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Bank and Nonbank Competition for Small
Business Credit: Evidence from the 1987 and
1993 National Surveys of Small Business Finances

Rebel A. Cole and John D. Wolken, of the Board’'scal changes have facilitated competition from non-
Division of Research and Statistics, and R. Louisebank sources. Nonbanks consist of thrift institutions
Woodburn, of the Internal Revenue Service, preparedsavings and loan associations, savings banks, and
this article. Amy Ashton and Ronnie McWilliams pro- credit unions), finance companies, insurance com-
vided research assistance. panies, mortgage companies, leasing companies,

brokerage firms, other business firms, families and
Using newly available data from the Board’s 1993individuals, and government sources of credit.
National Survey of Small Business Finances together We explore nonbank competition as an explanation
with data from the 1987 survey, we analyze competifor the decline in banks’ share of business lending by
tion between banks and nonbanks in the U.S. markedxamining sources of credit used by small fifns.
for small business credit. According to many academ-<Credit here is defined as loans and capital leases,
ics and banking practitioners, the U.S. commercialexcluding credit card debt and trade credit. Because
banking industry has declinédn particular, during small firms are unlikely to have direct access to
the late 1980s and the early 1990s, the record numbenoney and capital markets, any decline in banks’
of bank failures and mergers reduced the number o$hare of the aggregate dollar amount of credit pro-
commercial banks in the United States. Also, therevided to these firms would be consistent with the
has been an apparent decline in commercial banksiiew that nonbanks are eroding this share. If banks
share of lending. These occurrences have raised quelsave provided a constant or increasing share of the
tions about the changing role of commercial banks incredit used by small firms, such evidence would run
providing credit to key sectors, including businesscounter to the view that nonbanks are eroding this
lending. share.

Several explanations have been advanced for the We analyze the bank and nonbank shares of the
decline in banks’ share of business lending. In pardollar amount of outstanding credit to small busi-
ticular, technological changes in communications,nesses, including how these shares have changed
information storage, and other sectors of thefrom 1987 to 1993. We also examine the incidence of
economy—as well as globalization—have enabled arsmall business borrowing from banks and nonbanks,
increasing number of large firms to gain direct accessvhich is defined as the percentage of firms using
to money and capital markets. The same technologieredit of a certain type or from a particular source.

The incidence data provide a more representative

NotE. Ms. Woodburn is on detail to the Board's Division of Vi€W Of the credit services used by a “typical” small
Research and Statistics as a sampling statistician. firm than do the share data because larger firms have

1. See, for example, Allen N. Berger, Anil K. Kashyap, and g greater influence on market shares than on inci-
Joseph M. Scalise, “The Transformation of the U.S. Banking Industry: L . ..

What a Long, Strange Trip It's BeenBrookings Papers on Eco- d€nce. This distinction is important because the larger
nomic Activity 1:1995 pp. 55-218; John H. Boyd and Mark Gertler, firms in the survey account for the majority of the

“Are Banks Dead? Or, Are the Reports Greatly Exaggerated?” Fed- i i i
eral Reserve Bank of Minneapoli@uarterly Review(Summer 1994), dollar amount OUtStandmg of small business credit
pp. 2-23; Franklin R. Edwards and Frederic S. MishRihe Decline =~ ——

of Traditional Banking: Implications for Financial Stability and Regu- 2. More specifically, the results presented in this paper characterize
latory Policy, Working Paper 4993 (National Bureau of Economic all enterprises operating under current ownership during 1992 and
Research, January 1995); Edward C. Ettin, “The Evolution of the with fewer than 500 full-time-equivalent employees, excluding real
North American Banking System” (paper prepared for the Experts’ estate operators and lessors, real estate subdividers and developers,
Meeting on Structural Changes in Financial Markets: Trends andreal estate investment trusts, agricultural enterprises, financial institu-
Practices, Organization for Economic Cooperation and Developmenttions, not-for-profit institutions, government entities, and subsidiaries
Paris, July 11-12, 1994); and Gary Gorton and Richard Rosencontrolled by other corporations. Full-time-equivalent employment is
“Corporate Control, Portfolio Choice, and the Decline of Banking,” calculated as the number of full-time employees plus one-half the
Journal of Financevol. 50 (December 1995), pp. 1377-1420. number of part-time employees.
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but for only a small proportion of the number of erage of the two surveys preclude comparisons of
firms. For example, among small businesses, firmsictual dollar amounts. Hence, this analysis cannot
with more than $1 million in sales account for more address whether total lending to small businesses
than two-thirds of credit but less than one-fifth of the rose or fell over the period.
number of firms. This article provides background information about
The sources for these data—the 1987 and 1998acroeconomic changes that could be expected to
National Surveys of Small Business Financeshave influenced credit conditions over 1987-93,
(NSSBF)—are uniqué.The NSSBF is a nationally reviews the types of credit supplied to small busi-
representative survey of small businesses sponsoretksses by banks and nonbanks, and tests whether
by the Federal Reserve Board and the U.S. Smalbanks have lost market share to nonbanks. We use
Business Administration to collect information about two different measures of market share—the percent-
the sources and types of financial services obtainedge of the aggregate dollar amount of credit used by
by small businesses. The surveys are designed to tmmall businesses and the percentage of small busi-
representative of small businesses generally and praresses using credit.
vide data on bank and nonbank shares of the small Overall, our results indicate that small businesses
business credit markétThe NSSBF was conducted obtained a higher percentage of their credit from
first in 1987 and again in 1993, making it possible tononbanks in 1993 than in 1987 but that this differ-
examine changes in market share over that periodcence was small—about 2.0 percentage points. Banks
Although the two surveys had somewhat differentstill provided more than 60 percent of the dollar value
focuses, the data collected are sufficiently similar toof credit, excluding trade credit and credit card debt,
allow comparisons of bank and nonbank marketand dominated in the provision of credit lines used.
shares across tinfeHowever, differences in the cov- However, the percentage of firms obtaining credit
from banks dropped significantly, from 44.0 percent
3. At the time this article was written, the 1993 NSSBF data werein 1987 to only 36.8 percent in 1993, whereas the

still in the editing stage and hence subject to revision. After data editjhercentage of firms obtaining credit from nonbanks

and other processing steps are completed, an announcement aboutaf

availability of the 1993 survey data and a user’s manual will appear in as _St_able at 32 perce‘ht.

the Federal Reserve Bulletin Within the general category of nonbanks, the data
4. For information about alternative sources of data on smallindicate that thrift institutions have lost about half

businesses, see U.S. Small Business Administratitendbook of . .
Small Business Dat&d ed. (Government Printing Office, 1994), and of their dollar share, which fell from 7.4 percent to

The State of Small Business: A Report of the President, @@8%ern- 4.0 percent, of the small business credit market over
ment Printing Office, 1996). 1987-93. The losses of market share by banks and

Bank and thrift regulators began in 1993 to collect data on the .. . s . . .
aggregate number and amount of small commercial loans out:standinHﬂIrlft institutions primarily accrued to finance compa-

(loans of less than $1,000,000) at financial institutions, but these datflies, leasing companies, and brokerage firms.
cannot be used to estimate the shares of bank and nonbank lending. The surveys provide information about the differ-

They reflect loans made by depository institutions but not loans made . .
by nondepository sources such as brokerage, finance, insurance, aﬁ\tpt types of loans and various demographlc character-

leasing companies. istics of small businesses. Overall, mortgages have
Surveys of small businesses conducted by trade organizations sudecome a much smaller share of small business debt,

as the National Federation of Independent Businesses generally co|- , . - . .
lect information on the incidence of use. Information on dollar While borrowmgs under lines of credit became a

amounts by source and loan type are rarely available. See also a 19darger share between 1987 and 1993. The percentage

?urveé/ conducted for thamerican Ba:jnkeby Paylrl'nent Systems, Inc.d of small businesses that used credit lines, equipment
“Credit Lines, Leasing in Demand as Small Businesses’ Needs . P .
Evolve,” American BankerSeptember 9. 1996, pp. 9-11). loans, and capital leases rose significantly, while the

5. The 1993 NSSBF focused on the availability of credit to small percentage that used mortgages declined signifi-

and minority-owned businesses, and the 1987 survey focused on tr'@anuy. During this period banks lost market share
definition of banking markets. Both surveys, however, collected a 4. . N . .
complete roster of the credit lines, loans, and leases obtained by eacqlsproportlonately at medium-sized small businesses

firm surveyed, including information on the amount of credit obtained and at minority-owned firms.
and the identity of the lender. Because of broad changes in the \Nhile the evidence presemed here suggests that

coverage of the two surveys, valid comparisons between 1987 an s
1993 data can be made only after statistical adjustments to samplin onbanks have somewhat eroded banks’ share of

weights have been made to make them more comparable. See tf@Mall business credit, it does not address bank and
appendix for a description of these weighting adjustments. For morengnbank competition in the provision of other finan-
information about the 1993 NSSBF, see Rebel A. Cole and John D._. . .

Wolken, “Financial Services Used by Small Businesses: EvidenceCIaI s_erwces _used by _small busmegses, the most
from the 1993 National Survey of Small Business FinancEefleral ~ prominent being checking and savings accounts.
Reserve Bulletinvol. 81 (July 1995), pp. 629—67. For more informa-

tion about the 1987 NSSBF, see Gregory E. Elliehausen and John D.

Wolken, “Banking Markets and the Use of Financial Services By

Small and Medium-Sized Businessesfederal Reserve Bulletin 6. Tests of statistical significance are computed for the change
vol. 76 (October 1990), pp. 801-17. statistics as discussed in the appendix.
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Indeed, 87.8 percent of small businesses used com- Following deregulation, the banking industry
mercial banks for financial services during 1993,consolidated sharply via nearly 3,000 mergers during
more than double the percentage of such firms usinghe 1987-93 period. These mergers reduced the ranks
nonbanks.Whether banks have gained or lost groundof small banks, which tend to specialize in small
to nonbanks in the provision of noncredit financial business lending, as larger banks acquired their
services is an interesting topic for future analysissmaller competitors. About two-thirds of the acquired
using data from the NSSBF. banks held less than $100 million in assets, while
roughly half of the acquirers held more than $1 bil-
lion in assets. The percentage of industry assets at the
BACKGROUND largest banks, those with assets of more than
$100 billion, grew from 12.7 percent at the end of
The 1980s and early 1990s were periods of tumultu1986 to 24.1 percent at the end of 1993. Together,
ous change for the U.S. commercial banking industrybank failures and mergers caused the number of
First, two major banking laws, the Depository Institu- chartered U.S. commercial banks to decline almost
tions Deregulation and Monetary Control Act of 1980 one-fourth during the 1987-93 period, from 14,210
and the Garn—St Germain Depository Institutions Actto 10,960. During the same period, however, bank-
of 1982, removed numerous regulations that limiteding industry assets grew from $2.94 billion to
competition among banks and between banks an&3.71 billion.
nonbanks. For example, interest rate ceilings were The 1987-93 period also saw record numbers of
phased out, and many restrictions on how mucHhailures by nonbank competitors, primarily savings
banks and thrift institutions could invest in particular and loan associations and savings banks; because of
asset classes were eased. Additional legislation at thiailures and mergers, these institutions declined by
state level eased or removed many limitations oraimost half during the period, from 3,677 to 2,262.
geographic expansion by banksSubsequently, a Unlike banking assets, which rose over this period of
sequence of economic shocks in the 1980s from theonsolidation, the assets of savings and loans and
collapse of agricultural, oil, and commercial real savings banks fell, from $1.39 trillion to $1.0 trillion.
estate prices contributed to losses that caused banksontributing to this divergent experience was the

to fail in numbers not seen since the Great Depresacquisition of the savings institutions’ assets by com-
sion, even though the economy was in an expansiomercial banks.

that lasted from 1982 to 1990. More than 100 banks Largely in response to the record numbers Of

failed in each year from 1985 to 1992, and more tharjepository failures and the urging of bank and
200 failed each year in 1987, 1988, and 1989. Pregyift regulators, the Congress passed two more
sumably, these failures tended to eliminate lessyajor banking laws, the Financial Institutions

efficient banks, whose assets were transferred tfkeform, Recovery, and Enforcement Act of 1989
_more-efficient competitors, thereby Ieaying a banking(F|RREA) and the Federal Deposit Insurance Corpo-
industry better equipped to compete with nonbanks. raion Improvement Act of 1991 (FDICIA). Together,
- FIRREA and FDICIA ushered in regulations regard-
7. See Cole and Wolken, “Financial Services Used by Smalling risk-based capital and prompt corrective action

Businesses.” . - . .
8. For a description of the changes in state laws, see Dean Amelt,hat eﬂec_tlvely mcreaseq Capltal rfeq'uweme'nts for

“State Laws Affecting the Geographic Expansion of Commercial large portions of the banking and thrift industries.

Banks,” Board of Governors of the Federal Reserve System, Sep- At the same time, the overall weakness of eco-

tember 1993; and Donald T. Savage, “Interstate Banking: A Status . . . -
Report” Federal Reserve Bulletinvol. 79 (December 1993), NOMIC activity left many businesses unwilling to take

pp. 1075-89. on new debt and, in many cases, unable to service

9. A number of studies have found that failing banks are much lesgheijr existing debt. Their plight contributed to record
efficient than other banks. See Allen N. Berger and David B.

Humphrey, “Measurement and Efficiency Issues in Commercial Bank—lo_an losses in the banking 'ndU.Stry- Especially hard
ing,” in Z. Griliches, ed.,Output Measurement in the Service Sectors hit was the market for commercial mortgages, where

National Bureau of Economic Research, Studies in Income andn;
Wealth, vol. 56 (University of Chicago Press, 1992), pp. 221_49_%FICGS, as measured by the Russell NCREIF Property

Richard Barr and Thomas Sienfredicting Bank Failure Using DEA  Index, dropped almost one-third during the 1990-92
to Quantify Management QualitfFederal Reserve Bank of Dallas, rPeriod_

Financial Industry Studies Working Paper 1-94, January 1994; Robe : ; . ; ;
DeYoung and Gary Whalen, “Is a Consolidated Banking Industry a The brief recession of 1990-91 included a slowmg

More Efficient Banking Industry?” Office of the Comptroller of the Of credit flows that numerous economic observers
Currency,Quarterly Journaj vol. 13 (September 1994), pp. 11-21; characterized as a “credit crunch.” Whether the more

and David C. Wheelock and Paul W. Wilson, “Explaining Bank . . .
Failures: Deposit Insurance, Regulation, and Efficiend3gview of stringent bankmg regl‘”a‘tlons and the Supply of bank

Economics and Statisticgol. 77 (November 1995), pp. 689-700. credit played a role in bringing about these conditions
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1. Bank and nonbank shares of total nonfarm nonfinancial |n this article, market shares rather than aggregate
business loans, 1980-96:Q2 dollar amounts are compared. If all types of lenders
Peroant and borrowers react to the business cycle in a similar
fashion, then these comparisons should be valid. If,
— — 70 however, during a recession, banks reduce lending
AR~ &5 more than nonbank lenders, some of the observed
EE S changes in market shares would be a result of
these differing responses. But banks’ share declined
Bl pA~~—— B throughout the 1987-90 period (chart 1) and
— — 50 increased during the latter stages of the 1990-91
Nonbank share . . .
| ~~——— recession. Hence, the overall decline in banks’ dollar
share of small business lending should not be attrib-
uted to differing responses to the recession.

AVAS — 35
8 5 S| s T | | |
1960 1982 1964 1986 1988 1990 1992 1994 19% TYPES OFCREDIT USED BYSMALL BUSINESSES

Notke. Total nonfarm nonfinancial business loans are calculated as the sum of

“bank loans” and “other loans and advances” at nonfarm nonfinancial corpora- . . .
tions and nonfarm noncorporate businesses, as defined by the Federal Reser&Oth of the NSSBFs collected information on six

Board'’s flow of funds accounts. Data are quarterly. Shaded areas denote perioqypes of credit to small businesses—-credit lines used'
of business recession as defined by the National Bureau of Economic Researc?hortgage Ioans, equipment Ioans, motor vehicle
. ) loans, capital leases, and “other” loaH<Credit lines
has been the subject of much debate and is beyongseq represent loans taken down under an agreement
the scope of this article> However, harsher eco- py g |ender to provide up to a specified amount of
nomic conditions undoubtedly had adverse effects oRyeqit for part or all of a specified period. Because the
the use of credit for s_maII businesses, especially th.%orrower has the option of taking down part or all of
use of mortgage credit. Consequently, any comparithe credit for part or all of the specified period, credit
sons of credit use in 1987, a year far along into &jnes provide the most flexibility in funding. Credit
seven-year expansion, with credit use in 1993, gines are typically used to finance working capital
year early in the current expansion, will undoubtedlyheeds and are often collateralized by assets unrelated
be affected by differences in macroeconomiciy the use of the credit line. In contrast, mortgage
conditions. loans, equipment loans, motor vehicle loans, and
The combination of loan losses, the weak econ¢apital leases are typically used to finance specific
omy, and more stringent regulation led many deposiygsets and are typically collateralized by the assets
tories initially to tighten the terms and standards forbeing financed. “Other” loans refer to loans not
underwriting commercial loans and strengthen theilg|sewhere classified, primarily unsecured term loans
capital positions. A Board survey of senior loan gng |oans collateralized by assets other than real
officers indicated that standards for approving com-ggtate, equipment, and motor vehicles and not taken
mercial loans tightened, on net, throughout 1990-92own under credit linex
and only began to ease during 1993. And bank Call From 1987 to 1993, the distribution of the total
Report data show that the average leverage capitglo|iar value of credit used by small businesses across
ratio for the !ndustry rose from 6.2 percent in 1990 to|ggn types changed significantly (table 1). In both
7.6 percentin 1993. years, about three-fifths of the aggregate dollar
amount of small business credit was in the form of
10. Joe Peek and Eric Rosengren link regulatory enforcemenf:redlt lines used and mortgages; but in 1993, the

actions and the shrinkage of bank loans to sectors likely to be bank

dependent (“Bank Regulation and the Credit Cruncidurnal of

Banking and Financevol. 19, 1995, pp. 679-92), and tie changes in —

bank capital to changes in deposits (“The Capital Crunch: Neither a 11. Both surveys collected information about trade credit, and the
Borrower nor a Lender Be,Journal of Money, Credit, and Banking 1993 survey also collected information about credit card debt used for
vol. 27, August 1995, pp. 625-38). In contrast, Allen N. Berger and business purposes; these two types of credit are not analyzed in this
Gregory S. Udell conclude that the quantitative effects of the newarticle.

capital regulations were not substantial (“Did Risk-Based Capital 12. Other loans refer to loans that a survey respondent reported
Allocate Bank Credit and Cause a Credit Crunch in the U.S.?” after being queried about any credit lines, mortgages, equipment
Journal of Money, Credit, and Bankipgsol. 26, August 1994, loans, motor vehicle loans, and capital leases. Some of the loans
pp. 585-628). However, they do not rule out regulatory pressure as alassified as “other” likely should be in another category, but the
reason for some of the banking industry’s credit reallocation duringsurveys did not collect sufficient information to permit accurate
the early 1990s. reclassifications.
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1. Distribution of the dollar amount of small business credit 2. Comparison of the distributions of the dollar amount of

outstanding, by credit type, 1987 and 1993 small business credit outstanding at banks and nonbanks,
Percent except as noted by credit type, 1987 and 1993
Percent except as noted
_ Change
Credit type 1987 1993 (p;g.}ﬁgt)age 2enla Nonbanks
Credit lines usedl......... 34,0 441 10.1* Credit type ] ]
Mortgage loans.............. 31.2 13.9 -17.3* 1987 | 1993/ P age | 1987| 1993 p age
Equipmentloans........... 10.5 11.3 .8 points) points)
Motor vehicle loans.. ....... 6.1 6.0 -1
Capital leases. ............. 4.0 6.2 2.2*
Other loans «.... 111 143 186 e Creditlinesused ...| 419 552 133 203 264 6.1
Mortgage loans.... .. 31.0 144 -134 314 132 -18.2
Total oo 1 1 L Equipment loans....| 10.0 11.0 1.0 11.4 117 .3
ota 00 0o Motor vehicle loans .|. 5.1 49 -2 7.9 7.7 -2
1. Amounts drawn down under credit lines. Capital leases. . ... . . 1.5 2.8 13 8.4 11.6 3.2
2. Includes both commercial mortgages and residential mortgages if funds OURFEEITE oan0a00q os Ly i1 Qb 298 e
were used for business purposes. Total ..o 100 100 ... 100 100
3. For definition, see text note 12.

* Statistically significant at the 95 percent confidence level (that is, the 1. Nonbanks consist of thrift institutions (savings and loan associations,
probability that any change occurred with the same sign is at least 95 percentsavings banks, and credit unions), finance companies, insurance companies,
See the appendix for a discussion of some of the statistical techniques used. mortgage companies, leasing companies, brokerage firms, other business firms,

families and individuals, and government sources of credit.
2. Amounts drawn down under credit lines.

share for mortgages had plummeted from 31.2 per- 3. Includes both commercial mortgages and residential mortgages if funds
cent to only_ 13.9 percent, while that for credit lines"° Eé?ﬁéﬁ;ﬁ.ﬁi‘”ﬁiﬁ fext note 12.

used had risen from 34.0 percent to 44.1 percent.
Much of this shift may be attributed to upheavals in : ; e :
the commercial real e);tate market, in whiF::h as note ages only slightly, while shifting portfolio share

ous ; I declined al ¢ third om equipment, motor vehicle, and other loans into
previously, property vajues declined aimost one-tird, .o it jines used. As a result of these changes, in

du_ring the early 1990s. To the extent that these prop 993 credit lines used accounted for more than half
erties were leveraged, borrowers passed Iogses on gq all finance company lending to small businesses.
mortgage lenders, who responded by curtailing NeW\onbanks other than thrift institutions and finance

rezra]I_ ?Sﬁate Ienf[jr:ng.t With ]Ehe gz[(cepthn OftrInOtorcompanies were the only group of lenders whose
vehicle loans, other types of credit (equipmen 0anSy rtfolio share of credit lines used declined from

capital leases, and other loans) registered small gai 87 to 1993. Other nonbanks shifted out of mort-
in market share from 1987 to 1993 at the expense o NG
. ; ages primarily into other loans.

mortgages. These results are consistent with the 19
survey conducted for thémerican Bankerwhich
reliance on credi nes and leases at the expense 1A' AND NONBANK SHARES

.. P F SVALL BUSINESSCREDIT
traditional loang3

The same overall trends in the types of credit useq:fmm 1987 to 1993, banks lost to nonbanks 2 percent-

3¥rsmall buzi_nesses sr?dablsobevilgient idn thebshe}(res. %ge points of their share of the small business credit
literent credit types held by banks and nonbanks, I,y qt (table 4). This finding is consistent with the

that credit I_mes _usgd grew in importance while mort'hypothesis that nonbanks are eroding banks’ market
gages declined in importance (table 2). However, thesp oo ot credit to firms that are too small to gain

proportions of credit types in the portfolios of banks direct access to money and capital markets. The
and nonbanks are quite different. In 1993, for exam- agnitude of the decline is small, however (banks

ple, credit lines used accounted for more than half oy ha g three-fifths of the market in 1993) and lacks
all bank credit extended to small businesses but Onlgtatistical significance Moreover, bank lending to
slightly more than one-fourth of all nonbank credit to businesses has rebounded stroﬁgly since 1993. Evi-
small businesses. e . . dence from bank Call Reports shows that, after
Among nonbanks, thrift institutions shifted their declining from $633 billion as of June 1991 to
portfolio out of mortgages and into e_ach of_the f|ve$593 billion as of June 1993, commercial and indus-
other types of credit, more than doubling their alloca’trial loans grew to $737 billion as of June 1996. This

tion to equipment and motor vehlcle Ioan_s (table 3)'growth in overall business lending suggests that
Finance companies reduced their allocation to mort-

_ 14. The estimated 2 percent decline in the bank share is signifi-
13. See “Credit Lines, Leasing in Demand.” cantly different from zero at the 74 percent level of confidence.
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3.

Percent except as noted

Distribution of the dollar amount of small business credit at nonbank sources, by type of credit, 1987 and 1993

Thrift institution Finance company Other nonbank
Credit type Change Change Change
1987 1993 (percentage 1987 1993 (percentage 1987 1993 (percentage
points) points) points)
Creditlinesused .......... 16.8 224 5.6 32.3 51.2 18.9 14.2 8.9 -5.3
Mortgage loan3............ 60.9 39.3 -21.6 7.5 6.3 -1.2 34.4 13.0 -21.4
Equipmentloans........... 1.6 6.1 4.5 22.5 16.7 -5.8 8.5 9.1 .6
Motor vehicle loans.......... 3.1 7.4 4.3 20.0 145 =55 2.1 2.7 .6
Capital leases. ............. 3.8 5.9 2.1 5.4 7.4 2.0 12.1 15.8 3.7
Otherloang ............... 13.7 18.8 5.1 12.2 3.9 -8.3 28.7 50.5 21.8
Total .......ooiiiiiiiiinnd 100 100 100 100 100 100

1. Other nonbanks consist of brokerage firms, leasing companies, insurance 3. Includes both commercial mortgages and residential mortgages if funds
and mortgage companies, other business firms, government sources, amndere used for business purposes.

individuals. 4. For definition, see text note 12.
2. Amounts drawn down under credit lines.

banks may have regained market share in the smablusiness credit, while nonbank capital leases grew
business credit market since the 1993 NSSBF. from 3.1 percent to 4.5 percent.

Changes in bank and nonbank shares of the total To see how these changes in market shares affected
dollar amount of small business credit from 1987 tospecific types of nonbanks, credit shares of each type
1993 varied by type of credit (table 4). Mortgage of nonbank are shown in table 5. As the thrift indus-
loans’ share of small business credit declined morery declined over 1987-93, thrift institutions’ share of
than half at both banks and nonbanks, with banksmall business credit fell from 7.4 percent to 4.0 per-
mortgages falling from 19.7 percent to 8.8 percent ofcent. When combined with commercial banks’
the small business credit market and nonbank morteecline of 2.0 percentage points, depository institu-
gages falling from 11.5 percent to 5.1 percent. Thetions (commercial banks and thrift institutions) lost
changes for credit lines, however, were quite different5.4 percentage points of market share to nondeposi-
at banks and nonbanks. Bank credit lines grew by justory nonbanks. Finance companies reaped the great-
more than one-fourth to 33.8 percent, while nonbankest gain in market share, with an increase from
credit lines grew by more than one-third to 10.2 per-11.4 percent to 14.7 percent. Leasing companies
cent. These figures suggest that nonbanks increasedore than doubled their market share from 1.5 per-
their share of the market for small business creditcent to 3.5 percent, while brokerage companies
lines used over the same period that credit lines werecreased their share from an almost nonexistent
growing in importance to small businesses. In anothef.1 percent to 1.4 perce#tinsurance and mortgage
development, capital leases grew in importance for
both banks and nonbanks. Bank capital leases aImOSt15. Brokerage company credit consists primarily of lines of credit
doubled from 0.9 percent to 1.7 percent of all smallused.

4. Distribution of the dollar amount of all small business credit outstanding, by type of credit at banks and nonbanks,
1987 and 1993

Percent except as noted

Bank Nonbank Total
Credit type Change Change
1987 1993 (percentage 1987 1993 (percentage 1987 1993
points) points)

Creditlinesusedl...................|. 26.5 33.8 7.3*% 7.5 10.2 2.7 34.0 44.1
Mortgage loand....................|. 19.7 8.8 -10.8* 11.5 5.1 -6.4* 31.2 13.9
Equipmentloans................... 6.3 6.8 5 4.2 4.5 3 10.5 11.3
Motor vehicle loans ................| 3.2 3.0 -2 2.9 3.0 A1 6.1 6.0
Capital leases. ..................... . .9 1.7 .8* 3.1 4.5 1.4* 4.0 6.2
Otherloang ........................ 6.7 7.2 5 7.6 11.4 3.8* 14.3 18.6
All oo 63.3 61.3 -2.0 36.7 38.7 +2.0 100 100

1. Amounts drawn down under credit lines. * Statistically significant at the 95 percent confidence level.

2. Includes both commercial mortgages and residential mortgages if funds ** Statistically significant at the 90 percent confidence level. See the
were used for business purposes. appendix.

3. For definition, see text note 12.
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5. Distribution of the dollar amount of all small business credit outstanding, by type of credit and type of nonbank,

1987 and 1993

Percent
. ’ . Insurance f
Thrift Finance Brokerage Leasing Business and i
R 18 and mortgage Individuals Total
Credit type institution company company company companies government
1987 | 1993| 1987, 1993 198# 1993 19*7 1993 1#87 1993 1‘987 1993 )1987 1993 ‘ 1987 1993

Credit lines used....| 1.2 9 3.7 7.5 1 7 .0 .0 .0 1 2.4 4 .0 .6 7.510.2
Mortgage loans. ... .. 4.5 1.6 9 .9 .0 3 .0 .0 9 9 15 .5 3.7 9 115 5.1
Equipment loans. . . . 1 2 2.6 25 .0 .0 1 .6 1 1 1.0 9 4 2 4.2 4.5
Motor vehicle loans .|. 2 .3 2.3 2.1 .0 .0 1 3 .0 .0 .3 1 .0 A 2.9 3.0
Capital leases. ... .. . 3 2 .6 11 .0 .0 1.2 25 .0 .0 .8 . 2 A4 3.1 45
Otherloang ........ 1.0 .8 14 .6 .0 4 .0 .0 A4 .8 1.7 4.1 3.0 4.7 7.611.4
Total .............. 7.4 4.0 114 147 1 1.4 1.5 35 1.4 1. 7.6 6.3 7.3 6.8 36.7 387

Note. Components may not sum to totals because of rounding.

1. Amounts drawn down under lines of credit.

2. Includes both commercial mortgages and residential mortgages if funds
were used for business purposes.

3. For definition, see text note 12.

companies saw a modest gain, whereas the shares ofChanges in market shares of the total dollar amount
credit extended by other business firms and governef each credit type also were evident among different
ment and by individuals dropped. types of nonbanks (table 7). Thrift institutions lost
A slightly different perspective on the relative almost half of their shares of credit lines used, capital
importance of bank and nonbank lending is gainedeases, and other loans, but doubled their share of
by looking at changes in their shares of the totalequipment loans and made sizable gains in their share
outstanding dollar amount of each credit typeof motor vehicle loans. Finance companies made
(table 6)1¢ Banks suffered losses in the market sharestrong gains in the market for credit lines, increasing
of credit lines used, motor vehicle loans, and othertheir share 6.3 percentage points from 10.8 percent to
loans, while gaining share in the markets for capitall7.1 percent. Finance companies also more than
leases and, to a lesser extent, for mortgages. doubled their presence in the small business market
for mortgage credit. This increase should be kept in
perspective, however, as the mortgage share of all
_ small business credit declined more than half over
16. The data in tables 4 and 5 are used to calculate bank anghig period (table 1). Other nonbanks registered large
nonbank market shares of the total outstanding dollar amount of each _. in th ket f her | ith individual
credit type. Each credit type’s bank and nonbank share of total credig@ins In the m.ar et tor other loans, wit m_ Ividuals .
is divided by the sum of bank and nonbank shares. For example, irand other businesses and government being the pri-
1987 bank credit lines accounted for 26.5 percent of all small businesmary sources for these loans.

credit, and nonbank credit lines accounted for an additional 7.5 per- A . f the bank d bank sh f
cent, for a total of 34.0 percent. Banks’ share of the market for small comparison o € bank and nonbank shares o

business credit lines is then calculated as 26.5 percent divided byhe aggregate amount of credit used by small busi-
34.0 percent, which ylelds 77.9 percent as the bank share of the Smagesses as Categorlzed by Varlous Characterlstlcs of the
business market for credit lines. Repeating these calculations for eac . .

loan type produces the figures in tables 6 and 7. (Figures in the table rms and their primary owners also shows changes
may be slightly different because of rounding.) from 1987 to 1993 (table 8). Banks lost market share

6. Distribution of the dollar amount of each type of small business credit outstanding at banks and nonbanks, 1987 and 1993

Percent except as noted

Banks Nonbanks Total
Credit type Change Change
1987 1993 (percentage 1987 1993 (percentage 1987 1993
points) points)

Creditlinesusedl...................| 78.0 76.8 -1.2 22.0 23.2 1.2 100 100
Mortgage loans........ 63.1 63.4 3 36.9 36.6 =3 100 100
Equipment loans. . 60.0 60.0 .0 40.0 40.0 .0 100 100
Motor vehicle loan 52.5 50.0 -2.5 47.5 50.0 25 100 100
Capital leases. . 23.0 28.0 5.0 77.0 72.0 -5.0 100 100
Other loang ... 46.9 38.6 -8.3 53.1 61.4 8.3 100 100
All 63.3 61.3 -2.0 36.7 38.7 2.0 100 100

1. Amounts drawn down under credit lines.
2. Includes both commercial mortgages and residential mortgages if funds
were used for business purposes.

3. For definition, see text note 12.
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primarily at medium-sized small businesses (firmswhat, but not completely, sheltered from competition.

with 5-19 employees or between $100,000 andHowever, there are many different but interrelated

$1 million in annual sales), which account for factors at work here, so that any definitive conclu-

approximately one-fourth of all small business creditsions require a more rigorous analysis that accounts
(memo columns). Although banks’ market share offor these relationships.

credit used by women-owned firms increased from

50.1 to 54.5 percent, their market share of credit used

by minority-owned firms fell 13.2 percentage points, INCIDENCE OFSVALL BUSINESSCREDIT

from 66.4 to 53.2 percent.

Banks gained market share in markets where comThis section analyzes the “incidence” of small busi-
petition among banks (as measured by the Herfindahess credit, which is defined as the percentage of
concentration index) was low or high, but lost sharefirms using credit of a certain type or from a particu-
where competition among banks was classified a&ar source. In contrast to the analysis of credit shares
moderate (table 8Y. In high-concentration markets, in the previous section, the analysis of incidence is
primarily small rural areas, local banks face little not dependent on the size of the credit and therefore
competition from other banks or from nonbanks and gives a clearer picture of what sources and types of
therefore, would be expected to maintain their sharecredit were used by the “typical” small busineXks.

In fact, banks gained market share in rural markets In 1993, 54.1 percent of small businesses used
while losing share in urban markets. In medium-some form of credit, down from 60.1 percent in 1987
concentration markets, which tend to be smaller(table 9). This finding most likely reflects the differ-
urban and larger rural areas, banks faced limitecent macroeconomic conditions of the two periods but
competition from other banks and from nonbanks,may also reflect other factors, such as the effects of
but nonetheless clearly lost market share to nonFIRREA, FDICIA, and the growing use of credit card
banks. In low-concentration markets, primarily largedebt to finance small businessésAs with the
urban areas, banks compete vigorously both with

other banks and with nonbanks and have gained 18. Direct comparisons of the number of firms using credit services
market share. This suggests that nonbanks are mMoi®1987 and 1993 should not be made because of differences in the
coverage of the two surveys. Both surveys obtained lists of businesses

effective when competing with banks that are Some'from Dun and Bradstreet, Inc., which expanded its coverage of small,

retail, and business service firms in the years between the two surveys.

B — Therefore, the 1993 survey is more broadly representative of such

17. The Herfindahl index is a measure of market concentrationfirms, and valid comparisons between the 1987 and 1993 surveys can
calculated as the sum of the squares of each bank’s market sharbe made only after accounting for these differences in coverage (see
which is defined in terms of total bank deposits. The index rangesthe appendix).
from zero (perfect competition) to one (perfect monopoly). In this 19. Because only the 1993 NSSBF collected data on the use of
article, markets with indexes of less than 0.10 are considered competpersonal and business credit card debt for business purposes, changes
tive; those with indexes of 0.10 to 0.18, moderately concentrated; andn the use of such debt cannot be analyzed. Nevertheless, use of credit
those with indexes of more than 0.18, highly concentrated. Theseard debt for business was widespread in 1993, with 39.2 percent of
categories correspond to those defined in the “Horizontal Mergerfirms reporting business use of personal credit card debt and 27.6 per-
Guidelines,” issued by the U.S. Department of Justice and the Federatent of firms reporting use of business credit card debt. (See Cole and
Trade Commission, April 2, 1992. Wolken, “Financial Services Used by Small Businesses.”)

7. Distribution of the dollar amount of each type of small business credit outstanding, by type of nonbank, 1987 and 1993
Percent except as noted

Thrift institutions Finance companies Other nonbanks MEewmo: Nonbank total
Credit type Change Change Change
1987 1993 | (percentage 1987 1993 | (percentage 1987 1993 | (percentage 1987 1993
points) points) points)
Creditlines used ....... 3.7 21 -1.6 10.8 17.1 6.3** 7.5 4.0 -3.5 22.0 23.2
Mortgage loans........, 14.4 114 -3.0 2.8 6.6 3.8 19.8 18.6 -1.2 36.9 36.6
Equipment loans......., 1.1 2.2 11 24.4 21.8 -2.7 14.5 16.1 1.6 40.0 40.0
Motor vehicle loans . ... . | 3.8 5.0 1.3 374 35.9 -1.5 6.3 9.1 2.8 475 50.0
Capital leases. ......... 7.1 3.8 -3.2 15.6 17.4 1.8 54.3 50.7 -3.6 77.0 72.0
Otherloang ........... 7.1 4.1 -3.0 9.8 3.1 —6.7** 36.2 54.2 18.0* 53.1 61.4
All oo 7.4 4.0 -3.4* 11.4 14.7 3.3 17.9 19.9 2.0 36.7 38.7

1. Other nonbanks consist of leasing companies, brokerage firms, mortgage 4. See text note 12.

and insurance companies, other business firms, government sources, and *Statistically significant at the 95 percent confidence level.

individuals. ** Statistically significant at the 90 percent confidence level. See the
2. Amounts drawn down under credit lines. appendix.
3. Includes both commercial mortgages and residential mortgages if funds

were used for business purposes.
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8. Total dollar amount of small business credit outstanding, grouped by selected characteristics and distributed by type of issuer,
1987 and 1993

Percent except as noted

Mewmo: Credit for firm category as a
ClhErEaisics 6 Banks Nonbanks percentage of all small business credit
fgrr]rg r%wa?lferi Change Change Change
1987 1993 (percentage 1987 1993 (percentage 1987 1993 (percentage
points) points) points)
CHARACTERISTIC
OF FIRM
Number of employees
Fewerthan5........... 56.4 56.9 5 43.6 43.1 -5 18.6 17.8 -8
—0 54.7 50.9 -3.8 45.3 49.1 3.8 12.1 12.2 1
1019, 67.8 54.7 -13.1 32.2 45.3 131 10.3 12.4 2.1
20499 ...l 66.5 66.3 -2 335 33.7 2 59.0 57.6 -3.4
Annual sales (in
thousands of
1993 dollars)
100orless............. 50.2 49.5 -7 49.8 50.5 7 3.4 5.2 1.8
101-1,000............. 56.0 52.8 -3.2 44.0 47.2 3.2 28.4 26.0 -2.4
More than 1,000........ 67.0 65.4 -1.6 33.0 34.6 1.6 68.2 68.8 .6
Age (years)
5orless................ ! 59.5 58.7 -.8 40.5 41.3 .8 12.8 21.7 8.9
Morethan5............ 63.8 62.1 -1.7 36.2 37.9 17 87.2 78.3 -8.9
RACE, ETHNICITY,
AND SEX
OF MAJORITY OWNER
Nonwhite or Hispanic . . . 66.4 53.2 -13.2 33.6 46.8 13.2 5.3 7.8 25
White Non-Hispanic. ... .. 63.1 62.0 -1.1 36.9 38.0 11 94.7 92.2 -2.5
Female................. . 50.1 54.5 4.4 49.9 455 -4.4 75 11.7 4.2
Male................... . 64.4 62.2 -2.2 35.6 37.8 2.2 92.5 88.3 -4.2
MARKET
CHARACTERISTIC
Urbanization
Urban.................. | 63.3 60.3 -3.0 36.7 39.7 3.0 79.0 82.4 3.4
Rural .................. | 63.3 66.2 2.9 36.7 33.8 -2.9 21.0 17.6 -3.4
Banking market
concentratiort
LOW .ovvviiiiiiiinns . 67.6 70.1 25 32.4 29.9 -2.5 12.5 10.0 -2.5
Moderate .............. 64.2 57.4 —6.8 35.8 42.6 6.8 38.7 42.9 4.2
High................... h 61.4 63.1 1.6 38.6 36.9 -1.6 48.8 47.1 -1.7
Alfirms ............... 63.3 61.3 -2.0 36.7 38.7 2.0 100 100

1. As measured by the Herfindahl index. Low = less than 0.10, moderate = 0.10-0.18, and high = more than 0.18.

decline in thedollar shareof small business borrow- declined for mortgages and other loans but rose for
ing, the type of credit whoseisage (incidence) credit lines, equipment loans, motor vehicle loans,
declined the most is mortgage loans. In both yearsand capital leases. In 1993, nonbanks equaled or
the most widely used types of credit were credit linesexceeded banks in the percentage of small businesses
and motor vehicle loans. to which they provided capital leases and other loans
As they did in the case of market share, banks alsand trailed only slightly in equipment and motor
lost ground to nonbanks in overall credit incidence.vehicle loans.
From 1987 to 1993, the percentage of small busi- To assess the relative importance of thrift institu-
nesses using bank credit services declined frontions and finance companies among nonbanks, their
44.0 percent to 36.8 percent, while the percentage afesults are tabulated against those of all other non-
firms using nonbank credit services was flat atbank sources (table 10). The percentage of small
32.2 percent (table 9). The percentage of small busibusinesses using thrift institutions for credit services
nesses using bank credit services declined for eactemained constant from 1987 to 1993, even though
type of credit except credit lines and capital leasesthrift institutions lost more than half their share of the
Banks were the most important supplier of creditdollar value of small business credit over the period.
lines in both 1987 and 1993 and were used by one outhis finding is consistent, however, with the shift
of five small businesses to obtain credit lines—moreby thrift institutions from providing mortgages
than four times the incidence for nonbanks. The(-1.2 percentage points), which typically are large in
percentage of small businesses using nonbank creditmount, to credit lines (+0.5 percentage points) and
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9. Percentage of small businesses using selected credit services from all sources and from banks and nonbanks, 1987 and 1993

All sources Bank Nonbank
Credit type Change Change Change
1987 1993 (percentage 1987 1993 (percentage 1987 1993 (percentage
points) points) points)
Any credit ............. 60.1 54.1 —6.1* 44.0 36.8 -7.2* 32.2 32.2 .0
Creditlines.......... 21.4 24.0 2.6* 19.5 20.6 1.1 2.7 4.7 2.0*
Mortgage loans ...... 15.5 5.8 -9.7* 9.9 3.9 -6.0* 6.2 2.2 -4.0*
Equipment loans. ... .. 12.8 13.9 11 7.9 7.5 -4 5.7 7.4 1.7%
Motor vehicle loans . .|. 24.4 24.1 -3 14.0 13.1 -9 11.9 12.7 .8
Capital leases . ....... | 7.2 9.1 1.9* 1.7 1.7 .0 5.8 7.9 2.1*
Otherloansg ......... 14.1 11.0 -3.1* 6.7 4.2 -2.4* 8.0 7.4 -.6
Note. Firms may have multiple credit accounts at multiple sources. 2. For definition, see text note 12.

1. Includes both commercial mortgages and residential mortgages if funds * Statistically significant at the 95 percent confidence level.
were used for business purposes.

motor vehicle loans (+0.6 percentage points), whichSUMMARY

are smaller. In fact, small businesses were more likely

to use thrift institutions in 1993 for credit lines and This article analyzes data from the National Survey
motor vehicle loans than for mortgages. of Small Business Finances for 1987 and for 1993

The percentage of small businesses using financeegarding bank and nonbank competition in the mar-
companies for credit services declined slightly, fromket for small business credit. The results indicate that
12.0 percent to 11.6 percent. Smaller proportions obanks have lost market share but only slightly—
firms used finance companies for mortgages, motoabout 2 percentage points. Moreover, bank lending
vehicle loans, and other loans, while larger propor-has strongly rebounded since 1993, suggesting that
tions used them for credit lines, equipment loans, andhis loss may have been reversed subsequent to the
capital leases. period covered by the surveys.

In 1993, 19.6 percent of small businesses used According to the survey results, banks provided
other nonbanks (nonbanks other than thrift insti-more than 60 percent of the dollar volume of credit in
tutions and finance companies) for credit servicespoth survey years, excluding trade credit and credit
a level 1.2 percentage points higher than in 1987¢ard debt, and dominated in the provision of credit
other nonbanks lost ground only in mortgage loanslines. However, the percentage of firms obtaining
Among other nonbanks, leasing companies (notredit from banks dropped significantly, from
shown in table 10) made the most headway in servingt4.0 percent in 1987 to only 36.8 percent in 1993,
small businesses. The percentage of small businessesile the percentage of firms obtaining credit from
borrowing from other nonbanks increased fromnonbanks was stable at about 32 percent. Nonbanks
4.3 percent in 1987 to 7.6 percent in 1993—a gainmade significant gains in the percentage of small
accounted for almost entirely by capital leases andusinesses that used them to obtain credit lines,
motor vehicle loans. equipment loans, and capital leases; however, banks

10. Percentage of small businesses using selected credit services at selected types of nonbanks, 1987 and 1993

Thrift institution Finance company Other nonbank
Credit type Change Change Change
1987 1993 (percentage| 1987 1993 (percentage| 1987 1993 (percentage
points) points) points)
Anycredit ............. 6.1 6.1 .0 12.0 11.6 -4 18.4 19.6 1.2
Creditlines.......... 1.6 2.1 55) N 1.1 4 5 1.6 1.1
Mortgage loans ...... 2.2 1.0 -1.2 2 =38 3.7 1.0 2.7
Equipment loans........ .5 6 A 16 2.0 A4 3.6 5.0 14
Motor vehicle loans . .. 1.8 2.4 6 8.6 7.8 -8 1.7 2.8 11
Capital leases ... .... | 1 2 1 1.2 19 7 4.8 6.3 15
Otherloang ......... 11 5 -6 4 2 -2 6.6 6.7
Note. Firms may have multiple credit accounts at multiple sources. 2. Includes both commercial mortgages and residential mortgages if funds

1. Other nonbanks consist of leasing companies, brokerage firms, mortgageere used for business purposes.
and insurance companies, other business firms, government sources, and3. For definition, see text note 12.
individuals.
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made significant gains in the percentage of firmsDMI frame includes firms that are outside the scope
using them to obtain mortgages. of the surveys, interviewers first screened firms for
Among nonbanks, the data indicate that thrift insti- eligibility, then in the full or “primary” interview
tutions lost almost half their share of the small busi-surveyed eligible firms as well as the firms for which
ness credit market over the 1987-93 period, fallingeligibility could not be determined.
from 7.4 percent to 4.0 percent of the dollar amount The sample selection for both surveys incorporated
of credit. The losses of market share by banks andtratified random sampling with stratification by
thrift institutions primarily accrued to finance compa- urbanization of location (that is, urban or rural),
nies, leasing companies, and brokerage firms. number of employees, and census region. Large firms
The results presented here must be viewed witlhwere oversampled in both surveys. However, the two
caution. Many of the factors we analyze are interressample designs differed from each other in significant
lated, and definitive conclusions cannot be drawrways2!
until more powerful statistical methods can be The 1987 NSSBF used twenty-four strata con-
brought to bear upon this issue. Moreover, we do nostructed as follows: two urbanization categories
examine bank and nonbank competition in the provi-(urban or rural location), three size categories of
sion of transaction account and financial managemerfirms according to the number of employees (1-49,
services—markets traditionally dominated by banks50-99, and 100 or more), and four Census regions. In
These are important and promising areas for futurel987 the screening interview yielded an eligibility
research. rate of 66 percent, and the primary interview yielded
a 65.5 percent response rate. A set of analysis weights
enabled researchers to account for sample design,
APPENDIX BACKGROUND WEIGHTING eligibility, and differential response.
ADJUSTMENTSAND VARIANCEESTIMATES The 1993 NSSBF sample design employed ninety-
seven strata constructed from four partitions of the
The 1987 and 1993 NSSBFs were conducted fosample frame—one main partition and three minority
different purposes. The 1993 survey focused on theartitions of likely Asian-, Black-, and Hispanic-
availability of credit to small and minority-owned owned firms respectively. The main partition was
businesses, whereas the 1987 survey focused on thivided into ninety sampling strata defined by the two
definition of banking markets. Consequently, respon-urbanization categories, five size categories of firms
dents to each survey answered a different set oficcording to the number of employees (1-19, 2049,
questions, but all respondents provided a complet®0-99, 100-499, and unknown), and nine Census
roster of their firms’ finances, including information regions. Each of the three minority partitions was
about the firms’ credit lines, loans, and lea&es. divided by urbanization for a total of six minority
Interviewers conducted each survey using a systerstrata. A ninety-seventh stratum was defined to
known as computer-assisted telephone interviewingiccount for firms that were listed on the DMI file
to enter the responses directly into a computerizeavith more than 500 employees and that had fewer
survey database. Research Triangle Institute conthan 500 when surveyed. The best estimate of the
ducted the 1987 survey, with the interviews fromeligibility rate is 68.2 percent, and the overall
September 1988 through September 1989. Priceesponse rate was 59.5 perc&hthe computation of
Waterhouse conducted the 1993 survey, with interthe analysis weights for the 1993 survey is more
views from March 1994 through February 1995. Thecomplicated than that for the 1987 survey. For 1993,
list from which the sample was drawn (the samplingDMI data were used to compute an adjustment for
frame) for both surveys was the current (Decembeeligibility and nonresponse.
1987 and November 1993) Dun and Bradstreet Mar-
ket Identifier (DMI) file. This continually updated file
combines records derived from the traditional Dun 21. For a detailed description of the 1987 survey, see Brenda G.
and Bradstreet credit-rating program with recordsSos, oo £ Ellehavsen and Join b, ol Netorel
derived from business telephone listings. Because threport RTI/4131-00FResearch Triangle Park, N.C.: Research Tri-
angle Institute, 1989); and for the 1993 survey description, see Price
_ Waterhouse, “The National Survey of Small Business Finances Meth-
20. The analysis excluded firms classified as real estate operatorsdology Report,” July 1996.
lessors, subdividers, and developers, resulting in the exclusion of 22. For the 1993 survey, eligibility for a large proportion of the
66 firms from the 1987 survey and 101 firms from the 1993 survey.sample could not be determined. Thus, the eligibility rate was
These firms were identified by their respective four-digit Standardestimated assuming different scenarios for the nonrespondents. The

Industrial Classifications, 6512 (Real Estate Operators and Lessord)est estimate proportionately assigned ineligibility status to the
and 6552 (Real Estate Subdividers and Developers). nonrespondents.



