banks and are essentially irrelevant if a
bank is failing. Also, traditional bank holding company regulation is outdated because it
is no longer needed to accomplish its primary goal, which is to ensure equal access to
credit, and is a model for weak holding companies that is increasingly in conflict with the
financial services industry and the nation’s economy.

In contrast, diversified holding companies usually provide a higher level of

support to their bank subsidiaries. Just like Flying J Inc., diversified parents tend to be
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much larger than the bank and provide extensive financial support as | evidence first-
hand with Flying J Inc. For most industrial banks, capital is simply not an issue. They
can get whatever capital they need whenever they need it. The same cannot be said
for most bank holding companies, especially if a bank is failing. Diversified parents like
Flying J Inc., also typically provide the bank with an established business so the bank
has few or no marketing costs and is profitable from the outset.

Finally, | would like to briefly discuss the separation of banking and commerce.
Flying J has private tanker truck fleet of 800 tractors; one of the largest private fieet for
hauling bulk fuel in the country. Consistent with the requirements of Sections 23A and
23 B that strictly control transactions with affiliates, Transportation Alliance Bank does
not finance any assets of the Flying J private fleet and all such funding is obtained by
Flying J through third party banks. Also, any products purchased by Transportation
Alliance Bank Credit Card customers at Flying J facilities is not funded by
Transportation Alliance. In my humble opinion, there-is no evidence of any inherent
structural risk in aliowing banks to be owned by companies that engage in activities
other than banking as long as the banks do not directly finance its affiliates. | have
heard comments that if industrial banks continue to develop the Fortune 500 will ail
eventually finance their operations through captive banks. This is a misconception. No
one | am aware of is arguing for allowing companies to finance their operations with
federally insured deposits. The moral hazard is obvious and unacceptable and is
already effectively prohibited by Sections 23A and 23B of the Federal Reserve Act.

Those laws, and their strict enforcement of it by the FDIC and the State Banking
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regulators strictly limit transactions between a bank and its affiliates and ensure that
affiliate transactions pose no risk to the bank.

Activities restrictions on holding companies are the crux of this issue. The real
public policy underlying that doctrine is credit availability. The separation of banking
and commerce began when banks were the primary providers of credit and needed to
be separate so all businesses had equal access to credit. But the economy has
fundamentally changed during the past thirty years. One of the defining characteristics
of today's economy is the development of credit and financial services by all kinds of
businesses. The U.S. economy has become the most prolific producer of credit that
ever existed. Companies operating outside the traditional bank holding company
structure may now provide most of the credit in the economy. Many of those companies
want access to a depository charter because it enables them to provide their financial
services more efficiently and cost effectively. That is what has caused the dramatic
growth of the industrial banks over the past twenty years. It has also eliminated the
issue of credit availability. (If anything, the issue today is whether credit availability has
become too available, as the current subprime mortgage cnisis iliustrates.)

If you peel away all of the poilitical rhetoric the real issue regarding industrial
banks is whether the large number of competent and legitimate businesses in our nation
that offer bank quality products and services wili be allowed to operate in the most
efficient and profitable manner, providing superior value to its customers in a safe and
sound manner. That really is the whole issue.

With that | will close and would be glad to respond to any questions. Thank you.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY
FROM EDWARD LEARY

Q.1. What purposes do ILCs serve that cannot be adequately
served by other banking or non-banking entities?

A.1. ILCs serve a wide variety of purposes that are not adequately
served by other banking or non-banking entities. If the purposes
for which ILCs exist were being adequately served, they would not
exist; because the owners of these ILCs would not perceive a ben-
efit for themselves or their customers to invest capital into an al-
ready efficient and effective market. Due to the niche or emerging
products and services provided by many ILCs, existing traditional
banking and non-banking entities may not service these markets
adequately. Where traditional banking and non-banking entities
compete to supply consumers with similar products and services,
consumers are given better pricing, better customer service, and
more choices.

Q.2. A 2006 report from the FDIC’s Office of Inspector General de-
tailed the widespread use of non-standard conditions in granting
deposit insurance. The State of Utah also includes certain condi-
tions in its orders approving new ILC charters.

» Is there any question regarding the enforceability of these con-
ditions in a legal context?

e Could the FDIC simply withdraw its deposit insurance if the
ILC does not honor the conditions?

