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emerged in the early 1900s as small
niche lenders that provided
consumer credit to low and
moderate income workers who
were generally unable to obtain
consumer loans from commercial
banks. Since then, some ILCs have
grown significantly in size, and
some have expressed concern that
ILCs may have expanded beyond
the original scope and purpose
intended by Congress. Others have
questioned whether the current
regulatory structure for overseeing
ILCs is adequate.

This report (1) discusses the
growth and permissible activities of
ILCs and other insured depository
institutions, (2) compares the
supervisory authority of the FDIC
with consolidated supervisors, and
(3) describes ILC parents’ ability to
mix banking and commerce.
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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 complex 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 companies 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 model 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.
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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 consumer 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
example, 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 result, 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 concerns have also been expressed that the current
regulatory structure for overseeing ILCs in holding companies may not
provide adequate 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 U.S.C. §
1843(c)(8), (k) (2000 & Supp. 2004).
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there have been repeated legislative 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 holding
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 ILCs 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 holding 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, including 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.

2The Division of Supervision and Consumer Protection’s Approach for Supervising
Limited-Charter Depository Institutions (FDIC Office of Inspector General Report No.
2004-048, Sept. 30, 2004).
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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.

Results in Brief

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 includes 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 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.

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

3Under 12 U.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 national 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 ILC 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
ILC 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 able to examine the holding company

‘California law prohibits industrial banks from accepting demand deposits. Cal. Financial
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 ILCs’ 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.F.R. § 204.2(b)(3) (2004). Under the Federal Deposit
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 impact
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 large 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 ILC 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 allow 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 company that owns a single thrift.
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. Federal banking
law contains several provisions that are designed to distinguish merchant 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 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 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 concerned
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. ILCs 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 systemic 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 Comptroller 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 competitive 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 regulatory 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

8We 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
businesses in their communities 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 blocs 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 management, poor bank management, 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 intercompany
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 coverage by the BHC Act: (1) Stock
ownership -- 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) Effective control of management- Where the
Board determines, after notice and opportunity for hearing, that the company directly or
indirectly exercises a controlling influence over the management 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).

WAs discussed more fully later in this report, federal law 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 problems, 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 when it is in a
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.

112 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
unless, 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.

2Bank Holding Company Act of 1956, Pub. L. No. 84-511 § 4.

3See Board of Governors of the Federal Reserve System v. Investment Company Institute,
450 U.S. 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 small, 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 noncollateralized
consumer loans from commercial banks. Since many state laws prevented
these banks from accepting deposits, the banks issued certificates of
investment or indebtedness often referred to as thrift certificates and
avoided using the term “deposit.” Initially, the FDIC determined that ILCs
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 ILCs
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

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

®Id.
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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
a provision 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
“pank” 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.

1712 U.S.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 1: Number and Total Assets of ILCs
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Source: GAO analysis of FDIC Call Report data.

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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regulators 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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&The other category may consist of as many as nine states in some years. In 1987, states in this
category included Arizona, Colorado, Florida, Hawaii, Minnesota, Nebraska and West Virginia. In
2004, this category included Colorado, Hawaii, and Minnesota.

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.

|
Figure 3: Percentage of Estimated FDIC Insured Deposits Held by ILCs
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ILC Business Lines and Federal banking law permits FDIC-insured ILCs to engage in the same

R 1 t S f d activities as other insured depository institutions. However, because of
egulatory saleguards 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

: s companies, may not accept demand deposits. Banking laws in California,
Insu:red. 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, commercial 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.

8Subprime 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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|
Table 1: Comparison of Permissible Activities Between State Nonmember
Commercial Banks and ILCs in a Holding Company Structure

State nonmember

Permissible activities commercial bank Industrial loan corporation
Ability to offer full range of Yes Yes
loans, 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 million or the ILC has
not been acquired after August
10, 1987.

Source: FDIC.

Note: This table was adapted from FDIC’s Supervisory Insights, Summer 2004. According to the FDIC
officials, Supervisory 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 practices, 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 demand
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 a 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 ILCs 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
ILCs 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

2ICommercial 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 able to withdraw them quickly and without notice.
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type of security for an ILC loan,

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

¢ loan-to-value ratios on loans,? and

e 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

ILCs are subject to federal safety and soundness safeguards and consumer
protection laws 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

2L oan-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.S.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) arestriction 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
amende