994 Federal Reserve Bulletin] November 1996

Besides “unit nonresponse”—eligible firms that Variance Estimates
do not provide interviews—analysts must also
account for “item nonresponse” that results when aTo obtain estimates of the change in bank shares and
respondent fails to provide answers to particularincidence shown in tables 1, 4, 6, 7, 8, 9, and 10,
guestions. Both unit and item nonresponse are imporestimates of the sampling variance were calculated
tant sources of uncertainty. To provide users of thefor use in tests of statistical significance. Although
NSSBF data with a complete working dataset, vari-the sampling variance accounts for the major source
ous models were used to impute the missing valuesf error in a survey, other errors may arise at any
from the available datz stage: for example, a respondent may misinterpret a
question; an interviewer may miscode a response; an
editor may misinterpret a response. Also, the imputa-
Weighting Adjustments tion process itself may be a source of error because of
the uncertainty associated with any estimation pro-
Analysis weights were adjusted to facilitate propercess. However, the dominant source of error, and the
comparisons of 1987 and 1993 data. Although botteasiest to quantify, is the sampling erteit-or the
surveys used the DMI file as a sampling frame, theanalysis reported here, sampling variances were
types of businesses represented in the file changezbmputed with the replicate method of bootstrap
significantly between surveys. These changesampling?®
increased the DMI files’ coverage of the smallest Sampling variance can be estimated using “repli-
firms by adding records for firms identified from cation methods” that sample from the actual respon-
third-party lists, such as telephone directories. Todents in a way that includes the important dimensions
adjust for the superior coverage of the 1993 DMl file, of the original sample desigii.The bootstrap method
the 1987 analysis weights were recalculated so thas one such technique that is feasible with the NSSBF.
the distribution of firms by employment size in the Using the bootstrap method involves sampling with
1987 data is the same as that in the 1993 é&hata. replacement—that is, after each selection, cases are
The analysis in this article excluded a small num-replaced in the sampling pool so that they may be
ber of firms from each survey because of reportingselected in a subsequent draw. This operation was
errors. Each firm with a credit line used, loan, orperformed 400 times, and a set of analysis weights
capital lease accounting for more than 1 percent ofvas computed for each of these 400 replicates. In this
the aggregate dollar amount of any credit categorynodel, the sampling error of an estimate computed
was identified. Credit amounts for these firms werefrom the full sample (for example, the proportion of
then inspected for potential reporting errors thatfirms using credit) is estimated as the standard devia-
would account for any discrepancies. This inspectiortion computed using the 400 bootstrap estimates.
identified thirteen firms from the 1987 survey and For the 1987 survey, the replicates were selected to
eighteen firms from the 1993 survey whose data wer@reserve the original sampling strata. The analysis
in error. These firms’ records were dropped from theweights for the replicates were computed by adjust-
database, and the weights of the remaining firmsng the original analysis weights so that the frequen-
were recalculated so that the original frequency districies estimated within sampling strata remained
bution in each sampling strata was preserved. Afteconstant. For the 1993 survey, some of the sampling
these adjustments, the 1987 sample consisted aftrata had too few respondents and thus were col-
3,145 respondents representing 3.2 million firms, andapsed within employee size classes into “bootstrap
the 1993 sample consisted of 5,237 respondents, rep-
resenting 4.9 million firms.

25. For instance, researchers have shown that sampling error is
large relative to imputation error in the 1992 Survey of Consumer
Finances. (See Arthur B. Kennickell, Douglas A. McManus, and
_ R. Louise Woodburn, “Weighting Design for the 1992 Survey of
23. The imputation was similar to that used for the Board’s Survey Consumer Finances,” Board of Governors of the Federal Reserve
of Consumer Finances. For details, see Arthur B. Kennickell, “Impu- System, Division of Research and Statistics, 1996.)
tation of the 1989 Survey of Consumer Finances: Stochastic Relax- 26. When sampling designs and desired estimators are complex,
ation and Multiple Imputation,Proceedings of the Section on Survey replicative variance estimators such as the jackknife and the bootstrap
Research Method#&\merican Statistical Association, 1991). are most appropriate. (See R.R. Sitter, “A Resampling Procedure for
24. |deally, the weights should be adjusted using the precise differ-Complex Survey Data,Journal of the American Statistical Associa-
ence in the coverage of the 1987 and 1993 DMI frames. This informa-ion, vol. 87 (September 1992), pp. 755-65.)
tion was not available, however, so the 1993 sample estimate was used 27. See Jun Shao and DongshengThg Jackknife and Bootstrap
as a proxy. (Springer-Verlag, 1995).
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A.l. Distribution of the dollar amount of small business bootstrap replicate) were computed. Because the

credit outstanding, by credit type, 1987 and 1993 bootstrap estimates represent the sampling distribu-
Percent except as noted tion of the full-sample estimate, the variance of the
_ Change bootstrap estimates is the estimate of the sampling
Credittype 1987 1993 (peeeli®®  yvariance of the full-sample estimate. For example,
Credit mes used 40 ar Lo1r the incidence of the use of banks for any credit in
"""" (2.97) (1.40) (3.28) 1993 is 36.8 percent (table 9, first line). The bootstrap
VAT s e noe- 312 13.9 _17.3% replicate estimates ranged from 34.9 percent to
(2.27) (77) (2.40) 38.4 percent, with a median of 36.8 percent and a
Equipment loans. ... . 105 113 8 variance of 0.39. The same process was repeated for
(1.28) (54) (1.39) all share and incidence estimates for 1987 and for
Motor vehicle loans ... .. . 6.1 6.0 -1 1993
(2.13) (.32) (2.15) ) . .

Canital loases 10 62 5 pe To test the significance of the changes between
PRETIEASES o (52) (:34) (:63) 1987 and 1993, astatistic was computed as follows.
Other loan$ .« 143 186 44 The full-sample estimate for 1987 was subtracted

(1.68) (1.02) (1.96) from that for 1993 to estimate the difference of the
Total i . 100 100 share or incidence measure. The standard deviation
Note. Standard deviations shown in parentheses. of this differen_ce is the square root of the sum of the
1. Amounts drawn down under creditlines. o dbootstrap variances of the 1987 and 1993 compo-
were Used for business purposes. - oo moneaes TRMhents. Thez statistic is then computed as the esti-
3. For definition, see text note 12. mated difference divided by its standard deviation.

* Statistically significant at the 95 percent confidence level. The z statistics have an approximate standard normal

distribution, so that significance levels indicating

sampling strata.” Analysis weights were then com-Whether these estimates are significantly different
puted so that frequencies within the bootstrap samfrom zero are easily computé@dTable A.1 shows the
pling strata remained constant. standard deviations of the data reported in tablé1l.

With the bootstrap replicates and the associated
analysis weights developed, the computation of sam-
p“ng variance 1s Stralghtforward albeit intensive. 28. For an explanation of tests of significance with normal data, see
Four hundred bootstrap estimates (one from each. Blalock, Jr. Social StatisticgMcGraw-Hill, 1972), pp. 93-105.
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Industrial Production and Capacity Utilization
for September 1996

Released for publication October 17 At 127.1 percent of its 1987 average, total industrial
production in September was 3.5 percent higher
Industrial production increased 0.2 percent inthan it was in September 1995. Utilization of indus-
September after a gain of 0.4 percent in August; thdrial capacity edged down 0.1 percentage point, to
August rate is slightly smaller than previously 83.3 percent. Meanwhile, on a quarterly average
reported. Manufacturing output also increasedbasis, growth in industrial production slowed from an
0.2 percent in September. The production of motorannual rate of 6.7 percent in the second quarter to
vehicles and parts, however, fell back about 2 percerd.4 percent in the third quarter, with the slowdown
for the second straight month. Mining output slippedevident in most major market groups except nondura-
0.2 percent, while output at utilities rose 0.4 percentble consumer goods and durable goods materials.

Industrial production indexes

Twelve-month percent change Twelve-month percent change
Tota industry 5 Manufacturing 5
+ +
10 10
— — 5 — - 5
| | | | | | | | | | | |
— Materials — 10 — — 10
Durable
— 15 L manufacturing 15
Product o 0
uets 710 Nondurable -1 0
manufacturing
— — 5 — 5
| | | | | | | | | | | |
1990 1991 1992 1993 1994 1995 1996 1990 1991 1992 1993 1994 1995 1996
Capacity and industrial production
Ratio scale, 1987 production = 100 Ratio scale, 1987 production = 100
— Total industry . — 160  —Manufacturing . — 160
- Capacity 1140 kL Capacity - 140
— — 120 — 120
) — 100 F ) — 100
Production Production
— 80 — 80
I I I I O S S N N | I I S I [ S S N N |
Percent of capacity Percent of capacity
Total industry Manufacturing
I~ Utilization -1 9 Utilization -1 0
W— 80 W— 80
— — 70 — 70
I I I I O S S N N | I I S I [ S S N N |
1982 1984 1986 1988 1990 1992 1994 1996 1982 1984 1986 1988 1990 1992 1994 1996

All series are seasonally adjusted. Latest series, September. Capacity is an index of potential industrial production.
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Industrial production and capacity utilization, September 1996

Industrial production, index, 1987 =100
Percentage change
Category 1996
1996 Sept. 1995
to
June ‘ July" ‘ Aug." ‘ SeptP Juneg ‘ July" | Aug.’ ‘ SeptP Sept. 1996
Total ...ovvii . 126.4 126.4 126.8 127.1 .8 .0 4 2 35
Previous estimate................... . 126.2 126.3 126.9 .6 1 5
Major market groups
Products, tot&ll ...................... . 1223 122.6 122.4 122.9 .8 2 -1 4 29
Consumer goods.. ... 116.8 117.4 116.6 116.6 4 5 -7 1 5
Business equipment.. 168.6 170.1 170.8 172.1 1.6 9 4 .8 8.8
Construction supplies. . 113.9 112.5 113.2 113.5 2.6 -1.3 7 2 4.6
Materials..............covvviiinnne, . 132.6 132.3 133.7 133.7 .8 -3 11 .0 4.3
Major industry groups
Manufacturing. ...................... . 1285 129.0 129.1 129.4 9 3 1 2 3.6
Durable..............coooiiiiin . 1411 141.5 142.2 142.4 1.5 .3 5 1 5.9
Nondurable....................... . 1146 115.1 114.6 115.1 2 4 -4 5 7
MiNING ..o . 102.8 101.4 103.8 103.6 2.3 -1.3 24 -2 3.6
utilities ... . 126.6 123.1 125.2 125.7 -1.4 -2.7 1.7 4 25
Capacity utilization, percent Cl\a/llr])EaM(‘fi)ty
per-
centage
1995 1996
Average, Low, High, Sghtanfgés
1967-95 1982 1988-89 pfo
Sept. June Julyr Aug.’ SeptP Sept. 1996
Total ... . 821 71.8 84.9 83.7 83.7 83.4 83.4 83.3 3.9
Previous estimate................... . L s L L 83.5 83.3 83.5
Manufacturing. ...................... . 814 70.0 85.2 82.8 82.6 82.5 82.3 82.2 4.4
Advanced processing............. 80.7 714 83.5 81.1 80.8 80.8 80.7 80.5 5.2
Primary processing............... 82.6 66.8 89.0 86.9 86.8 86.6 86.3 86.2 25
MINING ..o . 874 80.6 86.5 89.3 91.9 90.7 92.9 92.7 -1
utilities ... . 86.9 76.2 92.6 90.7 92.6 90.0 914 91.6 1.4
NotEe. Data seasonally adjusted or calculated from seasonally adjusted 2. Contains components in addition to those shown.
monthly data. r Revised.
1. Change from preceding month. p Preliminary.

When analyzed by market group, the data showtrated at producers of information processing equip-
that the overall output of consumer goods was littlement. The output of industrial equipment was
changed in September, as substantial declines in thenchanged, and production for this segment remains
production of automotive products and other con-near its September 1995 level. Led by another large
sumer durables were offset by advances in the prodrop in motor vehicle assemblies, the production of
duction of nondurable consumer goods. Motor vehi-transit equipment fell again in September. Growth at
cle assemblies fell 0.5 million units (annual rate) commercial aircraft manufacturers continued strong,
from their August level. The output of other durable however, with production up more than 14 percent
consumer goods declined noticeably for the thirdsince June. The output of defense and space equip-
consecutive month, putting it more than 4 percentment edged up in September after having posted
below its June level and more than 1 percent belowsubstantial increases in the two preceding months.
its year-ago level; the weakness in September wa$he production of construction supplies, which had
concentrated in household furniture, refrigeratorsyisen a revised 0.7 percent in August, increased
and miscellaneous durable goods. In contrast to th@.2 percent; the output of business supplies, however,
lowered output of consumer durables in Septemberebounded from the previous two months of weak-
the production of consumer nondurables rose 0.5 pemess, advancing 1.1 percent.
cent, led by gains in the production of foods and The output of industrial materials was flat in Sep-
chemical products; electricity usage and the output ofember. With a return to more seasonal temperatures,
clothing and paper products also increased, but gasdhe production of energy materials edged up 0.2 per-
line output fell. cent after having risen 2.4 percent in August. After

The output of business equipment advancedstrong growth in August, the output of durable goods
0.8 percent; as in August, the increase was concermaterials was unchanged, as gains in the output of
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parts destined for use in computer, aviation, andndustrial use of electric power; the current target for
defense equipment were offset by declines in partpublishing the revision is late November. The revi-
used primarily in consumer durables. The output ofsions of IP, capacity, and capacity utilization will
nondurable materials increased just 0.1 percent aftancorporate updated source data for recent years and
a 0.7 percent decline in August; declines in textilewill feature a change in the method of aggregating
materials and containers largely offset gains in papeithe indexes. From 1977 onward, the value-added
chemical, and miscellaneous materials. proportions used to weight individual series will be
When analyzed by industry group, the data showupdated annually rather than quinquennially. In addi-
that after a revised 0.1 percent gain in August, factontion, the IP indexes and the capacity measures will be
output increased 0.2 percent in September; the praebased so that 1992 actual output equals 100. Capac-
duction of durable goods edged up 0.1 percent, whiléty utilization, the ratio of IP to capacity, will be
that of nondurable goods grew 0.5 percent. Amongecomputed on the basis of revised IP and capacity
durables, the output of motor vehicles and parts andneasures.
of miscellaneous manufactures declined substantially; The aggregate IP indexes will be constructed with
the production of lumber and of iron and steel alsoa superlative index formula similar to that introduced
fell. These declines were more than offset, howeverpy the Bureau of Economic Analysis as the featured
by substantial increases in computer and office equipmeasure of real output in its January 1996 compre-
ment, in aerospace and miscellaneous transportatidmensive revision of the National Income and Product
equipment, and in stone, clay, and glass products andiccounts. At present, the aggregate IP indexes are
by small increases in other industries. Among non-computed as linked Laspeyres indexes, with the
durables, the indexes for food, tobacco, paper, angveights updated every five years. Because of the
chemicals all posted gains in excess of 0.5 percentiapid fall in the relative price of computers and
printing and publishing and petroleum refining alsoperipheral equipment, that periodic updating of
advanced. On the negative side, the output of leatheweights is too infrequent to provide reliable estimates
products, textile mill products, and apparel productsof current changes in output, capacity, and capacity
all of which had declined in August, fell again. The utilization. With the publication of the revision,
production of rubber and plastics products alsovalue-added proportions will be updated annually,
retreated. and the new index number formula will be applied to
The factory operating rate edged down 0.1 percentall aggregates of IP, capacity, and gross value of
age point, to 82.2 percent. The rate for advancedproduct. For the most part, relative price movements
processing industries decreased 0.2 percentage poirgnong the 260 individual components of the IP index
to 80.5 percent, and the rate for primary-processingre likely to have little visible effect on total IP.
industries slipped 0.1 percentage point, to 86.2 perHowever, the more frequent updating of the relative
cent. Although the operating rate for primary proces-price of the output of the computer industry could
sors remains 4 percentage points below the high ratewer overall IP growth in some years by as much as
for the current expansion, achieved in Decembel? percentage point; in other years, the updating of
1994, capacity utilization for these industries isweights will have virtually no effect. Because the
3.6 percentage points above its 1967-95 average. Inew index number formula will slow capacity growth
particular, the operating rates for primary metals,as well as IP growth, the effect of the reaggregation
petroleum refining, fabricated metals products, andn overall capacity utilization should be small.
rubber and plastics products are more than 5 percent- The regular updating of source data for IP will
age points above their long-run averages. include the introduction of annual data from th@94
This release and the history for all published Annual Survey of Manufactureend selectedl995
series are available on the Internet atCurrent Industrial Reportef the Bureau of the Cen-
http://www.bog.frb.fed.us, the Board of Governorssus. Available annual data on mining for 1994 and
World Wide Web site. 1995 from the Department of the Interior will also be
introduced. Revisions to the monthly indicators for
each industry (physical product data, production-
worker hours, or electric power usage) and revised
1996 REVISIONANNOUNCEMENT seasonal factors will be incorporated back to 1992. In
addition, the benchmark index for semiconductor out-
During the fourth quarter, the Federal Reserve willput will be revised back to 1977 to reflect a hedonic
publish revisions of its measures of industrial pro-price index similar in concept to that used for the
duction (IP), capacity, capacity utilization, and computer industry.
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The statistics on the industrial use of electric power More detail on the plans for this revision is avail-
will be revised back to 1972. These revisions stemable on the Internet at http://www.bog.frb.fed.us.
from three basic sources. First, the new figures incorOnce the revision is published, the revised data will
porate more complete reports received from utilitiesbe available at that site and on diskettes from the
for the past few years. Second, an updated panel doard of Governors of the Federal Reserve System,
reporters on cogeneration will be fully integrated into Publications Services, 202-452-3245. The revised
our survey of electric power use. Third, the levels ofdata will also be available through the Economic
the monthly electric power series for manufacturingBulletin Board of the Department of Commerce; call
industries will be benchmarked to indexes derived202-482-1986. In addition to the data currently pro-
from data published in the Census Bureau’s annualided, the time series of implicit prices necessary for
surveys and censuses of manufactures. These indexasuser to aggregate IP and capacity under the new
will also be revised so that 1992 electric power usagaenethodology will be provided by the Industrial Out-
equals 100. put Section, 202-452-3151. O
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Statements to the Congress

Statement by Lawrence B. Lindsey, Member, Boardnents are having on the banking organizations that
of Governors of the Federal Reserve System, beforare most affected and on the industry overall. Finally,
the Committee on Banking and Financial Services] shall consider some of the potential economic rami-
U.S. House of Representatives, September 12, 1996fications of the current levels of consumer debt.

| am pleased to appear before this committee today to
discuss trends in consumer lending; the FederaREASONS FORHIGHER DEBT LEVELS
Reserve Board's view of the likely causes of these
developments; and their likely effect on the U.S.Economic developments in the United States have, in
economy, banks, and consumers. recent years, been favorable to growth in both spend-
As Chairman Leach noted in his letter of invita- ing and borrowing by the household sector and to
tion, consumer delinquencies on nonmortgage delstrong growth in consumer lending by U.S. banks,
have increased in recent periods, and bankruptcynaking both supply and demand factors conducive to
filings could well exceed 1 million in 1996. These consumer credit expansion. On the demand side,
developments have begun to affect profit margins atising levels of employment and income coupled with
some financial institutions, and the Federal Reservéhe dramatic increases in stock and bond prices, and
has been closely monitoring these conditions andhus aggregate household wealth, have led to both a
discussing their implications with individual banking greater ability and a greater willingness of consumers
organizations and industry groups. In our view, givento spend.
the generally strong financial condition of the institu-  During this same time period, rates and fees on
tions most affected by these developments and that afonsumer financing products have been coming
the U.S. banking system, these adverse trends do ndbwn. For example, average credit card rates, which
currently present a material threat either to individualstood at about 28 percent in late 1991, declined to
banking organizations or to the overall bankingless than 1% percent by May of this year. At the
system. same time, annual fees on credit cards were dropped
We have also been carefully monitoring the effectby many institutions. In addition, declining residen-
of higher debt levels on the potential for sustainedtial mortgage rates throughout most of this interval
noninflationary growth in the U.S. economy. Although contributed to a significant reduction in monthly pay-
household debt levels are at or near record levels, weents on such debts. The relatively low mortgage
believe that the balance sheet of the household secteates of the early 1990s precipitated a refinancing
viewed in the aggregate is sound. Barring unexpectetdoom that allowed many consumers to reduce signifi-
developments in either consumer credit policies orcantly their monthly mortgage obligations and to pay
the wealth or income position of households, we dodown higher cost consumer debt.
not believe that current debt levels pose a threat to In combination, these generally favorable devel-
the continuation of the present economic expansionopments have given consumers the confidence and
However, although balance sheets are sound overalfinancial foundation to incur additional debt to
the trends affecting different household groups havdinance major purchases. The net effect is that we
been uneven. As a result, we might expect, and arlave increased our spending faster than we have
seeing, increased caution on the part of lendergncreased our income. Since the second quarter of
regarding further extensions of credit. Lenders are1991, when the present expansion began, real per
and should be, on heightened alert for potential signgapita disposable personal income has risen $1,264,
of increased financial stress among households. while real per capita expenditures have gone up
In my remarks, | would like to begin with an $1,389. Essentially, for every $1.00 our income has
overview of the economic factors that are likely to gone up, we have spent $1.10. This extra spending
have contributed to the rising levels of consumerhas been particularly concentrated among big ticket
debt. | shall then turn to the emerging—and still items, which economists call “durables.” While real
well-contained—consequences that these develompending per capita has risen about 8.5 percent over-
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all, real per capita spending on durables has risethe 300,000 mark and had exceeded 1 million in the
more than three times as fast (27.3 percent). It is noprevious twelve months for the first time in history.
unusual for consumers to borrow to finance theseOn the basis of available information, it is hard to
durable purchases. High rates of durable purchase®fute the observation of Sam Gerdano, the head of
and consumer confidence usually occur during busithe institute, that “today’s bankruptcy boom is the
ness cycle expansions. So, much of the higher levahatural result of three years of sustained consumer
of consumer debt could be attributed to acquiringspending increases that far outpaced income growth
additional assets, a normal development at this stage an era of greater social acceptance of bankruptcy.”
of the business cycle. A recent survey of the causes of consumer bank-
The growth in nhonmortgage consumer debt hasuptcy by VISA indicated that being overextended
been particularly robust in the past two to three yearswas the most commonly cited reason. Interestingly, it
As the economy emerged from recession in 1991exceeded event-specific reasons such as medical
growth in nonmortgage consumer debt was muclemergencies, unemployment, and divorce.
slower than typical, reflecting sluggish spending on While rising levels of consumer debt may be con-
durable goods and lingering fears about long-terntributing to the climb in bankruptcies, bankruptcy
layoffs and other threats to job security. However, bylaw may also be contributing to rising debt levels.
1994 consumer confidence had recovered consideGeveral factors are said to be contributing to higher
ably, and demand for autos and other durable goodrates of personal bankruptcy, including greater social
had strengthened. Nonmortgage consumer debt greacceptability of the practice, changes in law that have
about 15 percent that year and the next. Revolvingnade bankruptcy less onerous for individuals, and
credit—primarily credit card debt—has been, by far,increased advertising by bankruptcy attorneys. To the
the fastest-growing component of consumer debtextent that bankruptcy is perceived by consumers as
averaging annual increases of 20 percent over than easier option, the demand for credit, and particu-
past two years. larly the willingness to take on high levels of credit,
In part, the rapid rise in credit card debt is part of ais enhanced. With the consequences of bankruptcy
long-standing trend. In 1977, when first reportedreduced, individuals, other things equal, may be more
separately to the Federal Reserve, revolving debt olvilling to borrow than would otherwise be the case.
U.S. consumers totaled $30 billion, or 14 percent ofOne may not wish to foreclose the possibility of
all consumer debt. In July of this year, the amountrenewed credit access to those who have been forced
outstanding was $454 billion (preliminary), or nearly by uncontrollable circumstances to seek the protec-
40 percent of the total. Some surveys show thation of bankruptcy, but it should be recognized that
80 percent of U.S. households now have at least onandue generosity on this score only encourages
credit card. In addition, some of the increase ingreater use of the bankruptcy remedy and consequent
consumer debt is merely a reflection of the greatechargeoffs.
prevalence of convenience use of credit cards as a In sum, a variety of macroeconomic and socioeco-
substitute for cash or check payment. Conveniencaomic factors have contributed to the rise in the
users typically pay their card balances in full eachdemand for consumer credit. The lower cost of credit
month. The increased convenience use of credit cards certainly a factor. Higher income and wealth and
has been reinforced in recent years by a variety ofhe consequent increase in consumer confidence have
incentives, such as the availability of frequent flierincreased the willingness to both spend and borrow.
miles. But, the Federal Reserve’'s Survey of Con-A long-term trend toward greater willingness to use
sumer Finances suggests that the convenience shateusehold debt, particularly credit card debt, has also
of outstanding credit card debt, defined as crediplayed a factor. The reduced consequences of per-
extended to people who always pay their credit cardsonal bankruptcy may also have played a role.
bills each month, has not risen markedly in recent Accompanying the increase in demand for con-
years and still accounts only for roughly one dollar in sumer credit have been developments on the supply
seven of aggregate credit card debt. side of the market. As a percentage of total bank
The particularly rapid growth in the demand for loans, consumer debt (including mortgages) has been
unsecured credit coupled with changes in both legaincreasing steadily for some time—from 33 percent
and social attitudes raises another potential, albeibf total bank loans in 1980 to roughly 40 percent five
disturbing, factor affecting demand: the increasedyears ago and about 44 percent today. Credit card
incidence of personal bankruptcy. Late last monthdebt has been a particularly fast growing segment of
the American Bankruptcy Institute reported that per-bank portfolios. Since late in 1991, credit card debt
sonal bankruptcy filings in the second quarter nearedhas risen about twice as fast as total loans. If one adds
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back estimates of the outstanding securitized credi$l billion in assets and with credit card balances
card debt of banks, such credit has risen almost threeomprising more than 50 percent of total assets). For
times as fast as total loans at banks. various legal, tax, and operating reasons, most large
The industry’s total increase in credit card loansbanking organizations find it convenient to establish
has been supported by the aggressive marketing afuch banks, separate from their other operations, as a
some banks. Marketing campaigns typically involvevehicle for booking most, if not all, of their credit
broad-based, regional, or nationwide solicitations andtard loans. These roughly thirty entities most recently
often include preapproved lines of credit based on theeported an average annualized return on assets for
results of “credit scoring” models that statistically the second quarter of 2 percent, compared with a
evaluate an individual's creditworthiness. Creditquarterly return of 1.3 percent for all insured com-
scoring and computer-based statistical evaluatiomercial banks. While credit card banks remained
have sharply lowered the cost of making a decision tanore profitable than other banks, their profitability
extend credit. This has greatly facilitated the massas declined a good bit in recent years because of
marketing of credit to individuals who are not bank heightened competition and the erosion of credit
customers and who live outside banks’ traditionalquality. Credit card banks also maintain average
service areas. equity to asset and loan-loss reserves to total loan
In addition, banks’ success in securitizing con-ratios well above industry averages.
sumer debt instruments for resale in capital markets The strong earnings profiles of the credit card
has increased both their willingness and their abilitybanks, and their associated capital and reserve alloca-
to make such loans. Securitization and credit scoringions, are reflections of the risks associated with this
have necessitated heavy investments in the technderm of lending. Higher risk and higher return go
logical infrastructure needed to evaluate, originatehand in hand, and the higher capital and reserves
and effectively manage such credits. associated with this form of credit are required to
In turn, this has changed the cost structure of thébalance the risk. Put another way, lenders active in
industry to favor an expansion of volume to exploit the credit card business are conscious of higher
scale economies. Major competitors have increaspotential loss rates and expect returns that will fully
ingly used special promotions offering reduced feesabsorb these losses and still provide an adequate
and rates to obtain market share and maximize therofit margin. They are also aware of the necessity to
scale economies of their operations. Some have alsiake steps to ensure that the variance in returns on
been willing to take on greater risk in the interest ofthese loans does not create significant solvency con-
increasing loan volumes. Such competitive zeal allcerns for their organizations.
too often attracts weak or otherwise marginal borrow- Generally speaking, delinquency rates on non-
ers. The resultant adverse selection of credit risks hasiortgage consumer loans have been trending up for
contributed to a decline in asset quality at somethe past year, with some of the increase in delin-
banks. quency rates merely the result of the “seasoning” of
While these problems have eroded returns at indirecently underwritten loans, a typical pattern. How-
vidual institutions, a critical factor that continues to ever, for credit cards, the widely followed statistics of
contribute to the emphasis on such lending has beethhe American Bankers Association show that the
the significant, overall long-term profitability of the numberof delinquent accounts is historically high.
credit card business. This is not irrelevant for aThe more comprehensive figures from the official
banking system whose largest institutions had beebank call reports based on thellar volumes of loan
under earnings pressure through much of the 1980kalances, however, show a much milder upturn in
because of their exposures to developing countriegjelinquencies—but still one warranting our attention.
energy sector borrowers, and commercial real estate Recently, our supervisory activities, surveys of
markets. Thus, both supply and demand factors helpxaminers, and discussions with bankers all have
explain the increase in the levels of consumer debsupported the view that banks are recognizing weak-
that we have recently experienced. nesses in the consumer lending market and are
actively adjusting their underwriting and monitoring
procedures for these loans. Some banks have also
EFFECT ON THEBANKING SECTOR increased their levels of reserves for these loans in
recent months.
One indication of the profitability of credit card lend-  Since March 1995, the Federal Reserve has also
ing can be seen in analyzing the so-called credit cardbeen conducting a quarterly survey of its most senior
banks (defined to include banks with more thanexaminers to track their assessments of conditions in
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the banking market, including their assessments o€redit extensions. In this regard, they increase the
any changes in lending terms and conditions forlong-term health and viability of the economic expan-
consumer loans. To supplement these surveys, regsion by ending potential economic excesses before
lar discussions are conducted with bankers and supethey adversely affect the banking and credit delivery
visory officials at the Reserve Banks to ascertain theisystem.
opinions on current lending conditions. In the most Third, the development of computerized credit-
recent Federal Reserve Senior Loan Officer Surveyscoring models offers the potential for more discern-
nearly half of the respondent banks, on net, hadng and carefully targeted reductions in the willing-
tightened underwriting standards for approving newness to extend credit or adjustments in the terms on
credit card applications, up from about a quarter inaccounts. In this regard, a reduced willingness to lend
the two previous surveys. More broadly, the propor-may be more narrowly focused than in the past. The
tion of respondentsesswilling to make consumer adverse impact of a reduction in credit availability
installment loans slightly exceeded the proportionmight therefore be less in the present expansion than
that wasmorewilling to lend, for the first time since it has been in the past.
1991. Such a revisiting of current credit standards Still, the potential for a systematic and widespread
and practices seems well considered, given the lengthullback in credit access needs careful monitoring.
of the current period of economic expansion and thelur first concern is that banks are engaging in safe
signs of weakness in some elements of consumesind sound lending practices. As | mentioned earlier,
finances such as rising delinquency and bankruptcywe believe that they are. Thus, any regulatory or
rates. legislative mandate to reduce bank credit extensions
to consumers is unnecessary. We also do not believe
that the reduced willingness to extend credit at the
POTENTIAL ECONOMIC RAMIFICATIONS current time is sufficiently widespread to create any

- ignifi ic risk to th ion.
Reduced Willingness To Lend significant macroeconomic risk to the expansion

The survey results on banks’ willingness to lend to
finance consumer purchases raises a natural macr

economic question. Could a puII_bgck i_n bank willing- A second potential economic concern involves high
nessbt? Iendf crheate potential difficulties for the SUSebt-service burdens (that is, the amount a household
tainability of the economic expansion? Figure 1 U S
provides some historical detail on this isSuas the must pay each month to cover its debt obligations).

figure indicates, there seems to be a degree of coincﬁ‘t some point, one would imagine that the cost of

dence between pullbacks in banks’ willingness tosgrvéc'gﬁu:i'r:)% Ice(;/r?sl,irﬁ];:jse’b(;ig%ﬂgb?gsiﬁg?);gc?hgt

lend and economic downturns. Nonetheless, it woul heg would have no choice buR[ to reduce current

be premature to expect that any current pullback in y . ; .
consumption. However, neither economic theory nor

the willingness to lend to consumers would necessar, - -1 avidence provides anv aood indication of
ily precipitate a recession. P P Y9

First, although the chart does indicate an apparenﬁzlﬁ;esl ?n\cljmwh debt-service constraints begin to
relationship, it is not at all clear that a cause-and- Fi urep2 shov%/]é the level of estimated debt service
effect relationship exists or in which direction any 9 . .

as a percentage of disposable personal income over

economic causality might run. On theoretical : SO
grounds, one could argue either that a pullback inthe past thirty years. While high, the current level of

credit leads to lower spending and thus to a recessiord1ebt service payments is not out of the range of past

. S .experience. As conventionally measured, the level is
or that recessions produce a deterioration in credit P y ’

. - now 16.9 percent, up from a cyclical low of 15.3 per-
?uur?rlmlg g(?;ﬁ;gﬁzso? ?rneﬁtto be less willing to makecent at the end of 1993 but below its peak of 17.6 per-

. . ent at the end of 1989.
Second, as the data on delinquencies and bankrup‘f—A number of developments have taken place

cies make clear, a good case can be made that reduc-cently that have affected this measure. First, the

o . . r
tions in credit are appropriate responses to past exce egvel of mortgage debt service has fallen by a full

percentage point of disposable personal income, from

R _ _ _ . 6.8 percent at the end of 1989 to 5.8 percent cur-
1. The attachment to this statement is available from Publications

Services, Mail Stop 127, Board of Governors of the Federal Reservgently' This hi-ilS been partially offset by a higher level
System, Washington, DC 20551. of consumer installment debt.

g_xcessive Debt Service Burdens
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Second, the use of auto leasing has expanded rapaate that, on average, the household sector increased
idly in recent years, in part, acting as a substitute foiits debt-to-income ratio about 5 percentage points
taking out an installment loan to purchase an automobetween 1992 and 1995. This was the result of an
bile. If one adjusts the measure of debt-service burincrease of 2 percentage points in mortgage debt,
den for leasing, our staff estimates that we wouldfrom 59.8 percent of income to 61.9 percent of
now be about matching the previous peak in theincome and an increase of 3 percentage points in
debt-service burden. Since the previous peak at thaonmortgage consumer debt, from 16.9 percent of
end of 1989, the effect of auto leasing has more thaincome to 19.8 percent of income.
doubled, raising debt-service payments by more than Nevertheless, the survey data suggest some inter-
1 percent of income currently versus just 0.5 percengsting trends in the distribution of this debt. Typi-
of income in late 1989. cally, households earning more than $100,000 per

year sharply reduced their debt levels between 1992
o and 1995. The share of total household debt held by
The Level and Distribution of Household Debt these households fell from one-third to one-quarter,

and this decline was particularly concentrated among

The balance sheet of the U.S. household sector, tak%useholds earning more than $250,000 per year.
as a whole, has improved substantially in recentrhegse ypper income groups experienced a decline in
years. The dramatic increase in the stock market, fof i the mean and median absolute level of debt

example, has increased the financial assets of hoUSgystanding, while all other income groups increased
holds by $4.75 trillion since the end of the recessiontheir debt g group

in 1991. Overall, household assets have increased by

$9.5 trillion, while household liabilities have risen makes the rise in debt levels for other groups more
$1.5 trillion. This rise in aggregate household WealthStriking For example, households with incomes
has doubtless supported the level of consumptiorg)etwee'n $50,000 and ilOO 000 increased their rates
spending of recent years and allowed households Q¢ aggregate’mortgage deb{ to aggregate income by
increa_se their consumption faster than their income%Ibout one-sixth and their corresponding consumer
have risen. : . . o debt to income ratio by roughly 50 percent.

From an economic point of view, nothing is wrong Of course, some households increased their debt

W'th consumers increasing the|_r debt per se. Ir]Cre""%ubstantialIy more than this, and some not at all. The
ing debt to finance long-term investments, such a

. . urvey of Consumer Finances does indicate a strik-
housing, durables, or even education, may be prudent . . - . .
f v g . ing increase in the willingness to go into debt in the
depending on one’s individual circumstances. Fur- 50 000 to $100.000 income groun. The proportion
thermore, taking on debt may be a prudent means o? ’ ’ group. prop

maintaining consumption levels during a period whenmc survey households in this income group reporting

income is below one’s expectations of its lon —termcredit card'debt rose 13 percentage points, from
! ! W XP ! ! g ﬁl percent in 1992 to 64 percent in 1995, compared

for higher levels of consumer debt at present. with a 4-point increase, from 44 percent to 48 percent
Suffice it to say that there are good reasons for am1;or the whole populatlon._ Those holding installment
individual U.S. family to take on additional debt, and d€Pt such as auto loans increased from 52 percent to
it would be wrong for a Federal Reserve governor to®9 Percentin this income group, while the proportion
opine that some particular U.S. family is too much inin the overall population with this type of debt was
debt. Individuals know their own circumstances farunchanged. Nearly 60 percent of the total increase in
better than any government official. But a look atnhonmortgage debt outstanding was assumed by
disaggregated data provides insights into economi€ouseholds in this income group.
trends regarding the willingness of U.S. families to Debt increases for households earning less than
add to their levels of debit. $50,000 were also sizable. The increasing attractive-
Figure 3 combines information from the Federal Ness of various types of financing tied to one’s home
Reserve’s Survey of Consumer Finances (SCF) omroduced a particularly large increase in the ratio of
the distribution of household debt with our estimatesmortgage debt to income. It should be noted that
from the flow of funds accounts on the debt-to- although the mortgage debt to income ratio increased
income ratio of the U.S. household secoWe esti- just 7 percentage points for households earning less
than $25,000, compared with 10 percentage points to
11 percentage points for households earning $25,000
2. The data are from 1992 to 1995 because these are the years LQ $100'0_00’ homeownership rates' are m_UCh lower
which SCF surveys were conducted. among this segment of the population. Adjusted for

The decline in the debt levels for these groups
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the lower level of homeownership rates among thisearnings has been disappointing. Consumers might
income group, mortgage debt to income ratiosbe choosing to cover what they perceive as a tempo-
increased more for these lower income groups thamary reduction in their wages from their long-term
for the $50,000 to $100,000 income group. | mighttrend through debt. During the three-year period dis-
add that the rapid expansion of mortgage financingussed previously, the increase in wage and salary
among low and moderate income groups is borne oupayments has constituted a smaller share of increased
by other data as well. We will not know for some gross domestic product than is usual during expan-
time what the overall effect of this lending will be on sions. During these three years, increased wage and
default and delinquency rates. salary payments constituted only 44 percent of
But these data also show that while some of thencreased GDP, versus 47.2 percent during the
added credit extension during this period is to peoplel981-90 period. Stated differently, if wages and sala-
in income groups that traditionally have not owedries constituted the same share of GDP in 1995 as
much debt, the bulk is not. While overall debt levelsthey did in 1990, workers would have enjoyed about
increased for all groups earning less than $100,000652 billion more in income that year.
the only group to increase its relative share of such Given that overall employment conditions are quite
nonmortgage debt was the $50,000 to $100,00@o00d, workers might reasonably expect this shortfall
income group. Thus, it is reasonable to conclude thato be temporary. An economically rational response
the main reason for the household debt expansion db this situation would be to borrow temporarily to
recent years is not so much an extension of debt tonaintain consumption levels with the expectation
new households but an increase in the debt levelthat the added debt would be repaid when wages rise
taken on by fairly well-to-do segments of the popula-to more normal levels. This theory comports with
tion to whom being in debt (albeit not at these levels)anecdotal concerns about corporate downsizings,
is not an unusual experience. which also lend anecdotal support to the sharp debt
From a macroeconomic perspective, we mustise in the $50,000 to $100,000 income group. An
therefore consider why these middle and uppemwopen question remains as to whether this wage short-
middle income households have increased their delfall is indeed temporary. The comparatively poor
levels. Unfortunately, this is the type of question thatperformance of labor productivity in recent years is
will only be definitively answered in hindsight. | not an encouraging sign. On the other hand, as Chair-
mentioned one likely explanation earlier. It is not man Greenspan has noted before this committee,
at all unusual for these households to expand theithere are reasons to expect that we may not be
levels of durable purchases and debt to finance thesaeasuring the impact of new technologies on our
purchases. Consumer confidence is high and up froraconomy appropriately.
levels earlier this decade, thus increasing demand. Thus, we cannot tell for certain what the dominant
Thus, one possibility is that what we have experi-reasons for the debt increase might be. We cannot tell
enced is a cyclical phenomenon linked to acquisi-how the habit of households increasing spending
tion of consumer durables by relatively affluent faster than income will break: Will productivity
households. increase to allow wages to constitute more normal
A related possibility is that households may beportions of GDP, or will consumers ultimately be
using their access to both mortgage and consumeborced to reduce their spending? Nor can we tell
credit to finance purchases of financial assets. Thevhen this current pattern will end. Consumers can
expectation of high returns in the stock market mayprobably continue to maintain current spending pat-
have induced some households to borrow to financéerns by increasing their debt levels further for the
these investments. Tax rules regarding both homéoreseeable future. The prudence of continuing to do
mortgages and pension plans such as 401(k)s, mago depends crucially on the household’s individual
have made such purchases of financial assets witkituation.
debt for which the interest is tax deductible particu- But at present the Board does not believe that
larly attractive. Whatever the economic performancecurrent debt-service levels are a necessary impedi-
of such a financial arrangement, consumers are reducaent to continued economic expansion. We also see
ing the liquidity of their balance sheets by suchno reason to believe that this expansion of consumer
actions. | might also add, however, that our mostdebt on the balance sheets of the Nation’s banks is
recent Survey of Consumer Finances found littleany cause to worry about their underlying safety and
evidence to support this explanation. soundness. Thus, the Federal Reserve believes that
Yet another possibility, consistent with both the the best policy is to continue to monitor and study
data and economic theory, is that consumers’ longdevelopments in this area but that no immediate
term confidence is high, but recent experience withregulatory or legislative action is warranted.
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Statement by Susan M. Phillips, Member, Boardmany other physical commodities ranging from met-
of Governors of the Federal Reserve System, beforals to oil.
the Committee on Banking and Financial Services, Beyond that traditional financing, banks—and,
U.S. House of Representatives, September 18, 1996 more importantly in this country, nonbank financial
institutions—have also participated in agricultural
Thank you for the opportunity to discuss the recentand other commodity markets through their trading
trading losses by Sumitomo Corporation and theirof commodity derivatives both on and off organized
implications for U.S. banks and markets. Theseexchanges. Unlike the banks’ more traditional func-
losses, which relate to copper trading, may be asions, their trading of commodity derivatives has
large as $1.8 billion and once again highlight theincreased in recent years, largely for the same rea-
importance of sound internal controls by all partiessons trading activities, in general, have grown:
with significant trading activities. At this time the expanded international trade, increased demand for
losses appear to be limited to the Sumitomo tradinghedging instruments and improved methods for man-
company, which has been meeting all of its obliga-aging and controlling risks, advances in computeriza-
tions to U.S. banks arising from its transactions in thetion and communications technology, and other
copper market. factors.

In my remarks today, | would like to address the Nevertheless, commodities trading at U.S. banks
general nature of U.S. bank involvement in tradingremains a very small component of their over-
and financing physical commodity transactions, theall activities. Ownership of actual, physical
Federal Reserve’s actions in the immediate aftermatbommodities—an activity underlying much of the
of the announcement of Sumitomo’s losses, and theopper trading of Sumitomo—is generally limited for
lessons we believe should be drawn from this andJ.S. banks to gold, silver, and other precious metals.
similar episodes. In doing so, | would emphasize atEven their trading of physical commodities contracts
the outset that, as a nonfinancial company, then organized exchanges or through privately negoti-
Sumitomo Corporation is not regulated by the Fed-ated transactions is small, accounting for less than
eral Reserve or by any other banking supervisory oll.0 percent of all their derivatives positions. These
regulatory agency in this country or abroad. Conse<ontracts, in turn, are about evenly divided between
quently, the Federal Reserve’s involvement hagq1) gold and other precious metals and (2) all other
related principally to reviewing the exposure and rolecommodities.
of U.S. banks that lent funds to Sumitomo or that As you may know, the Sumitomo Corporation has
dealt with the company in its copper-related businesbeen a major participant in the trading of copper
and to assisting the Commodity Futures Tradingderivatives for many years, largely through the activi-
Commission (CFTC) in its evaluation of Sumitomo’s ties of its chief copper trader, Yasuo Hamanaka.
U.S. activities. Consequently, after indications of problems in the

company'’s copper trading operations, copper prices
fell sharply. Copper markets appear to have stabi-

lized, and the Federal Reserve is not aware of any
COMMODITIES TRADING ANDFINANCING material spillover effects to other markets.

ACTIVITIES OFU.S. BANKS

U.S. banks have long been involved in financing

commodity activities through their agriculture lend- FEDERAL RESERVEACTIONS AFTER

ing programs directed at the production and sale 08UMITOMO S ANNOUNCEMENT

agricultural products, both domestically and abroad.