A.2. The enforceability of conditions included in orders issued by
the Utah Department of Financial Institutions has not been chal-
lenged by an institution in a court of law. In practice for many dec-
ades, conditions, statutes, and rules are usually cited in the Report
of Examination as apparent violations of the respective statute or
rule. As a result of the institution’s non-compliance with a condi-
tion of an order, statute, or rule, an informal or formal action may
be brought against the institution. These remedial actions range in
severity from a Board Resolution, Memorandum of Understanding,
and Written Agreement, to a Cease and Desist Order. Non-compli-
ance with administrative actions could result in removal of the of-
fending officer and/or revocation of the charter.

The FDIC could withdraw its deposit insurance under the au-
thority granted them by 8(g) of the FDI Act. The statutory author-
ity of the Federal banking agencies changed with the enactment on
October 13, 2006 of the Financial Services Regulatory Relief Act of
2006, which provides that notwithstanding the provisions of 12
U.S.C. §1818(b)(6)(a), the appropriate Federal banking agency may
enforce any condition imposed in writing by the agency on an insti-
tution-affiliated party (“IAP”) in connection with any action on any
application, notice, or other request concerning the depository insti-
tution or in connection with any written agreement entered into be-
tween the agency and an IAP. 12 U.S.C. § 1831aa. This amendment
provides “discretionary authority” to the Federal banking agencies
“to enforce (1) any condition imposed in writing in connection with
any action on any application, notice, or other request, or (2) any
written agreement between the agency and an IAP. S. Rep. No.
109-256, 109th Cong., 2d Sess. (2006) (emphasis added).
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Q.3. Is the key issue in the ILC debate the commercial ownership
of a banking charter or the commercial ownership of a Federally-
insured entity?

A.3. In Utah these key issues are not mutually exclusive. Utah law
requires all depository institutions to be federally insured. For the
purposes of this question, the key issue in the ILC debate on com-
mercial ownership of a Federally-insured, state chartered ILC ap-
pears to be an argument against a commercially owned ILC that
has Federal Deposit Insurance. As argued by some, an ILC owned
by a commercial entity may extend the FDIC safety net over not
only the insured depository institutional, but also its commercial
parent and affiliates and their activities. This argument disregards
twenty years of operational experience and existing federal regula-
tions preventing the mixing of banking operations and parent com-
pany activities whether commercial or not. Regulation W imple-
ments Sections 23A and 23B of the Federal Reserve Act, which im-
poses quantitative and qualitative limits on the ability of a bank
to extend credit to, or engage in certain other transactions with, an
affiliate. The history of Utah ILCs has been strict compliance with
these provisions.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM EDWARD LEARY

Q.1. As I said in the opening statement, I am hearing a lot of
praise about Britain’s approach to regulation as a model for an ef-
fective but not onerous system to oversee banks, brokers and in-
vestment funds, and one that could improve the competitive posi-
tion of U.S. financial markets globally. When was the last time
Congress did a thorough evaluation of our financial services regu-
latory structure answering these types of questions?

* Does our financial services regulatory structure correspond to
the needs and problems? (Relevance)

» Does our financial services regulatory structure achieve its ob-
jectives? (Effectiveness)

* Does our financial services regulatory structure achieve its ob-
jectives at reasonable costs? (Efficiency/cost-effectiveness)

A.1. A state bank regulatory perspective of our financial services
regulatory structure has indicated a historic and continuing sup-
port of the “Dual Banking System.” An adoption of an FSA like
model would eliminate that system of checks and balances that has
provided strength and vitality to our banking system. Reference is
made to the response of the Conference of State Bank Supervisors
dated November 30, 2007 to the Department of the Treasury study
of the, “Review of the Regulatory Structure Associated with Finan-
cial Institutions,” which outlines the state view on the FSA Model
and other related issues. The hallmark of state regulation has al-
ways been the closeness of state regulators to the people and a
deeper and better understanding of local markets and sensitivities.
The pillars of safety and soundness, consumer protection, consumer
compliance and community reinvestment are best enforced at a
local level. As an example, recently the Office of the Comptroller
of the Currency joined together with several states by signing a
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Memorandum of Understanding to institute a consumer complaint
resolution process that begins at the local level. Despite the fact
that national banks are not regulated by the state bank regulators,
they have joined forces with the Comptroller of the Currency’s Of-
fice to help consumers at a local level get answers to their com-
plaints in an expedited manner.

Does our financial services regulatory structure achieve its objec-
tives? Yes, I believe bank regulators strive to achieve their objec-
tives, but we can always improve. The dual banking system puts
pressure on state and federal regulators agencies to be the best
they can be. Because institutions have a choice of charters, na-
tional or state, they have a choice in their regulatory agencies.