Indeed, more than one-quarter of all U.S. banks havémmediately after Sumitomo’s announced loss, the
farm loans in excess of 25 percent of their total loansFederal Reserve took steps to determine the size and
Such lending, however, has become less importanmature of U.S. bank exposures to the trading company
to our banking system as the relative importance ofind to the copper market. Several banks had trading
primary agricultural products in real gross domesticor financing transactions with Sumitomo relating
product has declined. At midyear 1996, farm lendingto its copper trading and were owed payments by
accounted for roughly 2.7 percent of total lending bySumitomo in connection with those transactions.
U.S. commercial banks, compared with 5.2 percent irShortly after the announcement, the banks contacted
1970. U.S. banks have also, of course, been active iBumitomo to review and confirm all outstanding
financing the production, distribution, and sale oftransactions relating to copper, and Sumitomo has
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been meeting all of its obligations as they come duecompanies the only practical response—is to con-
At this time, any losses appear to be limited totinue to promote policies that foster greater market
the Sumitomo trading company itself, but it should discipline.
be noted that the company, regulators, and others Encouraging greater disclosure of risk levels is an
are reviewing the events leading to the Juneeffort that moves in that direction. Disclosures such
announcement. as an organization’s calculated “value-at-risk” have
The Federal Reserve also sought to coordinate itthe potential to provide investors and other market
review of U.S. banks’ copper-related activities with participants with greater information regarding the
the CFTC, which was reviewing Sumitomo’s con- organization’s willingness to take risks and are cur-
duct. To this end, shortly after the announcement ofently being discussed. Official and market pressures
Sumitomo’s loss, senior staff of the Federal Reserveo produce such statistics hopefully will continue to
and the CFTC began meeting together to share inforstrengthen the internal auditing and information sys-
mation pertinent to their respective enquiries. Thistems of many firms. By themselves, though, such
effort is still ongoing. guantitative disclosures will not suffice if large expo-
sures are mismeasured or overlooked. Shareholders,
boards of directors, and senior managers must absorb
IMPORTANCE OFSOUND MANAGEMENT the lesson that strong management and control proce-
CONTROLS dures are essential.
In the case of insured commercial banks, the Fed-
This event highlights, yet again, the importance of aeral Reserve and the other U.S. federal banking agen-
sound management process for controlling risks ircies have stressed the need for adequate management
both banking and nonbanking organizations. As weprocesses in dealing with market conditions today
have seen time and again in recent years, individuaind have announced new supervisory procedures to
traders today have the capacity to inflict tremendouseinforce the point. Through the Bank for Interna-
losses on their institutions when they are allowed tational Settlements and other international organiza-
operate in an environment lacking adequate operatingons, both the banking and securities regulatory com-
procedures and controls. On the other hand, theseunities have taken similar steps abroad. These
incidents also illustrate the resilience of even specialregulatory efforts, combined with the lessons imposed
ized commodities markets and the ability of world by the markets, should begin to drive home to market
markets to absorb dramatic shocks. practitioners the importance of sound operating pro-
It is instructional that the well-publicized losses cedures and controls.
at Barings, Daiwa, Sumitomo, and others have all
derived from violations of fundamental, managerial
principles of control, such as those dealing with theCONCLUSION
recording of all positions and the adequate separation
of duties. Managements must build and maintainAlthough managing and controlling risks in a large
adequate systems for controlling risks, whether theyrganization today can be a complicated, challeng-
operate bank or nonbank institutions. ing, and expensive task, the costsnait adequately
Losses such as Sumitomo’s raise the issue of moreontrolling risks can be much greater. One must
extensive regulation. Regulation, however, simplyconclude from recent events that some institutions
cannot substitute for sound management. Earliehave yet to recognize that fact and take adequate
episodes clearly demonstrate that the very samepreventive measures. While financial risk-taking is
problems can occur in regulated as well as unreguessential to our economy, risks should be taken in an
lated firms and with exchange-traded contracts aformed and intelligent manner and then only when
well as with privately negotiated contracts. Thus, aadequately supported with owners’ funds. O
more appropriate response—indeed, for nonfinancial
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Announcements

MEETING OF THECONSUMERADVISORY REGULATIONB: REVISIONS TO THEOFFICIAL
COUNCIL STAFF COMMENTARY

The Federal Reserve Board’s Consumer AdvisorylThe Federal Reserve Board issued on September 27,
Council met on October 24, 1996, in a meeting thatl996, revisions to its official staff commentary to
was open to the public. The council’s function is to Regulation B (Equal Credit Opportunity). The revi-
advise the Board on the exercise of the Board’'ssions provide guidance on issues the Board has been
responsibilities under the Consumer Credit Protecasked to clarify, including credit scoring and spousal
tion Act and on other matters on which the Boardsignature rules. Compliance became mandatory after
seeks its advice. October 31, 1996.

REGULATIONM: REVISIONS
AMENDMENT TOSECTION 20
OF THE GLASS-STEAGALLACT The Federal Reserve Board issued on September 27,
1996, its final regulation to simplify and clarify
The Federal Reserve Board announced on Septennequired disclosures for car leasing and other types of
ber 11, 1996, that it would adopt a change in theconsumer lease transactions. This new version of
manner in which interest earned on certain securitieRegulation M (Consumer Leasing) stems from the
held by a company in an underwriting or dealingincreased use of automobile leasing over the past
capacity is treated in determining whether the com-several years and the Board’s review of the regula-
pany is engaged principally in underwriting and deal-tion in accordance with its policy of periodically
ing in securities for purposes of section 20 of theexamining its regulations to carry out the purpose of
Glass—Steagall Act. The amendment is effectivehe underlying law more effectively.

November 12, 1996. The new regulation, which carries out provisions
Section 20 of the Glass—Steagall Act prohibits aof the Consumer Leasing Act, is effective October 1,
member bank from being affiliated with any company 1997, as set by the statute, but voluntary compliance

“engaged principally” in underwriting and dealing in is acceptable at any time before that date.
securities that a member bank may not underwrite or In general, the revisions to Regulation M accom-
deal in (ineligible securities). To ensure complianceplish the following:
with section 20, the Board requires that the revenue
a bank holding company subsidiary derives from < Adopt a revised disclosure format, including the
underwriting and dealing in ineligible securities segregation of certain disclosures
not exceed 10 percent of the total revenue of the ¢ Adopt a total of payments disclosure to facilitate
company. comparisons

The Board is amending its section 20 orders to < Revise the disclosure of costs paid at lease sign-
specify that interest earned on the types of debing to make it easier for a consumer to understand the
securities that a member bank may hold for its ownamounts to be paid and how they are allocated
account shall not be treated as revenue from under- « Require a mathematical progression that shows
writing or dealing in securities for purposes of sec-how the monthly lease payment is calculated and the
tion 20. Interest on these securities will continue torelationship of terms such as the “capitalized cost”
be included in total revenue. Section 20 subsidiariesand the “residual value” of the leased property
may use this method to compute compliance with the ¢ Require narrative warnings about possible
revenue limitation in reports filed with the Board charges for terminating a lease early and for excess
after the effective date. wear and tear
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* Require changes in advertising rules to imple-Standard Time. It is the first time that the two regula-
ment statutory amendments, simplify disclosure retors have collaborated on a consumer outreach effort
quirements, and deter misleading advertising of this type and scope.

» Require a disclosure to accompany any percent- “It's Your Money” is an hour-long seminar that
age rate indicating the limitations of rate information. will cover the basics of saving and investing as well

as explore smart ways to deal with today’s markets.

The Board will publish an updated proposal to theThe purpose of the program, which is free of charge,
commentary in mid-November 1996. The proposalis to encourage saving and to foster a greater under-
will include material that was published for comment standing of investments. Topics will include the
in September 1995 (60 FR 48769), and will incorpo-following:
rate guidance contained in the section-by-section dis-
cussion that accompanies the final rule. The proposal « Budgeting to find money to save
will also address substantive questions that may be ¢ Using compounding to help your savings grow
brought to the Board'’s attention regarding particular ¢ Choosing banking services
aspects of the final rule. Correspondence should be « Understanding risk
submitted to the Director, Division of Consumer and < Setting goals
Community Affairs, Washington, DC 20551, with a ¢ Making investment choices.
reference to Regulation M commentary, no later than
October 28, 1996. The first half of the seminar will focus on saving;
the second segment will be devoted to a presentation
on how to invest wisely by SEC Chairman Arthur
Levitt. A panel composed of the following experts

REGULATIONZ: AMENDMENT will field questions on both topics:

The Federal Reserve Board announced on Septem-
ber 16, 1996, the adoption of a final rule amending
Regulation Z (Truth in Lending). This new rule was
effective October 21, 1996.

The revisions to Regulation Z incorporate changes
made by the Truth in Lending Act Amendments of
1995. The amendments establish new creditor-
liability rules for closed-end loans secured by real
property or dwellings and consummated on or after
September 30, 1995. The amendments also clarify Gra
how lenders must disclose certain fees connected
with mortgage loans.

Also, the Board is publishing a new rule regarding The moderator of this educational broadcast will

the treatment of fees charged in connection with dEbE)e Bob Ray Sanders, columnist for tRert Worth
cancellation agreements. The rule is similar to the

e o : Star-Telegramand the host of “Between the Lines,”
existing rule for credit insurance premiums and pro-

vides for more uniform treatment of these fees a weekly news and public affairs program on KERA-
’ TV, the PBS affiliate in Dallas—Fort Worth.

“It's Your Money” is a unique opportunity for
financial institutions, securities firms, certified finan-
BROADCAST OF ANEDUCATIONAL PROGRAM cial planners, and other related industries and groups
ON SAVING ANDINVESTING to offer their clients and communities a program on
saving and investing that allows their individual ques-
The Federal Reserve Board and the U.S. Securitieons to be answered by a renowned panel of experts.
and Exchange Commission (SEC) announced on Sep- The Federal Reserve Board and the SEC are
tember 13, 1996, their co-sponsorship of an educapleased to have the support of the Alliance for Inves-
tional program for adults on saving and investingtor Education, which is a newly formed group of
entitled “It's Your Money.” investment industry organizations. The Alliance has
This program will be broadcast nationwide by sat-been organized to facilitate a greater understanding
ellite on Saturday, November 9, at 11 a.m. Centralof investments, investing, and the financial markets.

Alice Rivlin, Vice Chair of the Federal Reserve
Board

Kelvin Boston, author oEmart Money Moves for
African Americans

Thomas Jones, Vice Chairman and President of
TIAA-CREF

Beth Kobliner, author o6Get a Financial Life

Tyler Mathisen, Executive Editor dfloney

magazine

ce Weinstein, author dfhe Lifetime Book of

Money Management.
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This program will be broadcast from Westcott seminar available to the subscribers of its satellite
Communications in Dallas, Texas, and made availnetwork in live format on Saturday, November 9,
able to individuals and groups through Westcott'sand in videotape format as a special program in
Interactive Distance Training Network (IDTN) and December.
its other affiliates throughout the country. In addition, If you would like to arrange the broadcast of this
the program has been made available to the Commueleseminar in your community or to your customers,
nity College Satellite Network, with more than 900 you can register by calling 1-800-805-9145 or by
community college members. Members of theaccessingthe Federal Reserve Board’s Internet site at
National University Teleconference Network, a con-http://www.bog.frb.fed.us. For more information
sortium of downlink facilities at colleges and univer- about the program, call Marci Schneider at
sities, will also have access to this teleseminar. 202-452-3655. O

American Financial Skylink, a subsidiary of the
American Bankers Association, will make this tele-
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Minutes of the

Federal Open Market Committee Meeting

Held on August 20, 1996

A meeting of the Federal Open Market Committee
was held in the offices of the Board of Governors of
the Federal Reserve System in Washington, D.C., on

Mr. Connolly, First Vice President, Federal Reserve
Bank of Boston
Mr. Beebe, Ms. Browne, Messrs. Davis, Dewald,

Tuesday, August 20, 1996, at 9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Boehne
Mr. Jordan
Mr. Kelley
Mr. Lindsey
Mr. McTeer
Mr. Meyer
Ms. Phillips
Ms. Rivlin
Mr. Stern
Ms. Yellen

Messrs. Broaddus, Guynn, Moskow, and Parry,
Alternate Members of the Federal Open Market
Committee

Messrs. Hoenig, Melzer, and Ms. Minehan,
Presidents of the Federal Reserve Banks of
Kansas City, St. Louis, and Boston respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Prell, Economist

Messrs. Lang, Lindsey, Mishkin, Promisel,
Rolnick, Rosenblum, Siegman, Simpson,
and Stockton, Associate Economists

Mr. Fisher, Manager, System Open Market Account

Mr. Ettin, Deputy Director, Division of Research
and Statistics, Board of Governors

Messrs. Madigan and Slifman, Associate Directors,
Divisions of Monetary Affairs and Research and
Statistics respectively, Board of Governors

Ms. Johnson, Assistant Director, Division of
International Finance, Board of Governors

Ms. Low, Open Market Secretariat Assistant,
Division of Monetary Affairs, Board of
Governors

Eisenbeis, and Goodfriend, Senior
Vice Presidents, Federal Reserve Banks of
San Francisco, Boston, Kansas City, St. Louis,
Atlanta, and Richmond respectively

Ms. Krieger, Vice President, Federal Reserve Bank
of New York

Mr. Sullivan, Assistant Vice President, Federal
Reserve Bank of Chicago

Mr. Bryan, Consultant, Federal Reserve Bank of
Cleveland

By unanimous vote, the minutes of the meeting
of the Federal Open Market Committee held on
July 2-3, 1996, were approved.

The Manager of the System Open Market Account
reported on recent developments in foreign exchange
markets. There were no open market transactions in
foreign currencies for System account during the
period since the meeting on July 2-3, 1996, and thus
no vote was required of the Committee.

The Manager also reported on developments in
domestic financial markets and on System open mar-
ket transactions in U.S. government securities and
federal agency obligations during the period July 3,
1996, through August 20, 1996. By unanimous vote,
the Committee ratified these transactions.

The Committee then turned to a discussion of the
economic and financial outlook and the implementa-
tion of monetary policy over the intermeeting period
ahead. A summary of the economic and financial
information available at the time of the meeting and
of the Committee’s discussion is provided below,
followed by the domestic policy directive that was
approved by the Committee and issued to the Federal
Reserve Bank of New York.

The information reviewed at this meeting sug-
gested that the economic expansion had moderated
somewhat recently. Growth in consumer spending
appeared to be slowing, business purchases of equip-
ment and structures were rising less vigorously, and
higher mortgage rates were beginning to exert a
restraining effect on housing construction. Business



1012 Federal Reserve Bulletinn  November 1996

inventory accumulation had been quite modest, angburchases of other types of equipment, notably com-
production and employment were expanding less rapmunications and industrial equipment, continued to
idly. Increases in labor compensation had been somedvance briskly. Nonresidential construction activity
what larger this year, but consumer price inflation,rebounded in June from an appreciable decrease in
adjusted for food and energy prices, had remained oMay. The pace of office building picked up, and
a fairly steady trend. construction of other commercial and industrial struc-
Private nonfarm payroll employment increasedtures posted healthy gains after May declines.
relatively rapidly in July, though at a considerably Business inventories increased by a modest amount
slower pace than in the second quarter. Job growth iim June after having contracted in May. In manufac-
the services industry slowed sharply, and manuturing, inventories continued to run off in June, reduc-
facturing employment declined appreciably after hav-ing the sector’s stock—sales ratio to near its historical
ing risen somewhat in the second quarter. In contrastpw. Wholesale trade stocks also fell in June, and the
the expansion in employment in wholesale and retaiinventory—sales ratio was in the lower portion of its
trade picked up slightly in July, and the number ofrange over recent years. Retail inventories rose in
jobs in construction continued to increase at about thdune; larger stocks at automotive dealers more than
second-quarter pace. The average workweek for priaccounted for the increase. The inventory—sales ratio
vate production or nonsupervisory workers fell con-for the sector as a whole edged higher but remained
siderably in July, to a level a little below its average at a relatively low level.
for the second quarter, and the civilian unemploy- The nominal deficit on U.S. trade in goods and
ment rate edged up to 5.4 percent. services narrowed in June, but on a quarterly average
Industrial production rose slightly further in July basis the deficit widened in the second quarter from
after three consecutive months of strong gains; manuis rate in the first quarter. In June, the value of
facturing production expanded less rapidly, and elecexports declined slightly, but the value of imports
tricity generation dropped sharply as a result ofdropped by a considerably larger amount from a
unseasonably cool weather. A substantial increase irelatively high rate in May. Available information
the production of motor vehicles and parts accounteduggested that economic activity in the major foreign
for most of the advance in manufacturing output.industrial countries continued to advance, but at an
Elsewhere, the manufacture of office and computingineven pace; in Germany, activity rebounded from
equipment continued on its strong upward trend inthe contraction in the first quarter, while in Japan a
July while the production of other business equip-considerable slowing of growth had occurred in the
ment slipped. The output of consumer goods edgedecond quarter after very rapid expansion in the first
lower after having risen slightly in May and June. quarter.
The rate of utilization of total industrial capacity Price inflation remained moderate on balance in
declined a little in July but remained at a relatively June and July, with declines in energy prices essen-
high level. tially offsetting increases in food prices. Over a some-
Retail sales weakened somewhat over June andhat longer horizon, consumer prices for nonfood,
July following several months of robust growth. Salesnon-energy items rose slightly less in the twelve
of motor vehicles were down in both months, andmonths ended in July than in the previous twelve-
spending on other goods rose sluggishly on balancenonth period. Producer prices of finished goods other
Housing starts fell somewhat further in July, reflect-than food and energy also increased more slowly in
ing a sizable decline in single-family starts that morethe twelve months ended in July. In contrast, growth
than offset a bounceback in multifamily starts. Thein labor costs had picked up. The employment cost
drop in housing starts, coupled with lower sales ofindex for private industry workers advanced at a
new and existing homes in June (latest data availsomewhat faster rate in the second quarter than in the
able), suggested that the rise in mortgage rates wé&ast quarter or in the second half of 1995. Measured
exerting a damping effect on housing demand andver the year ended in June, the index rose by a
homebuilding activity. slightly larger amount than in the previous year.
Growth in business spending on durable equipment At its meeting on July 2-3, 1996, the Committee
and nonresidential structures had slowed after a vergdopted a directive that called for maintaining the
rapid expansion earlier in the year. Shipments ofexisting degree of pressure on reserve positions but
nondefense capital goods were little changed in Junéhat included a bias toward the possible firming of
after a sizable increase in May. Weakness in outlayseserve conditions during the intermeeting period.
for aircraft more than offset persisting strength inThe directive stated that in the context of the Com-
spending on office and computing equipment, andnittee’s long-run objectives for price stability and
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sustainable economic growth, and giving carefulrates somewhat below the upper bounds of their
consideration to economic, financial, and monetaryrespective ranges for the year. Expansion in total
developments, somewhat greater reserve restraimtomestic nonfinancial debt had been moderate on
would be acceptable and slightly lesser reservébalance over recent months and had remained in the
restraint might be acceptable during the intermeetingniddle portion of its range.
period. The reserve conditions associated with this The staff forecast prepared for this meeting sug-
directive were expected to be consistent with modergested that the expansion would slow to a rate
ate growth of M2 and M3 over coming months. around, or perhaps a little above, the economy’s
With economic growth moderating and inflation estimated growth potential. Consumer spending was
quiescent, open market operations were directegrojected to expand at a more moderate pace that
toward maintaining the existing degree of pressure omwould be in line with the projected increase in dispos-
reserve positions throughout the intermeeting periodable income; the favorable effect of the earlier run-up
The federal funds rate averaged a little higher tharin equity prices on household wealth and the gener-
the level expected with an unchanged policy stanceally ample availability of credit were expected to
in part because of unexpectedly high demand folbalance continuing consumer concerns about the
reserves in late July and early August. On balanceadequacy of their savings and the restraining effect of
most other short-term market interest rates declinedhiigh household debt burdens. Homebuilding was
slightly, and intermediate- and long-term rates fellforecast to slow somewhat in response to the backup
somewhat more, over the intermeeting period. In than residential mortgage rates but to remain at a rela-
days immediately following the meeting, rates rosetively high level in the context of sustained income
sharply in response to incoming data, notably thegrowth and the still-favorable cash flow affordability
employment report for June that market participantsof home ownership. Business spending on equipment
viewed as indicating increasing pressures on ecoand structures was projected to grow less rapidly in
nomic resources and labor costs. Subsequently, howight of the anticipated moderate growth of sales and
ever, that rise was more than reversed when furtheprofits. On balance, the external sector was expected
data releases were interpreted as suggesting that the exert a small restraining influence on economic
economic expansion might be slowing and that theactivity over the projection period. Only modest fis-
upturn in labor compensation was mild. Equity pricescal restraint was anticipated over the forecast hori-
also exhibited considerable volatility over the periodzon. Inflation recently had been lifted by adverse
since the Committee meeting on July 2—3, with majordevelopments in energy markets and was projected to
indexes of stock prices falling steeply through lateremain above the levels of recent years, given the
July before recouping part to most of their losses inhigh level of resource utilization, the effects of tight
association with the bond market rally and favorablegrain supplies on food prices, and a noticeable
earnings reports. step-up in labor compensation reinforced by the legis-
In foreign exchange markets, the trade-weightedated rise in the federal minimum wage.
value of the dollar in terms of the other G-10 curren- In the Committee’'s discussion of current and
cies declined slightly over the intermeeting period.prospective economic developments, members com-
The flow of information suggesting a slowing in U.S. mented that on balance the information received since
economic growth and reduced prospects for a nearthe July meeting, including anecdotal reports from
term tightening of Federal Reserve policy weighedaround the nation, pointed to some slowing in the
against the dollar. On the other hand, the yen wagrowth of economic activity from a very rapid pace
bolstered by incoming data suggesting that the Japaduring the spring. The extent of the slowing remained
nese current account surplus was again widening, angncertain, and it was unclear at this juncture whether
the German mark benefited from the Bundesbank’she expansion would slow sufficiently to contain pres-
inaction at a time when market participants weresures on labor and other producer resources. Nonethe-
expecting a policy easing. less, broad measures of price inflation, adjusted to
Growth of M2 and M3 moderated in July. Much of exclude their volatile food and energy components,
the slowdown in the expansion of M2 was associatedlid not exhibit any uptrend despite robust growth in
with an unexpected decline in demand depositseconomic activity this year and high levels of
which had grown rapidly earlier in the year. With resource use. Indeed, some price measures suggested
bank credit expanding sluggishly, the funding needghat inflation had trended lower through the second
of banks were modest, and the slower growth of M2quarter. Moreover, there were no early signs of pres-
showed through to M3. For the year through July,sures or imbalances in the industrial sector. In labor
both aggregates were estimated to have increased atarkets, however, there were increasing indications



1014 Federal Reserve Bulletinn  November 1996

of tightness that might at some point feed through tdar circumstances. One factor tending to hold down
greater inflation. Upward wage adjustments wereprices has been highly competitive markets—
becoming more evident and increases in overall comthroughout the nation and internationally as well—
pensation had edged up, suggesting the possibility ahat have made it very difficult for business firms
further increases in labor costs at current or higheto raise prices. Another key factor, though one whose
levels of labor utilization even before taking accountimportance might now be starting to diminish, was
of the effects of the rise in the minimum wage. the persistence of comparatively small increases in
Although increases in compensation might be modertabor compensation, which remained appreciably
ated by greater productivity or absorbed for a time bybelow earlier norms in relation to levels of unemploy-
lower profit margins, the risks seemed tilted towardment. This development appeared to reflect worker
increases in inflation at some point, especially if theconcerns about job security in a period of major
growth of the economy continued to outstrip its business restructuring and downsizing activities as
potential and added to pressures on resources. well as substantially reduced increases in benefit
In the course of the Committee’s discussion, mem-costs, notably those relating to health care.
bers cited a variety of indications that economic In assessing whether a relatively favorable infla-
growth was slowing from a very rapid pace, and theytion performance was likely to continue, the mem-
pointed to a number of factors that in their view bers focused on a variety of issues. One was whether
should promote continued, though more moderatethe expansion would moderate sufficiently to keep
expansion in economic activity. These included gen{pressures on labor and other resources from intensify-
erally supportive financial conditions, relatively high ing. Another was whether a rate of unemployment in
levels of consumer confidence, and the absence dhe vicinity of its current level would foster added
major imbalances in the economy. It was noted thatvage pressures. Uncertainty also surrounded the
much of the stimulus for the strong expansion in theextent to which further increases in labor compensa-
first half of the year had been provided by largetion costs, should they materialize, would be passed
increases in spending for consumer durables, houghrough to higher prices. Improvements in productiv-
ing, and business equipment; however, growth inity were likely to offset part of such increases, but
such spending could be expected to slow in thehow much remained an open question. In addition,
context of increasingly satisfied pent-up demands angrofit margins were high, but the extent to which they
the lagged effects of earlier increases in intermediatemight narrow to absorb increasing labor costs was
and long-term interest rates on these interest-sensitivdifficult to predict. With regard to the outlook for
sectors of the economy. A key uncertainty in thewages, members observed that, though it was too
outlook was the prospective behavior of inventories.early to reach a firm judgment, the acceleration of
Should the expansion in final demand fail to moder-wage increases this year might well augur faster
ate to a sustainable pace, business firms would badvances that were more in line with historical expe-
likely to intensify their efforts to build their inven- rience under essentially full employment conditions.
tories, which currently were widely viewed as satis-Moreover, the tendency toward reduced increases in
factory or even relatively lean in relation to sales.the costs of benefits might tend to dissipate, though
While some buildup in inventories appeared to besome members commented that further economies in
occurring in the current quarter, developments thathe provision of medical services might well be
might lead to a sharp increase in inventory invest-achievable for some period. On balance, the inflation
ment, such as shortages of various goods and mateniisks in the outlook clearly seemed to be to the
als and lengthening delays in securing deliveriesupside, with the potential for more inflation stem-
were not in evidence at this time. Accordingly, ming from rising labor compensation costs aug-
aggressive inventory accumulation remained ammented by a rise in the minimum wage and the
upside risk to the projected expansion but not ongrospect of higher food prices and perhaps energy
that was likely to materialize unless final demandprices over the next several quarters.
were to exceed current forecasts by a significant In the Committee’s discussion of policy for the
margin. intermeeting period ahead, members focused on indi-
In their discussion of the outlook for inflation, cations that the economy already was slowing, per-
members observed that increases in prices habaps by enough to limit pressures on resources, and
remained remarkably subdued for an extended periothey noted that broad statistical measures of prices
in relation to measures of resource utilization, nota-and the anecdotal evidence did not suggest that a
bly the rate of unemployment. Such behavior differedpickup in inflation was already under way. Conse-
markedly from the historical experience under simi-quently, all but one of the members supported a
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proposal to maintain an unchanged policy stance. Aeserve restraint might be acceptable during the inter-
number also commented that real interest rates wenmeeting period. The reserve conditions contemplated
not unusually low, suggesting that any pickup inat this meeting were expected to be consistent with
inflationary pressures, should that occur, would bemoderate growth of M2 and M3 over coming months.
modest and readily contained. One concern was that At the conclusion of the meeting, the Federal
policy tightening at this point might generate an Reserve Bank of New York was authorized and
excessive reaction in financial markets, both becausdirected, until instructed otherwise by the Commit-
it was not generally expected and because it wouldee, to execute transactions in the System Account in
represent a change in policy direction that might wellaccordance with the following domestic policy
lead to expectations of further policy tightening. Suchdirective:

a development could have serious adverse conse-

quences for economic activity if the expansion Was IN - g jnformation reviewed at this meeting suggests that
fact already slowing to a more sustainable and lesgrowth in economic activity recently has moderated some-
inflationary pace. These members therefore conwnhat. Private nonfarm payroll employment grew less rap-
cluded that the prudent course at this point was tddly in July, the average workweek fell sharply, and the
await further developments that would permit them¢ivilian unemployment rate edged up to 5.4 percent. Indus-

- - . -1 trial production increased slightly in July after three months
to assess the possible need for some tightening with éf strong gains. Real consumer spending weakened some-

higher degree of confidence. At the same time, it Wagyhat on balance over June and July following several
emphasized that the Committee remained committeehonths of robust growth. Housing starts fell somewhat
to a policy that would resist a rise in inflation; such afurther in July. Growth in spending on business equipment

olicy would entail moving in anticipation of greater @nd nonresidential structures has slowed after a very rapid
policy 9 P 9 xpansion earlier in the year. The nominal deficit on U.S.

price pressures and b_efore they showed through t§ade in goods and services widened in the second quarter
actual inflation. Accordingly, they also agreed on thefrom its rate in the first quarter. Increases in labor compen-
desirability of a directive that remained biased towardsation have been somewhat larger this year, but consumer
possible tightening in the intermeeting period aheadprice inflation, adjusted for food and energy prices, has
Such a directive would imply that any tightening fémained on a fairly steady trend.

. . Most short-term market interest rates have declined
should be implemented promptly if dev(':'I()pmentsslightlywhileintermediate- and long-term rates have fallen

were perceived as pointing to rising inflation. For somewhat more since the Committee meeting on July 2-3,
now, the Committee should remain particularly vigi- 1996. In foreign exchange markets, the trade-weighted
lant to incoming information bearing on the outlook Vvalue of the dollar in terms of the other G-10 currencies
for inflation. has depreciated slightly over the intermeeting period.

e . . . Growth of M2 and M3 moderated in July. For the year
A differing view gave more weight to the risks of through July, both aggregates are estimated to have grown

rising inflation. In this view, while there were uncer- at rates somewhat below the upper bounds of their respec-
tainties, the weight of the evidence suggested that &ve ranges for the year. Expansion in total domestic nonfi-
prompt policy action was needed to contain inflationnancial debt has been moderate on balance over recent
and set the stage for further progress toward pricénonths and has remained in the middle portion of its range.

i~ o L The Federal Open Market Committee seeks monetary
stability. The possibility of an overreaction in finan- ;. financial conditions that will foster price stability and

cial markets to a tightening move could not be ruledpromote sustainable growth in output. In furtherance of
out, but such a reaction was likely to be short-lived.these objectives, the Committee at its meeting in July

More importantly, a prompt action would reduce thereaffirmed the ranges it had established in January for
risk that inflation would worsen and pose difficult 9rowth of M2 and M3 of 1 to 5 percent and 2 to 6 percent
blems for monetary policy later. respectively, measured from the fourth quarter of 1995 to
pro . . . . the fourth quarter of 1996. The monitoring range for
At the conclusion of the Committee’s discussion, growth of total domestic nonfinancial debt was maintained
all but one member indicated that they supported at 3 to 7 percent for the year. For 1997 the Committee
directive that called for maintaining the existing agreed on a tentative basis to set the same ranges as in
degree of pressure on reserve positions and tha?96 for growth of the monetary aggregages and debt,

. X . o measured from the fourth quarter of 1996 to the fourth
included a bias toward the possible firming of reservequalrter of 1997. The behavior of the monetary aggregates

conditions during the intermeeting period. Accord-yill continue to be evaluated in the light of progress
ingly, in the context of the Committee’s long-run toward price level stability, movements in their velocities,
objectives for price stability and sustainable eco-and developments in the economy and financial markets.
nomic growth, and giving careful consideration to , 'n the implementation of policy for the immediate future,
nomic. financial. and monetary developments. th he Committee seeks to maintain the existing degree of
economic, financial, a y P ! ressure on reserve positions. In the context of the Com-
Committee decided that somewhat greater reservfjttee’s long-run objectives for price stability and sustain-

restraint would be acceptable and slightly lessemble economic growth, and giving careful consideration to



1016 Federal Reserve Bulletinn  November 1996

economic, financial, and monetary developments, somesustained improvement in productivity, the prevailing
what greater reserve restraint would or slightly lesserpattern of demand might engender an increase in

reserve restraint might be acceptable in the intermeetin ;
period. The contemplated reserve conditions are expected flationary pressures, and that such pressures would

to be consistent with moderate growth in M2 and M3 overUltimately threaten the ongoing economic expansion.
coming months. In Mr. Stern’s judgment, it was prudent at this point
to resist such a development in order to lay a founda-
Votes for this action: Messrs. Greenspan, McDonoughijon for the long-term health of the economy.
Boehne, Jordan, Kelley, Lindsey, McTeer, Meyer, Mses. a5 agreed that the next meeting of the Commit-
Phillips, Rivlin, and Yellen. Vote against this action:
Mr. Stern. tee would be held on Tuesday, September 24, 1996.
The meeting adjourned at 12:45 p.m.
Mr. Stern dissented because he believed that policy
should become modestly more restrictive. He was Donald L. Kohn

concerned that, in the absence of a substantial and Secretary
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Legal Developments

FINAL RULE—AVENDMENT TOREGULATIONB 3.

In Supplement | to Part 202, undgection 202.5 Rules

Concerning Taking of Applicationgynder 5(e) Written
The Board of Governors is amending 12 C.F.R. Part 202applications. paragraph 3 is revised to read as follows:

its official staff commentary to Regulation B (Equal Credit
Opportunity). The commentary applies and interprets the
requirements of Regulation B and substitutes for individual

* * * * *

staff interpretations. The revisions to the commentary pro-Section 202.5—Rules Concerning Taking of
vide guidance on issues that the Board has been asked @pplications

clarify, including credit scoring and spousal signature rules.
Effective September 30, 1996, 12 C.F.R. Part 202 is
amended as follows:

Part 202—Equal Credit Opportunity (Regulation B)

1. The authority citation for Part 202 continues to read as
follows:

Authority: 15 U.S.C. 1691-1691f.

2. In Supplement | to Part 202, undgection 202.2 Defini- 4.

* * * * *

5(e) Written applications

* * * * *

3. Computerized entrynformation entered directly into
and retained by a computerized system qualifies as a
written application under this paragraph. (See the com-
mentary to section 202.13(b)pplications through elec-
tronic mediaandApplications through vided

* * * * *

In Supplement | to Part 202, und8ection 202.6 Rules

tions, under 2(p) Empirically derived and other credit Concerning Evaluation of Applicationsinder paragraph
scoring systemsfpur new sentences are added at the ends(b)(2), paragraph 2 is revised; paragraphs 4 and 5 are

of paragraph 2 to read as follows:

redesignated as paragraphs 5 and 6, respectively; and new

paragraph 4 is added to read as follows:

Supplement | to Part 202—Official Staff
Interpretations

* * * * *

Section 202.6—Rules Concerning Evaluation of

Applications

2(p) Empirically derived and other credit scoring systems.

* * * * *

2. * * * To ensure that predictive ability is being main-
tained, creditors must periodically review the performance
of the system. This could be done, for example, by analyz-
ing the loan portfolio to determine the delinquency rate for
each score interval, or by analyzing population stability
over time to detect deviations of recent applications from
the applicant population used to validate the system. If this
analysis indicates that the system no longer predicts risk
with statistical soundness, the system must be adjusted as
necessary to reestablish its predictive ability. A creditor is
responsible for ensuring its system is validated and revali-
dated based on the creditor’s own data when it becomes
available.

Paragraph 6(b)(2)

2. Consideration of age in a credit scoring systehge
may be taken directly into account in a credit scoring
system that is “demonstrably and statistically sound,” as
defined in section 202.2(p), with one limitation: appli-
cants 62 years or older must be treated at least as
favorably as applicants who are under 62. If age is
scored by assigning points to an applicant’'s age cate-
gory, elderly applicants must receive the same or a
greater number of points as the most favored class of
nonelderly applicants.
i. Age-split scorecardsA creditor may segment the
population into scorecards based on the age of an
applicant. In such a system, one card covers a narrow
age range (for example, applicants in their twenties or
younger) who are evaluated under attributes predic-
tive for that age group. A second card covers all other
applicants who are evaluated under the attributes pre-
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dictive for that broad class. When a system uses a card
covering a wide age range that encompasses elderly
applicants, the credit scoring system does not score
age. Thus, the system does not raise the issue of

assigning a negative factor or value to the age of
elderly applicants. But if a system segments the popu-
lation by age into multiple scorecards, and includes
elderly applicants in a narrower age range, the credit

scoring system does score age. To comply with the act
and regulation in such a case, the creditor must ensure
that the system does not assign a negative factor or

value to the age of elderly applicants as a class.
* * * * *

4. Consideration of age in a reverse mortgadeeverse
mortgage is a home-secured loan in which the borrower

receives payments from the creditor, and does not be-
come obligated to repay these amounts (other than in the

case of default) until the borrower dies, moves perma-
nently from the home or transfers title to the home, or
upon a specified maturity date. Disbursements to the
borrower under a reverse mortgage typically are deter-
mined by considering the value of the borrower’s

home, the current interest rate, and the borrower’s life

expectancy. A reverse mortgage program that requires

borrowers to be age 62 or older is permissible under
section 202.6(b)(2)(iv). In addition, under sec-
tion 202.6(b)(2)(iii), a creditor may consider a borrow-
er's age to evaluate a pertinent element of creditworthi-
ness, such as the amount of the credit or monthly pay-
ments that the borrower will receive, or the estimated
repayment date.

* * * * *

5. In Supplement | to Part 20%5ection 202.7—Rules

Concerning Extensions of Credis, amended as follows:
a. Under Paragraph 7(d)(2), paragraph 1. is revised; and
b. Paragraph 7(d)(6) is revised.
The revisions read as follows:

* * * * *

Section 202.7—Rules Concerning Extensions of
Credit

Paragraph 7(d)(2)
1. Jointly owned propertylf an applicant requests unse-
cured credit, does not own sufficient separate property,
and relies on joint property to establish creditworthiness,
the creditor must value the applicant’s interest in the
jointly owned property. A creditor may not request that a
nonapplicant joint owner sign any instrument as a condi-
tion of the credit extension unless the applicant’s interest
does not support the amount and terms of the credit
sought.
i. Valuation of applicant’s interestn determining the
value of an applicant’s interest in jointly owned prop-
erty, a creditor may consider factors such as the form

of ownership and the property’s susceptibility to at-
tachment, execution, severance, or partition; the value
of the applicant’s interest after such action; and the
cost associated with the action. This determination
must be based on the form of ownership prior to or at
consummation, and not on the possibility of a subse-
quent change. For example, in determining whether a
married applicant’s interest in jointly owned property
is sufficient to satisfy the creditor’s standards of cred-
itworthiness for individual credit, a creditor may not
consider that the applicant’s separate property may be
transferred into tenancy by the entirety after consum-
mation. Similarly, a creditor may not consider the
possibility that the couple may divorce. Accordingly,
a creditor may not require the signature of the nonap-
plicant spouse in these or similar circumstances.
ii. Other options to support creditf the applicant’s
interest in jointly owned property does not support the
amount and terms of credit sought, the creditor may
offer the applicant other options to provide additional
support for the extension of credit. For example—
A. Requesting an additional partysde section
202.7(d)(5));
B. Offering to grant the applicant’s request on a
secured basiséesection 202.7(d)(4)); or
C. Asking for the signature of the joint owner on an
instrument that ensures access to the property in the
event of the applicant’s death or default, but does
not impose personal liability unless necessary un-
der state lawd.g.,a limited guarantee). A creditor
may not routinely require, however, that a joint
owner sign an instrument (such as a quitclaim deed)
that would result in the forfeiture of the joint own-
er's interest in the property.

Paragraph 7(d)(6)

1. GuaranteesA guarantee on an extension of credit is
part of a credit transaction and therefore subject to the
regulation. A creditor may require the personal guaran-
tee of the partners, directors, or officers of a business,
and the shareholders of a closely held corporation, even
if the business or corporation is creditworthy. The re-
quirement must be based on the guarantor’s relationship
with the business or corporation, however, and not on a
prohibited basis. For example, a creditor may not require
guarantees only for women-owned or minority-owned
businesses. Similarly, a creditor may not require guaran-
tees only from the married officers of a business or
married shareholders of a closely held corporation.

2. Spousal guarantee$he rules in section 202.7(d) bar

a creditor from requiring a signature ofguarantor’s
spousejust as they bar the creditor from requiring the
signature of anapplicant’s spouseFor example, al-
though a creditor may require all officers of a closely
held corporation to personally guarantee a corporate
loan, the creditor may not automatically require that
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spouses of married officers also sign the guarantee. If a
evaluation of the financial circumstances of an officer

Board has reviewed Regulation M, pursuant to its policy of
periodically reviewing its regulations, and has revised the

indicates that an additional signature is necessary, howregulation to carry out more effectively the purposes of the

ever, the creditor may require the signature of a spous

@dct. The final rule adds disclosures, primarily in connec-

in appropriate circumstances in accordance with sectiotion with motor vehicle leasing, including, for example,

202.7(d)(2).
6. In Supplement | to Part 202Section 202.13—
Information for Monitoring Purposess amended as fol-
lows:

a. Underl3(a) Information to be requestegaragraph 6

is revised; and

b. Under13(b) Obtaining of information paragraphs 4

disclosures about early termination charges and how sched-
uled payments are derived (which requires disclosure of
such items as the gross capitalized cost of a lease, the
vehicle’s residual value, the rent charge, and depreciation).
General changes in the format of the disclosures require
that certain leasing disclosures be segregated from other
information. Revisions to the advertising provisions imple-

and 5 are redesignated as paragraphs 6 and 7, respatent a statutory amendment, allowing a toll-free number

tively, and new paragraphs 4 and 5 are added.
The revisions and additions are to read as follows:

* * * * *

Section 202.13 Information for Monitoring
purposes

13(a) Information to be requested.

* * * * *

6. RefinancingsA refinancing occurs when an existing
obligation is satisfied and replaced by a new obligation

undertaken by the same borrower. A creditor that re-
ceives an application to refinance an existing extension

of credit made by that creditor for the purchase of the
applicant’s dwelling may request the monitoring infor-
mation again but is not required to do so if it was
obtained in the earlier transaction.

* * * * *

13(b) Obtaining of information

* * * * *

4. Applications through electronic medil.an applicant

applies through an electronic medium (for example, the213.3

Internet or a facsimile) without video capability that

allows the creditor to see the applicant, the creditor may213.5

treat the application as if it were received by mail or
telephone.

5. Applications through videolf a creditor takes an
application through a medium that allows the creditor to

to substitute for certain disclosures in radio and television
advertisements, and make other changes to the advertising
rules. A lessor is not required to disclose the cost of a lease
expressed as a percentage rate; however, if a rate is dis-
closed or advertised, a special notice must accompany the
rate. Further, a rate in an advertisement cannot be more
prominent than any other Regulation M disclosure.

Effective October 31, 1996, 12 C.F.R. Part 213 is
amended as follows:

Part 213—Consumer Leasing (Regulation M)

1. The authority citation for Part 213 continues to read as
follows:

Authority: 15 U.S.C. 1604.

2. The table of contents to Part 213 is revised to read as
follows:

Section
2131 Authority, scope, purpose, and enforcement.
213.2 Definitions.
General disclosure requirements.
2134 Content of disclosures.
Renegotiations, extensions, and assumptions.
213.6 [Reserved]
213.7 Advertising.
213.8 Record retention.

213.9 Relation to state laws.

see the applicant, the creditor treats the application agppendix A to Part 213 — Model Forms

taken in person and must note the monitoring informa-

Appendix B to Part 213 — Federal Enforcement Agencies

tion on the basis of visual observation or surname, if theAppendix C to Part 213 — Issuance of Staff Interpretations

applicant chooses not to provide the information.

FINAL RULE—AMENDMENT TOREGULATIONM

The Board of Governors is amending 12 C.F.R. Part 213
its Regulation M (Consumer Leasing). The Consumer

Supplement | to Part 213 — Official Staff Commentary to
Regulation M

3. Part 213 is amended as follows:

a. Sections 213.1 through 213.5 are revised;
b. Section 213.6 is removed and reserved;
c. Sections 213.7 and 213.8 are revised,;

d. Section 213.9 is added,;

e. Appendices A through C are revised; and,

Leasing Act requires lessors to provide uniform cost andf. Appendix D is removed.
other disclosures about consumer lease transactions. THehe revisions and additions read as follows:
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Section 213.1—Authority, scope, purpose, and (i) The lessee has no liability for the value of the

enforcement. personal property at the end of the lease term except
for abnormal wear and tear, and

(a) Authority. The regulation in this part, known as Regula- (if) The lessee has no option to purchase the leased

tion M, is issued by the Board of Governors of the Federal property.
Reserve System to implement the consumer leasing provilf) Gross capitalized cosheans the amount agreed upon
sions of the Truth in Lending Act, which is Title | of the by the lessor and the lessee as the value of the leased
Consumer Credit Protection Act, as amended (15 U.S.cproperty and any items that are capitalized or amortized
1601et seq). during the lease term, including but not limited to taxes,
(b) Scope and purpos@&his part applies to all persons that insurance, service agreements, and any outstanding bal-
are lessors of personal property under consumer leases agce from a prior loan or leas€apitalized cost reduction
those terms are defined in sections 213.2(e)(1) and (h). Theeans the total amount of any rebate, cash payment, net
purpose of this part is: trade-in allowance, and noncash credit that reduces the
(1) To ensure that lessees of personal property receiv@ross capitalized cost. Traljusted capitalized cosiquals
meaningful disclosures that enable them to compardhe gross capitalized cost less the capitalized cost reduc-
lease terms with other leases and, where appropriatélon, and is the amount used by the lessor in calculating the
with credit transactions; base periodic payment.
(2) To limit the amount of balloon payments in con- (9) Lesseemeans a natural person who enters into or is
sumer lease transactions; and offered a consumer lease.
(3) To provide for the accurate disclosure of lease termgh) Lessormeans a person who regularly leases, offers to
in advertising. lease, or arranges for the lease of personal property under a
(c) Enforcement and liabilitySection 108 of the act con- consumer lease. A person who has leased, offered, or
tains the administrative enforcement provisions. Sec-arranged to lease personal property more than five times in
tions 112, 130, 131, and 185 of the act contain the liabilitythe preceding calendar year or more than five times in the
provisions for failing to comply with the requirements of current calendar year is subject to the act and this part.
the act and this part. (i) Open-end leaseneans a consumer lease in which the
lessee’s liability at the end of the lease term is based on the
difference between the residual value of the leased property
and its realized value.
()) Organizationmeans a corporation, trust, estate, partner-
ship, cooperative, association, or government entity or
instrumentality.
(k) Personmeans a natural person or an organization.
() Personal propertyneans any property that is not real
property under the law of the state where the property is
located at the time it is offered or made available for lease.
(m) Realized valueneans:
(1) The price received by the lessor for the leased
property at disposition;
(2) The highest offer for disposition of the leased prop-
erty; or

Section 213.2—Definitions.

For the purposes of this part the following definitions
apply:

(a) Act means the Truth in Lending Act (15 U.S.C. 1601
et seq) and the Consumer Leasing Act is chapter 5 of the
Truth In Lending Act.

(b) Advertisemenmeans a commercial message in any
medium that directly or indirectly promotes a consumer
lease transaction.

(c) Boardrefers to the Board of Governors of the Federal
Reserve System.

(d) Closed-end leasmeans a consumer lease other than an

open-end lease as defined in this section. .
(5(1) Consumer leaseleans a contract in the form of a (3) The fair market value of the leased property at the
end of the lease term.

bailment or Iease_ for _the use of personal Property by a(n) Residual valuemeans the value of the leased property
natural person primarily for personal, family, or house-

hold ; iod dina f h (ﬁt the end of the lease term, as estimated or assigned at
old purposes, for a period exceeding Tour Momins ant,q,q,;mmation by the lessor, used in calculating the base
for a total contractual obligation not exceeding $25,000

heth t the | has the option to purchase drc o0IC Payment.
whether or not the lessee has he option to purchase (ﬁo) Security interestand security mean any interest in
otherwise become the owner of the property at the

. s roperty that secures the payment or performance of an
expiration of the lease. Unless the context 'nd'cate%blipg)jati)(;n pay P
(()zt;]e_lf\évésfér'nmﬂgiepsarrt]olteﬁli?uOT;eanse a(;zntsrlljer:t]er;:aeeizet'h p) Statemeans any state, the District of Columbia, the

o . . : ommonwealth of Puerto Rico, and any territory or posses-
definition of a credit sale in Regulation Z (12 C.F.R. y yorp

226.2(a)). It also does not include a lease for agricul-Slon of the United States.

tural, business, or commercial purposes or a lease made

to an organization. Section 213.3—General disclosure requirements.