Our financial services regulatory structure achieves its objectives
at reasonable costs because as stated above if they don’t, institu-
tions will migrate to a more efficient, effective regulatory structure.

One area that the financial services regulatory structure could
improve that Utah has observed first hand from our inspections of
financial institution holding companies is in the coordination of
regulatory activities between state and federal regulatory agencies
involved with a common parent company. The coordination of regu-
latory activities between regulatory agencies would be a small step
toward Britain’s approach without dismantling a very successful
and stable model here in the United States. Also, efficiencies could
be gained by having shared or common legal functions at the Fed-
eral Agencies. Currently, each agency has a staff of attorneys that
develop, interpret, and apply federal law for each separate agency.
These attorneys also spend a fair amount of time evaluating other
agencys’ opinions at the federal statutory level. Differences of opin-
ions between the agencies can lead to differences in treatment and
cause institutions to convert charters, thus allowing federal regu-
latory agencies to gain an advantage in the marketplace.

Q.2. It is my understanding that Financial Services Authority in
the United Kingdom not only requires cost-benefit analysis for pro-
posals before going forward, but it is required to report annually
on its cost relative to the costs of regulations in other countries.
How does this contrast with our system?

A.2. Utah would consider this question more appropriately directed
to our federal agency counterparts.

Q.3. I am very appreciative of all the hard work and cooperation
of your agencies in reviewing and preparing a matrix of all the reg-
ulatory relief recommendations and positions for this committee. In
order to get this legislation signed into law, all sides compromised
and didn’t let the perfect stand in the way of what was possible.
I would appreciate if each agency would get back to me and the
Banking Committee with a list of their top two or three priorities
from this list that would meaningfully reduce regulatory burden for
institutions they regulate.

A.3. Utah would consider this question more appropriately directed
to our federal agency counterparts.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR REED
FROM BRIGID KELLY

Q.1. Is there a tension between our dual banking system and our
desire to ensure a level playing field for all participants? In other
words, in our effort to eliminate competitive inequities, do we run
the risk of stifling both the dual banking system and the innova-
tion that is spawns?

A.1. The issue for the UFCW with respect to ILCs has never been
the question of a level competitive playing field. The UFCW rep-
resents more than 1.1 million individual members and their fami-
lies throughout the nation. UFCW Local 1099 represents almost
20,000 people in Ohio and Kentucky. Our members are consumers
and workers who have a strong interest in the safety and sound-
ness of their banking system and want to ensure that they and
their funds are protected by appropriate regulation.

What is important to UFCW members is less the theory regard-
ing the innovation spawned by the dual banking system, than
about the nuts-and-bolts, nickkel-and-dime impact on America’s
working families. The UFCW favors innovative regulatory protec-
tions that states put in place—both in the banking system and in
other areas of regulation.

However, there must be a basic floor of regulation. The problem
with the ILC system is that ILCs skirt the floor of regulation that
has been put in place to govern all other companies that own
banks. In fact, the ILCs represent a loophole in the dual banking
system or a little known third banking system. This third system
both does away with the necessary safety and soundness regulation
at the holding company level that the Federal Reserve administers
for other state and federal bank holding companies and it allows
for ownership of these banks by commercial companies which is not
allowed for other state and federal banks. For this third system, or
loophole, to be the means through which these significant policy
protections are jettisoned does not make sense.

The real question here, then, is not whether there should be a
single level playing field that does away with the dual banking sys-
tem but whether we should continue to have a third banking sys-
tem that only exists in a few states and does so without some of
the most fundamental protections that have made our banking sys-
tem strong. We believe the current system does not make sense
and that we should have legislation to close the ILC loophole.

Q.2. When the Congress eliminated new nonbank banks and uni-
tary thrift holding companies in the Competitive Equality Banking
Act and Gramm-Leach-Bliley Act, it permitted many of these enti-
ties to remain in existence under grandfather provisions.

If the Congress did prohibit commercial ownership of ILCs based
on safety and soundness concerns, would it not create competitive
inequities to grandfather existing ILCs?

To take just a single example from the automotive industry:
BMW, Volkswagen and Toyota own ILCs; should Chrysler be de-
nied an ILC?