(3) This part does not apply to a lease transaction of

personal property which is incident to the lease of real(a) General requirementdA lessor shall make the disclo-
property and which provides that: sures required by section 213.4, as applicable. The disclo-
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sures shall be made clearly and conspicuously in writing in (1) That payments must be collected in whole cents;
a form the consumer may keep, in accordance with this (2) That dates of scheduled payments may be different
section. because a scheduled date is not a business day;
(1) Form of disclosuresThe disclosures required by  (3) That months have different numbers of days; and
section 213.4 shall be given to the lessee together in a (4) That February 29 occurs in a leap year.
dated statement that identifies the lessor and the lessee;
the disclosures may be made either in a separate stat&ection 213.4—Content of disclosures.
ment that identifies the consumer lease transaction or in
the contract or other document evidencing the leaseFor any consumer lease subject to this part, the lessor shall
Alternatively, the disclosures required to be segregatediisclose the following information, as applicable:
from other information under paragraph (a)(2) of this (a) Description of property.A brief description of the
section may be provided in a separate dated statememtased property sufficient to identify the property to the
that identifies the lease, and the other required disclolessee and lessor.
sures may be provided in the lease contract or othefb) Amount due at lease signinghe total amount to be
document evidencing the lease. In a lease of multiplepaid prior to or at consummation, using the term “amount
items, the property description required by sec-due atlease signing.” The lessor shall itemize each compo-
tion 213.4(a) may be given in a separate statement that inent by type and amount, including any refundable security
incorporated by reference in the disclosure statementleposit, advance monthly or other periodic payment, and
required by this paragraph. capitalized cost reduction; and in motor-vehicle leases,
(2) Segregation of certain disclosure$he following  shall itemize how the amount due will be paid, by type and
disclosures shall be segregated from other informatioramount, including any net trade-in allowance, rebates, non-
and shall contain only directly related information: sec- cash credits, and cash payments in a format substantially
tions 213.4(b) through (f), (9)(2), (h)(3), (i)(1), (j), and similar to the model forms in Appendix A of this part.
(m)(1). The headings, content, and format for the disclo-(c) Payment schedule and total amount of periodic pay-
sures referred to in this paragraph (a)(2) shall be proments.The number, amount, and due dates or periods of
vided in a manner substantially similar to the applicablepayments scheduled under the lease, and the total amount
model form in appendix A of this part. of the periodic payments.
(3) Timing of disclosuresA lessor shall provide the (d) Other charges.The total amount of other charges
disclosures to the lessee prior to the consummation of @ayable to the lessor, itemized by type and amount, that are
consumer lease. not included in the periodic payments. Such charges in-
(4) Language of disclosure$he disclosures required by clude the amount of any liability the lease imposes upon
section 213.4 may be made in a language other thathe lessee at the end of the lease term; the potential
English provided that they are made available in Englishdifference between the residual and realized values referred
upon the lessee’s request. to in paragraph (k) of this section is excluded.
(b) Additional information; nonsegregated disclosuras- (e) Total of paymentsThe total of payments, with a de-
ditional information may be provided with any disclosure scription such as “the amount you will have paid by the
not listed in paragraph (a)(2) of this section, but it shall notend of the lease.” This amount is the sum of the amount
be stated, used, or placed so as to mislead or confuse ththie at lease signing (less any refundable amounts), the
lessee or contradict, obscure, or detract attention from anyotal amount of periodic payments (less any portion of the
disclosure required by this part. periodic payment paid at lease signing), and other charges
(c) Multiple lessors or lessee®/hen a transaction involves under paragraphs (b), (c), and (d) of this section. In an
more than one lessor, the disclosures required by this padpen-end lease, a description such as “you will owe an
may be made by one lessor on behalf of all the lessorsadditional amount if the actual value of the vehicle is less
When a lease involves more than one lessee, the lessor mayan the residual value” shall accompany the disclosure.
provide the disclosures to any lessee who is primarily(f) Payment calculationn a motor-vehicle lease, a mathe-
liable on the lease. matical progression of how the scheduled periodic pay-
(d) Use of estimatedf an amount or other item needed to ment is derived, in a format substantially similar to the
comply with a required disclosure is unknown or unavail- applicable model form in Appendix A of this part, which
able after reasonable efforts have been made to ascertaghall contain the following:
the information, the lessor may use a reasonable estimate (1) Gross capitalized cosfThe gross capitalized cost,
that is based on the best information available to the lessor, including a disclosure of the agreed upon value of the
is clearly identified as an estimate, and is not used to vehicle, a description such as “the agreed upon value of
circumvent or evade any disclosures required by this part.  the vehicle [state the amount] and any items you pay for
(e) Effect of subsequent occurrentiea required disclosure over the lease term (such as service contracts, insurance,
becomes inaccurate because of an event occurring after and any outstanding prior loan or lease balance),” and a
consummation, the inaccuracy is not a violation of this statement of the lessee’s option to receive a separate
part. written itemization of the gross capitalized cost. If re-
(f) Minor variations.A lessor may disregard the effects of  quested by the lessee, the itemization shall be provided
the following in making disclosures: before consummation.
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(2) Capitalized cost reductioriThe capitalized cost re-
duction, with a description such as “the amount of any
net trade-in allowance, rebate, noncash credit, or cash
you pay that reduces the gross capitalized cost.”

(3) Adjusted capitalized costThe adjusted capitalized
cost, with a description such as “the amount used in
calculating your base [periodic] payment.”

(3) Notice of wear and use standairh a motor-vehicle
lease, a notice regarding wear and use substantially
similar to the following: “Excessive Wear and Use. You
may be charged for excessive wear based on our stan-
dards for normal use.” The notice shall also specify the
amount or method for determining any charge for excess
mileage.

(4) Residual valueThe residual value, with a descrip- (i) Purchase optionA statement of whether or not the
tion such as “the value of the vehicle at the end of thelessee has the option to purchase the leased property, and:

lease used in calculating your base [periodic] payment.”
(5) Depreciation and any amortized amourifée depre-
ciation and any amortized amounts, which is the differ-

ence between the adjusted capitalized cost and the resid-

ual value, with a description such as “the amount

(1) End of lease ternif at the end of the lease term, the
purchase price; and

(2) During lease termlf prior to the end of the lease
term, the purchase price or the method for determining
the price and when the lessee may exercise this option.

charged for the vehicle’s decline in value through nor-(j) Statement referencing nonsegregated disclosufes.
mal use and for any other items paid over the leasestatement that the lessee should refer to the lease docu-
term.” ments for additional information on early termination, pur-
(6) Rent chargeThe rent charge, with a description such chase options and maintenance responsibilities, warranties,
as “the amount charged in addition to the depreciationlate and default charges, insurance, and any security inter-
and any amortized amounts.” This amount is the differ- ests, if applicable.

ence between the total of the base periodic paymentgk) Liability between residual and realized valuésstate-
over the lease term minus the depreciation and anynent of the lessee’s liability, if any, at early termination or
amortized amounts. at the end of the lease term for the difference between the
(7) Total of base periodic paymentShe total of base residual value of the leased property and its realized value.
periodic payments with a description such as “deprecia-(l) Right of appraisal.If the lessee’s liability at early
tion and any amortized amounts plus the rent charge.” termination or at the end of the lease term is based on the
(8) Lease termThe lease term with a description such asrealized value of the leased property, a statement that the
“the number of [periods of repayment] in your lease.” lessee may obtain, at the lessee’s expense, a professional
(9) Base periodic paymerithe total of the base periodic appraisal by an independent third party (agreed to by the
payments divided by the number of payment periods inlessee and the lessor) of the value that could be realized at
the lease. sale of the leased property. The appraisal shall be final and
(10) Itemization of other charge#\n itemization of any  binding on the parties.

other charges that are part of the periodic payment. (m) Liability at end of lease term based on residual value.
(11) Total periodic paymentThe sum of the base peri- If the lessee is liable at the end of the lease term for the
odic payment and any other charges that are part of théifference between the residual value of the leased property

periodic payment.
(g) Early termination. (1) Conditions and disclosure of
charges.A statement of the conditions under which the

and its realized value:

(1) Rent and other charge3he rent and other charges,
paid by the lessee and required by the lessor as an

lessee or lessor may terminate the lease prior to the end incident to the lease transaction, with a description such

of the lease term; and the amount or a description of the
method for determining the amount of any penalty or
other charge for early termination, which must be rea-
sonable.
(2) Early-termination noticeln a motor-vehicle lease, a
notice substantially similar to the following: “Early
Termination. You may have to pay a substantial charge
if you end this lease earlyThe charge may be up to
several thousand dollar§he actual charge will depend
on when the lease is terminated. The earlier you end the
lease, the greater this charge is likely to be.”
(h) Maintenance responsibilitie3he following provisions
are required:
(1) statement of responsibilitied. statement specifying
whether the lessor or the lessee is responsible for main-
taining or servicing the leased property, together with a
brief description of the responsibility;
(2) Wear and use standard\ statement of the lessor’s
standards for wear and use (if any), which must be
reasonable; and

as “the total amount of rent and other charges imposed
in connection with your lease [state the amount].”

(2) Excess liability.A statement about a rebuttable pre-
sumption that, at the end of the lease term, the residual
value of the leased property is unreasonable and not in
good faith to the extent that the residual value exceeds
the realized value by more than three times the base
monthly payment (or more than three times the average
payment allocable to a monthly period, if the lease calls
for periodic payments other than monthly); and that the
lessor cannot collect the excess amount unless the lessor
brings a successful court action and pays the lessee’s
reasonable attorney’s fees, or unless the excess of the
residual value over the realized value is due to unreason-
able or excessive wear or use of the leased property (in
which case the rebuttable presumption does not apply).
(3) Mutually agreeable final adjustmenf statement
that the lessee and lessor are permitted, after termination
of the lease, to make any mutually agreeable final adjust-
ment regarding excess liability.
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(n) Fees and taxeslhe total dollar amount for all official (4) A substitution of leased property with property that
and license fees, registration, title, or taxes required to be has a substantially equivalent or greater economic value,
paid to the lessor in connection with the lease. provided no other lease terms are changed;
(o) Insurance A brief identification of insurance in connec-  (5) The addition, deletion, or substitution of leased prop-
tion with the lease including: erty in a multiple-item lease, provided the average peri-

(1) Voluntary insurancelf the insurance is provided by odic payment does not change by more than 25 percent;

or paid through the lessor, the types and amounts of or

coverage and the cost to the lessee; or (6) An agreement resulting from a court proceeding.

(2) Required insurancelf the lessee must obtain the

insurance, the types and amounts of coverage requwegection 213.6—[Reserved]

of the lessee.
(p) Warranties or guaranteedA statement identifying all . . .
express warranties and guarantees from the manufacturérecuon 213.7—Aavertising.
or lessor with respect to the leased property that apply tc%a) General rule.An advertisement for a consumer lease
the lessee. ) Iy o
(q) Penalties and other charges for delinquendhe may state that a spec_|f|c lease _of property at specific
amount or the method of determining the amount of anyamounts or terms is available only if the lessor usually and
penalty or other charge for delinquency, default, or Iatecustomarlly leases or will lease the property at those
payments, which must be reasonable. ?I::;l%ulggsr (;rntdercrgi.s icuous standamisclosures required
(r) Security mteres_tA descrlpthn of any security interest, this section shalllobe made clearly and conspicfously
othef than a security deposit dlscl_osed under paragraph (lﬂy(l) Amount due at lease signingxcept for the state-.
of this section, held or to be retained by the lessor; and a g p

clear identification of the property to which the security ment of a periodic payment., any affirmative or negative
interest relates. reference to a charge that is a part of the total amount

(s) Limitations on rate informationlf a lessor provides a due at lease signing under paragraph (d)(2)(ii) of this

percentage rate in an advertisement or in documents evi- section, such as thg amount of any .cap_ltallzed. cost
dencing the lease transaction, a notice stating that “this reduction (or no capltah_zed cost fed“‘?t'?” is required),
percentage may not measure the overall cost of financing shall not be more prominent than the disclosure of the

this lease” shall accompany the rate disclosure. The lessor tcz)ta'IAZmo'l[J_nt due tat Leafe S|gn|nt%. | id
shall not use the term “annual percentage rate,” “annual (2) Advertisement of a lease raté.a lessor provides a

lease rate,” or any equivalent term. percentage rate in an advertisement, _the rate Shi_ill not be
more prominent than any of the disclosures in sec-
tion 213.4, with the exception of the notice in sec-
tion 213.4(s) required to accompany the rate; and the
lessor shall not use the term “annual percentage rate,”
“annual lease rate,” or equivalent term.
(a) Renegotiation A renegotiation occurs when a con- (c) Catalogs and multipage advertisememscatalog or
sumer lease subject to this part is satisfied and replaced bgther multipage advertisement that provides a table or
a new lease undertaken by the same consumer. A renegoschedule of the required disclosures shall be considered a
ation requires new disclosures, except as provided in parasingle advertisement if, for lease terms that appear without
graph (d) of this section. all the required disclosures, the advertisement refers to the
(b) Extension An extension is a continuation, agreed to by page or pages on which the table or schedule appears.
the lessor and the lessee, of an existing consumer leagd) Advertisement of terms that require additional disclo-
beyond the originally scheduled end of the lease termsure.
except when the continuation is the result of a renegotia- (1) Triggering termsAn advertisement that states any of
tion. An extension that exceeds six months requires new the following items shall contain the disclosures re-
disclosures, except as provided in paragraph (d) of this quired by paragraph (d)(2) of this section, except as
section. provided in paragraphs (e) and (f) of this section:

Section 213.5—Renegotiations, extensions, and
assumptions.

(c) AssumptionNew disclosures are not required when a

consumer lease is assumed by another person, whether or

not the lessor charges an assumption fee.
(d) Exceptions New disclosures are not required for the
following, even if they meet the definition of a renegotia-
tion or an extension:
() A reduction in the lease charge;
(2) The deferment of one or more payments, whether or
not a fee is charged;
(3) The extension of a lease for not more than six
months on a month-to-month basis or otherwise;

(i) The amount of any payment;
(ii) The number of required payments; or
(iii) A statement of any capitalized cost reduction or
other payment required prior to or at consummation,
or that no payment is required.
(2) Additional termsAn advertisement stating any item
listed in paragraph (d)(1) of this section shall also state
the following items:
() That the transaction advertised is a lease;
(ii) The total amount due at lease signing, or that no
payment is required,;
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(i) The number, amounts, due dates or periods of by paragraph (d)(2) of this section orally, or in writing

scheduled payments, and total of such payments un-  upon request.

der the lease;

(iv) A statement of whether or not the lessee has theSection 213.8—Record retention.

option to purchase the leased property, and where the

lessee has the option to purchase at the end of thé lessor shall retain evidence of compliance with the

lease term, the purchase-option price. The method ofequirements imposed by this part, other than the advertis-

determining the purchase-option price may be substiing requirements under section 213.7, for a period of not

tuted in disclosing the lessee’s option to purchase thdess than two years after the date the disclosures are re-

leased property prior to the end of the lease term; quired to be made or an action is required to be taken.

(v) A statement of the amount, or the method for

determining the amount, of the lessee’s liability (if Section 213.9—Relation to state laws.

any) at the end of the lease term; and

(vi) A statement of the lessee’s liability (if any) for (@) Inconsistent state lawA state law that is inconsistent

the difference between the residual value of the leasedvith the requirements of the act and this part is preempted

property and its realized value at the end of the leasdo the extent of the inconsistency. If a lessor cannot comply

term. with a state law without violating a provision of this part,
(e) Alternative disclosures—merchandise ta§ysnerchan-  the state law is inconsistent within the meaning of section
dise tag stating any item listed in paragraph (d)(1) of this186(a) of the act and is preempted, unless the state law
section may comply with paragraph (d)(2) of this sectiongives greater protection and benefit to the consumer. A
by referring to a sign or display prominently posted in the state, through an official having primary enforcement or
lessor’s place of business that contains a table or scheduleterpretative responsibilities for the state consumer leas-

of the required disclosures. ing law, may apply to the Board for a preemption determi-

(f) Alternative disclosures—television or radio advertise- nation.

ments. (b) Exemptions(1) Application.A state may apply to the
(1) Toll-free number or print advertisemern adver- Board for an exemption from the requirements of the act

tisement made through television or radio stating any and this part for any class of lease transactions within
item listed in paragraph (d)(1) of this section complies the state. The Board will grant such an exemption if the
with paragraph (d)(2) of this section if the advertisement Board determines that:
states the items listed in paragraphs (d)(2)(i) through (i) The class of leasing transactions is subject to state
(iii) of this section, and: law requirements substantially similar to the act and
(i) Lists a toll-free telephone number along with a this part or that lessees are afforded greater protection
reference that such number may be used by consum-  under state law; and
ers to obtain the information required by paragraph (ii) There is adequate provision for state enforcement.
(d)(2) of this section; or (2) Enforcement and liabilityAfter an exemption has
(ii) Directs the consumer to a written advertisementin  been granted, the requirements of the applicable state
a publication of general circulation in the community  law (except for additional requirements not imposed by
served by the media station, including the name and federal law) will constitute the requirements of the act
the date of the publication, with a statement that and this part. No exemption will extend to the civil
information required by paragraph (d)(2) of this sec- liability provisions of sections 130, 131, and 185 of the
tion is included in the advertisement. The written act.
advertisement shall be published beginning at least
three days before and ending at least ten days after the
broadcast. APPENDIX A TO PART 213—MODEL FORMS
(2) Establishment of toll-free number.
(i) The toll-free telephone number shall be available A-1 Model Open-End or Finance Vehicle Lease Disclo-
for no fewer than ten days, beginning on the date of sures
the broadcast. A-2 Model Closed-End or Net Vehicle Lease Disclosures
(ii) The lessor shall provide the information required A-3 Model Furniture Lease Disclosures
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Appendix A-1 Model Open-End or Finance Vehicle Lease Disclosures

Date

Federal Consumer Leasing Act Disclosures

L essor (s)

L essee(s)

Amount Due at
Lease Signing

(Itemized below)*

Monthly Payments

Your first monthly payment of $
, followed by

Other Charges (not part of your monthly
payment)

Disposition fee (if you do

Total of Payments
(The amount you will have
paid by the end of the lease)

is due on not purchase the vehicle) $
payments of $ due on [Annual tax] $
the of each month. The total of your You will owe an additional
$ monthly payments is $ amount if the actua value of

Tota $ the vehicle is less than the

residual value.

* |temization of Amount Due at L ease Signing

Amount Due At Lease Signing: How the Amount Due at Lease Signing will be paid:
Capitalized cost reduction $
First monthly payment

Refundable security deposit

Title fees

Registration fees

Net trade-in allowance $
Rebates and noncash credits
Amount to be paid in cash

Tota $ Total $
Your monthly payment is determined as shown below:
Gross capitalized cost. The agreed upon valueof thevehicle ($____ ) and any items
you pay over the lease term (such as service contracts, insurance, and any outstanding prior loan
(o IS 7= = o) PSP $

If you want an itemization of this amount, please check this box. []

Capitalized cost reduction. The amount of any net trade-in alowance, rebate, noncash credit, or cash you pay

that reduces the gross CapitaliZeO COSE ........iiuuiiii et e e e e et e e e et a e e e e et e e ean e eanns -
Adjusted capitalized cost. The amount used in calculating your base monthly payment ................coooooiiiiiiiiiinnnnn.
Residual value. The value of the vehicle at the end of the lease used in calculating your base monthly payment ....... -
Depreciation and any amortized amounts. The amount charged for the vehicle's decline in value

through normal use and for other items paid over the 1ease term ...........cooviviiiiiiiiiii e
Rent charge. The amount charged in addition to the depreciation and any amortized amounts .............cccovevvveeennnes
Total of base monthly payments. The depreciation and any amortized amounts plus the rent charge ......................
Lease term. The number of MONthS IN YOUr TE8SE ....uiiiniiii e e e e e e e eanes
Base MONthlY PAYMENT ... ..o e e et e et e e et e e e e e e e e
Monthly sales/use tax ....

Total MONtALY PAYMENT ...ttt e et e e et e e e e et e e e e enann e e e eeneans

Rent and other charges. The total amount of rent and other charges imposed in connection with your lease $

Early Termination. You may have to pay a substantial charge if you end this lease early. The charge may be up to several
thousand dollars. The actual charge will depend on when the lease is terminated. The earlier you end the lease, the greater
this chargeis likely to be.

Excessive Wear and Use. You may be charged for excessive wear based on our standards for normal use [and for mileage in excess
of miles per year at the rate of per mile].

Purchase Option at End of Lease Term. [You have an option to purchase the vehicle at the end of the lease term for $
[and a purchase option fee of $ 1.] [You do not have an option to purchase the vehicle at the end of the lease term.]

Other Important Terms. See your lease documents for additional information on early termination, purchase options and maintenance
responsibilities, warranties, late and default charges, insurance, and any security interest, if applicable.
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[The following provisions are the nonsegregated disclosures required under Regulation M.]

Official Fees and Taxes. The total amount you will pay for official and license fees, registration, title, and taxes over the term of your lease, whether
included with your monthly payments or assessed otherwise: $

Insurance. The following types and amounts of insurance will be acquired in connection with this lease:

We (lessor) will provide the insurance coverage quoted above for a total premium cost of $

You (lessee) agree to provide insurance coverage in the amount and types indicated above.
End of Term Liability. (&) The residua value ($ ) of the vehicle is based on a reasonable, good faith estimate of the value of the vehicle at

the end of the lease term. If the actual value of the vehicle at that time is greater than the residual value, you will have no further liability under this lease, except
for other charges aready incurred [and are entitled to a credit or refund of any surplus] If the actual value of the vehicle is less than the residua value, you will be

liable for any difference up to $ (3 times the monthly payment). For any difference in excess of that amount, you will be liable only if:
1. Excessive use or damage [as described in paragraph ] [representing more than normal wear and use] resulted in an unusually low value at the end of
the term.

2. The matter is not otherwise resolved and we win a lawsuit against you seeking a higher payment.

3. You voluntarily agree with us after the end of the lease term to make a higher payment.

Should we bring a lawsuit against you, we must prove that our origina estimate of the value of the leased property at the end of the lease term was reasonable and
was made in good faith. For example, we might prove that the actual was less than the original estimated value, athough the original estimate was reasonable,
because of an unanticipated decline in value for that type of vehicle. We must also pay your attorney’s fees.

(b) If you disagree with the value we assign to the vehicle, you may obtain, at your own expense, from an independent third party agreeable to both of us, a
professional appraisal of the value of the leased vehicle which could be realized at sale. The appraised value shall then be used as the actual value.

Standards for Wear and Use. The following standards are applicable for determining unreasonable or excess wear and use of the leased vehicle:

Maintenance.
[You are responsible for the following maintenance and servicing of the leased vehicle:

[We are responsible for the following maintenance and servicing of the leased vehicle:

Warranties. The leased vehicle is subject to the following express warranties:

Early Termination and Default. (a) You may terminate this lease before the end of the lease term under the following conditions:

The charge for such early termination is:

(b) We may terminate this lease before the end of the lease term under the following conditions:

Upon such termination we shall be entitled to the following charge(s) for:

(c) To the extent these charges take into account the value of the vehicle at termination, if you disagree with the value we assign to the vehicle, you may obtain,
at your own expense, from an independent third party agreeable to both of us, a professional appraisal of the vaue of the leased vehicle
which could be realized at sale. The appraised value shall then be used as the actual value.

Security Interest. We reserve a security interest of the following type in the property listed below to secure performance of your obligations under this lease:

Late Payments. The charge for late payments is:

Option to Purchase Leased Property Prior to the End of the Lease. [You have an option to purchase the leased vehicle prior to the end of the term.
The price will be [$ /[the method of determining the price].] [You do not have an option to purchase the leased vehicle]
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Appendix A-2 Model Closed-End or Net Vehicle Lease Disclosures

Federal Consumer Leasing Act Disclosures

Date
L essor (s) L essee(s)
Amount Due at Monthly Payments Other Charges (not part of your monthly | Total of Payments
Lease Signing payment) (The amount you will have
(Itemized below)* Your first monthly payment of $ Disposition fee (if you do paid by the end of the lease)
is due on , followed by | not purchase the vehicle) $
payments of $ due on [Annual tax]
$ the of each month. The total of your $
monthly payments is $ . Totd &
* |temization of Amount Due at L ease Signing
Amount Due At Lease Signing: How the Amount Due at Lease Signing will be paid:
Capitalized cost reduction $ Net trade-in allowance $
First monthly payment Rebates and noncash credits
Refundable security deposit Amount to be paid in cash
Title fees

Registration fees

Totad $ Totad $

Your monthly payment is determined as shown below:

Gross capitalized cost. The agreed upon value of thevehicle ($______ ) and any items
you pay over the lease term (such as service contracts, insurance, and any outstanding prior loan
OF 1€8SE DAIANCE) .....oiiiii ittt et e e e $

If you want an itemization of this amount, please check this box. []

Capitalized cost reduction. The amount of any net trade-in alowance, rebate, noncash credit, or cash you pay

that reduces the gross CapitaliZed COSE ........iiuuiiiit et et e e e e et e e et e e e e et e e eanneeenns -
Adjusted capitalized cost. The amount used in calculating your base monthly payment ................coooooiiiiiiiiiinnnnn.
Residual value. The value of the vehicle at the end of the lease used in calculating your base monthly payment ....... -
Depreciation and any amortized amounts. The amount charged for the vehicle's decline in value

through normal use and for other items paid over the 1ease term ...........cooviviiiiiiiiiii e
Rent charge. The amount charged in addition to the depreciation and any amortized amounts .............cccovevvveeennnes

Total of base monthly payments. The depreciation and any amortized amounts plus the rent charge ......................
Lease term. The number of MONthS IN YOUr TE8SE ....uiiiniiii e e e e e e e eanes
Base MONthlY PAYMENT ... ..o e e et e et e e et e e e e e e e e
Monthly sales/use tax ....

Total MONtALY PAYMENT ...ttt e et e e et e e e e et e e e e enann e e e eeneans

Early Termination. You may have to pay a substantial charge if you end this lease early. The charge may be up to several
thousand dollars. The actual charge will depend on when the lease is terminated. The earlier you end the lease, the greater
this chargeis likely to be.

Excessive Wear and Use. You may be charged for excessive wear based on our standards for normal use [and for mileage in excess
of miles per year at the rate of per mile].

Purchase Option at End of Lease Term. [You have an option to purchase the vehicle at the end of the lease term for $
[and a purchase option fee of $ ]1.] [You do not have an option to purchase the vehicle at the end of the lease term.]

Other Important Terms. See your lease documents for additional information on early termination, purchase options and maintenance
responsibilities, warranties, late and default charges, insurance, and any security interest, if applicable.
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Appendix A-2 Model Closed-End or Net Vehicle Lease Disclosures Page 2 of 2

[The following provisions are the nonsegregated disclosures required under Regulation M.]

Official Fees and Taxes. The total amount you will pay for official and license fees, registration, title, and taxes over the term of your lease, whether
included with your monthly payments or assessed otherwise: $

Insurance. The following types and amounts of insurance will be acquired in connection with this lease:

We (lessor) will provide the insurance coverage quoted above for a total premium cost of $
You (lessee) agree to provide insurance coverage in the amount and types indicated above.

Standards for Wear and Use. The following standards are applicable for determining unreasonable or excess wear and use of the leased vehicle:

Maintenance.
[You are responsible for the following maintenance and servicing of the leased vehicle:

[We are responsible for the following maintenance and servicing of the leased vehicle:

Warranties. The leased vehicle is subject to the following express warranties:

Early Termination and Default. (a) You may terminate this lease before the end of the lease term under the following conditions:

The charge for such early termination is:

(b) We may terminate this lease before the end of the lease term under the following conditions:

Upon such termination we shall be entitled to the following charge(s) for:

(c) To the extent these charges take into account the value of the vehicle at termination, if you disagree with the value we assign to the vehicle, you may obtain,
at your own expense, from an independent third party agreeable to both of us, a professional appraisa of the vaue of the leased vehicle
which could be realized at sale. The appraised value shall then be used as the actual value.

Security Interest. We reserve a security interest of the following type in the property listed below to secure performance of your obligations under this lease:

Late Payments. The charge for late payments is:

Option to Purchase Leased Property Prior to the End of the Lease. [You have an option to purchase the leased vehicle prior to the end of the term.
The price will be [$ /[the method of determining the price].] [You do not have an option to purchase the leased vehicle]
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Appendix A-3 Model Furniture Lease Disclosures

Federal Consumer Leasing Act Disclosures

Date
L essor (s) L essee(s)
Description of Leased Property
Item Color Stock # Mfg. Quantity
Amount Due at Lease Signing Monthly Payments Other Charges (not part of| Total of Payments
First monthly payment $ Your first monthly payment of $ your monthly: payment) \(/Ineh:vng lg;lt C}l %L;/
Refundable security deposit $ is due on , followed by Pick-up fee $ the end of the lease)
Delivery/Installation fee  $ payments of $ due on $
$ the of each month. The total of your Totd $ $
Tota $ monthly payments is $

Purchase Option at End of Lease Term. [You have an option to purchase the leased property at the end of the lease term for $
[and a purchase option fee of $ ].] [You do not have an option to purchase the leased property at the end of the lease term.]

Other Important Terms. See your lease documents for additional information on early termination, purchase options and maintenance
responsibilities, warranties, late and default charges, insurance, and any security interest, if applicable.

[The following provisions are the nonsegregated disclosures required under Regulation M.]

Official Fees and Taxes. The total amount you will pay for official fees, and taxes over the term of your lease, whether included with your monthly
payments or assessed otherwise: $ .

Insurance. The following types and amounts of insurance will be acquired in connection with this lease:

We (lessor) will provide the insurance coverage quoted above for atotal premium cost of $
You (lessee) agree to provide insurance coverage in the amount and types indicated above.

Standards for Wear and Use. The following standards are applicable for determining unreasonable or excess wear and use of the leased property:

Maintenance.
[You are responsible for the following maintenance and servicing of the leased property:

[We are responsible for the following maintenance and servicing of the leased property:

Warranties. The leased property is subject to the following express warranties:

Early Termination and Default. (a) You may terminate this lease before the end of the lease term under the following conditions:

The charge for such early termination is:

(b) We may terminate this lease before the end of the lease term under the following conditions:

Upon such termination we shall be entitled to the following charge(s) for:
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Appendix A-3 Model Furniture Lease Disclosures Page 2 of 2
Early Termination and Default. (continued)

(c) To the extent these charges take into account the value of the leased property at termination, if you disagree with the value we assign to the

property, you may obtain, at your own expense, from an independent third party agreeable to both of us, a professional appraisal of the

value of the property which could be redlized at sale. The appraised value shal then be used as the actual vaue.

Security Interest. We reserve a security interest of the following type in the property listed below to secure performance of your obligations under this lease:

Late Payments. The charge for late payments is:

Purchase Option Prior to the End of the Lease Term.

[You have an option to purchase the leased property prior to the end of the term. The price will be [$ ]/the method of determining the price].]

[You do not have an option to purchase the leased property.]
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APPENDIX B TO PART 213—FEDERAL ENFORCEMENT APPENDIX C TO PART 213—BESUANCE OFSTAFF
AGENCIES INTERPRETATIONS

Officials in the Board’s Division of Consumer and Commu-

The following list indicates which federal agency enforcesnity Affairs are authorized to issue official staff interpreta-

Regulation M (12 C.F.R. Part 213) for particular classes oftions of this Regulation M (12 C.F.R. Part 213). These

business. Any questions concerning compliance by a Ioari'nterpretations provide the formal protection afforded un-

felr Dusniss Shoud e GrECed 1 e SHPIOAe rerSecon 130() o he ct. Exct i s i
gency. q ances, interpretations will not be issued separately but

Depo_5|t In_surance Act .(12 US.C. 18.13(3)) Shal.l have th%Ni” be incorporated in an official commentary to Regula-
meaning given to them in the International Banking Act of tion M (Supplement | of this part), which will be amended

1978 (12 U.S.C. 3101). o ) . _ )

: periodically. No staff interpretations will be issued approv-
1. National banks and federal branches and federal 89€Ming lessor’s forms, statements, or calculation tools or meth-
cies of foreign banks

L ' ) ods.
District office of the Office of the Comptroller of the . -
Currency for the district in which the institution is 4. The Supplement to Part 213 is amended by revising the

h in r follows:
located. eading to read as follows

2. State member banks, branches and agencies o_f foreig upplement | to Part 213—Official Staff
banks (other than federal branches, federal agencies, an ommentary to Regulation M
insured state branches of foreign banks), commercial lend-
ing companies owned or controlled by foreign banks, and
organizations operating under section 25 or 25A of the £jyaL RULE—AVIENDMENT TOREGULATIONZ
Federal Reserve Act
Federal Reserve Bank serving the District in which theThe Board of Governors is amending 12 C.F.R. Part 226,
institution is located. its Regulation Z (Truth in Lending). The revisions imple-
3. Nonmember insured banks and insured state branches ohent the Truth in Lending Act Amendments of 1995,
foreign banks which establish new creditor-liability rules for closed-end
Federal Deposit Insurance Corporation Regional Direcdoans secured by real property or dwellings and consum-
tor for the region in which the institution is located. mated on or after September 30, 1995. The 1995 Amend-
4. Savings institutions insured under the Savings Associaments create several tolerances for accuracy in disclosing
tion Insurance Fund of the FDIC and federally chartered the amount of the finance charge, and creditors have no
savings banks insured under the Bank Insurance Fund o€ivil or administrative liability if the finance charge and
the FDIC (but not including state-chartered savings banksaffected disclosures are within the applicable tolerances.

insured under the Bank Insurance Fund) The amendments also clarify how lenders must disclose
Office of Thrift Supervision regional director for the certain fees connected with mortgage loans. In addition,
region in which the institution is located. the Board is publishing a new rule regarding the treatment
5. Federal credit unions of fees charged in connection with debt cancellation agree-

Regional office of the National Credit Union Administra- ments, which is similar to the existing rule for credit
tion serving the area in which the federal credit union isinsurance premiums and provides for more uniform treat-
located. ment of these fees.
6. Air carriers Effective October 21, 1996, 12 C.F.R. Part 226 is
Assistant General Counsel for Aviation Enforcementamended as follows:
and Proceedings, Department of Transportation, 400
Seventh Street, S.W., Washington, DC 20590 Part 226—Truth in Lending (Regulation Z)
7. Those subject to Packers and Stockyards Act
Nearest Packers and Stockyards Administration area sut. The authority citation for Part 226 continues to read as
pervisor. follows:
8. Federal Land Banks, Federal Land Bank Associations,
Federal Intermediate Credit Banks, and Production Credit Authority. 12 U.S.C. 3806; 15 U.S.C. 1604 and 1637(c)(5).
Associations
Farm Credit Administration, 490 LEnfant Plaza, S.W., 2. Section 226.2 is amended by revising paragraph (a)(6) to
Washington, DC 20578 read as follows:
9. All other lessors (lessors operating on a local or re-
gional basis should use the address of the FTC regionalSection 226.2—Definitions and rules of
office in which they operate) construction.
Division of Credit Practices, Bureau of Consumer Pro-
tection, Federal Trade Commission, Washington, DC(a) Definitions.* * *
20580 * ok x Kk %
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(6) Business dayneans a day on which the creditor's
offices are open to the public for carrying on substan-

require the consumer to use a mortgage broker and even
if the creditor does not retain any portion of the charge.

tially all of its business functions. However, for purposes (b) Example of finance charge* *

of rescission under sections 226.15 and 226.23, and for
purposes of section 226.31, the term means all calendar
days except Sundays and the legal public holidays spec-

ified in 5 U.S.C. 6103(a), such as New Year's Day, the
Birthday of Martin Luther King, Jr., Washington'’s Birth-
day, Memorial Day, Independence Day, Labor Day, Co-

* * * * *

(10) Debt cancellation feesCharges or premiums paid
for debt cancellation coverage written in connection
with a credit transaction, whether or not the debt cancel-
lation coverage is insurance under applicable law.

lumbus Day, Veterans Day, Thanksgiving Day, and (c) Charges excluded from the finance charyée*

Christmas Day.
* * * * *

3. Section 226.4 is amended as follows:
a. Paragraph (a) is revised;
b. New paragraph (b)(10) is added;
c. A heading is added to paragraph (c)(7), the introduc-
tory text to paragraph (c)(7) is republished, paragraphs
(c)(7)(ii) and (c)(7)(iii) are revised, paragraph (c)(7)(iv)

is redesignated as paragraph (c)(7)(v) and republished,

and a new paragraph (c)(7)(iv) is added;
d. The paragraph (d) heading is revised, the para-
graph (d)(1) heading and introductory text are revised,
paragraph (d)(1)(i) is revised, and a new paragraph
(d)(3) is added.
e. A new paragraph (e)(3) is added.

The revisions and additions are to read as follows:

Section 226.4—Finance charge.

(a) Definition. The finance charge is the cost of consumer

* * * * *

(7) Real-estate related fee3he following fees in a
transaction secured by real property or in a residential
mortgage transaction, if the fees are bona fide and rea-
sonable in amount:

* * * * *

(il) Fees for preparing loan-related documents, such
as deeds, mortgages, and reconveyance or settlement
documents.

(iii) Notary and credit report fees.

(iv) Property appraisal fees or fees for inspections to
assess the value or condition of the property if the
service is performed prior to closing, including fees
related to pest infestation or flood hazard determina-
tions.

(v) Amounts required to be paid into escrow or trustee
accounts if the amounts would not otherwise be in-
cluded in the finance charge.

* * * * *

credit as a dollar amount. It includes any charge payabl€d) Insurance and debt cancellation coveragt) Volun-
directly or indirectly by the consumer and imposed directly tary credit insurance premium&remiums for credit life,

or indirectly by the creditor as an incident to or a condition accident, health or loss-of-income insurance may be ex-
of the extension of credit. It does not include any charge ofcluded from the finance charge if the following conditions

a type payable in a comparable cash transaction.
(1) Charges by third partiesThe finance charge in-

cludes fees and amounts charged by someone other than
the creditor, unless otherwise excluded under this sec-

tion, if the creditor:
(i) Requires the use of a third party as a condition of
or an incident to the extension of credit, even if the
consumer can choose the third party; or
(i) Retains a portion of the third-party charge, to the
extent of the portion retained.

(2) Special rule; closing agent chargdsees charged by

a third party that conducts the loan closing (such as a

settlement agent, attorney, or escrow or title company)
are finance charges only if the creditor:
(i) Requires the particular services for which the con-
sumer is charged;
(ii) Requires the imposition of the charge; or
(i) Retains a portion of the third-party charge, to the
extent of the portion retained.
(3) Special rule; mortgage broker fedsees charged by

a mortgage broker (including fees paid by the consumer

directly to the broker or to the creditor for delivery to the

broker) are finance charges even if the creditor does not

are met:

() The insurance coverage is not required by the
creditor, and this fact is disclosed in writing.

* * * * *

(3) Voluntary debt cancellation fee§) Charges or pre-
miums paid for debt cancellation coverage of the type
specified in paragraph (d)(3)(ii) of this section may be
excluded from the finance charge, whether or not the
coverage is insurance, if the following conditions are
met:

(A) The debt cancellation agreement or coverage is
not required by the creditor, and this fact is dis-
closed in writing;

(B) The fee or premium for the initial term of
coverage is disclosed. If the term of coverage is less
than the term of the credit transaction, the term of
coverage also shall be disclosed. The fee or pre-
mium may be disclosed on a unit-cost basis only in
open-end credit transactions, closed-end credit
transactions by mail or telephone under sec-
tion 226.17(g), and certain closed-end credit trans-
actions involving a debt cancellation agreement
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that limits the total amount of indebtedness subjectand a subsequent event makes them inaccurate, the creditor

to coverage;
(C) The consumer signs or initials an affirmative
written request for coverage after receiving the
disclosures specified in this paragraph. Any con-
sumer in the transaction may sign or initial the
request.
(i) Paragraph(d)(3)(i) of this section applies to fees
paid for debt cancellation coverage that provides for
cancellation of all or part of the debtor’s liability for
amounts exceeding the value of the collateral securing

shall disclose before consummatiéin:

(1) Any changed term unless the term was based on an
estimate in accordance with section 226.17(c)(2) and
was labelled an estimate;

(2) All changed terms, if the annual percentage rate at
the time of consummation varies from the annual per-

centage rate disclosed earlier by more than 1/8 of

1 percentage point in a regular transaction, or more than
1/4 of 1 percentage point in an irregular transaction, as
defined in section 226.22(a).

the obligation, or in the event of the loss of life,
health, or income or in case of accident.
(e) Certain security interest charges* * 5.

* * * * *

Section 226.18 is amended as follows:

a. Footnote 41 in paragraph (d) is removed and para-
graph (d) introductory text is republished;

(3) Taxes on security instrumentdny tax levied on b. New paragraphs (d)(1) and (d)(2) are added;

security instruments or on documents evidencing indebt- c¢. Footnotes 39 and 40 in paragraph (c) are redesignated
edness if the payment of such taxes is a requirement for as footnotes 40 and 41 respectively; and

recording the instrument securing the evidence of indebt- d. Paragraph (n) is revised.

edness. The revisions and additions are to read as follows:

* * * * *

* * * * *

4. Section 226.17 is amended as follows: Section 226.18—Content of disclosures.

a. In paragraph (a)(1), footnote 38 is revised; * ok A % x

b. Paragraph (c)(2) is redesignated as paragraph (c)(2)(i . ) .
and revised, and paragraph (c)(2)(ii) is added; (02 dFlnabnr?:ef %hargr(ia.'l;ih?lflnanrr]:e ch“e;;]ge;:j5|lr;grth?$ te::;n,th
c. Paragraph (f) is revised. and a briet descriplion such as “the doflar amou €

The revisions and additions are to read as follows: credit will cost you. .
(1) Mortgage loans.In a transaction secured by real
property or a dwelling, the disclosed finance charge and
other disclosures affected by the disclosed finance charge
(including the amount financed and the annual percent-
age rate) shall be treated as accurate if the amount
disclosed as the finance charge:

(i) Is understated by no more than $100; or

(ii) Is greater than the amount required to be dis-

closed.
(2) Other credit.In any other transaction, the amount
disclosed as the finance charge shall be treated as accu-
rate if, in a transaction involving an amount financed of
$1,000 or less, it is not more than $5 above or below the
amount required to be disclosed; or, in a transaction
involving an amount financed of more than $1,000, it is
not more than $10 above or below the amount required
to be disclosed.

Section 226.17—General disclosure requirements.

(a) Form of disclosureg(1) * * * 38* * *

* * * * *

(c) Basis of disclosures and use of estimates*
(2)(i) If any information necessary for an accurate dis-
closure is unknown to the creditor, the creditor shall
make the disclosure based on the best information
reasonably available at the time the disclosure is pro-
vided to the consumer, and shall state clearly that the
disclosure is an estimate.
(i) For a transaction in which a portion of the interest
is determined on a per-diem basis and collected at
consummation, any disclosure affected by the per-
diem interest shall be considered accurate if the dis-
closure is based on the information known to the % % % %
creditor at the time that the disclosure documents ar

prepared for consummation of the transaction ?n) Insurance and debt cancellatiofhe items required by

section 226.4(d) in order to exclude certain insurance pre-
miums and debt cancellation fees from the finance charge.

(f) Early disclosuresilf disclosures required by this subpart ok k%
are given before the date of consummation of a transaction

* * * * *

38. The following disclosures may be made together with or
separately from other required disclosures: the creditor's identity 39. The following disclosures may be made together with or sepa-
under section 226.18(a), the variable rate example under secrately from other required disclosures: the creditor’s identity under
tion 226.18(f)(4), insurance or debt cancellation under sec-section 226.18(a), the variable rate example under section
tion 226.18(n), and certain security interest charges under226.18(f)(4), insurance or debt cancellation under section 226.18(n),
section 226.18(0). and certain security interest charges under section 226.18(0).
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6. Section 226.19 is amended by revising paragraph (a)(2) but it is closer to the actual annual percentage rate
to read as follows: than the rate that would be considered accurate under
paragraph (a)(4) of this section.

* * * * *

Section 226.19—Certain residential mortgage and

variable-rate transactions 8. Section 226.23 is amended as follows:

a. Paragraphs (b)(1) through (b)(5) are redesignated as
paragraphs (b)(2)(i) through (b)(1)(v);

. . b. Introductory text of paragraph (b) is redesignated as
(2) Redisclosure requiredf the annual percentage rate paragraph (b)(1) and republished:

at the time of consummation varies from the annual . A ew paragraph (b)(2) is added:; and
percentage rate disclosed earlier by more than 1/8 of § New paragraphs (g) and (h) are éldded.

1 percentage point in a regular transaction or more thaRrye reyisions and additions are to read as follows:
1/4 of 1 percentage point in an irregular transaction, as

defined in section 226.22, the creditor shall disclose all
the changed terms no later than consummation or settlesection 226.23—Right of rescission.
ment.

(a)***

* * * * *
* * * * *

(b)(1) Notice of right to rescindln a transaction subject to

7. Section 226.22 is amended by adding new paragraphs rescission, a creditor shall deliver two copies of the
(a)(4) and (a)(5) to read as follows: notice of the right to rescind to each consumer entitled to
rescind. The notice shall be on a separate document that
identifies the transaction and shall clearly and conspicu-
ously disclose the following:

(i) The retention or acquisition of a security interest in

the consumer’s principal dwelling.

(il) The consumer’s right to rescind the transaction.
(a) Accuracy of annual percentage rate* * (iii) How to exercise the right to rescind, with a form
for that purpose, designating the address of the credi-
tor's place of business.

Section 226.22—Determination of annual
percentage rate.

* * * * *

(4) Mortgage loans.If the annual percentage rate dis- (iv) The effects of rescission, as described in para-
closed in a transaction secured by real property or a  graph (d) of this section.
dwelling varies from the actual rate determined in accor- (v) The date the rescission period expires.

dance with paragraph (a)(1) of this section, in additionto  (2) Proper form of notice.To satisfy the disclosure
the tolerances applicable under paragraphs (a)(2) and (3) requirements of paragraph (b)(1) of this section, the
of this section, the disclosed annual percentage rate shall creditor shall provide the appropriate model form in

also be considered accurate if: Appendix H of this part or a substantially similar notice.
(i) The rate results from the disclosed finance charge;
and * * * * *
(ii)(A) The disclosed finance charge would be consid- (g) Tolerances for accuracy(l) One-half of 1 percent
ered accurate under section 226.18(d)(1); or tolerance. Except as provided in paragraphs (g)(2)

(B) For purposes of rescission, if the disclosed and (h)(2) of this section, the finance charge and other
finance charge would be considered accurate under disclosures affected by the finance charge (such as the
section 226.23(g) or (h), whichever applies. amount financed and the annual percentage rate) shall be
(5) Additional tolerance for mortgage loank a trans- considered accurate for purposes of this section if the
action secured by real property or a dwelling, in addition  disclosed finance charge:
to the tolerances applicable under paragraphs (a)(2) and (i) Is understated by no more than 1/2 of 1 percent of
(3) of this section, if the disclosed finance charge is the face amount of the note or $100, whichever is
calculated incorrectly but is considered accurate under  greater; or
section 226.18(d)(1) or section 226.23(g) or (h), the (ii) Is greater than the amount required to be dis-
disclosed annual percentage rate shall be considered closed.
accurate: (2) One percent tolerancén a refinancing of a residen-
(i) If the disclosed finance charge is understated, and tial mortgage transaction with a new creditor (other than
the disclosed annual percentage rate is also under- a transaction covered by section 226.32), if there is no
stated but it is closer to the actual annual percentage new advance and no consolidation of existing loans, the
rate than the rate that would be considered accurate finance charge and other disclosures affected by the
under paragraph (a)(4) of this section; finance charge (such as the amount financed and the
(ii) If the disclosed finance charge is overstated, and annual percentage rate) shall be considered accurate for
the disclosed annual percentage rate is also overstated purposes of this section if the disclosed finance charge:
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(i) Is understated by no more than 1 percent of thelO. In Part 226, Appendix H is amended by revising the
face amount of the note or $100, whichever is greaterH-9 Rescission Model Form and the contents listing at the
or beginning of Appendix H to read as follows:
(ii) Is greater than the amount required to be dis-
closed.
(h) Special rules for foreclosureg1) Right to rescind.

After the initiation of foreclosure on the consumer's APPENDIXH TO PART 226—Q@OSEDEND MODEL

principal dwelling that secures the credit obligation, the FORMS ANDCLAUSES

consumer shall have the right to rescind the transaction ) )

if: H-1—Credit Sale Model Form (section 226.18)

(i) A mortgage broker fee that should have beenH-2—Loan Model Form (section 226.18) .

included in the finance charge was not included; or H-3—Amount Financed Itemization Model Form (section

(if) The creditor did not provide the properly com- 226.18(c))

pleted appropriate model form in Appendix H of this H-4(A)—Variable-Rate

part, or a substantially similar notice of rescission. 226-18“)(%)) )
(2) Tolerance for disclosuresAfter the initiation of ~H-4(B)—Variable-Rate ~ Model ~ Clauses  (section

foreclosure on the consumer’s principal dwelling that 226-18“)(2)) i
secures the credit obligation, the finance charge andi-4(C)—Variable-Rate Model Clauses (section 226.19(b))

other disclosures affected by the finance charge (such d§-4(D)—Variable-Rate Model Clauses (section 226.20(c))
the amount financed and the annual percentage ratd)->—Demand Feature Model Clauses (section 226.18(1))
shall be considered accurate for purposes of this sectiohi-6—Assumption  Policy Model Clause (section

if the disclosed finance charge: 226.18(q)) . .
(i) Is understated by no more than $35: or H-7—Required Deposit Model Clause (section 226.18(r))

(i) Is greater than the amount required to be dis- H-8—Rescission Model Form (General) (section 226.23)
H-9—Rescission Model Form (Refinancing With Original
Creditor) (section 226.23)
-10—Credit Sale Sample
H-11—Installment Loan Sample
H-12—Refinancing Sample
H-13—Mortgage with Demand Feature Sample

Model Clauses (section

closed.
9. Section 226.31 is amended by revising paragraphs (d
and (g) to read as follows:

Section 226.31—General rules. H-14—Variable-Rate  Mortgage = Sample  (section
226.19(b))
oEoroE H-15—Graduated Payment Mortgage Sample

(d) Basis of disclosures and use of estimat@y.Legal H-16—Mortgage Sample (section 226.32)
Obligation. Disclosures shall reflect the terms of the
legal obligation between the parties.

(2) EstimatesIf any information necessary for an accu- H-9—Rescission Model Form (Refinancing with Original
rate disclosure is unknown to the creditor, the creditorCreditor)

shall make the disclosure based on the best information

reasonably available at the time the disclosure is proNOTICE OF RIGHT TO CANCEL

vided, and shall state clearly that the disclosure is an

estimate. Your Right to Cancel

(3) Per-diem interestFor a transaction in which a por- You are entering into a new transaction to increase the
tion of the interest is determined on a per-diem basis andimount of credit previously provided to you. Your home is
collected at consummation, any disclosure affected bythe security for this new transaction. You have a legal right
the per-diem interest shall be considered accurate if theinder federal law to cancel this new transaction, without
disclosure is based on the information known to thecost, within three business days from whichever of the

creditor at the time that the disclosure documents ardollowing events occurs last:

* * * * *

prepared. (1) The date of this new transaction, which is
;or
o (2) The date you received your new Truth in Lending

(9) Accuracy of annual percentage ratEor purposes of disclosures; or

section 226.32, the annual percentage rate shall be consid- (3) The date you received this notice of your right to
ered accurate, and may be used in determining whether a cancel.

transaction is covered by section 226.32, if it is accurate If you cancel this new transaction, it will not affect any
according to the requirements and within the toleranceamount that you presently owe. Your home is the security
under section 226.22. The finance charge tolerances fdior that amount. Within 20 calendar days after we receive
rescission under section 226.23(g) or (h) shall not apply foryour notice of cancellation of this new transaction, we
this purpose. must take the steps necessary to reflect the fact that your
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home does not secure the increase of credit. We must alsb3. In Supplement | to Part 226, und8ection 226.18—
return any money you have given to us or anyone else irContent of Disclosuresinder18(d) Finance chargepara-
connection with this new transaction. graph 2 is removed.

You may keep any money we have given you in this new14. In Supplement | to Part 226, und8ection 226.23—
transaction until we have done the things mentioned aboveRight of Rescissiorynder23(b) Notice of right to rescind,
but you must then offer to return the money at the addresshe first sentence of paragraph 3 is revised to read as
below. If we do not take possession of the money withinfollows:

20 calendar days of your offer, you may keep it without
further obligation. Section 226.23—Right of Rescission.

* * * * *

23(b) Notice of right to rescind

How to Cancel

If you decide to cancel this new transaction, you may do so ok k%%

by notifying us in writing, at 3. Content.The notice must include all of the information

) ) outlined in Section 226.23(b)(1)(i) through (¥)* *
(creditor's name and business address).

You may use any written statement that is signed and
dated by you and states your intention to cancel, or you
may use this notice by dating and signing below. Keep oneDRDERSISSUEDUNDER BANK HOLDING COMPANYACT
copy of this notice because it contains important informa-
tion about your rights. Orders Issued Under Section 3 of the Bank Holding
If you cancel by mail or telegram, you must send Company Act
the  notice no later  than midnight  of
(date) (or midnight of the third busi-Valley View Bancshares, Inc.
ness day following the latest of the three events listedOverland Park, Kansas
above).
If you send or deliver your written notice to cancel some Order Approving Application to Acquire Bank Holding
other way, it must be delivered to the above address n&Companies
later than that time.

Valley View Bancshares, Inc., Overland Park, Kansas
(“Valley View”), a bank holding company within the
meaning of the Bank Holding Company Act (“BHC Act”),
has requested the Board’s approval under section 3 of the
BHC Act (12 U.S.C. § 1842) to acquire Industrial Banc-
Consumer's Signature Date shares, Inc., and its subsidiary bank, Industrial State Bank
(“Industrial Bank™), both of Kansas City, Kansas; Interna-
11. In Supplement | to Part 226, und8ection 226.4— tional Bancshares, Inc., and its subsidiary bank, First Bank
Finance Chargepnder4(a) Definition,paragraph 3. ii. is  of Missouri (“First Bank”), both of Gladstone, Missouri;
removed. Mission Bancshares, Inc., and its subsidiary bank, The
12. In Supplement | to Part 226, undSection 226.17— Mission Bank, both of Mission, Kansas; and One Security,
General Disclosure Requirementsnder 17(c) Basis of Inc., and its subsidiary bank, Security Bank (“Security
disclosures and use of estimatgmragraph 17(c)(2) is Bank”), both of Kansas City, Kansds.
redesignated as paragraph 17(c)(2)(i): Notice of the proposal, affording interested persons an
opportunity to submit comments, has been published
(61 Federal Registe31,526 (1996)). The time for filing
comments has expired, and the Board has considered the
ok k% ok proposal and all comments received in light of the factors
set forth in section 3 of the BHC Act.
The Affiliated Companies, with total consolidated assets
Section 226.17—General Disclosure Requirements of approximately $1.6 billion, operate four subsidiary

I WISH TO CANCEL

Supplement | Official Staff Interpretation

17(c) Basis of Disclosures and Use of Estimates 1. The bank holding companies involved in the proposal comprise
the Morgan chain banking organization (“Affiliated Companies”), and
the proposal represents a reorganization of the Affiliated Companies
Paragraph 17(c)(2)(i). into a single bank holding company. On consummation of the pro-
posal, Valley View would directly own all of the voting shares of the
X ok Kk x % subsidiary banks currently owned by the Affiliated Companies.
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banks in Kansas and one subsidiary bank in Missdliie  Other Factors under the BHC Act

Affiliated Companies are the fourth largest commercial

banking organization in Kansas, controlling approximatelyThe BHC Act also requires the Board to consider the
$1.1 billion in deposits, representing 3.2 percent of totalfinancial and managerial resources and future prospects of
deposits in commercial banking organizations in the state.the companies and banks involved, as well as consider-
The subsidiary bank of the Affiliated Companies in Mis- ations relating to the convenience and needs of the commu-
souri is the 51st largest commercial banking organizatiomity to be served and other supervisory factors. The Board
in the state, controlling approximately $238 million in has carefully reviewed the financial and managerial re-
deposits, representing less than 1 percent of total depositources and future prospects of Valley View and the bank

in commercial banking organizations in the state. holding companies to be acquired in light of all the facts of
record, including relevant supervisory reports of examina-
Interstate Analysis tion. The Board notes that Valley View is in satisfactory

financial condition and would remain so after consumma-
Section 3(d) of the BHC Act, as amended by the sec-tion of the proposal. In addition, reports of examination
tion 101 of the Riegle-Neal Interstate Banking and Branch-assessing the managerial resources of Valley View and the
ing Efficiency Act of 1994, allows the Board to approve an other bank holding companies indicate this factor is consis-
application by a bank holding company to acquire controltent with approval. Based on all the facts of record, the
of a bank located in a state other than the home state dBoard concludes that considerations related to the financial
such bank holding company, if certain conditions are metand managerial resources and future prospects of Valley
For purposes of the BHC Act, the home state of ValleyView and the bank holding companies to be acquired are
View is Kansas, and Valley View would acquire a bank in consistent with approval, as are other supervisory factors
Missouri# The conditions for an interstate acquisition un- the Board must consider.
der section 3(d) are met in this casé& view of all the
facts of record, the Board is permitted to approve theConvenience and Needs Factor
proposal under section 3(d) of the BHC Act.
The Board has long held that consideration of the conve-
Competitive Considerations nience and needs factor includes a review of the records of
the relevant depository institutions under the Community
Section 3 of the BHC Act prohibits the Board from approv- Reinvestment Act (12 U.S.C. 8§ 29t seq) (“CRA").
ing an application if the proposal would result in a monop-As provided in the CRA, the Board has evaluated this
oly, or would substantially lessen competition in any rele-factor in light of examinations by the primary federal
vant market unless such anticompetitive effects are clearlgupervisory of the CRA performance record of the relevant
outweighed in the public interest by the probable effects ofinstitutions.
the transaction in meeting the convenience and needs of An institution’s most recent CRA performance evalua-
the community to be served. As noted above, the proposaion is a particularly important consideration in the applica-
represents a reorganization of the Affiliated Companies tdions process because it represents a detailed on-site evalu-
form a single bank holding company. Based on all the factsation of an institution’s overall record of performance
of record, the Board concludes that consummation of thainder the CRA by its primary federal supervigdn addi-
proposal would not have any significantly adverse effectgion, the Board considers an institution’s policies and prac-
on competition or the concentration of banking resourcedices for compliance with applicable fair lending laws. The
in any relevant banking market. Accordingly, the Board Board also has taken into account information on an insti-
concludes that competitive considerations are consistertution’s lending activities that assist in meeting the credit
with approval. needs of low- and moderate-income neighborhoods.
The Board also has carefully considered comments from
The Concerned Clergy Coalition (“Protestant”), which
2. Asset data are as of June 30, 1996. generally allege that the Affiliated Companies have failed
3. State deposit data are as of June 30, 1995. to include the inner cities of Kansas City, Kansas, and
4. Pub. L. No. 103-328, 108 Stat. 2338 (1994). A bank holding Kansas City, Missouri, within their delineated community
EOE&a”BéEn?OQ:]e'ztfg:r:;;hességts?(;gmhsic\?vet?g Oﬁﬁé?ti;’l?s Coérgzi(gggbr to assist in meeting the credit needs of these areas. In
o;) Julg/ 1, 1866,)/or the dagtje on which the comppanypbe)éame a banpartlcu!ar’ Pro_teStam aIIeges_ th?‘t Ser_:urlty Bank has _fo-
holding company, whichever is later. cused its lending efforts outside its delineated community,

5.Seel2 U.S.C. § 1842(d)(1)(A) and (B) and 1842(d)(2)(A) and engaged in insufficient residential and small business lend-
(B). Valley View is adequately capitalized and adequately managed.
Gladstone Bank has been in existence and continuously operated for
the minimum period of time required under Missouri law. In addition, 6. The Statement of the Federal Financial Supervisory Agencies
on consummation of the proposal, Valley View and its affiliates would Regarding the Community Reinvestment Act provides that a CRA
control less than 10 percent of the total amount of deposits of insure@xamination is an important and often controlling factor in consider-
depository institutions in the United States, and less than 13 percent adtion of an institution’s CRA record and that reports of these examina-
the total amount of deposits of insured depository institutions intions will be given great weight in the applications proceSee
Missouri, as required by state law. 54 Federal Registefl3,742, 13,745 (1989).
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ing activities, engaged in ineffective ascertainment and$18.9 million in its delineated community. Examiners
marketing efforts, and provided inadequate branch facili-found the overall geographic distribution of the bank’s
ties” Protestant also alleges that Security Bank and Induseredit extensions to be reasonable.
trial Bank have failed to participate adequately in commu- Security Bank also significantly increased its community
nity development programs serving their delineateddevelopment lending during the same period. In 1994, the
community® bank funded five projects in the aggregate amount of
Performance Examinationdll the subsidiary banks of $706,000, including $400,000 to rehabilitate a 28-unit low-
the Affiliated Companies have received “satisfactory” rat- income apartment complex. An additional $1.5 million was
ings from their primary federal supervisors in their most committed to fund a low-income single family dwelling
recent evaluations for CRA performantén particular, development project. In 1995, the bank funded four
Security Bank received a “satisfactory” rating from the projects in the aggregate amount of $2.7 million, including
Federal Deposit Insurance Corporation (“FDIC”) at its $2 million to help rehabilitate 217 low- and moderate-
most recent examination as of April 1996 (“Security Ex- income apartment units in a 12-building complex, and
amination”)° and Industrial Bank received a “satisfacto- $550,000 to help develop 200 low- and moderate-income
ry” rating for CRA performance from the FDIC as of housing units at the Quality Hill Apartments. During the
September 1994 (“Industrial Examination”). first part of 1996, Security Bank states that it loaned
Performance Record of Security Bankhe Security $4.9 million to nine redevelopment projects, including
Examination noted that the bank focuses on commercia$3.1 million in bond financing to support the renovation of
real estate and other commercial and industrial lendingthe Twin Oaks apartments to create 600 low- and
including a substantial number of loan participations moderate-income housing units.
throughout its region. Consistent with Security Bank's Protestant criticizes the small number of housing-related
business strategy, the bank primarily assists in meeting thivans reflected in the bank’'s data submitted under the
credit needs of its community through direct loans to Home Mortgage Disclosure Act (“HMDA"). As previ-
businesses and participation in the financing of larger houseusly noted, Security Bank is primarily a commercial
ing rehabilitation projects. For example, during 1994, 1995 lender and the HMDA data is consistent with its business
and the first part of 1996, the bank made 153 commerciabrientation. The Board also recognizes that HMDA data
and real estate loans in the aggregate amount oélone provide an incomplete measure of an institution’s
lending in its community because these data cover only a
few categories of housing-related lending and provide lim-
7. Protestant requests that the Board condition its approval of théted information about the covered loans. The bank’s

Fhfofgsal bB{ fegu"i”tg Vda”ey V:SV‘_' to imP"?tL”er(‘:t SZvefa][ specific St$pSI*|HMDA data, nevertheless, reflect positive efforts by Secu-
al rotestant contends would improve the performance or all.. . : - :

the banks involved in the proposal. These steps include: extending thgty Bank to .aSSISt In m.eetlng the credit needs of all
home mortgage purchase products of Valley View's subsidiary bankmembers of its community. Between January 1994 and
Valley View State Bank, Overland Park, Kansas (“Valley View March 1996, loans were originated for 67 percent of the
Bank”), to Security Bank and Industrial Bank; expanding home gpplications received from minority applicants and 64 per-
mortgage, consumer, community development, and small businesgent of the applications received from residents of low- and

lending by Security Bank and Industrial Bank in their delineated . .
community; establishing an additional full-service branch of Security moderate-income census tragtsDuring 1993 through

Bank in its delineated community; and extending the delineated1995, the percentage of home mortgage applications that
communities of certain banks to include the inner city of Kansas City, Security Bank received from African-American applicants,

Missouri. Hispanic applicants, and residents of low- and moderate-

‘8. Protestant criticizes Security Bank for_ its lack of myolvement income census tracts generally exceeded that of lenders in
with several government-sponsored and private community develop-

ment programs that Protestant describes as being active in Securi?he market_in the aggregate. The _Se_curity Exam_ination
Bank’s delineated community and supported by several other financiafound no evidence of prohibited discriminatory practices or
institutions. The Board notes that the CRA provides banks withany other practices designed to discourage loan applica-
substantial leeway in developing specific CRA-related policies and. ions
rograms and does not require participation in any particular type o s . e
gcﬂg,ity or program. quire p P yp P Examiners also noted that three of Security Bank’s five
9. Protestant contends that Valley View Bank and First Bank, whichOffices were located in low- and moderate-income census

serve suburban and other outlying areas of the Kansas City bankingracts and that their services and business hours appeared
market, should extend their delineated communities under the CRA tqg pe sufficient to meet the needs of the local community.

include the inner city of Kansas City, Missouri, and establish branche : :
there. The most recent CRA examinations of all banks owned by thzIn 1995, Security Bank conducted a survey by mail of

Affiliated Companies, including Valley View Bank and First Bank, More than 2,400 deposit customers at all its facilities, and
found that the delineated community for each bank was reasonable
and did not arbitrarily exclude low- and moderate-income areas.

10. Protestant criticizes the Security Examination and contends that 11. Protestant notes that the bank made only one or two Small
the CRA performance of Security Bank is substantially unchangedBusiness Administration (“SBA") loans annually. Valley View states
since it received a “needs to improve” rating at its examination in that Security Bank recently hired a loan officer with SBA lending
September 1992. The FDIC has conducted two evaluations of Securiexperience and that the bank is developing a plan to become more
ty’s CRA performance since the 1992 examination, and both examinaactive in SBA lending.
tions (October 1993 and the Security Examination in 1996) have rated 12. During this period, Security Bank originated loans for
the bank’s performance as “satisfactory.” 68 percent of the applications it received in the aggregate.
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received 900 responses. Surveyed customers were ask&hnk also has hired six bilingual employees to assist
about the bank’s lobby hours, locations, employee courtesyispanic customers.
and personal service, and community involvement. More
than 90 percent of respondents rated the bank excellent d€onclusion on Convenience and Needs Factor
adequate overall. The Security Examination also found that
the bank maintained an adequate branch closing policy. The Board has carefully considered the entire record in its
The Security Examination found that Security Bank review of the convenience and needs factor under the BHC
undertook reasonable efforts to ascertain the credit needs @ct. Based on all the facts of record, including information
its entire community, especially through involvement in provided by Protestant and Valley View and CRA perfor-
several civic organizations and an officer call program.mance examinations, the Board concludes that the efforts
Examiners noted that marketing efforts included weeklyof Valley View and the subsidiary banks of the Affiliated
advertisements in several newspapers serving the loc&ompanies to help meet the credit needs of all segments of
community, including a bilingual newspaper serving His- the communities served, including low- and moderate-
panic members of the community, and that the bank hagncome neighborhoods and minority residents, and the
hired a bilingual employee at its main office to assistconvenience and needs considerations, are consistent with
Hispanic customers. Examiners also noted that the board afpproval, and thus there is no need to require the condi-
directors of the bank was adequately involved in the formu-tions suggested by Protestant.
lation and monitoring of CRA programs and ensured the Based on all the facts of record, the Board has deter-
proper training of officers and employees. mined that this application should be, and hereby is, ap-
Performance Record of Industrial Barlkdustrial Bank  proved4 The Board'’s approval is specifically conditioned
also is primarily a commercial lender. Examiners reviewedon compliance by Valley View with all the commitments
the geographic distribution of the bank’s commercial, made in connection with this application. For the purpose
housing-related and consumer loans, credit applicationsyf this action, the commitments and conditions relied on by
and credit denial, and found that the distribution wasthe Board in reaching its decision are deemed to be condi-
reasonable. For example, examiners found that 41 percetibns imposed in writing by the Board in connection with
of all commercial loans and 70 percent of all consumerits findings and decision and, as such, may be enforced in
loans that the bank had extended since the prior CRAproceedings under applicable law.
examination were made within the bank’s delineated com- The proposed acquisition of the other bank holding
munity. Ninety-three percent of all home mortgage applica-companies in the Morgan Group shall not be consummated
tions and 90 percent of the home mortgage loans originatetefore the fifteenth calendar day following the effective
also were in the delineated community. Examiners alsadate of this order, and not later than three months after the
found the bank’s involvement with community develop- effective date of this order, unless such period is extended
ment projects within its community to be adequate. In 1995for good cause by the Board or by the Federal Reserve
and the first part of 1996, the bank funded nine projects inBank of Kansas City, acting pursuant to delegated author-
the aggregate amount of $1.2 million, including $550,000ity.
to help rehabilitate the Quality Hill apartment complex and By order of the Board of Governors, effective Septem-
$448,000 for the development of a church-supported comber 16, 1996.
munity center. The bank also loaned $84,000 and commit-
ted an additional $40,000 to individuals for the rehabilita-
tion of low-income housing units.
The Industrial Examination found no substantive viola-
tions of the fair lending laws or any other practices de-""14 protestant has requested that the Board hold a public hearing or
signed to discourage loan applicaticfgxaminers found meeting to receive public testimony on the proposal. Section 3(b) of
that the bank relied on direct contacts with governmentthe BHC Act does not require the Board to hold a public hearing or
officials and community organizations, as well as calls onMeeting on an application unless the appropriate supervisory authority
. . . . for the bank to be acquired makes a timely written recommendation of
customers, to ascertain C_red't needs. Through its ascerta”aénial of the application. In this case, the Board has received no such
ment efforts, the bank financed a merger of the area’sequest. Under its rules, the Board may, in its discretion, hold a public
largest minority-owned construction company and the pur-hearing or meeting on an application to clarify factual issues related to
chase of equipment by another minority-owned firm. Thethe application and to provide an opportunity for testimony, if appro-
bank also cetermined through s ascertainment efort thef 1%, 12 G5, 262.36) and 2022500 ne Boar s el
a need existed in its community for additional home im- goarg's view, Protestant has had ample opportunity to submit its
provement loans, and developed fixed-rate term loan andiews and has, in fact, submitted substantial written materials that

home equity loan products to address this need. Industridlave been considered by the Board in acting on the application.
Protestant fails to demonstrate why its substantial written submissions
do not adequately present its allegations or why a public hearing or
meeting is otherwise warranted in this case. For these reasons, and
based on all the facts of record, the Board has determined that a public
13. Examiners noted certain technical violations of fair lending hearing or meeting is not necessary to clarify the factual record in the
laws, which they did not consider to reflect negatively on Industrial application, and is not warranted in this case. Accordingly, Protes-
Bank’s lending practices. tant's request for a public hearing or meeting is denied.
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Voting for this action: Chairman Greenspan, Vice Chair Rivlin, and ment services to retail customers is closely related to
Governors Kelley, Lindsey, Phillips, Yellen, and Meyer. bankings

In order to approve this notice, the Board must also

JENNIFER J. ;DENSON q consider whether the performance of the proposed activity

Deputy Secretary of the Board 1, campridge is a proper incident to banking, that is

. . whether the activity proposed “can reasonably be expected
Orders Issued Under Section 4 of the Bank Holding;, produce benefits to the publi. . that outweigh possible

Company Act adverse effects, such as undue concentration of resources,
. decreased or unfair competition, conflicts of interests, or

Cambridge Bancorp unsound banking practices.As part of its evaluation of

Cambridge, Massachusetts these factors, the Board considers the financial condition

and managerial resources of the notificant and its subsidiar-
ies and the effect of the proposed transaction on these
resources. Based on all the facts of record, including

. . . relevant reports of examination, the Board has concluded
Cambridge Bancorp, Cambridge, Massachusetts ("*Camyat financial and managerial considerations are consistent
bridge”), a bank holding company within the meaning of i, approval of the proposal. The Board also expects that
the Bank Holding ’Company Act ("BHC .ACt ), has re- consummation of the proposal would result in greater
quested the Board’s approval under section 4(c)(8) of thecompetition in the market for retail-level discretionary
BHC Act (12 U.S.C. § 1843(c)(8)) and section 225.23 of 1) a5 ement services and provide added convenience and
the Board's Regulation Y (12 C.F.R. 225.23) to expandggpices to retail customers.

the investment advisory activities of its subsidiary, Cam- |, thecCNB Orderthe Board relied on certain conditions

bridge Investment Services of New Hampshire, Inc., Con-y, jimitations to mitigate potential adverse effects, such as
cord, New Hampshire (“Company”), to provide discretion-

. ) conflicts of interests and customer confusion, that might
ary investment management services to customers who d

; S . &rise from the provision of discretionary management ser-
not qgallfy as institutional customers.under Regulation Y. yices to retail customers. Cambridge has committed that
Notice of the proposal, affording interested persons an-qmnany will conduct the proposed activity under substan-

opportunity to submit comments, has been published;,y the”same limitations and conditions as those in the
(61 Federal Registed1,415 (1996)). The time for filing  ~NB Orderas listed in Appendix A.

comments has expired, and the Board has considered the Cambridge also has requested that it be permitted to

notice and all comments received in light of the factors set,qertise and market the availability of the services of
forth in section 4.(0)(8) of the BHC Act. . Company through CTC'’s branches, including by making
Cambridge, with total consolidated assets of $404.9 Mil-aferrais and providing brochures and other literature, and

lion, controls one commercial bank, C%mbrigge Trustyy gisclose the affiliation of Company with CTC. To miti-
Company, Cambridge, Massachusetts (‘CTE"Cam-  g4tq the potential for customer confusion about the unin-

bridge recently established Company to engage in investg, g nature of the investments made through Company
ment advisory .actlvmeé. C_:ompany has not yet CoM- that might result from such promotional activities, Cam-
menqed o.perauons, a,n,d it currently has an app“,cat'orbridge has stated that all brochures and advertisements of
pending with the Securities and Exchange Commission fOic 5y nany will contain the disclosures required in the Inter-
registration as an investment adviser under the Investmerggency Statement on the Retail Sale of Nondeposit Invest-
Advisers ACt of 19"40 (5 U',S'C' § 80bet seg) (‘Invest- ment Products (“Interagency Statement”). Cambridge has
ment Advisers Act”). Cambridge has committed that Com- e committed that each client, before he or she enters
pany will register under the Investment Advisers Act be-inq an advisory relationship with Company, will receive a
fore pr_owdmg the proposed service. . written disclosure that complies with the disclosure re-
Sepnon 4(c)(8) of the BHC A,Ct provides that a pank quirements of the Interagency Statement. Thus, Cambridge
holding company may engage, with Board approval, in any, 4 disclose that Company is a separate entity from
activity that the Board determines to be “so closely reIatedCTC; that securities purchased through Company are not
to banking or managing or controlling banks as to be aguaranteed by Company or CTC; that accounts of Com-
proper incident thereto* The Board previously has deter- pany are not insured by the Federal Deposit Insurance
mined that providing discretionary investment manage'Corporation (“FDIC"); and that assets invested with Com-
pany are subject to the risk of loss, including possible loss
of the principal invested.

Order Approving a Notice to Engage in Certain
Investment Advisory Activities

1.12 C.FR. 225.2(g).

2. Asset data are as of June 30, 1996. 5. See CNB Financial Corp.82 Federal Reserve Bulleti®®52
3. Cambridge previously received approval for Company to provide(1996) (“CNB Ordef); CoreStates Financial Corp.80 Federal
investment advice to institutional customerSee 12 C.F.R. Reserve Bulleti®44 (1994).
225.25(b)(4)(iii). 6.12 U.S.C. § 1843(c)(8).

4.12 US.C.§ 1843(c)(8). 7.Seel2 C.F.R.225.24.
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Based on all the facts of record, the Board finds that the
public benefits of Cambridge’s proposed activity outweigh
any likely adverse effects and, therefore, that the activity is
a proper incident to banking for purposes of section 4(c)(8)
of the BHC Act.

Based on the foregoing and all the facts of record, the

(4) Company, Cambridge, and affiliates of Cambridge
will not share confidential information regarding their
respective customers without the customer’s consent;
(5) Company’s offices will not be located in, located in
the same building as, or geographically proximate, to
any branches of CTC; and

Board has determined that the notice should be, and hereby (6) Referrals of retail customers to Company by CTC

is, approved. Approval of this notice is specifically condi-
tioned on compliance by Cambridge with the commitments
discussed in this order and all other commitments and
representations made by Cambridge in connection with this
notice. The Board’s determination also is subject to all the
terms and conditions set forth in Regulation Y, including
those in sections 225.7 and 225.23(b) (12 C.F.R. 225.27
and 225.23(b)), and to the Board’s authority to require
such modification or termination of the activities of a bank
holding company or any of its subsidiaries as the Board
finds necessary to ensure compliance with, and to prevent
evasion of, the provisions of the BHC Act and the Board’s
regulations and orders thereunder. For purposes of this
transaction, the commitments and conditions agreed to by
Cambridge shall be deemed to be conditions imposed in
writing by the Board in connection with its findings and

will be made only by CTC trust department or senior
management personnel. No such referrals will be made
without first providing the customer with written or oral
disclosures of the distinct and separate identities of CTC
and Company. Before entering into an advisory relation-
ship with Company, each retail customer will receive a
written disclosure that Company is a separate entity
from CTC; that securities purchased through Company
are not insured by the FDIC or guaranteed by Company
or CTC; and that assets invested with Company are
subject to the risk of loss, including possible loss of the
principal invested. In addition, Cambridge, Company,
and CTC will otherwise comply with the Interagency
Statement on Retail Sales of Nondeposit Investment
Products and its interpretations.

decision and, as such, may be enforced in proceedingfhe Chase Manhattan Corporation

under applicable law.
These activities shall not be commenced later than three

New York, New York

months after the effective date of this order, unless suctMellon Bank Corporation
period is extended for good cause by the Board or by thePittsburgh, Pennsylvania

Federal Reserve Bank of Boston pursuant to delegated
authority.

Order Approving Notice to Acquire Certain Trust-Related

By order of the Board of Governors, effective Septem-Assets

ber 30, 1996.

The Chase Manhattan Corporation, New York, New York

Voting for this action: Chairman Greenspan, Vice Chair Rivlin, and (“Chase”), and Mellon Bank Corporation, Pittsburgh,
Governors Kelley, Lindsey, Phillips, Yellen, and Meyer. Pennsylvania (“Mellon”), bank holding companies within
the meaning of the Bank Holding Company Act (“BHC
Act”), have requested the Board’'s approval under sec-
tion 4 of the BHC Act (12 U.S.C. § 1843(c)(8)) and sec-
tion 225.23 of the Board’s Regulation Y (12 C.F.R. 225.23)
to acquire indirectly assets related to the shareholder ser-
vice operations of Wells Fargo Bank, N.A., San Francisco,
California, and its affiliated banks (collectively “Wells”),
and thereby engage in trust-related services pursuant
to section 225.25(b)(3) of the Board's Regulation Y
(12 C.F.R. 225.25(b)(3). Chase and Mellon propose to
acquire the Wells Fargo shareholder services assets through
their joint venture subsidiary, ChaseMellon Shareholder

affiliated with Cambridge; ; ; : «
(2) Company will not purchase, for discretionary invest- I\Sﬂzrl\l/(;?ﬁ)sl’l LL.C., Ridgefield Park, New Jersey (*Chase/

ment advisory accounts, securities for which Cambridge Notice of this proposal, affording interested persons an

or any of its affiliates acts as underwriter, dealer, diStrib'opportunity to submit comments, has been published
utor, or placement agent, other than opligat_iqns of the(61 Federal Registed2,615, 43,060,(1996)). The time for
United States, unless directed to do so in writing by thefiling comments has expired, and the Board has considered

client prior to e_e_lch such transa_ctm_n and aft_er d|sclosurqhe notice and all comments received in light of the factors
of any such affiliated relationships involved in the trans- .. to1th in section 4(c)(8) of the BHC Act

action;
(3) Fees charged by Company to its retail customers for

its discretionary investment adV|5_0ry services will not be ™1 Chase and Mellon each own 50 percent of Chase/Mellon through
based on the number of transactions executed; wholly owned subsidiaries.

JENNIFER J. DHNSON
Deputy Secretary of the Board

Appendix A

Cambridge has committed that it would comply with the
following conditions:
(1) No investment transactions will be executed by Com-
pany on behalf of retail customers through any broker.
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Chase, the largest commercial banking organization irreview of confidential reports of examination prepared by
the United States with total consolidated assets of approxithe primary federal supervisors of the organizations assess-
mately $321.8 billion, operates banks in Delaware, Florida,ng the financial and managerial resources of these organi-
New Jersey, New York, and Texas, and engages in aations. Based on all the facts of record, the Board con-
number of permissible activities nationwig&lellon, with cludes that the financial and managerial resources of the
total consolidated assets of $42.8 billion, is the 22d largesbrganizations involved in the proposal are consistent with
commercial banking organization in the United States.approval’

Mellon operates banking subsidiaries in Pennsylvania, Del- In evaluating the competitive effects of the proposal, the
aware, Maryland, and New Jersey, and engages in a nunBoard notes that Wells does not control a significant share

ber of nonbanking activities nationwide. of the market for shareholder services and that the effect of
the acquisition in the market for these services would be
Proposed Trust-Related Activities small. In addition, the market for shareholder services is

not highly concentrated and customers for these services
The Board previously has determined that the provision ofare sophisticated financial institutions with substantial bar-
certain shareholder services, including acting as a stocigaining power. Based on all the facts of record, the Board
transfer and dividend disbursing agent and providing simi-concludes that consummation of the proposal would not
lar custodial or agency services, may be performed by bankave a significantly adverse effect on competition in any
holding companies pursuant to section 225.23(b)(3) ofrelevant market.
Regulation Y3 Chase/Mellon provides a full range of per-  In reviewing the public interest factors in this case, the
missible shareholder services pursuant to Regulation YBoard also has carefully considered contentions by Protes-
and all of the Wells assets to be acquired in the proposafant that the public benefits are not sufficient to outweigh
relate to activities that are permissible for bank holding

Compames' . . reached in the Chemical/Chase Order on these issues. As explained in

In considering this proposal, the Board also must deteryne chemicaliChase Order, the Board concluded, on the basis of all
mine whether the proposed activities are a proper incidenthe facts of record, that the proposal met the competitive, convenience
to banking, that is, whether the proposal “can reasonablyand needs, and other statutory factors the Board is required to consider

be expected to produce benefits to the public, such a nd sh_ot_JId pe approved_. Protestant’s request that the Board reco_nsider
P P P ﬁs decision in the Chemical/Chase merger has already been denied.

grga_tter Convemence’, mcreas,ed competition, or gains In 7. Protestant alleges that the 1995 HMDA data for Chase indicate
efficiency, that outweigh possible adverse effects, such asome disparities in the rate of denials and originations for housing-
undue concentration of resources, decreased or unfair connelated loans by racial groups, that Chase has made several misleading
petition, conflicts of interests, or unsound banking prac-a”d inaccurate media announcements regarding branch closings, that

: " : : Chase has abandoned LMI areas through branch closings since the
5
tices.™ As part of its evaluation of these factors, the Board merger, and that Chase has not opened certain branches and automated

has carefully reviewed the finanCia[ and ma'nageriall I'€3eller machines (“ATMs”) in LMI areas identified in connection with
sources of Chase and Mellon and their respective subsidiathe Board’s approval of the Chemical/Chase Order. Protestant also
ies, and the effect the transaction would have on suchmaintains that other aspects of Chase’s operations reflect adversely on

resources in light of all the facts of recotdhis includes managerial considerations, including trading in unregistered copper
’ futures by Chase Bank, problems with ATM services and billing errors

in Chase’s secured credit card program, and the departure of mid- and
high-level management from Chase. The Board has reviewed all of

2. Asset data are as of June 30, 1996. these allegations in light of supervisory assessments of Chase’s mana-

3. See State Street Boston CorporatiBth Federal Reserve Bulletin  gerial resources and Chase’s adherence to fair lending and other laws,
1049 (1995). and updated information from Chase on its branch openings and

4. The shareholder services activities of Wells are set forth in theclosings and ATM installations in LMI census tracts, including the
Appendix. facilities discussed by Protestant. The Board notes that the merger of

5. 12 U.S.C. 8 1843(c)(8Beel2 C.F.R. 225.24see also The Fuji  Chemical and Chase, which involved two of the largest domestic
Bank, Limited 75 Federal Reserve Bulleti®4 (1989);Bayerische  banking organizations, was not consummated until July 14, 1996, and
Vereinsbank AG73 Federal Reserve Bulletih55 (1987). that Chase has already begun to implement the programs and policies

6. Inner City Press/ICommunity on the Move, Bronx, New York discussed in the Chemical/Chase Order. The Board also notes that
(“Protestant”), contends that the Board’s order regarding the mergerChase has demonstrated that it has the managerial resources to con-
of The Chase Manhattan Corporation and Chemical Banking Corporaduct the activities proposed in this case.
tion, both of New York, New YorkChemical Banking Corporatign 8. Protestant maintains that the Board should consider the competi-
82 Federal Reserve Bulleti@39 (1996) (“Chemical/Chase Order”), tive effect of all business relationships between Mellon and Chase and
misanalyzed and misinterpreted a number of issues raised by theeconsider the approval of the Chase/Mellon joint venture. In connec-
merger of Chemical and Chase, including the potential anticompetition with the formation of Chase/Mellon, both banking organizations
tive effects of the merger, the impact of the announced branch closingsnade a number of commitments to address conflicts of interests and
on low- and moderate-income (“LMI") communities and communi- other adverse effects that could result from a matrix of relationships
ties with predominately minority populations, and the reliability of the between co-venturers. In particular, Chase and Mellon committed not
data submitted under the Home Mortgage Disclosure Act (“HMDA") to solicit business on behalf of each other and represented that they
relating to loans made through the New York City Partnership. Indid not have or expect to have significant business relationships
addition, Protestant argues that the availability of new information outside the joint venture. Chase and Mellon also committed to act on
since the Chemical/Chase Order, including Chase’s HMDA data foran arm’s-length basis in deciding whether to extend credit to any
1995 and criticisms by the General Accounting Office of examiner fair co-venturer or co-venturer's competitor and not to take into account
lending training and enforcement policies of the federal financialthe fact that a potential borrower could be a competitor of Chase/
supervisory agencies, require the Board to reconsider the conclusioniglellon in deciding whether to extend credit.
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the adverse effects of this proposal. The record indicateg\ppendix

that the proposal would provide added convenience to the

customers of Wells by continuing to provide them with gpharenolder Services Activities of Wells
shareholder services from a company committed to these
activities. Moreover, the Board believes that there are
public benefits derived from permitting capital markets to
operate so that bank holding companies may make poten-
tially profitable investments in nonbanking companies and
allocate their resources in the manner they believe is most
efficient when these investments are consistent with the
relevant considerations under the BHC Act, as they are in letters” on behalf of the corporation to its new share

this case. hold d terials f | ial meet
For the reasons discussed in this order, the Board be- _nogsers, and proxy materiais for annual or special meet-

lieves that the potential for adverse effects, if any, resulting . . .
from the transaction are negligible. The Board also con- ) Malllmg annual meetlng.materlals tqlshareholders,
cludes that, based on the considerations discussed above,tabUIat'ng votes for t_he various propositions on proxy
the proposal can reasonably be expected to produce nota- statements, e_md Serving as the _Inspector of Ele.Ct'O'”' for
ble public benefits. Accordingly, based on all the facts of atr:nuaLI Irgeetln%s (Wh'cth tm?: involve E[)_res’engng Jhef
record, the Board has determined that consummation of the Z ar? o erdvohe crc])ulr(ljs Ottr? corpor? 1on ? oard o
proposal can reasonably be expected to produce public Irectors and sharenolders at the annuai mee ing).

(5) Canceling shares in the name of the transferor name

benefits that would outweigh any likely adverse effects d issui h in th f th . i
under the proper incident to banking standard of section and i1ssuing snares in the name ot the acquirer pursuan
to the sell or transfer of shares.

4(c)(8) of the BHC Act. (6) Providing shareholders information regarding end-
of-year tax reports, lost dividend checks, dividend rates,
dates of prior transfers of stock, procedures for transfer-
ring shares.

Based on the foregoing and all the facts of record, the (7) Facilitating the_transferof shart_es_ dur_ing the course of
Board has determined that the notice should be, and hereby COrPOrate reorganizations by providing lists of the share-
is, approved. The Board’s determination is subject to all holders of the S,'[OCK to be acqwrgd, informing the share-
the terms and conditions set forth in the Board's Regula- °lders (by mail) of the transaction and supplying them
tion Y, including those in sections 225.7 and 225.23(g) W|th the instructions :_;md forms to be used in tend(_anng
(12 C.F.R. 225.7 and 225.23(g)), and to the Board's author- tN€ir shares, processing the tendered shares and issuing
ity to require such modification or termination of the tNe MErger or acquisition compensation to the appropri-
activities of a bank holding company or any of its subsid- &t€ shareholders. . .

iaries as the Board finds necessary to assure compliance (8) Maintaining the shareholder records, including name,
with, and to prevent evasion of, the provisions of the BHC address, and number of shares owned, for the employee

Act and the Board's regulations and orders issued thereun- StoCk option plarr:s of its ((:jorporate custon&ers.l g
der. The Board's approval is specifically conditioned on (9) Examining shares and any corresponding legal docu-

(1) Maintaining the shareholder records, including name,
address, and number of shares owned, for its corporate
customers and ensuring that the corporation’s share-
holder list remains current.

(2) Preparing and mailing checks to dividend holders.

(3) Mailing quarterly and annual reports, “welcome

Conclusion

compliance with all the commitments made in connection
with this proposal, including the commitments discussed in
this order. These commitments and conditions shall be
deemed to be conditions imposed in writing by the Board
in connection with its findings and decision and, as such,
may be enforced in proceedings under applicable law.
This transaction shall not be consummated later than
three months following the effective date of this order,

unless such period is extended for good cause by the Board

or both the Federal Reserve Bank of New York and the
Federal Reserve Bank of Cleveland acting pursuant to
delegated authority.

By order of the Board of Governors, effective Septem-
ber 30, 1996.

Voting for this action: Chairman Greenspan, Vice Chair Rivlin, and
Governors Kelley, Lindsey, Phillips, Yellen, and Meyer.

JENNIFER J. DHNSON
Deputy Secretary of the Board

ments submitted in conjunction with the transfer of
shares containing legends on the back of the certificates
that denote certain restrictions on the sale or transfer of
the shares.

(10) Following the purchase activity of certain shares
and issuing reports detailing the names of purchasers,
brokers used to purchase shares, and number of shares
purchased, to its corporate customers;

(11) Contacting shareholders on behalf of corporations,
to remind the shareholders to submit their vote or proxy
for annual shareholder meetings or special shareholder
meetings;

(12) Providing escheat services for abandoned property
(i.e., unclaimed dividends and shares of stock).

(13) Providing corporate customers with on-line inquiry
access into Chase/Mellon’s databases containing infor-
mation on the corporation’s shareholders.

(14) Performing various statistical analyses and generat-
ing various reports concerning the corporation’s share-
holder base.
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(15) Maintaining separate databases of shares purchased(11) Trading for its own account in:

through the dividend reinvestment plans (“DRP”) or (i) Gold and silver bullion, bars, rounds, and coins
employee stock purchase plans (“ESPP”) for its corpo- (“precious metals”); and
rate customers. (ii) Forwards, options, futures, and options on futures
contracts for such precious metals for purposes of
National Westminster Bank Plc hedging positions in the underlying precious metals;

(12) Trading for its own account in foreign exchange
spot, forwards, futures, options, and options on futures
contracts for purposes other than hedging; and

(13) Acting as originator, principal, broker, agent, or
adviser to institutional customers with respect to interest
rate and currency swaps and related swap derivative
productst

London, England

Order Approving Notice to Engage in Certain
Nonbanking Activities

National Westminster Bank Plc, London, England (“Nat-
West”), a foreign banking organization subject to the Bank
Holding Company Act (“BHC Act”), has requested the

Board’s approval under section 4(c)(8) of the BHC Act

(12 U.S.C. § 1843(c)(8)) and section 225.23 of the Board’s Notice of this Lo
: . . proposal, affording interested persons an
Regulation Y (12 C.F.R. 225.23) to acquire GreenW|chOpportunity to submit comments, has been published

Ca},pital I-(;ol(:]ingsb, Inc., Greenwichh, (]E’C)anQCtiCUt ("gor"‘(Pa' (61 Federal Registert1,161 (1996)). The time for filing
ny”), and thereby engage in the following nonbanking ¢, ments has expired, and the Board has considered the

aCtii’iti‘l\eAS:k_ » g ing | d oth proposal and all comments received in light of the factors
(1) Making, acquiring and servicing loans and other g o4 in section 4(c)(8) of the BHC Act,

. . : e
gxtenlslgns $f (ir;(éti:p;rszggn;;obsefu.on 225.25(b)(1) OTS NatWest, with total consolidated assets of approximately
eguiation (. o : (.)( ))’. . $257.8 billion, is the second largest banking organization
(2) Providing investment and financial advisory Ser-i\ pnaiande In the United States, NatWest operates
vices, pursuant to section 225.25(b)(4) of Regulation Yy, o ches in New York, New York, and Chicago, lllinois,

%ZLC'F'R' 225'25(b)|(4)); | . an agency in Los Angeles, California, and a representative
(3) Leasing personal or real property or acting as agentygice in Houston, Texas. NatWest also controls several

broker, or adviser in leasing such property, pursuant tq - : - . S
) ) subsidiaries that engage in various nonbanking activities in
section 225.25(b)(5) of Regulation Y (12 C.FR. jo ynited States 9

225'25(b)(.5))’ . N . Company is a nonbanking company, currently owned by
(4) Arranging commermal real estate equity flna_ncmg,.l.he Long-Term Credit Bank of Japan, Limited, Tokyo,
pursuant to_section 22?‘25(b)(14) of Regulation Y Japan, that engages in a variety of securities-related, advi-
(12 CFR 225:25(b)(14))’ : . sory and other nonbanking activities worldwide. Compa-
(5) Providing discount and full-service securities broker- ny’s principal subsidiary, Greenwich Capital Markets, Inc.
age services, pursuant to section 225.25(b)(15) of Regu(“GCM,.), is, and will cbntinue to be, a broker-deéler

Iztion :; (12 .C.:.F.R. (212(15.25(b).(15)gl;. . fth ited registered with the Securities and Exchange Commission
(St)?n erwrmnglq art;r i?'ng'r;ot |tgat|onsdotht .eunl'.tte. “SEC”) under the Securities Exchange Act of 1934
atés, general obligations of stales an €Ir polilicay 15 y s.c. § 78zt seg) and a member of the National

EUbdl')V'S:(OnS’ and Ot(;‘er o_bllgatlc(;nz |n|wh|((:jh Sti‘tze SgrrgAssociation of Securities Dealers (“NASD”). In addition,
er banks may underwrite and deal under ~"~GCM is, and will continue to be, registered as an FCM

88 335 and 24(7) (“bank-eligible securities”), pursuant with the Commodity Futures Trading Commission

to section 225.25(b)(16) of Regulation Y (12 C.F.R. (“CFTC”) under the Commodity Exchange Act (7 U.S.C.
2725A25.(b)(16)),f o hant (‘Fopm. S L €t sed. Accordingly, GCM will be subject to the
(7) Acting as a utyreszcggngsslolnggmer;: F\?nt(l - )'Y recordkeeping and reporting obligations, fiduciary stan-
pursuant to section :25(b)(18) of Regulation dards, and other requirements of the Securities Exchange

(12 C'F'R'. 22.5'25(b)(18)); . . . Act, the Commodity Exchange Act, the SEC, CFTC, and
(8) Providing investment advice on financial futures and ASD

options on futures, pursuant to section 225.25(b)(19) o
Regulation Y (12 C.F.R. 225.25(b)(19));
(9) Underwriting and dealing in, to a limited extent,

certain municipal revenue bonds (including certain UN-The Board previously has determined by regulation that

rated and pnvgte ownership” municipal TEVENUe o proposed lending, investment and financial advisory,
bonds), 1-4 family mortgage-related securities, con-

sumer receivable-related securities, and commercial pa-
per (Collectively, "bank- ineligible securities”); 1. As used herein, the term “swap derivative products” means caps
(10) Acting as agent in the private placement of all typesfloors, collars, and options on swaps, caps, floors, and collars.

Qf securities, and buying and selling _a" types (_)f S_ecuri' 2. Asset and ranking data are as of December 31, 1995, and use
ties on the order of customers as a “riskless principal”; exchange rates then in effect.

Company would conduct these activities worldwide.