A.2. Grandfathering can create competitive inequities, but this is
often how Congress chooses to make changes like it did in CEBA
and GLBA because ending an ongoing concern is seen as a draco-
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nian response. The best policy from the UFCW’s perspective would

be simply to make all ILCs subject to the Bank Holding Company

Act and not worry about grandfathering. At the same time, we rec-

ognize that this may be seen as unfair by current ILCs that have

gstablished themselves under the rules that have been in place to
ate.

Whether the Committee decides to have a grandfathering provi-
sion or not, however, that question should not stop the implemen-
tation of necessary reform. The ILC loophole does not make sense
and it puts consumers, businesses, FDIC insurance and the bank-
ing system at risk. We have seen an explosion of interest in ILC
charters from commercial companies and the Congress’s failure to
act will—without a doubt—result in additional ILC applications.

Q.3. The Gramm-Leach-Bliley Act defines activities that are finan-
cial in nature. The National Bank Act permits activities that are
part of or incidential to the business of banking. The Fed recently
determined that WellPoint’s disease management and mail-order
pharmacy activities are complementary to a financial activity. In
attempting to distinguish between banking and commercial activi-
ties, where would you draw a line that is both appropriate and con-
sistent with current laws?

A.3. The UFCW has never taken a position on precisely where the
line between commerce and banking should be drawn for the pur-
poses of determining the complementary activities in which banks
should be allowed to engage and we are not ready to do so at this
point. We may differ with the Federal Reserve at times when it
makes individual decisions about permissible complementary ac-
tivities, but we strongly believe that the Federal Reserve must
make such decisions to avoid the profound problems associated
with the unfettered mixing of banking and commerce. Currently,
there is no check on the degree to which commerce and banking
mix through the use of ILC charters. That is an untenable situa-
tion that must end. With that in mind, the UFCW is quite willing
to place the line-drawing authority in the hands of the regulatory
authorities at the Federal Reserve and the FDIC.
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ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

SENATOR E.J. “JAKE” GARN
1031 North Chartwell Court
Salt Lake City, Utah 84103

November 12, 2007

The Honorable Christopher J. Dodd

Chairman, Committee on Banking, Housing, and Urban Affairs
United States Senate

Washington, DC 20510

Re: October 4,52007 Hearing on Industrial Loan Corporations in the 1987 Act
cHY!
Dear Mr/eﬂairman,

You are to be commended for your efforts in trying to shed some light on Industrial Loan
Corporations, their origins, their safety and the role these financial institutions play in the
modern American economy. By focusing the October 4, 2007 hearing on the Industrial
Bank charter, and not specific legislation, discussions were fruitful and fact-based. Those
of us involved in the banking environment appreciate your contribution to the
deliberative process.

During the hearing a number of inaccurate statements and misrepresentations were made
by several witnesses regarding the history of industrial loan corporations and the
exemption contained in the Competitive Equality Banking Act ("CEBA") of 1987. Asa
member of the United States Senate Banking Committee from 1974 to 1993, [ was
intimately involved in the drafting of CEBA. The purpose of this letter is to provide my
eyewitness view of our original intent, and to clarify some of the erroneous statements
made during the hearing. As no other individual can, I offer the following facts:

= CEBA was an attempt to provide clarity and direction to developments taking
place in the banking industry and the nation’s financial services markets at that
time. For several years, nontraditional banks such as industrial banks and
“nonbank banks” had grown significantly. It was clear that these developments
had strong and growing support in the markets but they were occurring outside of
the scope of the laws that existed then and Congress wanted to examine those
institutions and bring them under express legal and regulatory provisions. [
helped lead these efforts in my role as chairman of the Committee from 1981 to
1986 and as the ranking Republican member thereafter until my retirement in
1993.
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Several Senators on the Banking Committee in 1987 represented states that had
chartered industrial loan corporations and believed the continuing development of
ILCs should not be restrained by federal law. This included Senators from both
sides of the aisle such as Senator Cranston of California and Senator Armstrong
of Colorado.

This bipartisan group also felt that [LCs should be federally insured if they
continued to develop as depository institutions. Ihad been involved in drafting
legisiation enacted by Congress in 1982 that made ILCs eligible for federal
deposit insurance and I was aware that several states had subsequently amended
their laws to require depository ILCs to have federal deposit insurance. [ thought
it was prudent to make federal deposit insurance a requirement for every bank
operating under the ILC exemption from the Bank Holding Company Act and
supported adding that provision to CEBA.