Activities Approved by Regulation
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leasing, commercial real estate equity financing arrangingtest and the prudential limitations established by the Board
securities brokerage, bank-eligible underwriting and deal-in its SanwaOrder?
ing, FCM, and futures advisory activities are so closely
related to banking as to be a proper incident thereto withinPrivate Placement and “Riskless Principal” Activities
the meaning of section 4(c)(8) of the BHC AchNatWest
proposes to conduct these activities in accordance with th€rivate placement involves the placement of new issues of
Board’s regulations and prior Board decisions relating tosecurities with a limited number of sophisticated purchas-
these activities. ers in a nonpublic offering. A financial intermediary in a
private placement transaction acts solely as an agent of the
Underwriting and Dealing in Bank-Ineligible Securities  issuer in soliciting purchasers and does not purchase the
securities and attempt to resell them. Securities that are
The Board has determined that, subject to the prudentigbrivately placed are not subject to the registration require-
framework of limitations established in previous decisionsments of the Securities Act of 1933, and are offered only to
to address the potential for conflicts of interests, unsoundinancially sophisticated institutions and individuals and
banking practices, or other adverse effects, the proposedot to the public. Company will not privately place regis-
activities of underwriting and dealing in bank-ineligible tered securities and will only place securities with custom-
securities are so closely related to banking as to be a propers that qualify as accredited investors.
incident thereto within the meaning of section 4(c)(8) of “Riskless principal” is the term used in the securities
the BHC Act> NatWest has committed that Company will business to refer to a transaction in which a broker-dealer,
conduct the proposed underwriting and dealing activitiesafter receiving an order to buy (or sell) a security for a
using the same methods and procedures and subject to tloeistomer, purchases (or sells) the security for its own
same prudential limitations established by the Board in theaccount to offset a contemporaneous sale to (or purchase
Section 20 Orders. from) the customet. Riskless principal transactions are
The Board also has determined that the conduct of thesanderstood in the industry to include only transactions in
securities underwriting and dealing activities is consistentthe secondary market. Thus, Company would not act as a
with section 20 of the Glass—Steagall Act (12 U.S.C.riskless principal in selling bank-ineligible securities at the
§ 377), provided that the company engaged in the undererder of a customer that is the issuer of the securities to be
writing and dealing activities derives no more than sold, or in any transaction where Company has a contrac-
10 percent of its total gross revenue from underwriting andtual agreement to place the securities as agent of the issuer.
dealing in bank-ineligible securities over any two-year Company also would not act as a riskless principal in any
period. The Board subsequently modified that prudentiatransaction involving a bank-ineligible security for which it
framework in the case of a foreign banking organization toor an affiliate makes a market.
take into account principles of national treatment and the The Board has determined that, subject to the limitations
Board’s policy not to extend U.S. Bank supervisory stan-established by the Board in prior orders, the proposed
dards extraterritorially.NatWest has committed that Com- private placement and riskless principal activities are so
pany will conduct its underwriting and dealing activities in closely related to banking as to be a proper incident thereto
bank-ineligible securities subject to the 10-percent revenusvithin the meaning of section 4(c)(8) of the BHC Act.
The Board also has determined that acting as agent in the
I private placement of securities, and purchasing and selling
3. Seel2 C.F.R. 225.25(b)(1), (4), (), (14), (15), (16), (18), and gecurities on the order of investors as a riskless principal,
(12)'8 L . do not constitute underwriting and dealing in securities for
. Because Company would provide investment advisory and bro- .
kerage services with respect to ineligible securities that it may hold afurposes of section 20 of the Glass—Steagall Act, and that

a principal, NatWest has committed that Company will inform its revenue derived from these activities is not subject to the
customers at the commencement of the relationship that, as a general
matter, it may be a principal or may be engaged in underwriting with
respect to, or may purchase from an affiliate, those securities for which
brokerage or advisory services are provided. In addition, NatWest has 7. The Board notes that lending to affiliates by U.S. branches and
committed that the confirmations sent by Company to customers willagencies of foreign banks is not restricted by section 23A of the
state whether Company acted as agent or as principal in the transa&ederal Reserve Act. In view of the limited nature of these activities,
tion. See PNC Financial Corpy5 Federal Reserve Bulletir896 the Board does not believe that the record at this time would require
(1989);Bankers Trust New York Compaiii Federal Reserve Bulle-  extending the restrictions of section 23A to NatWest's U.S. branches
tin 695 (1988). and agencies. The Board, however, reserves the right to require that

5. See Citicorp, et al.73 Federal Reserve Bulleti73 (1987)aff'd NatWest's U.S. branches and agencies adhere to the restrictions of
sub nom. Securities Industry Ass'n v. Board of Governors of thesection 23A should circumstances change to make such a requirement
Federal Reserve SysteB89 F.2d 47 (2d Cir.)¢ert. denied486 U.S. appropriate.
1059 (1988); ancChemical New York Corporation, et al.3 Federal 8. SeeSEC Rule 10b-10(a)(8)(i) (17 C.F.R. 240.10b-10(a)(8)(i))-
Reserve Bulletin31 (1987), as modified b@rder Approving Modifi- ~ The Board notes that GCM, as a registered broker-dealer, must con-
cations to Section 20 Orderg5 Federal Reserve Bulletii51 (1989) duct its riskless principal activities in accordance with the customer
(collectively, “Section 20 Orders”). disclosure and other requirements of the federal securities laws.

6. The Sanwa Bank, Limited/6 Federal Reserve Bulletih68 9. See J.P. Morgan & Company Incorporateth Federal Reserve
(1990) (“Sanwa”); The Toronto-Dominion Bank,6 Federal Reserve  Bulletin 26 (1990) (“J.P. Morgari); Bankers Trust New York Corpo-
Bulletin 573 (1990). ration, 75 Federal Reserve Bullet829 (1989) (‘Bankers Trus}.
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10-percent revenue limitation on bank-ineligible securitiesrelated activities in accordance with the limitations
underwriting and dealing? established by the Boatd.
NatWest has committed that Company will conduct its
private placement activities using the same methods an&wap Activities
procedures and subject to the same prudential limitations
as those established by the BoardBiankers TrusandJ.P.  NatWest proposes that Company act as originator, princi-
Morgani! including the comprehensive framework of re- pal, broker, agent, or adviser to institutional customers with
strictions imposed by the Board in connection with under-respect to interest rate and currency swaps and related
writing and dealing in bank-ineligible securities, which swap derivative products. The Board previously has deter-
were designed to avoid potential conflicts of interests,mined that the proposed swap activities are closely related
unsound banking practices, and other adverse effects. Nate banking and permissible for bank holding companies
West also has committed that Company will conduct itsunder section 4(c)(8) of the BHC A&t NatWest has
riskless principal activities subject to the limitations previ- committed that Company will conducts its swap activities
ously established by the Boatd. in accordance with the limitations established by the Board
in previous decision&
Precious Metal and Foreign Exchange Activities
Proper Incident to Banking Standard
NatWest proposes that Company trade for its own account
in gold and silver bullion, bars, rounds, and coins, andin order to approve this proposal, the Board also must
forwards, options, futures, and options on futures contractsletermine that the proposed activities are a proper incident
for such precious metals for purposes of hedging positionso banking, that is, that the proposal “can reasonably be
in the underlying precious metals. NatWest also proposegxpected to produce benefits to the public, such as greater
that Company trade for its own account in foreign ex- convenience, increased competition, or gains in efficiency,
change spot, forward, futures, options and options on futhat outweigh possible adverse effects, such as undue con-
tures transactions for purposes other than hedging. Theentration of resources, decreased or unfair competition,
Board previously has determined that the proposed preeonflicts of interests, or unsound banking practices.”
cious metals activities are closely related to banking and As part of the Board’'s evaluation of these factors, the
permissible for bank holding companies under sec-Board considers the financial and managerial resources of
tion 4(c)(8) of the BHC Act2 The Board also previously the notificant and its subsidiaries and the effect the transac-
has approved the proposed foreign exchange-related actition would have on such resourcésThe Board notes that
ities subject to certain limitations, and NatWest has com-NatWest's capital ratios satisfy applicable risk-based capi-
mitted that Company will conduct its foreign exchange-tal standards established under the Basle Accord and are
considered equivalent to the capital levels that would be
required of a U.S. banking organization. The Board also
10. See Bankers Trust. has reviewed the capitalization of NatWest and Company
11. Among the prudential limitations discussed more fullBank- iy accordance with the standards set forth in the Section 20
ers Trustand J.P. Morganare that Company will not privately place . R .
open-end investment company securities or securities of investmen(P,rders and finds the capﬂghzapon of each to,be, CODSBtem
companies that are advised by NatWest or any of its affiliates. InWith approval. The determination of the capitalization of
addition, Company will make no general solicitation or general adver-Company is based on all the facts of record, including
tisilr12g ;(:ares'e}?llgilg:ilitgflal\?:\fvl York Company, |82 Federal Reserve Natwest's projections of the volume of Company's under-
Bulletin 748 (1996). Neither Compans né"r its afiiates will hod Wrting and dealing activities in bank-ineligible securities.
themselves out as making a market in the bank-ineligible securities3@S€d on all the facts of record, the Board concludes that
that Company buys and sells as riskless principal, or enter quotes fofinancial and managerial considerations are consistent with
specific bank-ineligible securities in any dealer quotation system ingpproval of the proposal.
connection with Company’s riskless principal transactions, except that |, considering the potential adverse effects of the pro-

Company and its affiliates may enter bid or ask quotations, or publish . . .
“offering wanted” or “bid wanted” notices on trading systems other POSal, the Board has found that there is no evidence in the

than NASDAQ or an exchange, if Company or the affiliate does not

enter price quotations on different sides of the market for a particular

security for two business days. In other words, Company or its affiliate

must wait at least two business days after entering a “bid” quote on a 14. See The Long-Term Credit Bank of Japan, Limited, 79 Federal

security before entering an “ask” quote on the same security and viceReserve Bulletir847 (1993);The Hongkong and Shanghai Banking

versa. Company will not act as riskless principal for registered invest-Corporation,75 Federal Reserve Bulletial7 (1989).

ment company securities or for any securities of investment compa- 15. See The Long-Term Credit Bank of Japan, Limitg@lFederal

nies that are advised by NatWest or its affiliates. In addition, becaus&keserve Bulletii345 (1993).

Company proposes to provide riskless principal services in combina- 16.See C&S/Sovran Corporatioiip Federal Reserve Bulleti@57

tion with investment advisory services, Company will conduct its (1990); The Sumitomo Bank, Limited5 Federal Reserve Bulletin

riskless principal activities in accordance with the limitations estab-582 (1989).

lished by the Board for the full-service brokerage activities of bank 17.12 U.S.C. § 1843(c)(8).

holding companiesSeel2 C.F.R. 225.25(b)(15)(ii). 18. See 12 C.F.R. 225.24;see also The Fuji Bank, Limited,
13. See Midland Bank PLCY76 Federal Reserve Bulletir860 75 Federal Reserve Bulletif4 (1989);Bayerische Vereinsbank AG,

(1990). 73 Federal Reserve Bulletih55 (1987).
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record to indicate that consummation of the proposal wouldBoard in connection with its findings and decisions, and
result in any significantly adverse effects, such as unduenay be enforced in proceedings under applicable law.
concentration of resources, decreased or unfair competi- This transaction shall not be consummated later than
tion, conflicts of interest, or unsound banking practices. Inthree months after the effective date of this order unless
addition, the record indicates that there are numerous prasuch period is extended for good cause by the Board or the
viders of these nonbanking services. Federal Reserve Bank of New York, acting pursuant to
Based on the foregoing and all other facts of record, thedelegated authority.
Board has determined that under the framework and condi- By order of the Board of Governors, effective Septem-
tions established by the Board in this and prior decisionsper 19, 1996.
consummation of the proposal is not likely to result in
significantly adverse effects, such as undue concentration Voting for this action: Chairman Greenspan and Governors Kelley,
of resources, decreased or unfair competition, conflicts of-indsey, Phillips, Yellen, and Meyer. Absent and not voting: Vice
interest, or unsound banking practices. The Board expect$;"a" Rvin.
moreover, that consummation of the proposal would pro-
vide added convenience, a broader array of products, and
improved services to NatWest's customers. The Board has
determined, therefore, that the performance of the pro-
posed activities by NatWest can reasonably be expected %é)

JENNIFER J. DHNSON
Deputy Secretary of the Board

rders Issued Under Sections 3 and 4 of the Bank

produce public benefits that outweigh possible advers olding Company Act

effects under the proper incident to banking standard o

section 4(c)(8) of the BHC Act. . . .
Accordingly, and for the reasons set forth in this orderG’rupO F'nan?\'/lero. Banamex Accival, S.A. de C.V.

and in the Section 20 Orders, the Board has concluded thé\{lex'co City, Mexico

NatWest's proposal to engage in the proposed activities i . _

consistent with the Glass—Steagall Act, and that the pro?Bam.:0 Ngtlon'\r;lll d_e Meco, S.A.

posed activities are so closely related to banking as to bé/lex'co ity, Mexico

proper incidents thereto within the meaning of sec-B USA B

tion 4(c)(8) of the BHC Act, provided that NatWest limits Lani\mexl c lfclfnco'rp

Company’s activities as specified in this order and the 0s Angeles, Lalifornia

Section 20 Orders. . . .
On the basis of all the facts of record, the Board hasogiﬁr lep;?qvc'lng g;g '(:)ZZIn?:OEnnO;aes;a\ncll(el;'t(:'dnmg

determined to, and hereby does, approve this notice subje(é p’t' y Activiti P gagel :

to all the terms and conditions discussed in this order ang®SCUM!es ACUVILIES

in the Section 20 Orders. The Board’s approval of this

proposal extends only to activities conducted within theCity, Mexico (“Banacci”), has requested the Board’s ap-

limitations of those orders and this order, including the proval under section 3(a)(1) of the Bank Holding Company

Board’s reservation of authority to establish additional ; .
limitations to ensure that Company’s activities are consis-ACt (‘BHC Act’) (12 U.S.C. § 1842(a)(1)) to become a

tent with safety and soundness, avoiding conflicts of inter-bank holding company within the meaning of the BHC Act

ests, and other relevant considerations under the BHC AclIhrough its ownership of 9.9 percent of the voting shares

Underwriting and dealing in any manner other than asof Banco National de Kco, S.A., Mexico City, Mexico

approved in this order and the Section 20 Orders is no{"Banamex”), a foreign bank re_gstered as a_bank holding
authorized for Company. company, and thereby to retain all the voting shares of

The Board’s determination also is subject to all the termsBanamex USA Bancorp, Los Angeles, California (*Ban-

o X ; ) . . " d its subsidiary bank, California Commerce
and conditions set forth in Regulation Y, including those in corp )’“ an ” A y
sections 225.7 and 225.23(g) (12 C.FR. 2257 andank (‘CCB"), Los Angeles, California (*CCB"):

225.23(q)), and to the Board’s authority to require modifi- selcg:ggr?cf(lc?(lz;) ;iiéegﬂ?tzgtt?fz %ogrg’s§aplp§2;?é)t(1g)?er
cation or termination of the activities of a bank holding and section 225.23 of the Board's Regulation Y (12 C.F.R.

company or any of its subsidiaries as the Board finds e )
: . 225.23) to retain indirectly all the voting shares of ACCI
necessary to assure compliance with and to prevent ev ecurities, Inc, New York, New York (‘ACCI"% and

sion of the provisions of the BHC Act and the Board’'s
regulations and orders issued thereunder. The Board’s deci-
sion is specifically conditioned on compliance by NatWest 1. n 1991, Banacci acquired control of Banamex as part of the
with all the commitments made in connection with this Mexico’s privatization of its banking system. The shares of Bancorp
notice, including the commitments discussed in this ordervere placed in a voting trust administered by an independent trustee
and the conditions set forth in the Board regulations andmt" the Board could act on an application by Banacci under the BHC
. .\ ct to retain indirect control of CCB.
orders noted above. The commitments and conditions shall 5 ganacci acquired ACCI through its wholly owned subsidiary,

be deemed to be conditions imposed in writing by theAcciones y Valores de Méco, S.A. de C.V., Mexico City, Mexico, in

Grupo Financiero Banamex Accival, S.A. de C.V., Mexico
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thereby engage in the following securities-related activi-basis if the Board determines that its home country supervi-
ties: sor receives sufficient information on the foreign bank’s
(1) Providing full-service securities brokerage services,worldwide operations, including its relationship to any
pursuant to section 225.25(b)(15) of Regulation Y affiliate, to assess the foreign bank’s overall financial con-
(12 C.F.R. 225.25(b)(15)); dition and compliance with law and regulation.
(2) Acting as agent in the private placement of all types The National Banking and Securities Commission
of securities; and (“CNBV”"), an agency of the Ministry of Finance
(3) Buying and selling all types of securities on the order (“MOF"), was formed in 1995 by combining Mexico’s
of customers as a “riskless principal.” banking and securities supervisory authorifie€NBV
functions as Banamex’s primary home country supervisor
Notice of the proposal, affording interested persons arand is responsible for enforcing Mexican banking and
opportunity to submit comments, has been publishedsecurities laws.Since 1990, the CNBV has been substan-
(57 Federal Registerl484 (1992); 59Federal Register tially revising Mexico’s banking supervisory framework
1400 (1994); 60Federal Register58,361 and 66,275 through the issuance of supervisory and regulatory require-
(1995)). The time for filing comments has expired, and thements that seek to ensure the safe and sound operations of
Board has considered the application and notice and alMexican banks.
comments received in light of the factors set forth in Recently, many additional steps have been taken to
sections 3 and 4 of the BHC Act. enhance the supervisory function. These include:
Banamex, with total assets equivalent to approximately (1) Improvement in the quality of required regulatory
$29 billion, is the largest commercial banking organization financial reporting;
in Mexico3 CCB is the 37th largest commercial banking (2) Strengthening the monitoring of banks’ conditions
organization in California, controlling deposits of by conducting annual on-site examinations that focus on
$423.4 million, representing less than 1 percent of all risk management and management information systems;
deposits in commercial banking organizations in the state. (3) Changes in the asset classification process and re-
In addition to CCB, Banamex operates agencies in New lated loan loss reserve calculation to provide a better
York, New York; Los Angeles, California; and Houston, assessment of asset quality; and
Texas; and a representative office in Houston, Texas. (4) Promotion of a closer exchange of information with
foreign supervisory authorities.
Home Country Supervisory Considerations
In addition, in 1994, CNBV entered into a Financial Tech-
In order to approve an application involving a foreign bank nical Assistance Program with the World Bank to
to acquire a U.S. bank or bank holding company, the BHCstrengthen bank supervision. The program is intended to
Act and Regulation Y require the Board to determine that
the foreign bank is subject to comprehensive supervision
or regulation on a consolidated basis by its home country 7. In assessing this standard, the Board considers, among other
supervisof The Board also must determine that the for- factors, the extent to which the home country supervisor:
. . . . (i) Ensures that the foreign bank has adequate procedures for
eign bank_ has provided adequat_e assurances Fhat it will monitoring and controlling its activities worldwide;
make available to the Board such information on its opera- (i) Obtains information on the condition of the foreign bank and
tions and activities and those of its affiliates that the Board its subsidiaries and offices outside the home country through

deems appropriate to determine and enforce compliance regular reports of examination, audit reports, or otherwise;

. : (iii) Obtains information on the dealings and relationships be-
with applicable lawe ; e )

. . . tween the foreign bank and its affiliates, both foreign and domes-

The Board considers a foreign bank to be subject to .
comprehensive supervision or regulation on a consolidated (iv) Receives from the foreign bank financial reports that are
consolidated on a worldwide basis, or comparable information
that permits analysis of the foreign bank’s financial condition on
a worldwide, consolidated basis; and
September 1991. The North American Free Trade Agreement (v) Evaluates prudential standards, such as capital adequacy and
(“NAFTA") permits a Mexican financial group formed before the risk asset exposure, on a worldwide basis. These are indicia of
effective date of the NAFTA, like Banacci, which lawfully acquired a comprehensive, consolidated supervision. No single factor is
Mexican bank and a Mexican securities firm that owns or controls a essential, and other elements may inform the Board’s determina-
United States securities company, to continue to engage in the securi-  tion. 12 C.F.R. 211.24(c)(1).
ties activities of the United States company as of the acquisition date, 8. References to CNBV before 1995 are intended to refer to the
subject to certain restrictions, for up to five years from the acquisitionprevious banking supervisory agency, the National Banking Commis-

date. sion.
3. Asset data are as of June 30, 1996. 9. CNBV also is the primary supervisor of Banacci's securities
4. State deposit and ranking data are as of June 30, 1995. subsidiaries and of the holding company itself. The bank also receives

5. Seel2 U.S.C. § 1842(c)(3)(B); 12 C.F.R. 225.13(b)(5). The additional oversight by the MOF and the Bank of Mexico, the central
Board received comments from Inner City Press/Community on thebank. The MOF is responsible for licensing commercial banking
Move (“Protestant”) asserting, without providing any substantiation, activities and regulates the structure and operation of financial groups
that the supervision of Banacci and Banamex under Mexico’s bankand certain aspects of banking and brokerage operations. The Bank of
regulatory system was inconsistent with approval of the proposal. =~ Mexico regulates foreign currency activities and acts as a reserve bank

6.Seel2 U.S.C. § 1842(c)(3)(A); 12 C.F.R. 225.13(b)(4). and a treasurer for the federal government.
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develop a modern regulatory and legal framework forsary consents or waivers that might be required from third
financial institutions and groups operating in Mexico. parties for disclosure. In light of these commitments and
CNBYV obtains information on the operations of Bana- other facts of record, and subject to the condition described
mex primarily through on-site examinations and periodicbelow, the Board concludes that Banacci and Banamex
reports. CNBV conducts annual on-site full-scope exami-have provided adequate assurances of access to any neces-
nations of Mexican banks, which include a review of assetsary information the Board may request.
quality, capital adequacy, liquidity, earnings, concentration
of risks, and international banking operations. CNBV re- Other Factors under the BHC Act
quires banks to submit numerous periodic reports on their
worldwide operations, including daily balance sheets,The BHC Act also requires the Board to consider the
weekly asset/liability positions, foreign currency asset andfinancial and managerial resources and future prospects of
liability reports, and insider transaction reposs. the companies and banks involved, the convenience and
CNBYV also receives reports prepared by external audineeds of the community to be served, and certain other
tors who generally conduct annual audits of Banamex'ssupervisory factors.
subsidiaries and branches. The auditing firm is responsible
for reviewing the bank’s annual financial statements, in-A. Supervisory Factors
cluding assessing the bank’'s asset quality and internal
controls. The Board has carefully considered the financial and man-
Mexican banks, including Banamex, are subject to cer-agerial resources and future prospects of Banacci, Bana-
tain restrictions with respect to transactions with affiliatesmex, CCB, and their subsidiaries, and other supervisory
and investments in other companies. Loans to shareholdefactors, in light of all the facts of record. Although there
owning 1 percent or more of the bank’s shares, to a boardire differences between Mexican and U.S. accounting prac-
member or board member’s relative, or to certain othertices, Banamex’s capital under Mexican generally accepted
related parties must be approved by the bank’s directors. laccounting practices exceeds the minimum standards in the
addition, the loans must be reported to the CNBV. TotalBasle Accordi! Banamex’s capital also is regarded as
related party transactions may not exceed the bank’s netquivalent to the capital that would be required of a U.S.
capital. banking organization in the context of a nonexpansionary
With respect to monitoring its worldwide operations, proposal to retain an existing subsidiary.
Banamex’s internal audit department conducts annual au- As a result of the devaluation of the Mexican peso in
dits of its domestic and foreign offices. The audit reports1994, however, the financial condition of Banamex has
are reviewed by the CNBV during its examinations. experienced weaknesses, particularly in asset quality. The
Based on all the facts of record, the Board concludesBoard believes that a number of considerations mitigate
that, for purposes of the BHC Act, Banamex is subject tothe effect of Banamex’s financial condition on this pro-
comprehensive supervision on a consolidated basis by itposall?2 Banamex has controlled CCB for approximately
home country supervisor. 18 years and has maintained its U.S. operations in overall
The Board has reviewed the restrictions on disclosure ofatisfactory financial condition. In addition, Banamex has
information in certain jurisdictions where Banacci and participated in programs initiated by the government of
Banamex operate and have communicated with the releMexico that have slowed the growth of asset quality deteri-
vant government authorities concerning access to informaeration and improved its capital position. These programs
tion. Banacci and Banamex have committed to make availinclude a debtor support program whereby certain loans
able to the Board such information on their operations orare restructured at lower interest rates and a loan purchase/
activities and those of any of their affiliates that the Boardrecapitalization program whereby the government of Mex-
deems necessary to determine and enforce compliance wiiho purchases problem bank loans subject to a commitment
the International Banking Act, the BHC Act, as amended,by private investors to raise new capital. Banacci has
and other applicable federal law. To the extent that theprovided a significant portion of the additional capital
provision of such information to the Board may be prohib- raised by Banamex under this recapitalization requirement,
ited or impeded by law, Banacci and Banamex have comand generally has demonstrated an ability to serve as a
mitted to cooperate with the Board in obtaining any necessource of strength for its banking operatiéd3.he Board

10. CNBV is in the process of revising the accounting standards
used by Mexican banks to make them more consistent with interna- 11. Mexican banks are required to maintain certain minimum capi-
tional accounting standards. The changes are expected to improve thel ratios. Although the calculation of the minimum ratios does not
quality of disclosure in financial statements on asset quality, investcompare directly with the methods used under the Basle Accord, the
ments, capitalization, and earnings performance. In addition, consoliratios are calculated on a risk-based basis. Banamex currently is in
dated financial statements will be required for the parent company andompliance with the Mexican risk-based capital requirements.
all the parent company’s financially related subsidiaries. Although the 12. Protestant notes that Banamex was rated-"Dor financial
changes have not yet been made, the CNBV supplements its review aftrength by Moody'’s Investors Service and questions whether Banacci
the reports through the examination process and other techniquesas sufficient capital to serve as a source of strength for CCB.
which allow an assessment of the consolidated condition of the 13. Under the loan purchase/recapitalization program, Banamex is
organization. required to increase its capitalization by approximately $1.1 billion by
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notes, moreover, that Banamex’s capital would not betended to discourage applications for the types of credit

diminished as a result of this proposal and that CCBlisted in CCB’s CRA statemeni.

represents a small portion of Banamex'’s total asgets. CCB is primarily an international wholesale bank that
Based on these and all the facts of record, the Boardioes not directly originate long-term residential mortgage

concludes that the supervisory factors under the BHC Actor home improvement loans. The 1995 Examination, how-

including financial and managerial resources, are consisever, found that the bank assisted in meeting the credit

tent with approval of the proposal. needs of its delineated communities by purchasing home
mortgage loans and by providing mortgage warehouse
B. Convenience and Needs Factor lines of credit to unaffiliated mortgage companies that are

active lenders in the Veteran’s Administration and Federal
The Board has long held that consideration of the conveHome Administration lending programs. In the first eight
nience and needs factor includes a review of the records ahonths of 1995, CCB provided $4.6 million through those
the relevant depository institutions under the Communitymortgage lines of credit to finance the purchase of
Reinvestment Act (12 U.S.C. § 29@&t seq.) (“CRA"). 36 homes. Sixty-four percent of the homes were in low- to
As provided in the CRA, the Board has evaluated thismoderate-income census tracts, and 78 percent were pur-
factor in light of examinations by the primary federal chased by minority borrowers. Examiners also noted favor-
supervisor of the CRA performance record of the relevantably CCB'’s efforts to increase consumer lending to low-
institution. and moderate-income and minority borrowers within its
The Board also has carefully considered comments frondelineated communities.
Protestant maintaining that CCB has failed to assist in In addition, examiners found that, in the time since its
meeting the credit needs of its delineated community angrevious examinations, CCB had demonstrated an in-
to comply with applicable fair lending laws. Protestant creased effort to ascertain its communities’ credit needs,
uses the less-than-satisfactory performance evaluations efhich resulted in CCB'’s participation with several consor-
CCB by its primary federal supervisor, the Federal Depositiums created to help meet the credit needs of low- to
Insurance Corporation (“FDIC”), in 1993 and 1994 to moderate-income residents and businesses. For example,
support its contentions. examiners noted that CCB had funded $962,000 of a
After Protestant's comments were received, CCB re-$2.34 million line of credit to California Community Rein-
ceived a rating of “satisfactory” from the FDIC in its most vestment Corporation, which provides long-term financing
recent CRA performance evaluation, as of September Sfor multi-family housing for low- to moderate-income fam-
1995 (“1995 Examination”). The Board believes that an ilies in California. CCB also committed to invest in the
institution’s most recent CRA performance evaluation is aCalifornia Equity Fund 1995 Limited Partnership, a $75
particularly important consideration in the applications pro-million pooled fund to provide equity capital for the con-
cess because it represents a detailed on-site evaluation sfruction of approximately 900 affordable homes through-
the institutions overall record of performance under theout California in 1995 and 1996. Examiners noted that
CRA by its primary federal supervis#tr.In addition, the CCB made a $50,000 equity investment in and a $408,000
Board considers an institution’s policies and practices forline of credit commitment to the California Economic
compliance with applicable fair lending laws and takes intoDevelopment Lending Initiative, a small business lending
account information on lending activities that assist inconsortium. In addition, CCB made a $40,000 equity in-
meeting the credit needs of low- to moderate-incomevestment in the Southern California Business Development
neighborhoods. Corporation, a multi-bank community development corpo-
The 1995 Examination found no evidence of prohibitedration that invests in small businesses in South Central Los
discrimination or other illegal credit practices. Moreover, Angeles that do not qualify for conventional bank financ-
examiners found no evidence of policies or practices in-ing.
Based on all the facts of record, including the Protes-
tant’'s comments, and for the reasons discussed above, the
Board concludes that convenience and needs consider-
ations are consistent with approval of this proposal.

Nonbanking Activities
the end of 1996. As of July 31, 1996, Banamex had completed

80 percent of the required capitalization. Banamex has sold approxi- . . . .

mately $1.9 billion of commercial loans, net of reserves, to FobaproaBanacci also has filed notice, pursuant to section 4(c)(8) of
the Mexican banking insurance fund in exchange for Mexican governthe BHC Act, to engage through Company in full-service
ment securities. securities brokerage, private placement, and riskless princi-

14. CCB represents less than 3 percent of Banamex’s total assets. al activities. The Board notes that ACCI is a registered
15. The Board notes that the Statement of the Federal FinanciaP ' 9

Supervisory Agencies Regarding the CRA provides that a CRA exam-

ination is an important and often controlling factor in the consider-

ation of an institution’s CRA record and that reports of these examina- 16. Examiners noted certain technical violations of the fair lending
tions will be given great weight in the applications process. laws, which they did not consider to reflect negatively on CCB'’s
54 Federal Registefl 3,742, 13,745 (1989). lending practices.
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broker-dealer with the Securities and Exchange Commiswithin the meaning of section 4(c)(8) of the BHC /&ét.

sion (“SEC”) and is a member of the National Association The Board also has determined that acting as agent in the

of Securities Dealers, Inc. (“NASD”). ACCI, therefore, is private placement of securities, and purchasing and selling

subject to the recordkeeping, reporting, and fiduciary stansecurities on the order of investors as a riskless principal,

dards of the Securities Exchange Act of 1934 (15 U.S.Cdo not constitute underwriting and dealing in securities for

§ 78aet seq.), the SEC, and the NASD. purposes of section 20 of the Glass—Steagall Act, and that

Section 4(c)(8) of the BHC Act provides that a bank revenue derived from these activities is not subject to the

holding company may, with Board approval, engage in anyl0-percent revenue limitation on bank-ineligible securities

activity that the Board determines to be “so closely relatedunderwriting and dealingt

to banking or managing or controlling banks as to be a Banacci has committed that ACCI will conduct its pri-

proper incident thereto!” As noted above, the Board has vate placement activities using the same methods and

determined by regulation that the proposed full-serviceprocedures and subject to the same prudential limitations

securities brokerage activities are closely related to bankas those established by the BoardBiankers TrusandJ.P.

ing for purposes of section 4(c)(8) of the BHC A&t. Morgan, as modified to reflect the status of Banacci as a

Banacci has committed that ACCI will conduct these activ-foreign banking organizatiot. The limitations include the

ities in accordance with the Board’s regulations and ordercomprehensive framework of restrictions imposed by the

approving these activities for bank holding companies.  Board in connection with underwriting and dealing in
bank-ineligible securities, which were designed to avoid

Private Placement and “Riskless Principal” Activities potential conflicts of interests, unsound banking practices,
and other adverse effects. Banacci also has committed that

Private placement involves the placement of new issues oACCI will conduct its riskless principal activities subject to

securities with a limited number of sophisticated purchas-the limitations previously established by the Boatd.

ers in a nonpublic offering. A financial intermediary in a

private placement transaction acts solely as an agent of th®ther Considerations

issuer in soliciting purchasers and does not purchase the

securities and attempt to resell them. Securities that arén order to approve this proposal, the Board must deter-

privately placed are not subject to the registration requireimine that the proposed activities are a proper incident to

ments of the Securities Act of 1933 and are offered only to

financially sophisticated institutions and individuals and

not to the public. ACCI will not privately place registered 20.See The Bank of New York Company, |82 Federal Reserve

securities and will only place securities with customers thatﬁ]‘é”e;igggge(r}d?g?sg‘?vaeng lﬁ{e’;‘i;gv(\lfgg%) 3ﬁpb Ml\%?agﬁ%_ CBOamnEZPSy

qua“.fy as accr.edl.t ed m.veStors' . - Tru.s’t New York Corporatiory5 Federal Resér\}e Bu?leti&ég (1989)

“Riskless principal” is the term used in the securities  gankers Trus.

business to refer to a transaction in which a broker-dealer, 21.See Bankers Trust

after receiving an order to buy (or sell) a security for a 22.See The Sumitomo Bank, Limit&d, Federal Reserve Bulletin

customer, purchases (or sells) the security for its owrs39 (1991); Creditanstalt-Bankverein77 Federal Reserve Bulletin

t to offset t le t h 183 (1991);The Royal Bank of Scotland Group PLZ6 Federal
account to offset a contemporaneous sale to (or purc A3%eserve BulletiB66 (1990);Canadian Imperial Bank of Commerce,

from) the custome¥ “Riskless principal” transactions are 76 Federal Reserve Bulletih58 (1990). Among the prudential limita-
understood in the industry to include only transactions intions discussed more fully in these orders are that Banacci has
the secondary market. ACCI, thus, would not act as gcommitted that ACCI will not privately place registered investment

“riskless principal” in selling securities on the order of a S0MPany securities or securities of investment companies that are
. sponsored or advised by Banacci or any of its affiliates. In addition,

customer th"f‘t is_ the i_ssuer of the Securi_ties to be sold or if\ccy will make no general solicitation or general advertising for
any transaction in which ACCI or an affiliate has a contrac-securities it places.

tual agreement to place the securities as agent of the issuer23.See Bank of New YorRCCI will not hold itself out as making a
ACCI also would not act as a “riskless principal” in any market in the bank-ineligible securities that ACCI buys and sells as

t tion i Vi ity f hich it filiat riskless principal, or enter quotes for specific bank-ineligible securi-
ransaction involving a security tor which it or an afiate eq any dealer quotation system in connection with ACCI'’s riskless

makes a market. principal transactions, except that ACCI may enter bid or ask quota-
The Board has determined that, subject to the limitationgions, or publish “bid wanted” or “offering wanted” notices on

established by the Board in prior orders, the proposedrading systems other than NASDAQ or an exchange, if ACCI does

: : . e ot enter price quotations on different sides of the market for a
private placement and riskless principal activities are quarticular security for two business days. In other words, ACCI must

closely related to banking as to be a proper incident theretqait at least two business days after entering a “bid” quote on a
security before entering an “ask” quote on the same securityvicel
versa.ACCI will not act as riskless principal for registered investment
company securities or for any securities of investments companies

17.12 U.S.C. § 1843(c)(8). that are advised by ACCI or its affiliates. In addition, if ACCI provides

18.Seel2 C.F.R. 225.25(b)(15). riskless principal services in combination with investment advisory

19. SeeSEC Rule 10b-10(a)(8)(i) (17 C.F.R. 240.10b-10(a)(8)(i)). services in the U.S., it will conduct its riskless principal activities in

The Board notes that, as a registered broker-dealer, ACCI musaccordance with the limitations established by the Board for the
conduct its riskless principal activities in accordance with the cus-full-service brokerage activities of bank holding compani€ge
tomer disclosure and other requirements of the federal securities laws.2 C.F.R. 225.25(b)(15)(ii).
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banking, that is, that the performance of the proposedhis decision are deemed to be conditions imposed in
activities by ACCI can reasonably be expected to producewriting by the Board in connection with its findings and
public benefits that would outweigh possible adverse ef-decision and, as such, may be enforced in proceedings
fects24 under applicable law.

In evaluating these factors, the Board considers the By order of the Board of Governors, effective Septem-
financial and managerial resources of the notificant and itder 9, 1996.
subsidiaries, and the effect the proposed transaction would
have on those resourc&sBased on all the facts of record,  Voting for this action: Chairman Greenspan and Governors Kelley,
the Board concludes that financial and managerial considkindsey, Phillips, Yellen, and Meyer. Absent and not voting: Vice
erations are consistent with approval of this notice. For the-"ai" Riviin.
reasons discussed above, and in reliance on all the commit-
ments made in connection with this notice and the condi-
tions discussed in this order, the Board concludes that this
proposal is not likely to result in significantly adverse
effects, such as decreased or unfair competition, conflict
of interest, unsound banking practices, undue concentra-

tion of resources, or other adverse effects. Moreover, th?)rder Approving an Application to Become a Bank

Board expects that the proposal would expand the inveStHoIding Company and Notices to Acquire Nonbanking
ment services for and provide greater convenience toCompanies

Banacci’'s customers and increase the level of competition

among existing providers of these services. The Board ha§he Toronto-Dominion Bank, Toronto, Canada (“TDB”)
determined, therefore, that the performance of the pro- ' ' '

. a foreign bank subject to the Bank Holding Company Act
posded act|V|kt)||(_es Sy A?.:CI ;:]an reasonahbly be_glxpeco'lced t “BHC Act”), has requested the Board’s approval under
produce public benefits that outweigh possible adversgq i, 3 of the BHC Act (12 U.S.C. § 1842) to become a
eﬁegts under the proper incident to banking standard o ank holding company by acquiring all the voting shares of
section 4(c)(8) of the BHC Act. Waterhouse Investor Services, Inc., New York (“Water-
house”), and its wholly owned subsidiary bank, Water-
house National Bank, White Plains (“WNB”), both in the

Based on the foregoing and all the facts of record, theState of New York. TDB also has requested the Board's

Board has determined that the application and notic approval under section 4(c)(8) of the BHC Act (12 U.S.C.

should be, and hereby are, approved. Should any restri% 1843(c)(8)) and section 225.23 of the Board’s Regulation

i o inf 0 th i " S (12 C.F.R. 225.23) to acquire the nonbanking subsidiar-
lons on access 1o information on the operalions or activiya o o¢ \waterhouse and thereby engage nationwide in cer-
ties of Banacci and any of its affiliates subsequently inter-

fere with the Board’s ability to determine compliance by tain p(_armlssmle nonbanking act|y|t|é_s.
Banacci or any of its affiliates with applicable federal Notlce.of the propo sal, affording interested persons an
statutes, the Board may require termination of any Ofopportunlty tO-Smelt comments, has been publlshed n
Banacci"s direct or indirect activities in the United States accordance with the Board's rulgs (ﬂibdgr_al Register
The Board’s approval is specifically conditioned on cor‘r.1-37’480 and 28,585 (1996)). The time for filing comments
. P . . has expired, and the Board has considered the proposal and
pliance by Banacci with all the commitments made in

. ) . . . . all comments received in light of the factors set forth in
connection with this application and notice and on receipt

by Banacci of all necessary approvals from state anoS ections 3 and 4 of the BHC Act.

federal lat The Board's det nati th TDB, with total consolidated assets of $84.5 billion, is
ederal reguiators. The Board's determinations on the NoNy o gy, largest commercial bank in Canada.the United
banking activities are subject to all the terms and condi

tions set forth in Regulation Y, including those in sec- States, TDB operates a branch in New York, New York,

tions 225.7 and 225.23(g) of Regulation Y (12 C.F.R.Wh'Ch controls $3.0 billion in deposits, representing ap

225.7 and 225.23(g)), and to the Board’'s authority to

require such modification or termination of the activities of 1. TDB proposes to acquire Waterhouse through its wholly owned
a bank holding company or any of its subsidiaries as jtsubsidiary, TD/Oak, Inc., New York, New York, which has also

finds necessary to ensure compliance with or to prevenggﬂ;)e;n;‘”der section 3 of the BHC Act to become a bank holding
evasion of the provisions of the BHC Act and the Board’s 5 "waterhouse owns the following nonbanking subsidiaries, all in
regulations and orders issued thereunder. The commitNew York, New York: Waterhouse Securities, Inc. (“WSI"), Wash-

ments and conditions relied on by the Board in reaching'ngton Discount Brokerage Corp., and National Investor Services
Corp. Each of these companies provides discount brokerage and other
securities related services pursuant to 12 C.F.R. 225.25(b)(15)(i).
TDB also has applied for approval to acquire a warrant for up to

JENNIFER J. DHNSON
Deputy Secretary of the Board

he Toronto-Dominion Bank
oronto, Canada

Conclusion

24.12 U.S.C. § 1843(c)(8). 6.9 percent of the voting shares of Waterhouse, which would become
25. Seel2 C.F.R. 225.24See also The Fuji Bank, Limited5 moot on consummation of the proposal.
Federal Reserve Bulletif4 (1989);Bayerische Vereinsbank AG3 3. Asset data are as of April 30, 1996, and are based on the average

Federal Reserve Bulletih55 (1987). exchange rate applicable in April 1996.
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proximately 1.2 percent of total deposits in commercial competitors also would remain in the market. Accordingly,
banks in the stateTDB also owns an agency in Houston, and based on all the facts of record, the Board has con-
Texas, and representative offices in New York, New York,cluded that consummation of this proposal would not have
and Chicago, lllinois. In addition, TDB engages in a broada significantly adverse effect on competition or the con-
range of permissible nonbanking activities in the Unitedcentration of banking resources in any relevant banking
States through subsidiaries, including underwriting andmarket.
dealing in debt and equity securities to a limited extent,
discount brokerage, and lending. Other Factors Under the BHC Act

Waterhouse is the 34th largest commercial banking orga-
nization in New York State, controlling deposits of approx- The BHC Act requires the Board to consider whether a
imately $609 million, representing less than 1 percent offoreign bank is subject to comprehensive supervision and
total deposits in commercial banks in the stalater- regulation on a consolidated basis by its home country
house also provides discount brokerage and related sesupervisor. The Board also must consider the financial and
vices primarily to retail customers throughout the United managerial resources and future prospects of the compa-
States. On consummation of the proposal, TDB wouldnies and banks involved, the convenience and needs of the
become the 14th largest commercial bank in New Yorkcommunity to be served, and certain other supervisory
State, controlling deposits of $3.6 hillion. factors.

Competitive Considerations A. Supervisory Factors

The BHC Act prohibits the Board from approving an Under section 3 of the BHC Act, as amended by the
application under section 3 of the BHC Act if the proposal Foreign Bank Supervision Enhancement Act of 19%ie
would result in a monopoly, or would substantially lessenBoard may not approve an application involving a foreign
competition in any relevant banking market, unless thebank unless the bank is “subject to comprehensive supervi-
Board finds that the anticompetitive effects of the proposalsion or regulation on a consolidated basis by the appropri-
are clearly outweighed in the public interest by the proba-ate authorities in the bank’s home countity. The Board

ble effect of the proposal in meeting the convenience angreviously has determined, in applications under the Inter-
needs of the community to be served. national Banking Act (12 U.S.C. § 31@%k seq.) (“IBA")

TDB and WNB compete directly in the New York/New and the BHC Act, that certain Canadian commercial banks
Jersey Metropolitan banking market (“New York Metro- were subject to comprehensive consolidated supervision by
politan banking market"y. After consummation of this their home country authorities.In this case, the Board has
proposal, TDB would control less than 1 percent of thedetermined that TDB is supervised on substantially the
total deposits in commercial banks and savings associasame terms and conditions as the other Canadian Banks.
tions in the New York Metropolitan banking markegnd
the market would remain unconcentrated as measured by

the Herfindahl-Hirschman Index (“HHI"}. Numerous effects) unless the post-merger HHI is at least 1800 and the merger
' increases the HHI by more than 200 points. The Justice Department

has stated that the higher than normal HHI thresholds for screening
bank mergers for anticompetitive effects implicitly recognize the
4. State data and deposit data for TDB are as of June 30, 1996.  competitive effect of limited-purpose lenders and other non-depository
5. State data and deposit data for WNB are as of June 30, 1996. institutions.
6. The New York Metropolitan banking market includes New York 9. Pub. L. No. 102-242, § 20t seq. 105 Stat. 2286 (1991).
City; Nassau, Orange, Putnam, Rockland, Suffolk, Sullivan, and 10. 12 U.S.C. § 1842(c)(3)(B). As provided in Regulation Y, the
Westchester Counties in New York; Bergen, Essex, Hudson, HunterBoard determines whether a foreign bank is subject to consolidated
don, Middlesex, Monmouth, Morris, Ocean, Passaic, Somerset, Sushome country supervision under the standards set forth in Regulation
sex, Union, Warren, and a portion of Mercer Counties in New JerseyK (International Banking Operations). 12 C.F.R. 225.13(b)(5). Regula-
Pike County in Pennsylvania; and portions of Fairfield and Litchfield tion K provides that a foreign bank may be considered subject to
Counties in Connecticut. consolidated supervision if the Board determines that the bank is
7. Market share data are as of June 30, 1995, except for data fosupervised or regulated in such a manner that its home country
TDB, which are as of June 30, 1996. Market share data are based osupervisor receives sufficient information on the worldwide operations
calculations in which deposits of thrift institutions are included at of the foreign bank, including the relationship of the bank to its
50 percent. The Board previously has indicated that thrift institutionsaffiliates, to assess the foreign bank’s overall financial condition and
have become, or have the potential to become, significant competitorsompliance with law and regulation. 12 C.F.R. 211.24(c)(1)(ii).
of commercial banksSee, e.g., Midwest Financial Groupt Federal 11. See National Bank of Canad&2 Federal Reserve Bulletii69
Reserve Bulletir886 (1989). Thus, the Board regularly has included (1996); Bank of Montreal, et al. 80 Federal Reserve Bulletif25
thrift deposits in the calculation of market concentration on a 50-(1994) (“Bank of Montred]).
percent weighted basiSee, e.g., First Hawaiian, IncZ7 Federal 12. In reviewing this factor, the Board has carefully considered
Reserve Bulletip2 (1991). comments by Inner City Press/Community on the Move, Bronx, New
8. The HHI would remain unchanged at 735. Under the revisedYork (“Protestant”) contending that Canadian financial institutions
Department of Justice Merger Guidelines,&deral Registe?6,823 are not subject to comprehensive supervision on a consolidated basis.
(1984), a market in which the post-merger HHI is below 1000 is In particular, Protestant argues that recent reported regulatory viola-
considered unconcentrated. The Department of Justice has informetibns and significant trading losses involving a Japanese bank, a
the Board that a bank merger or acquisition generally will not be Japanese trading firm, and a Swiss bank require the Board to recon-
challenged (in the absence of other factors indicating anticompetitivesider its previous determinations that Canadian banks are subject to
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Based on all the facts of record, the Board has concludeall the facts of record, the Board concludes that consider-
that TDB is subject to comprehensive supervision andations relating to the financial and managerial resources
regulation on a consolidated basis by its home countryand future prospects of the organizations involved are
supervisor. consistent with approvar.

The BHC Act also requires the Board to determine that
the foreign bank has provided adequate assurances that®. Convenience and Needs Factor
will make available to the Board such information on its
operations and activities and those of its affiliates that theThe Board has long held that consideration of the conve-
Board deems appropriate to determine and enforce complinience and needs factor includes a review of the records of
ance with the BHC Act. The Board has reviewed thethe relevant depository institutions under the Community
restrictions on disclosure in jurisdictions where TDB hasReinvestment Act (12 U.S.C. § 29t seq.) (“CRA").
material operations and has communicated with relevanThe Office of the Comptroller of the Currency (“OCC"),
government authorities concerning access to informationWNB’s primary federal supervisor, has not evaluated the
TDB has committed that, to the extent not prohibited bybank’s record of CRA performance, and TDB has not
applicable law, it will make available to the Board such controlled an institution subject to evaluation under the
information on the operations of TDB and any of its CRA for a number of years. In this light, Protestant con-
affiliates that the Board deems necessary to determine aneénds that WNB has an inadequate record of performance
enforce compliance with the BHC Act, the IBA, and other under the CRA® and that TDB does not have the capabil-
applicable federal law. TDB also has committed to cooper-ty to improve WNB's record of performancéé.The Board
ate with the Board to obtain any waivers or exemptionshas carefully reviewed Protestant's comments in light of
that may be necessary in order to enable TDB to make angll the facts of record?
such information available to the Board. In light of these
commitments and other facts of recdfdthe Board has
concluded that TDB has provided adequate assurances §f record including information received from Canadian regulatory
access to any appropriate information the Board may reauthorities, certain allegations regarding the involvement of TDB and
quest. For these reasons, based on all the facts of recofdB’s senior management in the acquisition of Maple Leaf Gardens,
and subject to the conditions noted below, the Board ha@ which TDB acted as a lender and acquired indirectly a limited

luded that th . fact it i ired t equity position. The Board also has considered press reports submitted
conclude a € supervisory tactors It 1s require 0by Protestant regarding certain small-business lending and cost-saving

consider under section 3(c)(3) of the BHC Act are consis-practices of TDB management and damages assessed against TDB for
tent with approval. cancelling a line of credit.
In considering the financial resources of TDB, the Board 15. TDB has notified the Board pursuant to the Depository Institu-

: : tion Management Interlocks Act (12 U.S.C. § 3201) (“DIMIA") and
notes that TDB must comply with capital standards thatthe Board’'s Regulation L (12 C.F.R. 212) that the chairman of its

conform to the Basle Capital Accord, as implemented byhoard of directors also serves on the board of a diversified savings and
Canadian banking authorities. TDB's capital levels complyioan holding company. Protestant has expressed concerns about this
with those standards and are considered equivalent to thiterlock. Based on all the facts of record, including TDB's represen-
capital that would be required of a United States bankingt/":‘/t'on that the officer would not serve on the board of Waterhouse or

i ati M th dt fi . | NB, the Board concludes that the officer's management functions
organizauon. Moreover, the proposed transaction IS relag;, 1pg “relate principally to the business outside the United States

tively small, would involve no significant diminution of of a foreign commercial bank.” 12 C.F.R. 212.2(h)(2). Accordingly,
capital, and is not expected to have a significantly adversgne interlocking official is not a “management official” subject to the
effect on the financial or managerial resources of TDB,lnterIocks prohibition of Regulation L and the DIMIA.