Both the Senate and House committees were fully aware that passage of CEBA
would allow companies to acquire control of IL.Cs that would not be permitted to
control a commercial bank due to the activity and geographic restrictions in the
Bank Holding Company Act, and that many of those ILCs would serve customers
nationwide. The Federal Reserve advocated closing what it termed that
“loophole”. The industry lobbied to demonstrate that it played a safe and valuable
role in the financial services markets. Congress decided to allow ILCs to continue
in the states where they were already established and under the same legal and
regulatory restrictions and standards applicable to all other banks to ensure their
safety and avoid competitive imbalances. We felt this was a balanced solution
that responded to the strong market demand for this type of charter, which fills an
important need.

I was satisfied that allowing commercial companies to own an [LC would not
pose a risk to the bank or the banking system. The FDIC published a study the
same year CEBA was enacted that found no basis for restricting commercial
ownership of banks and recommended the complete repeal of the Bank Holding
Company Act. CEBA stopped far short of that recommendation. In addition, the
members of the Committée believed that additional holding company oversight
was not needed because extensive oversight of industrial bank holding companies
was already provided under existing laws and other laws effectively control
potential conflicts of interest, including Sections 23A and 23B of the Federal
Reserve Act and the anti-tying provisions of the Bank Holding Company Act.
The accumulated record of safe and sound operations by industrial banks over the
past twenty years has proven my view correct.

I don’t recall the growth of ILCs being an important issue when Congress enacted
CEBA and I don’t think Congress would have changed CEBA if it had. We
understood at the time that ILCs were developing into innovative providers of
both consumer and commercial financial services and saw no reason to restrict
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that development if the ILCs operated under the same safety and soundness
standards as other banks. Iam pleased that Congress provided that opportunity
because it turned out to be a very successful regulatory structure. That is
evidenced by the fact that the ILCs in Utah, for example, are the safest and
strongest group of banks in the nation.

The facts simply do not support the claims during the recent hearing that
industrial bank holding companies lack proper supervision and that that
constitutes a “regulatory blind spot”. The question today is the same as in 1987:
what amount of regulatory oversight of holding companies and affiliates is
needed? Is the more focused and coordinated “bank centric” model used for
industrial banks too little? Or is the less coordinated traditional bank holding
company model too much? We had less of a record to guide us in 1987 but we
knew we were not leaving industrial bank holding companies and affiliates
unregulated. In fact, the FDIC was saying at the time that existing laws would be
adequate to properly regulate federally insured banks and their affiliates if the
Bank Holding Company Act was repealed. The accumulated record since then
provides no evidence of any deficiencies in the bank centric model. If anything,
the bank centric model has proven to be stronger and more effective than the
traditional holding company model.

Since retiring from Congress and returning to private life, I have seen the benefits
of the bank centric model firsthand. A typical bank holding company is little
more than a shell organized to hold the bank’s stock. It can do little to support the
bank, especially if the bank is failing. Those of us who had to deal with the
collapse of the savings and loan industry and the near bankruptcy of the FDIC in
the 1980s and 90s know how incapable most holding companies were of dealing
with a failing bank or thrift. The “source of strength doctrine” touted by the
Federal Reserve is actually just a policy of not allowing the holding company to
do things that might weaken or create risks for the bank. That is good as far as it
goes but it does not provide any significant support for the bank. In contrast, I
serve as a director on the boards of two industrial banks owned by commercial
parents and those banks enjoy a level of financial and marketing support from the
parent companies that far surpass any support from parents of traditional banks.
Capital is simply not an issue for industrial banks. They have access to whatever
capital they need whenever they need it. In an industry where “capital is king”,
this advantage is remarkably underappreciated. And these banks have little or no
marketing expense. They were organized to provide a more efficient way to
conduct a business that had already been developed. That does not include
providing any financing to the parent or affiliates. The banks’ regulators have
encountered no impediments to examining and regulating the banks and their
parents and affiliates. These are safe and sound operations and are less likely to
fail than other banks.
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I hope these facts will assist you and the other members of the committee to see the
increasingly important role industrial banks play in the modem financial services
markets. It is now clear that Congress’s decision to enact CEBA and with it to craft the
regulatory structure for industrial banks has proven very successful. Industrial Banks are
among the strongest financial institutions in the country. They are delivering creative and
innovative financial services to millions of American consumers and businesses. They
are filling niches that the market has demanded for two decades. In my own view, this
success has proven that the regulatory model this represents must now be seriously
considered as a better option for all banks. '

[ am happy to respond to the questions or requests for information you may have about
these or any other matters.

Sincerely,

E.J.*Jake” Gam

United States Senate, Retired
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