Waterhouse. or WNB. The Board also has carefully consid- 16. Protestant criticizes a number of aspects of WNB's CRA
’ ’ y performance, including making allegations that WNB:

ered the managerial resources of TDB in light of all the ™ (1) Failed to implement the CRA initiatives described in Water-

facts of record including assessment of the bank’s manage- house’s application to charter WNB in 1994;

rial resources by Canadian banking authoritfeBased on 2) Faileq to include New York City within its delineated service

community;

(3) Failed to meet adequately the needs of its delineated commu-

nity;

comprehensive supervision on a consolidated basis. Protestant also (4) Made flawed attempts to improve its CRA performance through

expresses concern about the conduct of Canadian regulators with investments in community development projects after this applica-

respect to certain alleged improper actions involving the takeover of tion was filed;

the Maple Leaf Gardens sports arena in Toronto, Canada. Protestant’s (5) Has lacked a coherent CRA program; and

comments on the trading and other activities of Japanese and Swiss (6) Has experienced numerous delays in and made frequent changes

Banks do not relate to the supervision of Canadian financial institu- to its CRA-related strategies and activities.

tions. TDB denies any improper conduct in the Maple Leaf Gardens 17. Protestant maintains that TDB lacks recent experience with

transaction, and a lawsuit brought by Canadian authorities related t€RA compliance and that TDB has failed to understand and properly

that transaction has been dismissed. address the CRA performance issues raised during the processing of
13. The Board previously has reviewed relevant provisions ofthe application.

confidentiality, secrecy, and other laws in jurisdictions in which TDB  18. Protestant contends that WNB’s decision to locate in White

has material operationsSee Bank of Montreal; National Bank of Plains, rather than in New York, New York, where Waterhouse is

Canada. located, has a discriminatory impact on low- and moderate-income
14. In weighing the adequacy of the financial and managerial(“LMI") and minority communities, which are located primarily

resources, the Board has carefully considered, in light of all the factslsewhere in the New York Metropolitan banking market. The record
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WNB was chartered in 1994 as an “affinity” bank to WNB initiated its new CRA strategy in August 1996 by
provide banking services primarily to customers who ob-purchasing a $2 million New York City Housing Develop-
tained securities-related services from Waterhouse’s broment Corporation bond that is dedicated to financing hous-
kerage subsidiaries nationwide. The bank did not begiring for LMI individuals. In addition, WNB has committed
actively to market deposit services until May 1995 or toto make $1 million in qualified community development
test-market credit card products until December 1995loans in the coming year. The bank has committed
From December 1995 to June 1996, the amount of deposit$600,000 to the Community Preservation Corporation, a
held by WNB doubled to approximately $609 million. private nonprofit mortgage lender specializing in financing

During this period of significantly increasing deposits, housing for LMI families. WNB also made a $100,000
WNB became eligible for consideration as a “limited loan commitment to the Leviticus 25:23 Alternative Fund,
purpose bank” under the new CRA regulations, whichInc., a nonprofit community development loan fund that
were jointly promulgated by the federal financial supervi- provides low-interest financing to organizations whose
sory agencies during WNB'’s start-up perisdn August  projects benefit LMI individuals and groups.

1996, the OCC designated WNB as a “limited purpose WNB provided $75,000 in grants to various organiza-
bank” under the new CRA regulatioR8.TDB proposes to tions in support of their community development efforts,
continue to operate WNB as a limited purpose bank. Thencluding a grant of $30,000 to the YMCA of Central and
designation permits WNB'’s record of CRA performance to Northern Westchester. WNB also donated $4,000 to the
be evaluated under a separate “community developmen®estchester Housing Fund to underwrite the costs of a
test.”21 Community development activities as a generalresearch study on housing in the county. Additionally,
matter must benefit areas within an institution’s assessmemhembers of WNB’s board of directors and CRA commit-
area(s) or a broader statewide or regional area that includdse serve as members of organizations dedicated to commu-
the institution’s assessment arga. nity development.

In anticipation of its limited purpose designation WNB  The Board has also carefully considered the effect of the
refocused its CRA program, and the bank expects to incorproposed acquisition of WNB by TDB on the future perfor-
porate the following activities into its CRA program and mance of WNB under the CRA. TDB is a large banking
policies: organization with a satisfactory record of complying with

(1) Loan participations in programs dedicated to LMI United States banking regulations and substantial financial

neighborhoods; and managerial resources that are sufficient to ensure com-

(2) Investments in state and local housing bonds; pliance by WNB with all relevant regulatory requirements.

(3) Grants in support of programs benefiting LMI In connection with the proposal, TDB has made a number

groups; and of commitments to ensure that WNB performs satisfacto-

(4) Directorships and memberships in community orga-rily or better under the CRA. For example, TDB has

nizations and associations. provided goals for WNB’s community development pro-

gram and procedures for overseeing WNB’s CRA pro-
gram23 TDB also intends to work closely with the OCC
and the communities involved, and to make adjustments in

contains no evidence, and Protestant has supplied none, to support iEE'e_ banks_ CRA program, including quarterly ":_IdJUStmemS
allegations of discrimination or discriminatory impact in the choice of 10 its funding for the CRA program, as appropriate. TDB'’s
office location.

19. See60 Federal Register22,156 (1995). A “limited purpose
bank” is an institution that offers only a narrow product line (like a 23. TDB has committed to support the efforts of WNB's full-time
credit card) to a regional or broader market and that has been s€RA officer, its CRA committee, and its board of directors. TDB also
designated by its primary federal supervisor. 12 C.F.R. 25.11(0). Théhas committed to:
new CRA regulations permit institutions to apply for limited purpose (1) Appoint a TDB officer who resides in New York to serve on
designation after January 1, 1996, and WNB applied to the OCC in WNB’s CRA committee;

March 1996. WNB proposes to offer credit card products primarily to
customers of its brokerage affiliate.

20. SeeOCC letter dated August 30, 1996, from Bert A. Otto,
Acting Deputy Comptroller. Protestant disputes the OCC'’s determina-
tion that WNB qualifies as a limited purpose bank. Neither the CRA
nor the new CRA regulations authorize the Board to review such
designations by the bank’s primary federal supervisor.

21.Seel2 C.F.R. 25.21(b)(4). The test evaluates a limited purpose
institution on its record of community development services, commu-
nity development investments and community development lending.
Seel2 C.F.R. 25.25. The primary purpose of any service, investment
or loan considered under the test must be “community development,”
which is defined in terms of specific categories of activities
that benefit LMI individuals, LMI areas, or small business8ge
12 C.F.R. 25.12(h).

22. Community development activities outside an institution’'s as-

(2) Provide CRA training to TDB’s compliance, legal, internal
audit, and public affairs departments within three months of the
acquisition of WNB;

(3) Conduct periodic unannounced on-site reviews of WNB’s CRA
program, the results of which will be reported to TDB’s board of
directors;

(4) Require monthly reports that measure past performance and
detail future plans from WNB’s CRA officer;

(5) Require WNB’s CRA committee to file quarterly CRA reports
with the WNB and Waterhouse boards of directors, and annual
CRA reports with the TDB board of directors;

(6) Require that each potential CRA investment is reviewed by
WNB’s CRA officer, WNB’s counsel, and TDB to ensure that the
investment is qualified under CRA regulations; and

(7) Have the TDB and Waterhouse boards of directors review the
OCC's CRA evaluations of WNB.

sessment area may also be considered if the institution has adequatelyProtestant maintains that TDB’s proposals are inadequate and that

addressed the needs of its assessment 8sz42 C.F.R. 25.25(e).

TDB’s commitments are too general to be accorded any weight.
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record of operating in the United States and its dealinggial considerations are consistent with approval of these
with federal banking supervisors indicate that TDB may benotices.
relied on to implement fully the programs and policies it The Board also has carefully considered the competitive

has committed to implement. effects of the proposed acquisition of the nonbanking com-
panies and, in so doing, has considered the comments

C. Conclusion on the Convenience and Needs submitted by Protestant regarding the competitive impact

Factor of the proposed acquisiticti. The Board notes that the

market for discount brokerage and related services is un-
The Board has carefully considered the entire record in itconcentrated and that there are numerous providers of the
review of the convenience and needs factor under section 8ervices® As a result, consummation of this proposal
of the BHC Act, including information provided by the would have ade minimiseffect on competition for broker-
Protestant and TDB. Based on all the facts of record andge services, and the Board has concluded that the proposal
for the reasons discussed above, the Board concludes thatould not have a significant adverse effect on competition
on balance, considerations relating to the convenience anith any relevant market.
needs factor, including the CRA performance record of In addition, TDB expects that the proposed transaction
WNB, are consistent with approval of the proposal. Towould result in public benefits by permitting Waterhouse
enable the Board to monitor the efforts of WNB and TDB, and its customers to draw on the greater capital resources,
TDB must submit a copy of WNB’s internal quarterly technological capabilities, and retail banking experience of
CRA reports to the Federal Reserve Bank of New York for TDB and its affiliates. For example, TDB notes that access
two years or until WNB receives a “satisfactory” or better to its extensive operations and communications systems
CRA rating from its primary regulator, whichever period is would give Waterhouse the ability to improve productivity,
shorter. The Board also intends to review WNB’s progressto reduce costs, and thereby to reduce prices on brokerage
in future applications by TDB to establish a depository and other services. Similarly, TDB expects that access to

facility, as required by the CRA. its financial resources should provide Waterhouse with
additional working capital to expand operations to meet
Nonbanking Activities customer need®.In sum, Waterhouse’s affiliation of TDB

and its subsidiaries may be expected to yield greater conve-

TDB also has filed notices, pursuant to section 4(c)(8) ofnience for Waterhouse’s customers and to foster improved
the BHC Act, to acquire the nonbanking subsidiaries ofmethods of meeting the needs of those custorters.
Waterhouse and thereby engage in providing discount bro- For the reasons discussed above, the Board believes that
kerage and related servic®sThe Board has determined the potential for adverse effects, if any, resulting from the
that all the activities are closely related to bankihgnd  transaction is negligible. The Board also concludes that,
TDB has committed to conduct the nonbanking activitiesbased on the considerations discussed above, the proposal
in accordance with Regulation Y. can be expected to produce notable public benefits. Ac-

In order to approve the proposal under section 4(c)(8) ofcordingly, based on all the facts of record, the Board has
the BHC Act, the Board also must determine that the
proposed activities are a proper incident to banking, that is,
that the proposal “can reasonably be expected to produce 27. protestant contends that the affiliation of Waterhouse's discount
benefits to the public, such as greater convenience, inbrokerage subsidiary, WSI, with TDB's discount brokerage subsid-
creased competition, or gains in efficiency that Outweighia_ry,_Green Line Investor Servicgs (US_A),_ I_nc. (“Green Line"),V\_/ouId
possible adverse effects, such as undue concentration g\tmmate a current and potentially significant future competitor of
resources, decreased or unfair competition, conflicts of 28 see, e.g., Banc One CorporaticBe Federal Reserve Bulletin
interest, or unsound banking practices.” As part of its 88 (1996).
evaluation of these factors, the Board considers the finan- 29. Protestant disputes TDB's expectations of public benefits. For

cial condition and managerial resources of the notificanlﬁ";i'gp&%ﬂzr‘xiensé?\;‘ér‘io{‘ée;gsrgs‘ﬁhﬁ:fse?r(')-ri:e'vssrlecae:é ‘tar’]‘apf‘%gf‘si”to

a”f’ its subsidiaries, including the compame; to be aCYerivatives activities raise further guestions about TDB’s ability to
quired, and the effect of the proposed transaction on thosgrovide WS with added financial strength. TDB is a large, diversified
resources® As noted above, based on all the facts of banking institution with significant financial resources. Based on all
record, the Board has concluded that financial and managébe facts of record, including supervisory information from Canadian
banking authorities, the Board concludes that Protestant’s contentions
are not supported by the weight of the evidence in the record.
30. Protestant notes that TDB entered into a consent judgment with
the SEC in September 1989, that prohibited TDB from engaging in
24. Such services include providing securities execution, clearingsecurities clearing activities in the United States. TDB informed the
and other services incidental to securities brokerage. TDB has comSEC of its pending notices with the Board to acquire Waterhouse, and
mitted to conduct these activities according to the conditions that thehe SEC consented to TDB's request to remove the prohibition.
Board previously has relied on in approving such activities. Consequently, by stipulation and order dated August 2, 1996, the U.S.
25.Seel2 C.F.R. 225.25(b)(15)(i). District Court for the Southern District of New York concluded that
26. Seel2 C.F.R. 225.24see also The Fuji Bank, Limited5 prohibiting TDB from engaging in the securities clearance business
Federal Reserve Bulletif4 (1989);Bayerische Vereinsbank AG3 was “no longer necessary to protect the public intereSEC v.
Federal Reserve Bulletih55 (1987). HansenB82 Civ. 5242 (S.D.N.Y. Aug. 2, 1996).
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determined that the balance of public benefits is favorabldion of the activities of a bank holding company or any of
under the proper incident to banking standard of secits subsidiaries as the Board finds necessary to ensure

tion 4(c)(8) of the BHC Act. compliance with, and to prevent evasion of, the provisions
of the BHC Act and the Board’s regulations and orders
Conclusion thereunder. For purposes of this transaction, the commit-

ments and conditions referred to above shall be deemed to

Based on the foregoing, and in light of all the facts of be conditions imposed in writing by the Board in connec-
record, the Board has determined that the application antion with its findings and decision, and, as such, may be
notices should be, and hereby are, apprd#eghould any  enforced in proceedings under applicable law.
restrictions on access to information on the operations or The acquisition of WNB shall not be consummated
activities of TDB and its affiliates subsequently interfere before the fifteenth calendar day following the effective
with the Board’s ability to obtain information to determine date of this order, and this proposal shall not be consum-
and enforce compliance by TDB or its affiliates with appli- mated later than three months after the effective date of this
cable federal statutes, the Board may require termination obrder, unless such period is extended for good cause by the
any of TDB's direct or indirect activities in the United Board or by the Federal Reserve Bank of New York acting
States. Approval of this application and notice is specifi-pursuant to delegated authority.
cally conditioned on compliance by TDB with all the By order of the Board of Governors, effective Septem-
commitments made in connection with this proposal andober 30, 1996.
with the conditions stated or referred to in this order.

The Board’s determination on the nonbanking activities Voting for this action: Chairman Greenspan, Vice Chair Rivlin, and
also is subject to all the terms and conditions set forth inGovernors Kelley, Lindsey, Phillips, Yellen, and Meyer.
Regulation Y, including those in sections 225.7 and
225.23(b) (12 C.FR. 225.7 and 225.23(h)), and to the JENNIFER J. JDHNSON
Board’s authority to require such modification or termina- Deputy Secretary of the Board

31. Protestant has requested that the Board hold a public hearing JODRDERSISSUEDUNDER INTERNATIONALBANKING ACT
meeting on the convenience and needs, managerial, adverse competi-
tive, public benefits, and other effects resulting from this proposal. ; ;
Section 3(b) of the BHC Act does not require the Board to hold aCh.I.na ConStruc,tlon Bank_ .
public meeting or hearing on an application unless the appropriat>€lJing, People’s Republic of China
supervisory authority for the bank to be acquired makes a timely
written recommendation of denial of the application. No supervisory . . .
agency has recommended denial in this case. Under the Board’©rder Approving Establishment of a Representative
Regulation Y, a hearing is required under section 4 of the BHC Act Office
only if there are disputed issues of material fact that cannot be
resolved in some other manner. 12 C.F.R. 225.23(f). In addition, under
the Board's Rules of Procedure, the Board, in its discretion, hold achina Construction Bank, Beijing, People’s Republic of
public hearing or meeting on an application to clarify factual issues ~,. . « " . o .
relating to the application and to provide an opportunity for testimony, China (_Bank ), & f_orelgn b‘f”mk"W'th'n the r’_neanmg of the
if appropriate. 12 C.F.R. 262.3(e) and 262.25(d). International Banking Act (“IBA"), has applied under sec-
Protestant does not identify disputed issues of fact that are materidion 10(a) of the IBA (12 U.S.C. § 3107(a)) to establish a
to the Board's decision, including any disputed issues of fact on therepresentative office in New York, New York. The Foreign

public benefits or the competitive effect of the proposal. In addition, Bank Supervision Enhancement Act of 1991, which
interested parties have had an ample opportunity to present their '

views, and Protestant has submitted substantial written comments tha?tmended the IBA, provides that a forei_gn bank must Obta_‘in
have been carefully considered by the Board. Protestant's request faihe approval of the Board to establish a representative
to demonstrate why a written presentation would not suffice and tooffice in the United States.

ZZ?T;rEeFeFZidEEZeg}Z?‘ VTVﬁZ'dB%EﬁfeﬁZQtiiranﬁ|§eiﬂr?§i gérf:deet‘ri]gg- Notice of the application, affording interested persons an
proposal in light of all the facts of record, including Protestant’s opportunity to Commen,t’ hgs been published in a newspa-
comments on the issues discussed above, and, for the reasons dRE' of general circulation n New YO.".kT("e New York
cussed in this order, has concluded that the factors that the Board mudimes,June 19, 1996). The time for filing comments has

consider under sections 3 and 4 of the BHC Act are consistent Wiﬂ'expired, and the Board has considered the app“cation and
approval. Protestant’s request disputes the weight that should bs” comments received

accorded to, and the conclusions that the Board should draw from, the .
existing facts of record. For these reasons, and based on all the facts of AS Of March 31, 1996, Bank had total assets of approxi-
record, the Board has determined that a public hearing or meeting ignately $211 billion. Bank, formerly known as the People’s
not required or warranted to clarify the factual record in the proposal,Construction Bank of China, is the third largest of four
(f)l:e;rtirr]lgngrlspeulzlvi?:rﬁggi%g;no;hgﬁecsrsoeboéglcgﬂggﬁytg:nirsgueSt for aspecialized banks in the People’s Republic of China, and is
Protestant also has requested that it be permitted to present its vie\/\whony owned by the Chinese government. Bank operates
orally to the BoardSeel2 C.F.R. 262.3(e). For the reasons discussedMore than 13,000 branches and subbranches and more than

above, the request for oral presentation is hereby denied. 28,000 deposit-taking offices in China, as well as three
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domestic financial subsidiarié©utside China, Bank oper- not engage in activities such as making credit decisions on
ates a branch in Hong Kong and representative offices ifbehalf of Bank, soliciting deposits from other than institu-
London, England; Frankfurt, Germany; Seoul, Korea;tional investors, soliciting business of any kind from indi-
Tokyo, Japan; and Singapore; and has a minority investviduals acting in their personal capacity, or conducting any
ment in a Hong Kong bank. activities relating to trading.

Prior to 1994, one of Bank’s primary activities was fiscal The Board has considered the following information
lending, which constituted receiving funds from Chinesewith respect to home country supervision of Bank. The
governmental bodies and state-owned enterprises and len&eople’s Bank of China (the “PBOC?”) is the licensing,
ing such funds to state-owned enterprises and infrastrucregulatory and supervisory authority for banks and all
ture projects. In 1994, Bank became a state-owned comether financial institutions in China and, as such, is the
mercial bank engaged primarily in commercial banking. home country supervisor of Bank. While regulation of the
Bank’s activities now include commercial and retail specialized banks by the PBOC historically has focused on
deposit-taking, lending for its own account, and borrowingthe banks’ compliance with state economic and financial
in domestic and international markets. Bank also makegoals, in the last several years China and its banking
disbursements for and otherwise administers loans for otheauthorities have taken steps to develop a more market-
government-owned banks. oriented bank supervisory program placing greater empha-

In acting on an application to establish a representativesis on prudential standards. The PBOC establishes capital,
office, the IBA and Regulation K provide that the Board liquidity and asset quality requirements, regulates the in-
shall take into account whether the foreign bank engagesestments of banks in other companies, establishes internal
directly in the business of banking outside of the Unitedauditing standards for Chinese banks, and monitors Chi-
States, has furnished to the Board the information it needsiese banks for adherence to Chinese laws and regulations.
to assess the application adequately, is subject to comprdhe PBOC, which has authorized Bank to establish the
hensive supervision or regulation on a consolidated basiproposed representative office, supervises the foreign and
by its home country supervisor, and has provided adequatdomestic activities of Bank.
assurances of access to information on the operations of The PBOC monitors the operations of Bank through
the bank and its affiliates to determine compliance withon-site examinations and the review of periodic reports
U.S. laws. (12 U.S.C. § 3107(a); 12 C.F.R. 211.24(d)). Thefrom Bank. The PBOC conducts both comprehensive and
Board also may take into account additional standards abmited ad hoc on-site examinations of Bank. On-site exam-
set forth in the IBA (12 U.S.C. § 3105(d)(3)-(4)) and inations generally focus on Bank’s execution of economic
Regulation K (12 C.F.R. 211.24(c)). The Board previously and financial policies and compliance with financial regula-
has stated that the standards that apply to the establishmetidns, as well as Bank’s internal controls, asset quality,
of a branch or agency need not in every case apply to theapital, liquidity and profitability. Bank is required to sub-
establishment of a representative officBloreover, the  mit various periodic financial and regulatory reports to the
Board also has determined that an application by a foreigiPBOC, including balance sheets, income statements, analy-
bank to establish a representative office may be approvedes of classified loans and external debt, reports on foreign
if: exchange risk, reports on deposits, borrowings, guarantees,

(i) The bank commits that the proposed representativeand securities and investments. Bank also is required to
office will engage only in a limited set of activities publish its financial statements and audit report yearly.
considered to pose minimal risk to U.S. markets or Bank’s internal audit department conducts monthly,
U.S. counterparties; and quarterly, and annual internal audits of Bank, as well as
(ii) The bank is subject to a supervisory framework occasional special audits. Internal audits generally review
that is consistent with approval of the application, Bank’s internal guidelines, operating and financial plans,
taking into account the limited activities of the pro- budgets, and financial statements, as well as compliance
posed office and the operating record of the bank.  with governmental and Bank’s own policies. The PBOC
receives copies of Bank’s annual audit plan, annual work

The activities of Bank’s representative office would be summary, and other material relating to internal audits. The
limited to general marketing or promotional activities, de- proposed representative office would provide an annual
veloping and strengthening correspondent banking relaeperations plan and monthly reports to Bank’s head office,
tionships, research and consulting activities, and certairand would receive occasional on-site inspections from the
loan solicitation activities. The representative office would PBOC and various departments of Bank.

Based on all the facts of record, the Board concludes that
factors relating to the supervision of Bank by its home
" 1. These subsidiaries are China Investment Bank, a commercigfOUuNtry supervisor are consistent with approval of the
bank; The Trust and Investment Company of People’s Constructiorproposed representative office. The Board also has deter-
gﬁ?nka%fog;irni:ﬁ ::% a(rllfllin:ﬁLn;;;;ng;SCﬁir;SUflmg Corporation of mined that, for purposes of the IBA and Regulation K,

2. Citizens ldational Bar‘1k7,9 Federal ResgrvegBuIIetiaOS (1993). Bank gngages directly in the busme.ss Of.bank.mg outside of

3. Promstroybank of Russia82 Federal Reserve Bulleti599  the United States through its operations in China. Bank has
(1996). provided the Board with the information necessary to as-
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sess the application through submissions that address rele-On the basis of all the facts of record, and subject to the
vant issues. commitments made by Bank, as well as the terms and
The Board also has taken into account the additionakonditions set forth in this order, the Board has determined
standards set forth in section 7 of the IBA and Regula-that Bank’s application to establish a representative office
tion K (see 12U.S.C. § 3105(d)(3),(4); 12 C.F.R. should be, and hereby is, approved. Should any restrictions
211.24(c)(2)). As noted above, the PBOC has authorize@n access to information on the operations or activities of
Bank to establish the proposed representative office. Bank and any of its affiliates subsequently interfere with
The Board also has determined that the financial andhe Board'’s ability to determine the compliance by Bank or
managerial factors are consistent with approval of theits affiliates with applicable federal statutes, the Board may
representative office. Bank’s managerial and financial retrequire termination of any of Bank’s direct or indirect
sources indicate that there is a reasonable degree of ceactivities in the United States. Approval of this application
tainty concerning the financial stability of Bank, based onis also specifically conditioned on compliance by Bank
its operating record and financial standing within the coun-with the commitments made in connection with this appli-
try. In addition, Bank’s operating record indicates that it is cation and with the conditions in this ordeFhe commit-
capable of complying with applicable laws. ments and conditions referred to above are conditions
Finally, with respect to access to information on Bank'simposed in writing by the Board in connection with its
operations, the Board has reviewed the relevant provisiondecision, and may be enforced in proceedings under
of law in China and has communicated with appropriate12 U.S.C. § 1818 against Bank and its affiliates.
government authorities regarding access to information. By order of the Board of Governors, effective Septem-
Bank has committed to make available to the Board suctber 23, 1996.
information on the operations of Bank and any of its
affiliates that the Board deems necessary to determine and Voting for this action: Chairman Greenspan, Vice Chair Rivlin, and
enforce compliance with the IBA, the Bank Holding Com- Governors Kelley, Lindsey, Phillips, and Yellen. Absent and not
: oting: Governor Meyer.
pany Act of 1956, as amended, and other applicable Fed”
eral law. To the extent that the provision of such informa-
tion to the Board may be prohibited or impeded by law,
Bank has committed to cooperate with the Board to obtain
any necessary consents or waivers that might be required
from third parties in connection with disclosure of certain
information. In addition, subject to certain conditions, the
PBOC may S_hare "_"form?'t'on on Bank’s ope_ratlons W'thmm’s authority to approve the establishment of the pro-
other supervisors, including the Board. In light of the posed representative office parallels the continuing authority of the
commitments provided by Bank and other facts of record,State of New York to license offices of a foreign bank. The Board's
and subject to the condition described below, the BoardPproval of this application does not supplant the authority of the

. te of New York and its agent, the New York State Banking
concludes that Bank has provided adequate assurances partment, to license the proposed representative office of Bank in

access to any necessary information the Board may resccordance with any terms or conditions that the New York State
quest. Banking Department may impose.

JENNIFER J. DHNSON
Deputy Secretary of the Board

APPLICATIONSAPPROVEDUNDER BANK HOLDING COMPANYACT
By the Secretary of the Board

Recent applications have been approved by the Secretary of the Board as listed below. Copies are available upon request to
the Freedom of Information Office, Office of the Secretary, Board of Governors of the Federal Reserve System,
Washington, D.C. 20551.

Section 4

Applicant(s) Bank(s) Effective Date

BankAmerica Corporation, DFO Holding Company, Inc., September 16, 1996
San Francisco, California San Francisco, California

Security Pacific Leasing Corporation, Ford Motor Credit Corporation,

San Francisco, California Dearborn, Michigan
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By Federal Reserve Banks

Recent applications have been approved by the Federal Reserve Banks as listed below. Copies are available upon request to

the Reserve Banks.

Section 3

Applicant(s)

Bank(s)

Reserve Bank

Effective Date

Ameribanc, Inc.,
St. Louis, Missouri
BanPonce Corporation,
Hato Rey, Puerto Rico
Popular International Bank, Inc.,
Hato Rey, Puerto Rico
BanPonce Financial Corp.,
Wilmington, Delaware
Brickyard Bancorp, Inc.,
Chicago, lllinois

Canton Financial Corporation,
Canton, Texas

Capitol Bancorp, Limited,
Lansing, Michigan

Castle Creek Capital Partners
Fund-I, L.P.,
Chicago, lllinois

Castle Creek Capital, L.L.C.,
Chicago, lllinois

Eggemeyer Advisory Corp.,
Chicago, lllinois

CB Holding Co.,
Edmond, Oklahoma

Centura Banks, Inc.,
Rocky Mount, North Carolina
Chester Bancorp, Inc.,
Chester, lllinois

Community Central Bank
Corporation,
Mount Clemens, Michigan
Crestmark Bancorp, Inc.,
Bloomfield Hills, Michigan

F&M Bancorp,
Frederick, Maryland

First American Bank Corporation,
Elk Grove Village, lllinois

First Financial Corporation of America,
Salem, Missouri
COMBANCORP,
City of Commerce, California
Commerce National Bank,
City of Commerce, California

Sysco Financial, Inc.,
Lincolnwood, Illinois
Brickyard Bank,
Lincolnwood, lllinois
The First National Bank of Canton,
Canton, Texas
Macomb Community Bank,
Clinton Township, Michigan
Monarch Bancorp,
Laguna Niguel, California

P.N.B. Financial Corporation,
Kingfisher, Oklahoma

City National Bancshares of
Weatherford, Inc.,
Weatherford, Oklahoma

FirstSouth Bank,
Burlington, North Carolina

Chester National Bank,
Chester, lllinois

Chester National Bank of Missouri,
Perryville, Missouri

Community Central Bank,
Mount Clemens, Michigan

Crestmark Bank,
Troy, Michigan

Crestmark Financial, Inc.,
Troy, Michigan

Home Federal Corporation,
Hagerstown, Maryland

Oak Park River Forest Bankshares, Inc.,

Oak Park, lllinois

St. Louis

New York

Chicago

Dallas

Chicago

San Francisco

Kansas City

Richmond

St. Louis

Chicago

Chicago

Richmond

Chicago

September 17, 1996

August 26, 1996

September 25, 1996

August 29, 1996

September 3, 1996

September 6, 1996

September 26, 1996

August 30, 1996

September 12, 1996

September 11, 1996

August 22, 1996

August 23, 1996

September 23, 1996
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Section 3—Continued

Applicant(s)

Bank(s)

Reserve Bank

Effective Date

FirstValue Corporation,
Appleton, Wisconsin

Henderson Citizens Bancshares,
Inc.,
Henderson, Texas

Henderson Citizens Bancshares of
Delaware, Inc.,
Dover, Delaware

Ida Grove Bancshares, Inc.,
Ida Grove, lowa

American Bancshares, Inc.,
Holstein, lowa

Key Capital Corporation, Inc.,
Owings Mills, Maryland

Lakes Region Bancorp, Inc.,
Bannockburn, Illinois

LandMark Bancshares of Texas,
Inc.,
Columbia, Missouri

The Landrum Company,
Columbia, Missouri

Lewis Family Partners, L.P.,
Morris, lllinois

Lewis Management Company,
Morris, lllinois

Mercantile Bancorporation Inc.,
St. Louis, Missouri

Mercantile Bancorporation Inc.,
St. Louis, Missouri

Mercantile Bancorporation
Incorporated of lllinois,
St. Louis, Missouri

Merchants Bancorp, Inc.,
Hillsboro, Ohio

Mid-Peninsula Bancorp,
Palo Alto, California

Monarch Bancorp,
Laguna Niguel, California
National Bancshares Corporation of
Texas,
Laredo, Texas
NBT of Delaware, Inc.,
Wilmington, Delaware

Tigerton Bancorporation,
Tigerton, Wisconsin

First National Bank in Tigerton,
Tigerton, Wisconsin

Waskom Bancshares, Inc.,
Waskom, Texas

First State Bank,
Waskom, Texas

Farmers State Bank,
Charter Oak, lowa

Key Bank and Trust,

Randallstown, Maryland
Anchor Bank,

Third Lake, lllinois
Itasca State Bank,

Itasca, Texas

LandMark Bancshares of Texas, Inc.,
Columbia, Missouri

lllinois Valley Bancorp, Inc.,
Morris, lllinois

Grundy County National Bank,
Morris, lllinois

First Financial Corporation of America,
Salem, Missouri

Today’s Bancorp, Inc.,
Freeport, lllinois

Today’s Bank-East,
Freeport, lllinois

Today’s Bank-West,
Galena, lllinois

Today’s Bancorp, Inc.,
Freeport, lllinois

Merchants National Bank,
Hillsboro, Ohio
Cupertino National Bancorp,
Cupertino, California
Cupertino National Bank & Trust,
Cupertino, California
Western Bank,
Los Angeles, California
Luling Bancshares, Inc.,
Luling, Texas
First National Bank,
Luling, Texas

Chicago

Dallas

Chicago

Richmond
Chicago

St. Louis

St. Louis

Chicago

St. Louis

St. Louis

St. Louis

Cleveland

San Francisco

San Francisco

Dallas

September 11, 1996

August 26, 1996

September 18, 1996

September 13, 1996
September 19, 1996

September 9, 1996

September 9, 1996

September 6, 1996

September 17, 1996

September 17, 1996

September 17, 1996

September 12, 1996

September 25, 1996

September 6, 1996

September 6, 1996
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Section 3—Continued

Applicant(s)

Bank(s)

Reserve Bank

Effective Date

Norma McLane-Smith Family
Limited Partnership,
Poplar Bluff, Missouri

Norwest Corporation,
Minneapolis, Minnesota
Oak Park River Forest Bankshares,
Inc.,
Oak Park, lllinois
Omni Bancshares, Inc.,
Metairie, Louisiana
PCB Bancorp, Inc.,
Johnson City, Tennessee
Regions Financial Corporation,
Birmingham, Alabama

San Angelo Bancorp, Inc.,
Dover, Delaware

South Alabama Bancorporation,
Inc.,
Mobile, Alabama

Southwest Missouri Bancshares,
Inc.,
Ozark, Missouri

St. Joseph Capital Corporation,
South Bend, Indiana

Texas Bancorp, Inc.,
San Angelo, Texas

Texas Financial Bancorporation,
Inc.,
Minneapolis, Minnesota
ValliCorp Holdings, Inc.,
Fresno, California
WesBanco, Inc.,
Wheeling, West Virginia
Western Acquisition Partners, L.P.,
Buffalo Grove, lllinois

Poplar Bluff Banc Company,
Poplar Bluff, Missouri

Midwest Bancshares, Inc.,
Poplar Bluff, Missouri

American Bank Moorhead,
Moorhead, Minnesota

Community Bank of Oak Park River
Forest,
Oak Park, lllinois

Omni Bank,
Metairie, Louisiana

People’s Community Bank,
Johnson City, Tennessee

American Bancshares of Houma, Inc.,
Houma, Louisiana

American Bank & Trust Company of
Houma,
Houma, Louisiana

Texas State Bank,
San Angelo, Texas

First Monco Bancshares, Inc.,
Monroeville, Alabama

The Monroe County Bank,
Monroeville, Alabama

Southwest Community Bank,
Ozark, Missouri

St. Joseph Capital Bank,
Mishawaka, Indiana

San Angelo Bancorp, Inc.,
Dover, Delaware

Texas State Bank,
San Angelo, Texas

The Farmers and Mechanics Bank,
Galesburg, lllinois

Auburn Bancorp,
Auburn, California
Vandalia National Corporation,
Morgantown, West Virginia
Western Acquisitions, L.L.C.,
Buffalo Grove, lllinois
Sunwest Bank,
Tustin, California

St. Louis

Minneapolis

Chicago

Atlanta
Atlanta

Atlanta

Dallas

Atlanta

St. Louis

Chicago

Dallas

Dallas

San Francisco
Cleveland

San Francisco

September 17, 1996

August 30, 1996

September 20, 1996

August 28, 1996
August 26, 1996

August 28, 1996

September 13, 1996

August 22, 1996

August 27, 1996

September 4, 1996

September 13, 1996

September 19, 1996

August 21, 1996
September 20, 1996

August 22, 1996
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Section 4

Applicant(s)

Nonbanking Activity/Company

Reserve Bank

Effective Date

Allegiant Bancorp, Inc.,
St. Louis, Missouri

Bayerische Vereinsbank AG,
Munich, Germany

Capitol Bankshares, Inc.,
Madison, Wisconsin

Centennial Holdings. Ltd,
Olympia, Washington

Citizens Development Company,
Billings, Montana

Dadeland Bancshares, Inc.,
Miami, Florida

Decatur Financial Inc.,
Decatur, Indiana

First Alliance Bancorp, Inc.,
Marietta, Georgia

First Commercial Corporation,
Little Rock, Arkansas

First Interstate BancSystem of
Montana, Inc.,
Billings, Montana

JS Investments, Limited Partnership,

Billings, Montana
Nbar5, Limited Partnership,
Ranchester, Wyoming
Fulton Financial Corporation,
Lancaster, Pennsylvania
Imperial Bancorp,
Los Angeles, California

I.S.B. Financial Corp.,
Oak Forest, lllinois

Mercantile Bancorporation Inc.,
St. Louis, Missouri

Mountain Bancshares, Inc.,
Yellville, Arkansas

Otto Bremer Foundation,
St. Paul, Minnesota
Bremer Financial Corporation,
St. Paul, Minnesota

Edge Mortgage Services, Inc.,
Maryland Heights, Missouri
VB Structured Finance Inc.,
New York, New York
Capitol Mortgage Corporation,
Madison, Wisconsin
Totten, Inc.,
Olympia, Washington

To engageale novoin data processing

activities
Dadeland Software Services, Inc.,
Miami, Florida

Independent Bankers Life Insurance

Company of Indiana,
Phoenix, Arizona

Premier Bancshares, Inc.,
Atlanta, Georgia

Premier Bank, F.S.B.,
Atlanta, Georgia

Premier Lending Corporation,
Atlanta, Georgia

To engageale novoin the leasing of
personal property

First Interstate Bank of Commerce, fsb,

Hamilton, Montana

To engage in community development

activities
Pacific Bancard Association,
Inglewood, California

American Heritage/Pacific Bancard

Association,
Chatsworth, California

To engagele novoin making and
servicing loans

Today’s Insurance Source Agency, Inc.,

East Dubuque, lllinois

The Bank of Yellville Financial
Services,
Yellville, Arkansas

CFS Financial Corp.,
Minnestonka, Minnesota

St. Louis

New York
Chicago

San Francisco
Minneapolis
Atlanta

Chicago

Atlanta

St. Louis

Minneapolis

Philadelphia

San Francisco

Chicago
St. Louis

St. Louis

Minneapolis

September 13, 1996
September 12, 1996
August 30, 1996
September 17, 1996
September 24, 1996
September 13, 1996

September 5, 1996

August 22, 1996

September 11, 1996

September 4, 1996

September 20, 1996

August 26, 1996

September 24, 1996
September 17, 1996

September 24, 1996

August 23, 1996
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Section 4—Continued

Applicant(s)

Nonbanking Activity/Company

Reserve Bank

Effective Date

Pinnacle Banc Group, Inc.,
Oakbrook, lllinois

Quad City Holdings, Inc.,
Bettendorf, lowa

St. Clair Agency, Inc.,
St. Clair, Minnesota

Stichting Prioriteit ABN AMRO
Holding,
Amsterdam, The Netherlands

Stichting Administratiekantoor ABN

AMRO Holding,

Amsterdam, The Netherlands
ABN AMRO Holding N.V.,

Amsterdam, The Netherlands
ABN AMRO Bank N.V,,

Amsterdam, The Netherlands

ABN AMRO North America, Inc.,

Chicago, lllinois

Sections 3 and 4

Financial Security Corp.,
Chicago, lllinois

Security Federal Savings and Loan

Association,
Chicago, lllinois

Dovenmuehle Mortgage Company, L.P.,

Schaumburg, lllinois

Nobel Electronic Transfer, L.L.C.,

Bettendorf, lowa

Clarice Germo Agency,
St. Clair, Minnesota

Heigl Mortgage and Financial
Corporation, Bloomington,
Minnesota

Chicago

Chicago
Minneapolis

Chicago

August 30, 1996

September 3, 1996
September 5, 1996

September 26, 1996

Applicant(s)

Nonbanking Activity/Company

Reserve Bank

Effective Date

Collective Bancorp, Inc.,
Egg Harbor, New Jersey
First Midwest Financial, Inc.,

Storm Lake, lowa

Continental Bancorporation,
Laurel Springs, New Jersey

Central West Bancorporation,
Casey, lowa

Security State Bank,
Stuart, lowa

Philadelphia

Chicago

August 30, 1996

August 28, 1996
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APPLICATIONSAPPROVEDUNDER BANK MERGERACT
By Federal Reserve Banks

Recent applications have been approved by the Federal Reserve Banks as listed below. Copies are available upon request to
the Reserve Banks.

Applicant(s) Bank(s) Reserve Bank Effective Date
Centura Bank, FirstSouth Bank, Richmond August 30, 1996
Rocky Mount, North Carolina Burlington, North Carolina
Crestar Bank MD, Crestar Bank FSB, Richmond September 25, 1996
Bethesda, Maryland Baltimore, Maryland
First Banking Center - Burlington, American National Bank & Trust Chicago September 5, 1996
Burlington, Wisconsin Company of Chicago,
Chicago, lllinois
First Community Bank, Inc., Huntington National Bank West Richmond September 11, 1996
Buckhannon, West Virginia Virginia,
Charleston, West Virginia
The First Trust & Savings Bank, Cleghorn State Bank, Chicago September 13, 1996
Aurelia, lowa Cleghorn, lowa
Mercantile Bank of Polk County, Mercantile Bank of the Bluffs, Chicago August 28, 1996
Des Moines, lowa Council Bluffs, lowa
Mercantile Bank of Boone,
Boone, lowa

Mercantile Bank of Centerville,
Centerville, lowa

Mercantile Bank of Chariton,
Chariton, lowa

Mercantile Bank of Clay County,
Spencer, lowa

Mercantile Bank of Humboldt County,
Humboldt, lowa

Mercantile Bank of Jasper County,
Newton, lowa

Mercantile Bank of Lyon County,
Rock Rapids, lowa

Mercantile Bank of Marshalltown,
Marshalltown, lowa

Mercantile Bank of Mount Ayr,
Mount Ayr, lowa

Mercantile Bank of Onawa,
Onawa, lowa

Mercantile Bank of Osceola County,
Sibley, lowa

Mercantile Bank of Pella,
Pella, lowa

ValliWide Bank, The Bank of Commerce, N.A., San Francisco August 21, 1996
Fresno, California Auburn, California
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PENDING CASESINVOLVING THEBOARD OF GOVERNORS

This list of pending cases does not include suits against the April 8, 1996, the Board filed a motion to dismiss the
Federal Reserve Banks in which the Board of Governors is not action.

named a party.

Clifford v. Board of GovernorsiNo. 96-1342 (D.C. Cir., filed
September 17, 1996). Petition for review of Board order
dated August 21, 1996, denying petitioners’ motion to
dismiss enforcement action against them.

Artis v. GreenspaniNo. 96-CV-02105 (D. D.C., filed Septem-
ber 11, 1996). Class complaint alleging race discrimination
in employment. Awaiting service.

Leuthe v. Board of Governor$§yo. 96-5725 (E.D. Pa., filed
August 16, 1996). Action against the Board and other
Federal banking agencies challenging the constitutionality
of the Office of Financial Institution Adjudication.

Long v. Board of GovernordNo. 96-9526 (10th Cir., filed
July 31, 1996). Petition for review of Board order dated

July 2, 1996, assessing a civil money penalty and cease and

desist order for violations of the Bank Holding Company
Act.

Esformes v. Board of Governofdp. 96—1916 (S.D. Fla., filed
July 12, 1996). Complaint challenging Board denial of
administrative request for confidential supervisory informa-

Henderson v. Board of Governorblo. 96-1054 (D.C. Cir.,

filed February 16, 1996). Petition for review of a Board
order dated January 17, 1996, approving the merger of First
Citizens BancShares, Inc., Raleigh, North Carolina, with
Allied Bank Capital, Inc., Sanford, North Carolina. Petition-
ers’ motion for a stay was denied on March 7, 1996.

Research Triangle Institute v. Board of Governoisp.

1:96CV00102 (M.D.N.C., filed February 12, 1996). Con-
tract dispute. On May 3, 1996, the Board filed a motion to
dismiss the action.

Inner City Press/Community on the Move v. Board of Gover-

nors, No. 96—-4008 (2nd Cir., filed January 19, 1996). Peti-
tion for review of a Board order dated January 5, 1996,
approving the applications and notices by Chemical Bank-
ing Corporation to merge with The Chase Manhattan Cor-
poration, both of New York, New York, and by Chemical
Bank to merge with The Chase Manhattan Bank, N.A., both
of New York, New York. Petitioners’ motion for an emer-
gency stay of the transaction was denied following oral
argument on March 26, 1996. The Board’'s brief on the
merits was filed July 8, 1996. The case has been consoli-
dated for oral argument and decision witke v. Board of

tion. Plaintiffs’ motion for an expedited hearing was denied  GoyernorsNo. 95-4134 (2d Cir)).
on August 1, 1996. On September 20, 1996, the Board f”eqvlenick v. Greensparo. 95-CV-01916 (D. D.C., filed Octo-

a motion to dismiss or for summary judgment.
Board of Governors v. Interamericas Investments, Litb,

ber 10, 1995). Complaint alleging sex, age, and handicap
discrimination in employment.

96-7108 (D.C. Cir, filed June 14, 1996). Appeal of district kyntz v. Board of Governorsyo. 95-1495 (D.C. Cir., filed

court ruling granting, in part, the Board’s application to
enforce an adminstrative investigatory subpoena for docu-
ments and testimony. Appellants’ motion for a stay of the
district court ruling was denied on September 12, 1996.
Interamericas Investments, Ltd. v. Board of Governdis,
96-60326 (5th Cir., filed May 8, 1996). Petition for review
of order imposing civil money penalties and cease and

September 21, 1995). Petition for review of Board order
dated August 23, 1995, approving the applications of The
Fifth Third Bank, Cincinnati, Ohio, to acquire certain assets
and assume certain liabilities of 12 branches of PNC Bank,
Ohio, N.A., Cincinnati, Ohio, and to establish certain

branches. The Board’s motion to dismiss was filed on
October 26, 1995.

desist order in enforcement case. Petitioners’ brief was filed ee v. Board of GovernorsiNo. 95-4134 (2nd Cir., filed

on July 26, 1996, and the Board’'s brief was filed on
September 27, 1996. On August 20, petitioners’ motion for
a stay of the Board’s orders pending judicial review was
denied by the Court of Appeals.

Kuntz v. Board of Governors\lo. 96-1137 (D.C. Cir., filed
April 25, 1996). Petition for review of a Board order dated
March 25, 1996, approving an application by CoreStates
Financial Corp., Philadelphia, Pennsylvania to acquire Me-

August 22, 1995). Petition for review of Board orders dated
July 24, 1995, approving certain steps of a corporate reorga-
nization of U.S. Trust Corporation, New York, New York,
and the acquisition of U.S. Trust by Chase Manhattan
Corporation, New York, New York. On September 12,
1995, the court denied petitioners’ motion for an emergency
stay of the Board's orders. The Board’s brief was filed on
April 16, 1996.

ridian Bancorp, Inc., Reading, Pennsylvania. The Board’sBeckman v. GreenspaNo. 95-35473 (9th Cir., filed May 4,

motion to dismiss was filed on June 3, 1996.

Kuntz v. Board of Governors\o. 96-1079 (D.C. Cir., filed
March 7, 1996). Petition for review of a Board order dated
February 7, 1996, approving applications by The Fifth
Third Bank, Cincinnati, Ohio, and The Firth Third Bank of

1995). Appeal of dismissal of action against Board and
others seeking damages for alleged violations of constitu-
tional and common law rights. The appellants’ brief was
filed on June 23, 1995; the Board’s brief was filed on
July 12, 1995.

Columbus, Columbus, Ohio, to acquire certain assets andloney Station, Inc. v. Board of Governorslo. 95-1182

assume certain liabilities of 25 branches of NBD Bank,
Columbus, Ohio. Petitioner has moved to consolidate the
case withKuntz v. Board of Governor$yjo. 95-1495. On

(D.C. Cir., filed March 30, 1995). Petition for review of a
Board order dated March 1, 1995, approving notices by
Bank One Corporation, Columbus, Ohio; CoreStates Finan-
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cial Corp., Philadelphia, Pennsylvania; PNC Bank Corp.,misconduct during his tenure as Chairman of the Board of
Pittsburgh, Pennsylvania; and KeyCorp, Cleveland, Ohio,the Bank, including causing the Bank to pay legal fees that
to acquire certain data processing assets of National Cityshould have been borne by the Bank’s directors individu-
Corporation, Cleveland, Ohio, through a joint venture sub-ally, causing the Bank to violate various restrictions on
sidiary. On April 23, 1996, the court vacated the Board's lending—in some cases through the use of nominee
order. On July 31, 1996, the full court granted the Board'sborrowers—and improperly financing a personally-owned
suggestion for rehearingn banc,and vacated the April 23  interest in a real estate development with the Bank’s funds.
panel decision. The ALJ concluded that this misconduct constituted unsafe

In re Subpoena Duces TecuMisc. No. 95-06 (D.D.C., filed @nd unsound practices, breaches of fiduciary duty, and
January 6, 1995). Action to enforce subpoena seeking Iore\/lolatlons of law resulting in gain to Hedrick and loss to
decisional supervisory documents sought in connection witfh® Bank. The ALJ found that Respondent Snyder had
an action by Bank of New England Corporation’s trustee in Participated in one of Hedrick’s improper transactions by
bankruptcy against the Federal Deposit Insurance Corpors@dréeing to act as a nominee borrower to disguise an
tion. The Board filed its opposition on January 20, 1995.IMproper extension of credit to Hedrick, and that miscon-
Oral argument on the motion was held July 14, 1995. duct caused loss to the Bank gnd led to gain by Snyder. The

Board of Governors v. Pharaoio. 91-CIV-6250 (S.D. New ALJ further found that Hedrick's and Snyder’s conduct

i 8 eflected both willful and continuing disregard for the
_Yor_k,_ filed Septe_mber 171 1.991).' AC""’? o fre_eze assets cn‘gafety or soundness of the Bank as well as personal dishon-
individual pending administrative adjudication of civil

sty warranting their prohibition from banking. Respon-
money penalty assessment by the Board. _On Sept_en_wber 1ZEnts have submitted exceptions to these findings, chal-
1991, the court issued an order temporarily restraining thq

transfer or disposition of the individual's assets enging the OCC.:,S charaf:terizati.on of the_facts, and in
' some instances, its authority to bring the action.

Based on a review of the record and the arguments
raised by the Respondents, the Board rejects these excep-
tions for the reasons stated by the ALJ in the Recom-
mended Decision, except as specifically noted in this Deci-
sion? The chief arguments made by the Respondents with
regard to each of the transactions that form the basis for the
prohibition action are summarized below. As explained
below, the Board finds that these arguments do not warrant
a rejection of the ALJ’s recommendation that Hedrick and
Snyder should be prohibited from banking.

Accordingly, the Board hereby makes its Final Decision,
and adopts the ALJ's Recommended Decision insofar as it
relates to the prohibition action, except as specifically
supplemented or modified herein. The Board therefore
orders that the attached Orders of Prohibition issue against
Respondents prohibiting them from future participation in
the affairs of any federally-supervised financial institution

L . . . without the approval of the appropriate supervisory agency.
This is an administrative proceeding pursuant to sec- PP pprop P y agency

tion 8(e) of the Federal Deposit Insurance Act (“FDI
Act”), 12 U.S.C. § 1818(e), in which the Office of the

Comptroller of the Currency of the United States of Amer-
ica (“OCC") seeks to prohibit Donald E. Hedrick and

Joh_n K: Snyder (t_he “Respondents”) from fu_rther partic- 1 grandards for Prohibition Order
pation in the affairs of any federally-supervised financial
institution as a result of their conduct during their former
affiliations with Rushville National Bank, Rushville, Indi-

ana (the “Bank”). As required by statute, the OCC has
referred the action to the Board of Governors of the Fed

FINAL ENFORCEMENTDECISIONISSUED BY THEBOARD
OF GOVERNORS

In the Matter of

Donald E. Hedrick and John K. Snyder
Rushville National Bank
Rushville, Indiana

Docket Nos.

OCC-AA-EC-92-176
OCC-AA-EC-94-94

Final Decision

|. Statement of the Case

A. Statutory Framework

Under the FDI Act, the ALJ is responsible for conducting
an administrative hearing on a notice of intention to pro-
hibit participation. 12 U.S.C. § 1818(e)(4). Following the
. . . o hearing, the ALJ issues a recommended decision that is
eral Reserve System (the "Board") for final decision. referred to the Board. The parties may then file with the

The proceeding comes before the Board in the form of Board exceptions to the ALJ's recommendations. The
186-page Recommended Decision by Administrative LaWg gard makes the final findi f fact usi £l
Judge (“ALJ”) Walter J. Alprin, issued following an ad- oard makes the final findings ot 1act, conclusions ot faw,

ministrative hearing held in phases between May 1993 and

Aprl_l 1995, and the filing of pOSt_'h_earmg briefs by the 1. The Board does not reach, and makes no conclusions regarding,
parties. In the Rec_ommended DeC|S_|0n, the _ALJ found thaﬁhe ALJ's recommendations concerning Hedrick’s alleged securities
Respondent Hedrick had engaged in a variety of bankingraud. SeeRecommended Decision (“RD”) 102-121.
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and determination whether to issue an order of prohibitionlowed for “expenses, penalties or other payments incurred
Id.; 12 C.F.R. 263.40. in an administrative proceeding or action instituted by an
The substantive basis for an FDI Act prohibition order appropriate bank regulatory agency which proceeding or
requires that the Board must make each of three findings: action results in a final order assessing civil money penal-
(1) there must be a specified type ofisconduct— ties or requiring affirmative action by an individual
violation of law, unsafe or unsound practice, or breachor individuals in the form of payments to the bank.”
of fiduciary duty; 12 C.F.R. 7.5217(b).
(2) the misconduct must have a prescribeffect—
financial gain to the respondent or financial loss or otherB. Procedural History
damage to the institution; and
(3) the misconduct must involveulpability of a certain  The OCC issued Notices of Intention to Prohibit Further
degree—personal dishonesty or willful or continuing Participation (“Prohibition Notices”) against Respondents
disregard for the safety or soundness of the institution. Hedrick and Snyder on November 12, 1992, and April 18,
1993, respectively. RD 1-2. The OCC also brought actions
2. Statutory and Regulatory Lending Restrictions against Hedrick and Snyder seeking civil money penalties
and actions against Hedrick and another director for affir-
A number of laws and regulations restrict banks’ transac-native relief, including restitutioh The final decision as to

tions with affiliates, insider lending, and concentrations ofthese non-prohibition actions is statutorily assigned to the
credit. Comptroller. The Board takes official notice that the Comp-

a. Affiliate Transaction LimitsSection 23A of the Fed- troller issued his Decision and Order on August 19, 1996,
eral Reserve Act restricts the volume of transactions befrdering Hedrick to pay a civil money penalty of $250,000
tween a bank and its affiliates, requires that extensions ofnd restitution of $451,686, Snyder to pay a civil money
credit by a bank to an afiliate meet specific collateral penalty of $25,000, and the other director to pay restitution
requirements, and requires generally that affiliate transadh the amount of $139,605.
tions be on terms and conditions that are consistent with )
safe and sound banking practices. 12 U.S.C. § 371c. Discussion

b. Insider Lending LimitsRegulation O and commensu- o
rate regulations of the OCC for national banks implementl- Relevant Persons and Institutions

statutory restrictions on extensions of credit from banks to ) ) ) )

individuals who are bank “insiders.e., individuals who ~ Rushville was at all times relevant to this proceeding a
are bank executive officers (including chairman of thenational bank subject to supervision by the OCC. RD 4. It
board), directors, or principal shareholders, as well as withvas declared insolvent and closed on December 18, 1992.
their “related interests”. 12 U.S.C. §§ 375a, 375b: Respondent Hedrick served as chairman of the board

12 C.F.R. parts 31, 215. These restrictions place absolutgnd director of the Bank from May 21, 1985 to Novem-

and relative limits on extensions of credit to individual Per 12, 1992 (RD 5). Hedrick was a 50 percent owner of

insiders and to all insiders in the aggregate, and als¢he bank holding company that owned the Bank until 1989,

impose reporting and approval requirements for such transhen, through one of the transactions discussed below, he

actions.Seel2 U.S.C. § 375a; 12 C.F.R. 31.2, 215.4(b)(1). became the principal shareholder. Hedrick was also presi-

An extension of credit is considered made to an insiderdent of the Bank from June 1989 to June 1991. RD 30.

to the extent that the proceeds are transferred to the insider R€Spondent Snyder was a director of the Bank at all

or are used for the tangible economic benefit of the insiderlimes relevant to the charges against him and was Vice-

12 C.F.R. 215.3(f). C_:halrman of the board of directors for a portion of that
c. Concentration of Credit LimitsAnother restriction tme. RD 5.

addresses the risks inherent in a concentration of credit

from a national bank to a single borrower. 12 U.S.C. § 84.2- Shyder Loan

Under this section, the total loans and other extensions of .

credit to any single borrower in general may not exceedn 1988 and early 1989, Hedrick owned 50 percent of the

fifteen percent of a national bank’s unimpaired capital andStock in Hoosier Bancorp (*Hoosier”), the holding com-
surplus. pany that owned 87 percent of the stock of the Bank.

RD 49. The other 50 percent was owned by Philip Schwab,
a bank director, who pledged the shares as security for
loans. In 1988 and early 1989, Schwab became involved in

. . ., ._personal bankruptcy proceedings that tied up his Hoosier
fl\qn .OCS Iregulfatlon g_e?eraflly frf”_“'fjs bar_1f|_<s tt(') profv(;qe N shares. RD 50. Hedrick owned an option to acquire
eir articles of association for the indemnification of direc- g, b« 110 osier shares. RD 50.

tors, officers or employees for expenses reasonably in-
curred in actions arising out of the performance of their

O_fﬁCia| duties. 12 C.F.R. 7_-5217(5_‘)_- The regulation speci-", The OCC's charges against other individuals affiliated with the
fies, however, that such indemnification shall not be al-Bank were settled prior to hearing. RD 2.

3. Indemnification Limits
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There were two encumbrances on Schwab’s shares. Thexecuted a written agreement (the “Hedrick/Snyder Agree-
senior lien was held by Summit Bank of Fort Wayne, ment”) whereby Hedrick would make periodic payments
Indiana, which also had possession of Schwab’s stock, téo Snyder that corresponded in time and amount to the
secure a $375,000 loan on which Hedrick was the guaraninterest and principal amounts due to the Bank on the
tor or co-signer. RD 50. The junior lien on the stock was Snyder loan. RD 57; OCC Ex. 1. The agreement also called
held by the Bank to secure a $300,000 loan. RD 50; OCCor Snyder to transfer the 7,500 shares back to Hedrick, in
Ex. 19. Hedrick secured release of Schwab’s Hoosiemmounts proportionate to each principal payment made on
shares in the bankruptcy proceeding by arguing, in partthe Snyder loan. OCC Ex. 1. Hedrick was to make pay-
that the Bank was experiencing regulatory criticism for ments on the Snyder loan if Snyder were unable to make
nonpayment of the loan secured by the stock. OCC Ex. 21them. Hedrick Tr. 1927. Hedrick did not inform the board
When he acquired Schwab’s Hoosier shares, Hedrick assf directors of the nature of the Hedrick/Snyder Agree-
sumed the Schwab loan from Summit on which he wasment. RD 57; OCC Ex. 15; Hanni Tr. 2180-81. In practice,
guarantor and began making payments on the loan tdéledrick made payments on the Snyder loan directly to the
Summit. RD 52; Joint Stipulation (“Jt. Stip.”) 68. Hedrick Bank. RD 58
knew that he could not personally assume the Bank’s loan In 1991, when Hedrick could not make a payment on
to Schwab because legal limits on loans to executivetime, Hedrick and Snyder altered the terms of their agree-
officers (“insider lending restrictions”) prevented him from ment to defer the dates of payment to Snyder. RD 58;
doing so. Hedrick Tr. 1762, 2031. Instead, on Decem-Snyder Tr. 35-36. Shortly thereafter, the Bank, with
ber 15, 1989, the Bank originated a $300,000 loan toHedrick voting, restructured the terms of Snyder’s loan
Snyder, then a bank director. RD 53; OCC Ex. 16. Snyderthe “Restructure”), requiring only a single partial pay-
used the proceeds to pay off $300,000 of the Schwab loarment at maturity, with no specific plan to retire the debt.
RD 53. The Bank charged off the remaining $5,042 inRD 59; OCC Ex. 4, 30. Later, on April 6, 1992, the
principal, releasing its junior lien on the stock even thoughHedrick/Snyder agreement was again amended to resched-
the remaining $76,678 in interest remained unpaid, therebyle the amounts due under the agreement, and the board of
removing an encumbrance on the shares owned bylirectors, with Hedrick voting, then approved a parallel
Hedrick. RD 538 extension of the date for payment to the Bank of the

The note that Snyder executed to the Bank as evidencprincipal due on the Snyder loan. RD 61; OCC Ex. 33.
of the loan stated that the loan was a consumer loan for the No further payments on the Snyder loan were made.
purpose of “investment in holding company.” The loan RD 61. On December 18, 1992, when the Bank was
was secured by a coin collection, carried a 13 percenteclared insolvent and closed, the Bank charged off
interest rate, and matured in three years. RD 53. Th&260,000 in principal on the Snyder loan and reversed
$300,000 loan was undersecured in that, while the Banlaccrued interest of $52,081. RD 61.

did not obtain an appraisal of the coins pledged as collat- Snyder’'s repayment of the Schwab loan with the pro-
eral, Snyder's contemporaneous financial statementeeds of the Snyder loan was a device that benefitted
showed the coins’ value to be $40,000. RD 54; OCC Ex. 3Hedrick because it enabled him to acquire the Hoosier
The loan terms required semi-annual interest-only payshares when he knew that he was legally precluded from
ments in 1990 and semi-annual principal and interest payassuming the Schwab loan encumbering those shares. RD
ments beginning in 1991 and continuing until the maturity 61. The Restructure of the Snyder loan benefitted Hedrick
of the loan in December 1992. Snyder’s contemporaneouby easing the repayment schedule to the Bank, and nomi-
financial statement and income tax statements showed imally Hedrick’s obligations to Snyder, when Hedrick was
sufficient income to make the necessary payments withoutinable to make the required payments. RD 61-62.

selling his other assets. RD 54-55; OCC Ex. 3, 5; Lewis Both the initiation and the Restructure of the Snyder
Tr. 1061. The board of directors approved the Snyder loarloan caused the Bank to violate legal limits on loans to
by a unanimous voice vote, with Hedrick present. RD 55;executive officers. The loan was attributable to Hedrick
OCC Ex. 15. for purposes of lending limits because, under the applica-

At about the same time, Hedrick transferred 7,500 Hoo-ble regulation: “An extension of credit is considered made
sier shares (out of the 38,161 shares that he owned but that
were in Summit's possession) to Snyder. RD 56. In his
testimony, Hedrick made clear that these shares were not5-J IPF%U%?] g‘ Séifrﬂggrmfgniéggdg%( ?Sadaen%ag;”%?ls °2f4$119é‘é‘i7
purchased by Snyder, but were given to _hlm by Hed”Ck'gl]Z) 603161. Hedrick claimed tﬁe inter’est payn’1ents on the)ényder Ioaﬁ
Hedrick Tr. 1923t Shortly thereafter, Hedrick and Snyder ;s tax-deductible loan interest. RD 61. Snyder did not deduct the

interest payments on his income tax return. RD 61.
6. Loans and other extensions of credit attributable to Hedrick after

3. While there is no evidence that any affirmative action was takenthe Snyder loan was made totaled about $358,383, causing the Bank
to release the lien, the loan that the lien secured was repaid and ntw exceed the individual insider lending limit by approximately
action was taken to pledge the shares to secure the Snyderdban. $275,983. RD 62; OCC Ex. 35. Loans and other extensions of credit
Lewis Tr. 1023-24. attributable to Hedrick after the Restructure totaled about $391,520,

4. This arrangement makes clear that the Snyder loan was not, imhich exceeded the individual insider lending limit by about $342,770
fact, for the purpose of investing in the holding company, as Snyder'sand exceeded the Bank’s aggregate insider lending limit by $99,020.
note stated. RD 63; OCC Ex. 38.
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to an insider to the extent that the proceeds are transferredominee nature of the loan, which was inherently decep-
to the insider or are used for the tangible economic benefitive, refutes the suggestion that the loan was legitimately
of the insider.” 12 C.F.R. 215.3(f). Here, Hedrick not only believed to be entirely for the benefit of the Bank. RD 78.
received the tangible benefits of the extension of credit The peculiar characteristics of the Hedrick/Snyder
through the payment of the amount due on the SchwalAgreement also rebut the argument that the arrangement
loan and the release of the junior lien on the stock hewas generally known and endorsed by Bank and OCC
owned, but he functioned as the borrower in all but namepersonnel. As an OCC examiner testified, he heard of the
Snyder received no direct benefit from the loan, since the'buy-sell” agreement between Hedrick and Snyder, and
proceeds were immediately devoted to retiring the Schwalunderstood it to give Hedrick an option on Snyder’s Hoo-
loan for Hedrick’s benefit, the 7,500 shares of stock weresier stock, so that the stock would not “fall in unfriendly
to be returned to Hedrick as he paid down the loan, and théands.” Holland Tr. 2244-45. Accordingly, knowledge of
shares were worth less than the $300,000 liability he underthe existence of the Snyder loan and the Hedrick/Snyder
took. Snyder testified that he did not expect to makeAgreement, since it was consistent with the assumption
payments on the loan (Snyder Tr. 31), testimony supportedhat Snyder was the substantive borrower on the loan and
by his financial position and by the fact that Hedrick in fact that he had merely given Hedrick a right of first refusal on
made payments on the loan directly. RD 79-80. The loan’she stock securing the loan, does not negate the deceptive
terms were modified when Hedrick, not Snyder, had diffi- purpose and effect of the arrangement.
culty making the payments. Hedrick, but not Snyder, de- The lending limit violations caused by the Snyder loan
ducted the interest on his income taxes. Accordingly, it iswere exacerbated by further extensions of credit to Hedrick
clear that the loan was made for Hedrick’'s benefit and isthat expanded the scope of his violations. On March 26,
properly attributable to him for purposes of insider lending 1991, the Bank made a $50,000 loan to Hedrick that
restrictions. It is also clear that Snyder’s involvement wasrepresented further violations of the insider lending and
that of a nominee to disguise the economic and legakoncentration of credit restrictioisThen, on Septem-
realities of the loan to Hedrick. ber 24, 1991, the Bank extended a $150,000 line of credit
The ALJ found that Hedrick repaid Snyder for his partic- to Hedrick, and the next day advanced $36,000 to Hedrick
ipation in the Snyder Loan by appointing him Vice- under that line of credit. RD 65Respondents except to
Chairman of the board of directors two months after thethese findings on the ground that the violations are contin-
loan was made, a position that carried with it some addi-gent on the finding that the Snyder loan is attributable to
tional income and health insurance. RD 81. The ALJ notedHedrick, which the Board rejects for the reasons stated
that Snyder had preexisting health problems and could noabove. Hedrick also excepts on the ground that the position
obtain other coverage, so that employer-paid health insuref chairman of the board is not an “executive officer” for
ance was a very valuable benefit. RD 82. purposes of Regulation O, an argument that is refuted by
In their exceptions, Respondents essentially argue thate plain terms of the regulatioBeel2 C.F.R. 215.2(e)(1)
the Snyder loan was not an extension of credit to Hedrick(“executive officer” defined to include chairman of the
but rather the benign assumption of a nonperforming loarboard unless excluded from participation by formal ac-
by a qualified investor for the benefit of the Bank. Excep-tion).
tions 18-24. Respondents argue that Snyder incurred the In addition, Hedrick engaged in another nominee loan
indebtedness to protect the Bank from a loss on the Schwasirrangement where he received the benefit of a loan made
loan and that Hedrick received no benefit from the loan.nominally to Virgil Parks, the manager of Sand Dune
Resp. Exceptions 17-24. Respondents also argue that tf&hores, a Florida time share development in which Hedrick
nominee arrangement was not deceptive because bankas involved. After the loan was made, the proceeds were
personnel and OCC examiners were aware of the arrangetsed to pay down the amount outstanding on one of
ment. Hedrick’s loang RD 70, 94; Jt. Stip. 14. The loan, accord-
The Board adopts the ALJ’s rejection of these argu-
ments. First, there is no contemporaneous evidence thatthe
extension Of Credlt was for the purpOSe Of protectlng the 7. The ALJ found that the extension of credit caused the total of

: : : oans and other extensions of credit outstanding to Hedrick to exceed
Bank, since it was labelled a consumer loan for investmen he Bank’s individual insider lending limit by $344,395 and the

in a holding company. RD 77. Furthermore, the economicaggregate insider lending limit by $108,770. The total also exceeded
realities of the loan undercut the argument, since Snydethe Bank’s limit on loans to one borrower by about $43,070. RD 64.

did not have the liquid assets to make the payments due on8. The ALJ found that loans and other extensions of credit attribut-
the loan and showed no disposition to liquidate his othe,able to Hedrick after the $36,000 advance exceeded the Bank’s limit

ts t ke th ts. Instead. the Bank i 0 one borrower by about $22,865, exceeded the Bank’s individual
assets o make the payments. Instead, the Bank in SUl?ﬁsider lending limit by about $438,678 and exceeded the Bank’s

stance had to look to Hedrick for repayment of the loan.aggregate insider lending limit by $188,678. RD 66-67.
This not only violated various restrictions on insider lend- 9. This caused Hedrick's outstanding loan totals to remain constant,
ing, but was ultimately futile, since Hedrick was able to SO that there was no further insider lending violation. But the ALJ

; ; und that the Bank lost value on the transaction because the loan
manipulate the terms of his repayment and caused th urported to be secured by eight time share units in Sand Dune

_Bank to Suﬁer a loss of $260,000 in principal and $52,000spores; of which five had previously been assigned to the Bank. When
in accrued interest on the Snyder Loan. Furthermore, theéhe Parks loan was ultimately repaid by the Sand Dunes Shores
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ingly, is a further illustration of the manner in which 3. Directors’ Legal Fees
Hedrick casually shifted money between the Bank, his own

accounts, and those of his business associates. Accord- .
ingly, the Board rejects the Respondent's exception tha part from the Snyder loan transaction, the Board also

characterizes the OCC's charges in this respect as makin onclu_des that_ Hed_rick is subject to prohibition in connec-
a “mountain out of a molehill”. Exceptions at 26-27 on with the diversion of Bank resources to pay the legal

The Board adopts the ALJ's conclusions of law with expenses of directors in contesting an OCC action seeking

the imposition of civil money penalties. The Bank’s pay-
respect to the Snyder loan. The ALJ found that the Respon ent of those fees violated an OCC regulation that strictly

dents’ actions satisfied the misconduct element in that th its the circumstances under which a bank may reim-
loan represented a breach of fiduciary duty, an unsafe an : reu u wh y rel
urse such fees. The OCC regulation generally permits a

unsound banking practice, and various violations of theb Kt ide in its artil ; iation for the ind
banking laws regarding lending limits. RD 147, 153. The ank to provide In Its articies ot association for the ingem-
nification of directors, officers or employees for expenses

ALJ also found that Snyder breached his fiduciary duty to . ' - -

the Bank by allowing himself to be used as a nominee forreasonably mg:urre_d_ In actions arising out of the perfor-

Hedrick and not disclosing to the Bank the true purpose o ance.of their .o.fnual duties. 12 C.FR. 7.'5217(?).' The

the loan. RD 154. The Board agrees that it is an unsafe O;egulatlon specifies, however, that such |n(_jemn|f|cat|on
hall not be allowed for “expenses, penalties or other

unsound practice and a breach of fiduciary duty, as well a§a ments incurred in an administrative broceeding or ac
a violation of law1°to undertake a nominee loan scheme in pay P 9

which a loan is made for the benefit of an undisclosedtior.1 instituted .by an appropriate b‘?‘”" rggulatory agency
person, thus preventing the bank from assessing the trugh'ch _proceedmg or action resu_lt_s n a_fmal_order asSSess-
risk or legal status of the loatlnited States v. Olso825 |ng_C|v_|I money pen_al_tles or requiring affirmative action by
F2d 121, 123 (7th Cir. 1987)iing United States v. an individual or individuals in the form of payments to the

: . bank.” 12 C.F.R. 7.5217(b).
Angelos,763 F.2d 859, 861 (7th Cir. 1985)nited States . . . .
v. Hoffman,1996 WL 469901 *3 (4th Cir. 1996Feingold The ALJ found that Hedrick violated this regulation by

. ; - negotiating the terms of legal representation in connection
v. United States49 F.3d 437, 440 (8th Cir. 1995)nited - . . .
States v. Krepp$05 F.2d 101 (3d éir. 1979). Thiswparticu- with admmlstrayve charges brought by the OCC in 1985.
lar loan was also unsafe or unsound in that it was severelI that'1985. action, the OCC charged that th? Bank had nqt
undercollateralized. omplied with the terms of a cease and desist order previ-

The ALJ found that the Snyder loan satisfied the effectsOUS|y imposed by consent, and brought a cease and desist

requirement in that the Bank lost $260,000 in principal andaCtIon against the Bank accompanied by civil money pen-

$52,081 in accrued interest on the Snyder loan, Whilealty assessments of $15,000 against Hedrick and $10,000

. . . ,.each against five other directors. RD 8; OCC Ex. L-5. The
Hedrick benefitted by securing the release of the Bank sBank rgtained a law firm, Hartke & Hartke, to contest both

lien on the Hoosier stock owned by Hedrick. RD 155. The .
ALJ found that Snyder benefitted by receiving appointmen the cease and desist charges on behalf of the Bank and the

- : . : - il money penalty actions on behalf of the individual
to the vice-chairmanship of the board of directors with aV! . - .
salary increase and health insurance benefits. RD 156. directors. Jt. Stip. 9, 10. The OCC withdrew its cease and

The ALJ found that the Snyder loan satisfied the cqua-deSiSt action in March, 1986. At that time, the Bank owed

bility requirement as to both Hedrick and Snyder. The ALJth.e law firm $77’500. in unpaid !egal fees. R.D. 13. The
found that the conduct of both Hedrick and Snyder willful withdrawal .Of that gctmn Ief.t pendlng only the C'\{'I money
and misleading in that they did not disclose to the board Ofpenalty action against the directors, in a cumulative amount
directors the nominee nature of the loan. RD 159. The AL f_il‘l_sr?S,]?OO._ dividual direct dt flat f f
found that the continued failure to disclose the nature of € five Individual directors agreed 1o pay a fiat fee o

the arrangement at the time of the further extensions 0?1’500 apiece to Hartke & Hartke for representation in

credit to Hedrick represented a continuing disregard for thecontestlng the penalties, but the only payments the individ-

safety and soundness of the Bank by both Hedrick anouals ever made were $100 apiece by four of the directors,

Snyder. The ALJ further found that the failure to disclose hot including Hedrick. RD 13, 43; OCC Ex. L-13. Notwith-
tanding the absence of any pending proceeding against it,

represented personal dishonesty by both Snyder anﬁ}e Bank, pursuant to a 36-month representation agreement

Hedrick. RD 160. . . .
: . _negotiated by Hedrick, continued for years to pay $6,000 a
Accordingly, the Board finds that the Snyder loan trans month in legal fees plus expenses to Hartke & Hartke for

action, standing alone, forms a sufficient basis for therepresentation of the directors in the civil money penalty
rohibition of both Hedrick and Snyder from banking. A S ?

prohibition of both Hedrick and Snyder from banking litigation. RD 16, 19-25. The civil money penalties were
sustained by the Comptroller, affirmed on petition for re-
view to the United States Court of Appeals for the Seventh
Condominium Association, the Bank thereupon returned to the condoCircuit, Abercrombie v. Clarke920 F.2d 1351 (7th Cir.
minium association the time share units that had nominally served a3990), and left undisturbed by the Supreme Court, which
the collateral, including the five that in fact the Bank owned. RD 72; g ; ; ; o .
OCC Ex. 61. The ALJ found that the Bank lost the value of the five denied Certlo.ra.m' 502U.S. 8(.)9 (1991). Hedrick made inde
time share units. RD 72, 95. pendent decisions to authorize the legal fees and expenses

10.Seel8 U.S.C. § 656 (willful misapplication of bank funds). for the attempt to seek rehearing in the Seventh Circuit and
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the attempt to seek certiorari, even though the Bank wagvidence supports Hedrick’s awareness that the fee ar-
not a party to those actions. RD 29, 43-44; Hedrickrangement was improper. Hedrick is the person who nego-
Tr. 862. The ALJ concluded that the total of fees andtiated the terms of the fee agreement with the Hartkes.
expenses paid by the Bank to contest the directors’ civilRD 38. It is clear that Hedrick was made aware of the
money penalty action was $139,605. RD 45. The individ-applicable regulation in that an OCC examiner pointedly
ual directors never reimbursed the Bank for those fees anteft a copy of the regulation with Hedrick in Decem-
expenses, as required by regulation. RD 32; OCC Ex*153. ber 1986. RD 38. Furthermore, the Hartkes made reference
The ALJ concluded that Hedrick violated the OCC's to the requirements of the regulation in various communi-
regulation regarding indemnity by negotiating an agree-cations, including a letter advising Hedrick that civil
ment with the Hartkes for the purpose of causing the Banknoney penalties must be paid by the individual directors,
to pay the directors legal fees. RD 38. Under that agreeOCC Ex. L-9, and a letter advising that any fee amounts
ment, the Bank improperly advanced to the directors payadvanced by the Bank on behalf of individual directors
ments for legal fees and expengesiedrick also failed to  were subject to reimbursement by the directors if the OCC
reimburse the Bank for fees and expenses undertaken gorevailed. OCC Ex. L-32. Hedrick's awareness of the
his behalf after the OCC prevailed in its civil money regulation’s requirements is also displayed by the consider-
penalty litigation, failed to take any action to cause theation given by the board of directors to amending the
other directors to make reimbursement, and concealed thBank’s articles of association to provide for indemnifica-
nature of the payments from the OCC. RD 46-48. The ALJtion, as required by the regulation. RD 39; OCC Ex. L-7. It
further found that the representation agreement, the ads also clear that Hedrick was aware that the $1,500 nomi-
vance of funds on behalf of the directors, and the failure tonal amount charged the individual directors as a “flat fee”
reimburse represented unsafe and unsound practices, espeas a fiction, since he knew the amounts expended by the
cially in light of the Bank’s financial condition and the Bank after the Bank was no longer a party to the OCC
failure to ascertain whether the directors possessed thaction and he knew that the Hartkes had not been paid by
ability to repay the advances. RD 146-147. the directors. RD 48. Accordingly the Board adopts the
The ALJ found that the Bank sustained I&sas a result  ALJ’s rejection of the argument that advice of counsel
of the improper representation agreement, RD 145, anderved to negate Hedrick’s misconduct with respect to the
that Hedrick benefitted from the Bank’s payment of feesBank’s payment of fees for the directors.
and expenses on his behalf. RD 83.he ALJ found that The Board also finds that this charge is not precluded by
Hedrick’s conduct in negotiating the Hartke fee arrange-application of the five-year statute of limitations in
ments and causing the Bank to pay the directors’ legal feed8 U.S.C. § 2462. While the Board doubts that the statute
evidenced willful and continuing disregard for the safety of limitations applies to banking administrative enforce-
and soundness of the Bank. RD 158. The ALJ noted thatment actions generally, and questions in particular its
Hedrick’s subjective appreciation of the wrongfulness of application to the remedial sanction of prohibititnthe
his actions could reasonably be inferred from his attempt8Board concludes that these issues need not be resolved
to disguise the nature of the Hartke fee agreement. RD 15&)ere because, on these facts, the prohibition cause of action
seeRD 47-48. in connection with the legal fees issue was not time-barred.
In his exceptions, Hedrick argues that he reasonably Because the OCC issued its prohibition notice against
relied upon the advice of counsel in negotiating the legalHedrick on November 12, 1992, the statute of limitations,
representation and that the allegations are time-barred un-
der 18 U.S.C. § 2462 because the initial actions Withm Interamericas Investments Ltd2 Federal Reserve
respect to the fee a_rrangement took pl_ace more than fiv ulletin 609, 617 n.17, the Board questioned whether section 2462
years before the notice of charges was issued by the OClgnoyid be applied to enforcement actions by the banking agencies
The Board denies both exceptions. under the Bank Holding Company Act and the Federal Deposit
Even if advice of counsel were a valid defense to thelnsurance Act. The Board found it unnecessary to answer that ques-

charges, it would be inapplicable here because substanti%’c%gloxziz ;é”‘;f gf;“on 2462 was found not to bar the action for

16. The limitations statute reads, in relevant part: “Except as
otherwise provided by Act of Congress, an action, suit or proceeding

11. The Hartkes settled an enforcement action by the OCC byfor the enforcement of any civil fine, penalty, or forfeiture, pecuniary
agreeing to a suspension from practice before the OCC for two yearsr otherwise, shall not be entertained unless commenced within five
and civil money penalties totalling $35,000. RD 36. years from the date when the claim first accrued.” 28 U.S.C.

12. The Bank’s articles of association never provided for indemnity, § 2462. The Board believes that the remedy of prohibition, which is
a prerequisite to the Bank’s advance of legal fees to the directors fodesigned to protect the banking industry against individuals found to
their individual litigation. 12 C.F.R. 7.5217(a). RD 39. have engaged in misconduct of a certain sort, is not a “fine, penalty or

13. The Board need not consider OCC Enforcement Counsel'dorfeiture” within the meaning of the statuteCf. U.S. v. Stoller,
exceptions to the amount of the loss determined by the ALJ, since th&8 F.3d 710 (1st Cir. 1996) (prohibition order is remedial and not a
precise amount of the loss is not relevant to the prohibition determina“punishment” within the meaning of the double jeopardy clause);
tion. SeeExceptions at 2-5. Federal Election Commission v. Nat'l Republican Senatorial Commit-

14. The Board adopts OCC Enforcement Counsel's exceptions irtee, 877 F. Supp. 15, 21 (D.D.C. 1995) (injunctive actions outside
the nature of technical corrections that the ALJ used “Hartke” where scope of section 2462put cf. Johnson v. SE@7 F.3d 484 (D.C. Cir.
he meant “Hedrick” in two instances on page 155 of the Recom- 1996) (SEC broker suspension constitutes punishment and thus is
mended Decision. Exceptions at 10. subject to section 2462).
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even if applicable, does not bar any cause of action thaproper affiliate transaction and a new violation of 12 U.S.C.
accrued after November 12, 1987. Here, while the ad-8 371c.Seel2 U.S.C. § 371c(a)(2).
vances were at all times unauthorized, this prohibition Similarly, the Bank upstreamed $47,134 in insurance
action did not fully accrue until the directors failed to premiums to Hoosier that Hoosier was unable to reimburse
reimburse the Bank following the exhaustion of appealsor collateralize in violation of 12 U.S.C. § 371c. RD 96;
when the Supreme Court denied certiorari in October 1991Jt. Stip. 36, 38. In response to OCC criticism in May 1990,
Had the OCC brought its charges before then, the unreHedrick in December 1990 pledged two deposit accounts
solved contingency of reimbursement would have rendereénd another director pledged shares of stock to secure
judgments as to the degree of loss and nature of culpabilityHoosier’s loan. RD 97. The stock pledge and one of
tentative. The Board therefore finds that the prohibitionHedrick's account pledges were released when the balance
cause of action for the unreimbursed legal fees did noin Hedrick's other account became sufficient to secure the
accrue more than five years before the prohibition noticdoan to Hoosier. RD 97. The Bank retained a $50,000 hold
was issued. on that account. RD 97. One week after the OCC had been
Furthermore, the Board adopts the ALJ’s conclusion thainformed of the substituted collateral, Hedrick ordered the
various actions taken by Hedrick to disguise the paymenhold on his account overridden to gain access to a portion
of legal fees by the Bank constituted fraudulent conceal-of the frozen funds. RD 97, 101; Jt. Stip. 39. The with-
ment that tolled the running of the statute of limitations. drawal of funds from the account left the balance of the
RD 46-48'7 The ALJ found that Hedrick misled OCC loan to Hoosier undersecured in another violation of
examiners as to the nature of the services being provided2 U.S.C. § 371c. RD 98. The violation was later cured by
for the fees, that the terms of the representation were noan additional deposit by Hedrick. RD 102.
fully known within the Bank, and that Hedrick continued The ALJ found that the transactions were unsafe and
to conceal the purposes of the retainer agreement throughunsound, RD 149, and breaches of Hedrick’s fiduciary
out the OCC'’s investigation. RD 46—48. Accordingly, the duty to the Bank, RD 152, as well as violations of law. The
statute of limitations did not preclude this basis for prohibi- ALJ found that the transactions caused financial gain to

tion.18 Hedrick in that he was Hoosier’s principal shareholder and
benefitted from the extinction of a Hoosier debt. RD 156.
4. Transactions With Affiliates Hedrick also received financial gain from overriding the

hold on his account to gain access to his funds. RD 156.
In 1989, the Bank “upstreamed” $82,000 to Hoosier, its The ALJ found that Hedrick acted with personal dishon-
parent bank holding company, to be used for income taxesty by claiming that the first affiliate transaction involving
payments. Jt. Stip. 32, 33. Because the Bank was operatingoosier was corrected, thereby misleading the OCC and
at a loss, Hoosier was legally obligated to reimburse thehe Board. RD 160. He also found that Hedrick displayed
Bank for any tax benefit. RD 95-96. Hoosier’s inability to willful and continuing disregard for the safety and sound-
reimburse the Bank had the effect of creating an unsecuredess of the Bank in both affiliate transactions. RD 183.
loan of $82,000 to an affiliate in violation of 12 U.S.C.  Hedrick’s exceptions to the Recommended Decision ar-
§ 371c. RD 96. gue that the affiliate transactions represent yet another
The OCC instructed the Bank to correct the violation. instance of the OCC’'s making a “mountain out of a
RD 96. In response, Hedrick caused the Bank to make amolehill” by mischaracterizing Hedrick's good-faith cop-
unsecured loan of $50,000 to a director of the Bank, theing with a difficult financial situation. Exceptions 27-29.
proceeds of which were deposited, along with funds fromThe Board rejects Hedrick’s version, and finds that the
Hedrick, into a Hoosier account. RD 96, 100. Hoosier usedacts with respect to the affiliate transactions underscore
those funds to reimburse the Bank, and the Bank reportetHedrick’s unwillingness or inability to observe the distinc-
to bank regulators that the violation had been correctedtions between the Bank’s resources and his own.
RD 96; Jt. Stip. 35. In effect, then, Hedrick caused the
Bank to fund its own repayment. Because Hoosier was th&. Sand Dune Shores
beneficiary of the loan, the loan represented another im-
Hedrick held an interest in a time-share apartment complex
called Sand Dune Shores. RD 121. The ALJ found that
Hedrick caused the Bank to engage in improper transac-
17. In 3M Company (Minnesota Mining and Manufacturing) v. tions that furthered Hedrick’s interest in his investment
Browner, 17 F.3d 1453 (1994), the D.C. Circuit ruled in a case yather than that of the Bank, while failing to disclose his
involving the imposition of penalties by the Environmental Protection . . .
Agency that the limitations period applies, not just to court cases t0p,ersonal 'nteres_t or abstain from voting when the board of
collect penalties already assessed by agencies, but also to the agendye€ctors authorized the Bank to pay the taxes, interest and
adjudications themselves. The court noted, however, that the limitaexpenses of the development. RD 121. Hedrick also caused
tli(;”':ssiée:toﬂlgi%hisbe tolled in cases of fraudulent concealment.the Bank to purchase contracts from other banks to relieve
18. Of course, as stated above, the Snyder loan transaction, as Hednck from obligations on gyarantees.
which there is no limitations issue, independently constitutes a sufi- Hedrick became the substitute general partner of Sand
cient basis for prohibition. Dune Shores, Ltd. (“SDSL"), a limited partnership, in
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1985, after the previous general partner had declared bank- Hedrick argues in his exceptions, first, that the OCC is
ruptcy, after SDSL had become delinquent on federal taxesaising events that occurred more than five years before
and after the Bank’s compliance committee had directeccharges were brought and therefore outside the statute of
Hedrick to liquidate his interest in SDSL. RD 121-122; limitations. Exceptions at 32. As before, the Board need
Jt. Stip. 48. The Bank held conditional sales contracts omot address the applicability of the statute of limitations to
SDSL time-share units valued at about $278,934. RD 122prohibition actions, since a number of the charged actions
Hedrick was the guarantor of conditional sales contracts orook place after November 12, 1987 and therefore within a
SDSL time-share units financed by financial institutionsfive-year period preceding the issuance of the prohibition
other than the Bank, aggregating to between $790,000 andoticel®
$1,300,000 by September 1985. RD 133. Hedrick also held Hedrick also vigorously argues that the Sand Dune
a number of SDSL time-share units for sale and testifiedShores relationship was in the best interests of the Bank,
that his personal Sand Dune Shores records were intethat the actions taken preserved the Bank’s investment
twined with those of the Bank. Hedrick Tr. 263—-64. from foreclosure and protected the Bank against lawsuit.
From October 1986 until May 1988, the Bank paid Exceptions at 32—37. Hedrick also argues, citing to his own
approximately $407,242 in delinquent property taxes, intertestimony, that the other directors and Bank personnel were
est, and other expenses of SDSL in order to protect it@aware of Hedrick's positions with Sand Dune Shores.
$214,000 interest in the sales contracts. RD 122-124. liExceptions at 37-38.
return, the Bank received an assignment of SDSL's interest The Board rejects these exceptions, finding that
in 102 time-share units, nominally worth over $500,000, Hedrick’s role in causing the Bank to pour money into a
but ultimately worth far less. RD 124. In at least two of the project in which he had substantial financial exposure
meetings where the board of directors voted to authorizeepresents a classic example of financial self-dealing. Even
tax payments to Sand Dune Shores, Hedrick was preseriftit were true as a matter of fact that other members of the
and voting. RD 124. The ALJ found that there was noboard of directors were aware of the extent of his involve-
evidence that the payments for the benefit of SDSL were tanent in the project, that awareness was not documented in
avoid lawsuits, and concluded that the payments werdoard minutes and no measures were taken to insulate
instead intended to protect Hedrick against loss. RD 134. Hedrick from voting on decisions that affected his interests.
In 1988, the Bank paid $79,869 to another lender forFor purposes of this prohibition action, the precise amount
additional SDSL time-share sales contracts that had beelost by the Bank is not material, since it is clear that
guaranteed by Hedrick, about half of which were characterHedrick received financial gain from the Bank’s support of
ized as “bad accounts” with a salvage value of aboutthe project. Accordingly, the Board concludes that the
$18,000. RD 126. In 1989, the Bank purchased anotheSand Dune Shores transactions constituted yet another
108 SDSL sales contracts from another lender for abouindependent basis for Hedrick’s prohibition.
$55,750. RD 127. In each case, the Bank’s purchase re-
lieved Hedrick of his liability on his guarantees. RD 126, 6. Summary
127; Jt. Stip. 54, 56. At the board of directors meetings
where the purchases were authorized, Hedrick did nofhe Board concludes that substantial evidence in the record
abstain from the vote to purchase the contracts. RD 127supports the issuance of an order of prohibition against
Amy Tr. 1593-95; 1597-99. The ALJ concluded that the Respondent Snyder for his role as a nominee in the Snyder
Bank ultimately charged off $406,000 on the Sand Duneloan, and against Respondent Hedrick for his participation
Shores relationship, more than it would have lost if it hadin the Snyder loan and other lending and affiliate transac-
lost its interests in the sales contracts through tax foreclotion violations, for orchestrating the Bank’'s payment of
sure. RD 131, 137. legal fees and expenses that were the responsibility of the
The ALJ found that Hedrick's conflicts of interest vio- directors, and for his self-dealing in transactions related to
lated his fiduciary duty and caused the Bank to engage irffand Dune Shores.
unsafe and unsound practices because it lacked the infor-
mation necessary to make an informed decision about it€onclusion
transactions. RD 137. The Bank lost more than $405,000 in
Sand Dune Shores outlays and Hedrick received the benefifor the foregoing reasons, the Board orders that the at-
of being relieved of guarantees valued at between $790,00@ched Order of Prohibition issue.
and $1,300,000. RD 157. The ALJ concluded that
Hedrick’s conduct with respect to Sand Dune Shores repre-
sented personal dishonesty and willful and continuing dis-
regard in that: he concealed the true purpose of the Bank’s
payments on behalf of SDSL; he failed to liquidate his___
nerests n SDSL as drected by the Banks ComBlanCe, T e 5. o Wy 1905
commlttee; and he Commued to use the Ban to further hl%D 124. The Bank purchased time-share unit sales contr};cts EJn which
own interests and the interests of SDSL while the Bank 10S{egrick was the guarantor on or about October 5, 1988, and June 1,
substantial amounts of money. RD 161, 185. 1989. RD 126, 127.



Legal Developments1075

Order of Prohibition 2. This Order, and each provision hereof, is and shall
remain fully effective and enforceable until expressly

WHEREAS, pursuant to section 8(e) of the Federal De-stayed, modified, terminated or suspended in writing by the

posit Insurance Act, as amended, (the “Act”) (12 U.S.C. Board.

§ 1818(e)), the Board of Governors of the Federal Reserve This Order shall become effective upon the expiration of

System (“the Board”) is of the opinion, for the reasons set thirty days after service is made.

forth in the accompanying Final Decision, that a final By Order of the Board of Governors, this 11th day of

Order of Prohibition should issue against DONALD E. September, 1996.

HEDRICK and JOHN K. SNYDER;

NOW, THEREFORE, IT IS HEREBY ORDERED, pur- Board of Governors of the
suant to sections 8(b)(3), 8(e), and 8(j) of the Federal Federal Reserve System
Deposit Insurance Act, as amended, (12 U.S.C.

88 1818(b)(3), 1818(e) and 1818(j)), that: WILLIAM W. WILES

Secretary of the Board

1. In the absence of prior written approval by the Board,

and by any other Federal financial institution regulatory

agency where necessary pursuant to section 8(e)(7)(B) of

the Act (12 U.S.C. § 1818(e)(7)(B)), DONALD E.

HEDRICK and JOHN K. SNYDER are hereby prohibited: FINAL ENFORCEMENTORDERISSUED BY THEBOARD
() From participating in the conduct of the affairs of any OF GOVERNORS
bank holding company, any insured depository institu-
tion or any other institution specified in subsection National Bank of Greece
8(e)(7)(A) of the Act (12 U.S.C. § 1818(e)(7)(A)); Athens, Greece
(b) From soliciting, procuring, transferring, attempting
to transfer, voting or attempting to vote any proxy, The Federal Reserve Board announced on September 13,
consent, or authorization with respect to any voting 1996, the joint issuance with the Federal Deposit Insurance
rights in any institution described in subsection Corporation and the Commissioner of Banks for the Com-
8(e)(7)(A) of the Act (12 U.S.C. § 1818(e)(7)(A)); monwealth of Massachusetts of a Cease and Desist Order
(c) From violating any voting agreement previously against the National Bank of Greece, Athens, Greece, and
approved by the appropriate Federal banking agency; othe National Bank of Greece’s branch in Boston.
(d) From voting for a director, or from serving or acting The Federal Reserve Board also issued jointly with the
as an institution-affiliated party as defined in section 3(u)Federal Deposit Insurance Corporation an Order of Assess-
of the Act, (12 U.S.C. 8§ 1813(u)), such as an officer, ment of a Civil Money Penalty against the National Bank
director, or employee. of Greece and its Boston branch.
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